CHAPTER|
INTRODUCTION

1.1 Background of the Study

A business enterprise today operates in dynamic environment which includes many new
issues of management problem. Quality production, research and development, product
diversification, market enhancement and cutthroat competition forces the narrow margin
of profit for any organization. Due to complex environment, management has to carry out
its basic function of cost minimizations and maximization of profit in an atmosphere of
uncertainty. The old technique of management is no longer considered dependable on the
situation in which the modern management has realized that a slight error in the policy
management may mean either losing a business opportunities or going out of
competition. A second chance may not come or if it does, it may be costly or risky.
Management can achieve this by using management accounting. Any accounting, which
renders vauable information to help management, may be caled management
accounting. It is the form of accounting, which enables a business to be conducted more
efficiently. Management accounting is mainly emphasizing to present the accounting
information in proper way before the management and such accounting information

being placed in away as to assists management in its operations and functions.

"Management Accounting is the presentations of accounting information to formulate the
policies to be adopted by the management and assists its day to day activities. It helps the
management to perform all its functions including planning, organizing, staffing,
directing and controlling. It presents to management accounting information in the form

of processed data, which it collects from financial accounting.” (Paul, 1994)

"Organizations need various economic information. They get it from management
accounting, which is a language that communicates economic information to people
inside and outside the organization. Management accounting covers accounting methods,
systems and techniques which gives very useful information to management for effective
planning and decision making. A success happens while the organization able to finance



and regul ate the necessary funds needed to these activities. Therefore for most companies

management accounting is the appropriate form as absolutely vital." (Batty, 1982)

"Management accounting information serves major roles in organizations. To enhance
decision making, guides strategy, develops and focuses efforts related to improving
organizational performance and to evaluate the contribution and performance of

organizational units and members." (Kaplan and Atkinson, 1998)

"Management has recognized as quantitative facts for planning, controlling, and
coordination. These quantitative facts should not only be related to the part of
performance but should aso indicate the future trend. Management accounting has to
play rolein all these areas.” (Gupta, 1995)

"Management accounting is the process of identifying, measuring, analyzing, interpreting
and communicating information for searching the goals of the company. Manageria
accounting is the part is the part of the management process and Management accounting

are the strategic partner in company management team.” (Hilton, 2002)

"The role of management accounting is now very different from that of a decade ago. In
the past it operated strictly staff capacity but now it serves as internal sources of business
consultants. In many organizations, Management accountings takes leadership role in
their term and are sought out for the ramble information they provide. Therefore the goal
for learning managerial accounting is not to be an accountant, rather the aim to produce
confident entrepreneurs and capable managers. (Bajracharya, 2004)

Management accounting concepts emerged because of the complexity that exists in
today's business decision making process. Its main theme is to simplify the planning and
decision making process and provide support to achieve better organizational outcomes.
It is important for every level of manager to involve in some sort of decision making
process. The whole idea of Management accounting is to assists strategic managers to
perform management functions more effectively by providing relevant economic

information.



Thus management accounting is helpful not only to commercial institution, business and
corporate houses but also to the civil services in term of controlling cost, forecasting

expenses and helping to increase the overall productivity.

Accounting Standard
CAAN has developed its own accounting manuals based on Nepal Accounting Standard
(NAYS) for the well management of the accounting procedure. These manuals guide the
accounting personnel and others about transactions in systematic order and in detail. The
manuals are classified into eight different headings given below;
1. Budgeting and Budgeting Control
Payroll Accounting Procedure
Genera Accounting Procedure
Cash and Bank Accounting Procedure
Accounting of Advances
Procurement and Store A ccounting Procedure
Accounting of Fixed Assets
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Accounting Procedure for Revenue Account

Aviation and Tourism

Aviation helps to fly over every corner of the world with in hours. Due to this fastest
means of transport now the whole earth has become like a village. That’s why the
concept of global village has been developed in 21% century. Aviation, Not only faster but
also much and much comfortably can reach to destination like at home, at bed, fully
facilitated and fully conditioned.

In the context of country like Nepal there is a big scope of aviation as the country has
irregular topography having hundreds of hills and mountains. Development of roads to
these parts is excessively expensive and time taking. If managed a proper ground can
reach there by air which is more easy and faster. Even though destinations are well linked
by road transportation the importance of aviation is till large for those users of high
capacity, necessity, time saving, staffs, patients, emergency and others.

Tourism can be termed as an industry generating income by the attraction (inducement)
of people within country and outside towards the various aspect of local and national



level identities such as natura resources, wildlife, plants (flora and fauna) places of
cultural and historical importance, religious places, places of scenic beauty, adventures

like rock climbing, mountaineering, rafting, trekking, jungle safari, hunting etc.

Defined as an industry the tourism directly generates money. It is an easy industry to run
by the attraction of people and making them spend their money in their matter of choices.
In the world it has been a very common and easy way of production of money. On the
other hand people involved in visiting different places are those who have capacity to
spend money. Thus many countries in the world are even dependent up on tourism as a
basic means of national capital.

Tourism is a broad cultural interaction among the people from different corners of the
world with different identities which also helps to share different ideas and information
each others. Thus tourism can be a major resource of national economy, employment,
recognition, interaction, protection, brotherhood etc.

Aviation sector plays an instrumental role in promoting tourism. Every popular and
successful tourism destination has booming of strong airlines behind them. Data reveas
that more than 85% of foreign tourists do come by air. During their short 10 days
duration of stay tourists visit different places of natural beauties, cultural heritage,
religious places and more others by efficient mode of air transportation with in country.
Among them the very popular tourist destination, observing Himalayas closely by necked
eyes (Mountain Flight) is possible only by aviation.

Thus these two sectors are interlinked to each other. These two sectors themselves are not
atotal. One cannot have its utility in isolation. Aviation industry is the combination of
airlines, airports and services, trade and business, tourism etc where as tourism industry is
interlinked with aviation, hotels, travels, expeditious, natural and cultural interface etc

Short term plan should be construction of an airport for the domestic operation
somewhere in the vicinity of Banepa area with a high speed surface transportation
connection. This will ease the traffic congestion and enhance the safety margin at the
Kathmandu airport for the bigger jet traffic. Long term plans should focus on

constructing at least one international airport somewhere in inner Terai region in close



proximity to Capital. In order to grow aviation as an industry, with out any hesitation and
delay, government should give a nod for all interested airlines to run flights to Nepal. At
a time when the globalization bulldozer is swiftly flattening out monopolistic business,
the days of protectionist policies are over. Undoubtedly, the aviation market should be
left for full and cutthroat competition among the operators, giving al an equa role of
playing fields. As the national flag carriersisin very poor condition and in a struggle of
survival. Doing so the country is not going to be loser, but emerge gainer. At the cost of
protection to airlines tourism industry should not suffer. The concept of internal tourism
should be developed more for the development of both tourism and aviation. The visit
must be easy and best for which aviation has one of the vital role including government

policy, travel and tours, hotels etc.

1.2 Focus of the Study

Management accounting practices fully considered with the systematic applications of
accounting tools as other business organizations used and applied in their practica
business and operationd life.

Management accounting or managerial accounting is concerned with the provisions and
use of accounting information to managers within organizations, to provide them with the
basis to make informed business decisions that will allow them to be better equipped in
their management and control functions.

In contrast to financial accountancy information, management accounting information is:

Primarily forward-looking, instead of historical.

Model based with a degree of abstraction to support decision making generically,
instead of case based.

Designed and intended for use by managers within the organization, instead of
being intended for use by shareholders, creditors, and public regulators.

Usually confidential and used by management, instead of publicly reported.
Computed by reference to the needs of managers, often using management
information systems, instead of by reference to general financial accounting

standards (www.wiKkipedia.com)



Organizations are backbone of economic development. It is good employment generator
as well. As an organization, CAAN (an autonomous body of government) is not an
exceptional. As mentioned earlier above management accounting has vital role for an
organization, the need of this study is to examine and check that the CAAN is applying

management accounting system.

An organization becomes successful when management accounting provides good
information. The different types of information are not useful only to the organization
itself but also to other business houses to make them successful. Success happens from a
good management, planning, controlling, cost, manpower etc. When every things is

planned and controlled it will very easy to make future decision.

This research is focused management accounting practices by CAAN. So the focused is
on an autonomous body named Civil Aviation Authority of Nepal (CAAN).

1.3 Statement of the Problem

CAAN being an organization of both regulatory and service provider has different
organizational segments for defined objectives. CAAN Head Officeis responsible for the
regulatory and other administrative functions where as the Civil Aviation Academy of
CAAN is for the production of trained manpower. The airports are for the service
provider. The airports are the main sources of income of CAAN. Almost all of itsincome
is generated from the airports. The airports are situated at different geographical locations
covering convenient to remote areas. The facilities available on the convenient airports
are higher than the remote. Here the existing facility to its employee also determines the
level of service. Latest developments and technologies first used to be applies on those
convenient offices. Similarly, huge amount of budget, the computerized system, trained
and skilled manpower are concentrating to convenient establishments where as in case of
the remote areas it is just opposite. For the similarity and simplicity to its accounting
personnel, CAAN it-self developed the accounting manuals covering on eight different
faculties. There is still the question mark concerning how many of them following the
proper system.



CAAN isin the process of recovering cost since the fiscal year 2060/61. Before that, it
was operating at huge loss since the establishment of FY 2059/60. Success is not a matter
of chance; it is a matter of implementing plan systematically. Profit can be achieved
through well planning and management. Management accounting provides techniques to
aid management functions. CAAN it-self is not performing well. It is due to poor
planning, controlling and decision making processes. Only qualified competent and good

skilled managers can do the best business (performance).

This research study was aimed to find out the answers of the following questions relating
to CAAN operations.
1. How are management accounting tools practiced in CAAN?
2. What are the major difficulties in the application of management accounting tools?
3. Inwhich areas of CAAN management accounting tools should be applied to
strengthen the CAAN activities?

1.4 Objectives of the Study
The main objectives of this research are to examine and study the practices of
management accounting tools and techniques in CAAN. The specific objectives are as
follows:

1. To examine the management accounting tools practiced in CAAN.

2. Toidentify the difficultiesin applying management accounting toolsin CAAN.

3. Toidentify the practices for Pricing of products and servicein CAAN.

1.5 Limitation of the Study
Research itself is adifficult task due to its own natural characteristics. Every research and
study needs sufficient time, effort, investment and data. These characteristics can be
termed as limitations. The present research has the following limitations.

1. Thisresearchisbased basically on primary data. Secondary data were also used.

2. The study is concerned with management accounting. It does not consider the other

economic aspects in detail.
3. The study paid attention on the practice of management accounting tools and

techniques.



4. The study isfocused only on "CAAN". Thus findings might not be applicable to

other organization which does have different objectives and goals.

1.6 Organization of the Study
This study is divided in to five Chapters they are:
The first chapter deals with background, statement of problem, focus of the study,

objective of study, research methodology limitation of study and chapter scheme.

The second chapter deals the review of related literatures and available studies, written

and prepared by experts and researcher.

The third chapter Research Methodology present the methodology used in this study. If
deals with research design, nature and sources of data, collection of data, data processing
and method of data anaysis.

The fourth chapter fulfills the objectives of the study by presenting the data and analyzing
them with the hel ps of various accounting and statistical tools and techniques followed by

methodology.

The fifth chapter summarizes the whole study Moreover to draws the summary
conclusion and forwards the recommendation for the improvement of effective Tax

collection system and to avoid the difficulties in tax collection system.



CHAPTER I
LITERATURE REVIEW

2.1 Conceptual Framework

Accounting has rightly been termed as the language of the business. It communicates the
result of business operations to the various parties who have some stake on the business.
The objective of accounting is to provide sufficient information to meet the need of
various users at the lowest possible cost. As such, the accounts/ accounting should aim to
provide the right information to the right user/ people in the right quality at the right time
and at minimum cost. The user of accounting information can be grouped into following
two categories (Hilton, 2002).

Users of Accounting I nfor mation

[ Accounting Information ]

Internal Users External Users

—[ M anagers/M anagement

—  Creditors/ Suppliers

—[ Owners/ Shareholders —[ Bankers/Lenders

]
J
~  cusomes |
]
J

—[ Employees

)
)
)
)

—[ Trade Unions —[ Government

—[ Investment Analvst

Historically, Accounting is concerned with recording, classifying, summarizing,
analyzing and interpreting the past transactions for an accounting period of a business
enterprise. In modern time it has historical as well as manageria function. In managerial
function it is concerned with planning the future activities of an organization and
controlling the operations of the business. This helps the management in looking forward.
The actual results are compared with the predetermined targets with the objectives of
promoting maximum operational efficiency. Accounting information can be gathered and

provided through various branches of account that includes (Subedi, 2001).

- Financia Account
- Cost Account



2.1.1 Financial Accounting

Financial account is concerned with the recording of financial transactions of the business
and it provides information in financia terms to parties or people, wanting information
about the state of business. Financial accounting is useful to management as well as to
external users such as potential owners, creditors, government etc. It provides
information regarding the status of business and results of its operation. The functions of

Financial Accounting are (Giri, 1994)

- Recording of information, ie financial transactions.
Classification of data

Preparation of financial statements

Interpreting financial information

Communicating results

Making information more reliable by using Generally Accepted Accounting
System
Management needs information for planning, controlling and coordinating business
activities. But information provided by financial account isn’t sufficient in meeting
informational needs of the management because of some limitations those are

- Historical nature

- Not helpful in price fixation

- Cost control is not possible

- Recording of actual costs

- Apprasal of policiesisnot possible

- Not helpful in strategic decision

- Provide quantitative information not qualitative one (K.C., 2008)

2.1.2 Cost Accounting

Cost Accounting is concerned with the classifying, recording and appropriate allocation
of expenditure for the determination of the cost of products or services and presentation
of data for the purposes of control and guidance to management. The main objective of
cost accounting is to find out cost per unit of production or service or for a process. Cost
accounting is the process of accounting for cost. It records income and expenditure
relating to production of goods and services. It is concerned with cost ascertainment and
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cost control. It involves the preparation of right information to right person at right time
so that it may be helpful to the management for planning, controlling and decision
making. Cost accounting helps management to

- ascertain selling price to the product and services

- providereliable cost data

- formulate business polices

- analyze and classifying the cost

- make decision regarding make or buy and drop or continue

- helpin cost reduction and cost control

Cost accounting has the following limitations
- Itisnot aindependent system of accounts
- Cost varies with purpose. Difficult to determine for service sector
- It presents base for taking the best decision but not give solution of the
problem
- Techniques are based on same presumed notions
- Different views are hold by different accountants about the itemsto be

including in cost (Jain and Narang, 1992)

2.1.3 History of Management Accounting in Nepal

The first king of Nepal in Lichhavi period circulated the first coin called “Manaka” during
the period 464-491 A.D. Then King Mahendra Malla had circulated the coin named
“Mahendra Mally” in Malla period. From that time, it can be said that transaction begins in
proper way. It is aso said that small number of transactions used to be performed in
lichhavi and Malla periods. Some written records of accounting have been traced to the 18"
century. After the unification of Nepal by the king Prithvi Narayan Shah the great in1825
B.S,, the chief of the district level soldiers used to keep the accounts of the government
offices. In 1814 a book called “Laldhadda” was created for recording matters about land
management and another book called “Mothdhadda” was also used for keeping accounts.
These two records were important steps in the history of accounting in Nepal. “Kitab
khana” was established for recording the salaries paid to government personnel. In the
process of development of accounting in 1879 (1936) B S, Kharidar Gunawanta a senior
official that time propounded "Syaha Shresta Pranai" which was an advanced form of an

11



accounting and used up to 1965-66 fiscal year. A "Faram Shresta Pranai” was introduced
in 1911 (1968 B S) especialy to usein Terai Region. After the overthrow of Rana Regime,
the first budget was started in Nepa in 1951 A.D. The auditor general’s office was
established in 1959. In 2017 B.S. “Bhuktani shreshta Pranali” was adopted which was little
bit based on the double entry book keeping system. After detailed study of 288 days

committee made a report to introduce a new accounting system (Sharma, 1998).

New accounting system based on double-entry bookkeeping is in practice for recording
transactions in government ministries, departments and offices. Management accounting
protects business properties. Management accounting is possible because accounts supply
the following information to the manager or the owner.

1. How much the business has to pay to the others?

2. How much the business has to recover from others?

3. How much the business has the (a) fixed assets, (b) cash in hand, (c) cash a

bank, (d) stock of materials.

In order to enable the users of financiad information to draw important conclusions
regarding the working of a company over a number of years, it is essentia that the
accounting practices and methods remain unchanged from one accounting period to
another. But some companiesin Nepal lack consistency (Thapa, 1994).

2.1.4 Nepalese Accounting Standardswith Inter national Accounting Standards

The International Accounting Standards Committee (IASC) was formed in 1973 to develop
worldwide Accounting Standards. More than 100 organizations from 80 different countries
participated in the IASC’s efforts to develop international reporting standards. In many of
the countries, compliance with the standards of the IASC is strictly voluntary, and much
work remains to be done in developing International Accounting Standards. The
Accounting Standards are issued for use in the preparation and presentation of the financial
statements out of various aternative accounting treatments. Accounting standards identify
such dternative, which should be preferred.

Accounting Standards in reporting accounting information is compulsory every country. It
is, therefore, obvious that a detailed knowledge of the IAS is compulsory for accountantsin

Nepal. However, it is to be noted that Accounting Standards should not influence the local
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regulations, which govern the preparation and presentation of financia statements in our
country (Lynch, 2003).

2.1.5 A Brief Review of Management Accounting Tools

Management accounting is such techniques, which help to discharge functions like
planning, organizing, staffing, directing and con trolling properly and efficiently.
(Paul, 1994)

2.1.5.1 Cost Concept

The term cost has a wide variety of meanings. In common use, the word cost means
price. But in management terminology the term cost refers to expenditure and not the

price.

"Cost is the amount of expenditure (actual or nominal) incurred on or attributable to a

given thing" — Terminology

Cost is the amount of resources given up in exchange of some goods and services. It is
the price of economic resources used as aresult of producing or doing something. It isthe
amount of expenditure incurred on a given items which could be material, labour,

machine or product.

Managers require cost information for planning, controlling and decision making. The
monetary units that must be paid for goods and services are the costs. Managers want to
know the cost for decision making. This is called cost objective/object. It is defined as
any activity or resources for which a separate measurement of cost is desired. Here cost
allocation and cost accumulation are important factors for cost objective (Horngren,
Foster and Datar, 1999).

2.1.5.2 Cost Accumulation
Cost accumulation refers to the collection of cost data through an accounting system.
Usually the costs are collected under ledger accounts heading materials, labour etc. Costs
are related to products and services that generate the resources of an entity. These costs
can be separated into three cost components:

i. Direct materia

ii. Direct labour
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iii. Overhead cost
Materias refer to the commodities supplied to an undertaking for the purpose of
consumption in the process of manufacture or rendering service or transformation into

products.

Labours refer to labour charges to activities, jobs, products or services. Labour cost
includes wages, allowances, bonus, gratuity, pension, provident fun, insurance policy,
medical etc.

Cost indirectly related to materials, labour and expenses are known as overhead. Such
cost cannot be traced to any unit of production it represents common to several cost units
or cost centers. It is aggregate of all indirect material, labour and expenses (Horngren,
Foster and Datar, 1999).

2.1.5.3 Cost Classification and Behavior

Cost classification is the process of grouping cost on the basis of their common features.
Costs are to be classified suitably to identify with cost centers or cost units. Classification
of cost is either by on the basis of relationship or cost objectives. Some of the types of
cost are as follows: variable, fixed, mixed, prime, relevant, direct, indirect, avoidable,

unavoidable, opportunity, controllable or uncontrollable etc.

The cost structure consist the relative proportion of variable, fixed and missed cost.
Management of any organization wants to know how costs will be affected by changesin
the organizational activity. The relationship between cost and activity is known as cost
behavior which affects the managerial functions of planning, controlling and decision
making.
Variable cost varies in direct proportion to changes in the activity level. Variable
cost in total  increase or decrease if the activity level increases or decreases but it
remains constant if expressed on a per unit basis.
Step variable cost is a cost that increases or decreases only for response to fairly
wide changesin activity level.
Fixed costs remain constant in total amount despite the changes in the level of
activity fixed costs per unit does changes as activity varies. Fixed cost per unit basis

decreases as the level of activity increases and vice-versa.
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Step fixed cost remain fixed over a wide range of activity but jump to a different
amount for activity levels outside that range.
Semi-variable cost is the cost or expenditures that cannot be categorized on purely

fixed or variable. Mixed costs contain both variable and fixed cost el ements.

Following equation can be used to express the relationship between mixed cost and the

level of activity.

y =a+ bx
Where, y = total mixed cost
a=total fixed cost
b = variable cost per unit activity
x = level of activity (Goyal and Mohan, 1997)

2.1.5.4 Cost Allocation
Cost dlocation is tracing and reassigning costs to one or more cost objectives such as
activities, departments, customers or product. The mgor problem in cost allocation is
whether and how indirect cost / overhead are alocated to products or services. The term
cost allocation cost assignment, cost apportionment and cost distribution all describe the
process of taking a given common cost and dividing it between various cost objects. Cost
allocation requires the following steps.

0 Defining the cost objects

0 Accumulating the common costs to be assigned to the cost objects

0 Choosing a method for distributing the accumulated common costs to the cost

objects.

The allocation process should be rational and systematic so that allocations are useful in
product or services costing and to managers for planning, controlling and decision
making (Jain and Narang, 1992).

2.1.6 Methods of Mixed Cost Segregations

2.1.6.1 TheHigh-Low Method

As the name suggested by, this method consider two level of activity cost. It considers
the output at different levels. For separating semi-variable cost into fixed and variable
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cost, two level of activity high and low are taken with their corresponding cost.
Therefore, the difference in cost and difference in activity level are ascertained. The
difference in cost between highest and lowest level of activities are divided by the
difference in activity or output. The result of division is variable cost per unit. This
method assumes that fixed cost trends remain constant and if there is any changes are

only in variable cost. (Dangol, 2005)

High cost - Low cost
High unit - Low unit

Variable cost per unit =

2.1.6.2 Least Square Method

Least square method is a statistical method. It follows regression equation to segregate
mixed cost into variable. It is an accurate and trusted method of segregation fixed and
variable cost from mixed cost. In this method, first of al, variable cost per unit is
calculated. Then fixed cost is calculated. (Dangol, 2005)

NY XY - X>Y
b——Lz—Lzz—

— NEXT-(3X)

SX*TX- XYY

AT NEXE- (5X)

Where, b = variable cost per unit
a = fixed cost per unit
2.1.6.3 Analytical Method
This method also known as "Degree of variability" techniques because the genesis of this
method lies in measuring the extent of variability of costs on a careful analysis of each
item to determine how far the cost varies with volume, variable overheads under this

method computed as follows:
Variable overhead =

Budgeted mixed overhead x Degree of variability (Brown and Howard, 1964)
2.1.6.4 Product Costing

Product costs can be identified with goods produced or purchases for resale. (Horngren,
1991)

16



Two popular methods drawn for product costing are variable costing (Direct/margina
costing) and Absorption costing (Fixed costing). The cost of product and profit there on
can be ascertained using these two techniques.

2.1.6.5 Variable/Direct Costing

A direct costing method that includes only variable manufacturing costs. Variable costing
is more accurately perceived as direct of marginal costing as it applies only the variable
production costs to the product. This costing approach that fixed manufacturing
overheads is regarded as an expired cost to be immediately changed against sales not as
an unexpired cost to be held back as inventory of changed against sales later as a part of
cost of goods sold. Further more the direct costing approach to the inventorying of costs
is not confined to only direct material and labour. It also includes on indirect cost the
variable manufacturing overheads as a part of product cost. (Horngren, 1991)

The only thing that can affect net income under direct costing is a change in sales a

change in production has no impact when direct costing method isin use.

2.1.6.7 Absor ption Costing

Absorption costing includes both variable and fixed manufacturing overheads in the
product costs that flow through the manufacturing accounts. It absorbs all cost necessary
to production. It considers fixed manufacturing overhead as a part of product cost. On
this each unit of product has to bear its total share of cost; i.e. each unit of product must
bear an equitable portion of all manufacturing cost. Net income is affected by changesin

production when absorption costing in use (Dangol, 2001).

2.1.6.8 Standard Costing

The word standard "means’ a norm or a criterion. Standard cost is thus criterion cost,
which may be used as a yardstick to measure the efficiency with the actual cost has been
incurred. The difference between actual costs and pre-determined costs provides
management with necessary information for controlling costs. In standard costing
techniques, in order to control cost, an attempt is made to ascertain before hand what the
costs should be and further attempt is made to ensure that actual costs do not exceed these

pre-determined costs.

17



Historical costing is not an effective method of exercising cost control because it does not
provide yardstick with actual performance may be compared. Historical costing is not
preceded by planned costs which are a must for effective cost control. Planned cost or
standard cost is a pre-determined cost based on a technical estimate for material, |abour,
and overhead for a selected period of time and for a prescribed set of working conditions.
It is determined in advance of production of what should be cost, when standard costs are
used for the purpose of cost control, the technique is known as "standard costing".
Therefore standard costing is preparation of standard costs and applying them to measure
the variations from standard costs and analyzing the causes of variations with a view to
maintain maximum efficiency in production. This technique is complementary to the
actua costing can be historical costing system. The system of standard costing can be
used in al types of industries but it is more commonly used in industries producing

standardized products, which are repetitive nature. (Jain and Narang, 1992)

2.1.7Most Widely Used Standard

Basically, standard falls into two categories they are ideal / perfection standard and
practical / attainable standard. Even though other types of standards are also in practice
which is classified as current standard, basic standard and normal standard, the main two
are described as follows: (Dangol, 2001).

2.1.7.1 1deal (Perfection) Standard

Ideal standard is the expression of the absolute minimum costs possible under the best,
conceivable conditions, using specification and equipment. No provision is made for
wastage, spoilage, machine breakdowns and the like. This approach maintains that the
resulting unfavorable variances will constantly remind managers of the perpetual need for
improvement in all phases of operations. These standards might have an adverse effect on
employee's motivation and they tend to ignore unreasonable goals. (Jain and Narang,
1992)

2.1.7.2 Practical (Current Attainable) Standard
Currently attainable standards are cost that can be achieved by a specified level of effort.
Allowances are made for normal spoilage, waste and non-productive time. The level of

effort specified for the standards various from company to company. There are two
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interpretations of practical standards. The first interpretation has standard set just tightly
enough so that employees regard their fulfillment as highly probable if normal effort and
diligence are exercised. (Horngren, 1991)

2.1.7.3Variance Analysis

The deviation of actual from the standard is known as variance. Here, the deviation of the
actual cost or profit or sales from the standard cost or profit or salesis known as variance.
Variance analysis is helpful in controlling the performance and achieving the profits that

have been planned.

When actual cost is less than standard cost or actual profit is better than standard profit, it
is known as favorable variances and such a variance is usually a sign of efficiency of the
organization. On the other hand when actual cost is more than standard profit is called

unfavourable variance and it isindicator of inefficiency of the organization.

Variances can be classified into controllable and uncontrollable variances. If a variances
due to inefficiency of cost center, it is said to be controllable variances. Such variances
can be corrected by taking a suitable action. On the other hand uncontrollable variance
does not relate to an individual or department but arises due to externa reason like

increases in prices of materials. (Jain and Narang, 1992)

Direct materials variances and direct labour variances are mostly used for analysis of

variances.

2.1.7.4 Budgeting
A budget is a detailed plan outlining the acquisition and use of financial and other
resources over some given time period. It represents a plan for the future expressed in

formal quantitative terms. The act of preparing a budget is called budgeting.

Budget is a comprehensive and coordinated plan for operations and resources of
enterprises expressed in the financial terms for achieving organizational objectives. It isa
mechanism to plan future activities to realize the expectation of the firm. It is one of the
comprehensive approaches that have been developed to facilitate effective performance

of the overall management process. It is a systematic and formalized approach for
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performing significant phases of management planning and control function. (Fago,
Subedi & Gyawali, 2004)

Budget is a formal statement of future plans usually expressed in monetary terms. A
budget is

- Essentially a plan in monetary terms to attain a given objectives.

- Prepared and approved

- Prior to defined period of time

- Usually showing planned income to be generated

- Expenditure to be incurred

- Capital to be employed during that period

2.1.7.5 Master Budget

Master budget is the organization's formal plan of action for forth coming budget period
expressed in financial term. It is static rather than flexible. The master budget embraces
an operational decisions and financial decisions. Operationa (functional) budget are
based for master budget where as financia budgets are also very useful and part of
Master Budget (Kharel, 2007).

2.1.7.6 Operational Budget

Operational budget are concerned with the process of preparing the budget of each
physical activities/operation of a firm such a production, sales, purchasing, debtor
collection and creditors payment schedule etc. In specific term and operating budget has
the following term (Kharel, 2007).

2.1.7.6.1 Sales Budget

Sales budget is the budget, which forecasts future sales of each product in each region in
each units of time. A sales budget should be prepared to shown the detail like product
wise, region wise, and time sales to meet overall objectives of the organization. Sales
budget is the foundation of all other budgets. Therefore, a sales plan should be redlistic. A
realistic sales plan incorporates such management decision as objectives, goals and
strategies and trandates than into planning as volume of gods, price and amount by

region, product and time. Sales budget is prepared from sales forecast. A sales forecast
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encompasses potential sales for the entire industries as well as potential sales for the firm
preparing forecast (Kharel, 2007).

2.1.7.6.2 TheProduction Budget

After sales budget has been prepared, the second step is production budget. Production
budget is concern with determining the quality of the production to be produced each
units of time. Production budget is prepared to coordinate the sales budget and inventory
policy of organization. The production requirement for the forth coming budget period
can be determined and organized in the form of a production budget sufficient goods will
have to be available to meet sales needs and proved for the desired ending inventory. A
portion of these goods will aready exist in the form of beginning inventory. The
remainder will have to produce. Thus, production can be determined by adding budgeted
sales units to the desired ending inventory from the total. (Horngren, Foster and Datar,
1999)

Production units = Planned sales + Closing stock — Opening stock

2.1.7.6.3 Purchase Budget

In case of merchandising firm, instead of preparing production budget it would prepare
merchandise purchase budget showing the amount of goods to be purchased from its
suppliers during the period. The merchandise purchase budget is in the same basic format
as the production budget, except that is shows goods to be purchased rather than gods to
be produced (Kharel, 2007).

Purchase = Material Usage + Closing Stock of Raw Material - Opening Stock of Raw
Material

2.1.7.6.4 Direct Material Budget

After production budget direct material budget should be prepared to show the materials
that will be required in the production process. Sufficient raw materials will have to be
available to meet production needs and to provide for the budget period part of this raw
materials requirement will aready exist in the form of a beginning raw material
inventory. The remainder will have to be purchased from supplier (Kharel, 2007).
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2.1.7.6.5 Direct Labour Budget

The direct labour budget is aso developed from the production budget. Direct |abour
reguirements must be computed so that the company will know whether sufficient labour
time is available to meet production needs. Just knowing in advance, the company can
develop plan to adjust the labour forces as the situation may required. Direct labour
requirement can be computed by multiplying product to be produced by each period by
the number of direct labour hours required to produce a single unit. Many different types
of labour may be involved. If so, then computation should be type of labour needed. The
hour of direct labour time resulting from these computations can then be multiplied by
the direct labour cost per hour to obtain budgeted total direct labour cost (Kharel, 2007).

Direct Labour Cost = production x standard usage rate X wages rate

2.1.7.6.6 TheManufacturing Overhead Budget

The manufacturing overhead budget provides a schedule of all costs of production other
than direct material and direct labour. It is an aggregate of indirect expenses which
includes both variable, fixed and semi variable overhead. i.e rent and rates, power, fuel,
stationary, printing, canteen, medical, repair, entertainment etc. These costs should be
broken by cost behaviour for budgeting purposes and a predetermined overhead rate
developed. This rate will be used to apply manufacturing overhead to units of products
throughout the budget period (Kharel, 2007).

2.1.7.6.7 The Seling and Administrative Over head

The selling and administrative expenses overhead budget contains a listing of anticipated
expenses for the budget period that will be incurred in areas other than manufacturing.
The budget will be made up of many smaller individuals submitted by various persons
having responsibility for cost control on selling and administrative matters. If the number
of expenses items is very large, separate budgets may be needed for the selling and
administrative functions (Pandey, 1997).

2.1.7.7 Financial Budgets
Financial budgets are concerned with expected cash receipts/disbursement. Financial

position and results of operations the components of financial budgets are:

22



2.1.7.7.1 TheBudgeted Income Statement

The budgeted income statement is one of the key schedules in the budget process. It is
concern with forecasting total assets and properties and capital and liabilities of the
company by time period. It is the document that tells how profitable operations are
anticipated to be in the forth coming period. After it has been prepared, it stands as a
benchmark against which subsequent company performance can be measured.
(Garrisson, 1985)

2.1.7.7.2 The Cash Budget
Cash budget is the detail s showing cash receipt, cash disbursement and the balance cash.
The cash budget is composed four major sections.

- The receipt sections
- The disbursement sections
- The cash excess or deficiency sections

- The financing sections

The receipt section consists of the opening balance of cash added to whatever is expected
in the way of cash receipts during the budget period. The major sources of receipts will
be from sales. The disbursement sections consist of cash payments that are planned for
the budget period. Those payments will include raw material purchase, direct labor
payments, manufacturing overhead cost and so on. Other cash disbursements are income,

tax, capital, equipment, purchase, dividend payment and so on (Van Horne, 1998).

The cash excess or deficiency sections consist of the difference between the cash receipts
section totals and the cash disbursement section totals. If a deficiency exists the company
will need to arrange for the borrowed finds from its bank. If excess exists, funds
borrowed in previous period can be repaid for the idle funds can be placed in short term
investment (Van Horne, 1998).

The financing sections provide a detailed account of the borrowing and repayments
projected to take place during the budget period. It aso includes a detail of interest
payment that will due on money borrowed.
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The cash budget is to ensure that sufficient cash is available at al time to meet the level
of operations that are outlined in the various budget. Cash budget can help afirm to avoid
cash balances that are surplus to its requirement by enabling management to take stepsin
advance to invest the surplus cash in short term investments (Van Horne, 1998).

2.1.7.7.3 Budgeted Balance Sheet
The budgeted balance sheet is developed by beginning with the current balance sheet an
adjusting it for the data contained in the other budgets. (Garrisson, 1985)

The balance sheet is the final document in the master budget and even in financia record
keeping. The balance sheet shows the final balance of all the account titles. So it can be
said list of the ending balance of all assets, liabilities and equities.

21.8 ZeroBaseBudgeting

Zero base budgeting is a method of budgeting in which managers are required to start
from zero level every year and justify all costs as if the programs involves were being
initiated for the first time. By this means, no costs are viewed as being on going in nature.
The manager must start at the ground level and present justification for all costs in the
proposed budget, regardless of the type of cost involved. The main task under zero base
budgeting is to ascertain tasks, which are as very important to the organization as for
coming periods. If they are not more useful now, they should be omitted. Zero base
budgeting is very useful where cost benefit analysis is taken into consideration. (Fago,
2004)

Zero base budgeting differs from traditional budgeting, in which budgets are generally
initiated on an incremental basis, that is, manager starts with last year's budget and
simply adds to it (or subtract from it) according to anticipated needs. The manager does
not have to start at the ground each year and justify on going costs (such as salaries) for

existing programs. (Gautam & Bhattarai, 2004)

Zero base budgeting though is not really new concept, only the review of the
departmental costs. Manger's are in ad-vocation since long time in depth review of

departmental cost. This review should be done annually, zero base budgeting lays down
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where as critics of zero base budgeting says it should done every five years. The only

difference is the frequency of review of departmental cost. (Garrisson, 1985)

2.1.9  Activity Based Budgeting

Activity Based Budgeting is a technique of allocating manufacturing overheads to
products using multiple application rates and a wide variety of costs drivers in multi-
product firm. It maintains the relationship between overheads costs and the activities that
cause them. The manufacturing costs are based up on certain cost driver and the
increasing and decreasing ratio of costs depends upon the quantity of cost driver.
(Horngren, Foster & Datar, 1999)

Activity Based Budgeting applies the principles of activity based costing. It focuses
budgeted cost of necessary activities needed for products and services. Activity Based
Budgeting is a process of developing master budget using information obtained from

activity based costing. Following procedure are taken for Activity Based Budgeting.

o Determination of goods and services to be produce for customersin the future.

o Determination of necessary activities needed to produce predetermined quantities
of goods and services.

0 Determination of resources and cost required.

o0 Estimation of each resources quantity.

0 Takeaction to adjust the capacity of resources.

Advantages of Activity Based Budgeting
0 Moreredistic budget
0 More useful budget due to its clear nature of expenses and cost change with
changein activity level
0 Activity Based Budgeting explain the reasons of budgeting because it uses the
activity based costing information which explains the relationship between cost

drive, cost and resources consumed. (Fago, 2004)

2.1.10 Flexible Budget
A budget prepared at different level of activity is a flexible budget. Flexible budget will
furnish the budgeted figure for any level of activity, which a company may actually

attain. It reflects costs, revenues and profits at the various level budgeted activities. It is
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also called avariable budget, step budget, sliding scale budget, expenses formula budget,
dynamic budget, expenses control budget and so ... on. It is a budget permits revision of
estimates of operating cost and profit, which changes in sales or production volume. This
budget is prepared on the basis of time, demand of product, and cost of product. In static
budget it is prepared at a single level of activity with prospect of modification in the light
of the changed circumstances isfixed / static budget.

It is difficult to forecast the future activity accurately, which demands some degree of
changes to cope within the business environment. In the case a flexible budget can be
used comfortably to reduce the margin of deviation between estimation and actua
performance. A flexible budget enables an organization to estimate the expenditure at
different level activity. It is used as a yardstick to measure the efficiency at the level of
performance achieved and tools for controlling the cost. The flexible budget approach
says "Give me any activity level you choose, and | will provide a budget tailored to that
particular level". Under flexible budgeting, budgets are drawn for a series of possible
sales and production volumes including the actual. In the beginning of the period,
budgets are constructed for a no. of alternative production volume to take case of the
changing market conditions and government policies. Usually flexible budgets are
prepared for minimum of three activity levels. (Fago, Subedi & Gyawali, 2004)

-The most optimistic

-The most pessimistic

-The most likely

2.1.11 Capital Budgeting

Capital budgeting is the process of planning and controlling the strategic (long term) and
tactical (short term) expenditure for expansion and contraction of investments in
operation (fixed) assets. It is the use of funds to obtain operational assets that will (a) help

to earn future revenues or (b) reduce future cost. (Welsch, Hilton & Gordon, 1993)

Capital budgeting is the process of investment evaluating, planning and financing major
investment projects of an organization. The capital budgeting decision involves a current
outlays or services of outlays of cash resources in return for an anticipated flow of future
benefits. In other word, the capital budgeting is an evaluation system of capital
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expenditure decision which involve current outlays but are likely to produce benefits over
period of time longer than one year. These benefits may be either in the form of increased
revenue or reduction in costs. So, it includes addition, disposition, modification and
replacement of fixed assets.

Capital budgeting is the planning to expenditure whose return stretches beyond a one-
year time interval. It is the process of deciding whether or not to commit resources to a
project whose benefit would spread over severa time periods. It considers proposed
capital outlays and their financing. The main exercise involved in capital budgeting is
related the benefits to costs in some reasonable manner which would be consistent with
the project maximizing objectives of the business capital budgeting decision is the most
important areas of managerial decisions as they involve more extended estimation and
prediction of things to come requiring a high order of intellectual ability of their
economic analysis. Heavy spending on capital assets since the Second World War has
stimulated a geniuses and lively interest on the part of economists, financial analysis, and
accountant in managerial approaches to capital budgeting decisions. Capital has three
aspects. It ranks various in descending order, uses the company's minimum desired rate
of return (average of cost of capital) as the cut off point for determining whether projects
should be accepted or rejected. In doing so, the limitation imposed by top management
decision the total volume of investment to be made has aso to be taken into account.
These three aspects are inter wined, it is extremely difficult to weave them together in
one harmonious whole so that the way may be passed for optimum investment decision.
(Goyal & Singh, 1997)

For this purpose numerous methods of measuring the economic value (investment worth)
of an investment can be found in management accounting and financing. The methods of
appraising capital expenditure proposal can be classified into two broad categories:

2.1.12 Discounted Cash Flow (DCF) Methods

The discounted cash flow methods explicitly recognize the effects of the time value of
money and in that way measure economic value or investment worth as a true interest
rate. The basic concept is that investment cost is cash out flow at a present value, and the

related cash inflows necessarily are future values. These future cash inflows must be

27



discounted to their present values so that they can be appropriately subtracted, added and
compared with investment cost. The true rate of interest for any investment is the rate that
will discount the future net cash inflows to a sum that exactly equals the investment cost.
Discounting cash flows covered following methods (Van Horne, 1998):

2.1.12.1 Net Present Value Method (NPV)

Net present value is the method of evaluating capital investment proposals by finding the
present value of the net cash flows, discounted at the rate of return required by firm. NPV
method is important because it gives a direct measure of the amount benefit to the firm's
shareholder. To apply the net present value (NPV) method to a proposed investment
proposal a manager first determines some minimum desired rate of return. The minimum
rate is called the required rate of return, target rate, hurdle rate, discount rate, cut-off rate
or cost of capital. Then al expected cash flows from the project are discounted to the
present, using this minimum desired rate. If the sum of the present values of the cash
inflow if zero, or positive, the project is desirable and if negative it is undesirable. When
choosing among severa investments, the one with largest net present value is the most
desirable. (Horngren, 1991)

This method requires determination of three items for a project;
- Initial cash outflows
- Future net cash inflows
- Target rate of return

If the computed amount difference between the initial net cash investment (the net
present value cash paid for the investment) and computed present value of the net cash
inflows from the investment is favourable (i.e. positive) to the net cash inflows, the
project will earn more than the target rate of return. If the difference is not favourable to
the net cash inflows, the project will not earn the target rate of return. When ranking
competing projects, the one with the highest net present value is ranked first (absent any
other compelling factor). (Welsch, Hilton & Gardon, 1998)

Decision criterion
It should be clear that the decision rule using in NPV method is to accept the investment
projects if its net present value is positive (NPV > 0) and to reject it if the net present
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value is negative (NPV < 0). Positive NPV generates more cash than is needed to service
its debts and contribute to net wealth of the stockholders, which result in the increased
price of afirm's share. Negative NPV is unable to generate more cash than is needed to
service its debts and to contribution net wealth of the shareholders. Thus NPV rules are

- Accept if NPV >0

- Rgject if NPV <0

- May accept if NPV =0

An NPV zero signifies that the projects cash inflows are just sufficient to repay the
investment capital and to provide the required rate of return on that capital. It implies that
the firms in different between accepting and rejecting the project. However in practice it
israreif ever such aproject will be accepted as such a situation. Simply implies that only
the original investment has been recovered. As decision criteria this method can be used
to make a choice between mutually exclusive projects. Using the NPV methods, project
would be ranked in order of net present values; that is first rank will be given to the first

priority with highest positive net present value and so on (Van Horne, 1998).

2.1.12.2 Internal Rateof Return (IRR) Method
The internal rate of return is defined as that discount rate which forces the present value
of a projects expected cash inflows to equal to zero, and that value of IRR is the internal

rate of return.

IRR techniques is also known as yield on investment margina efficiency of capital,
margina productivity of capital, margina efficiency of capital rate of return, time
adjustment of return and so...on. Like the present value method this method also
considers the time value of money by discounting the cash streams. The basis of the
discount factor is however different in both cases. In the case of the present value method
the discount rate, usually the cost of capital, it determinants are external to the proposal
under consideration. The IRR on the other hand, is based on facts, which are internal to
the proposals. In other word, while arriving at the required rate of return for finding out
present values the cash flows-inflows as well as outflows are not considered but the IRR
depends entirely on the initia outlays and the cash proceeds of the project which is being
evaluated for acceptance or regjection. It is, therefore, appropriately referred as interna
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rate of return. IRR has following advantages (a) it avoids the necessity of selecting a
target or minimum rate of return for discounting (b) the true rate of return on an
investment is computed (c) it bases preferences on the true rate of return (rather than on a
amount difference called net present value) and (d) it does not have the reinvestment
burden (Van Horne, 1998).

Decision criterion
The decision rule is used in the IRR method, to accept the project of its internal rate of
return is higher than the opportunity cost capital (r > k). The project shall be rejected if its
internal rate of return is lower than the opportunity cost of capital (r < k). The decision
maker may remain indifferent of the internal rate of return is equal to opportunity cost of
capital. Thusthe IRR decision rules are:

-Accept if r>k

-Regjectif r<k

-May accept if r =k
Note: k is known as the required rate of return, cutoff or hurdle rate (Van Horne, 1998).

2.1.12.3 Profitability Index

Yet another time adjustment capital budgeting is profitability index. The profitability
index is similar to net present value approach. Profitability index measures present value
of return per rupee invested. While the NPV shows the present value of return in lump
sum. A ratio of total present value of cash flow and initial cash outlays is called
profitability index. The profitability index is calculated under;

Total present value (TPV)
Net cash outlays (NCO)

Profitability index =

Decision Criterion

Using the profitability index, a project will accept when the profitability index is greater
than 1 (p > 1). When profitability index is less than 1 (p < 1) project will be rejected.
Profitability index is greater to or less than one, the net present value is greater, equal or
less than zero respectively. In other word, NPV will be positive when profitability index
is greater than one, will be negative when profitability index is less than one. Thus the

NPV and Pl approaches give the same result regarding the investment proposals.
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- Acceptif Pl > 1
-Regectif PI<1
- May accept if Pl =1 (Van Horne, 1998)

2.1.12.4 Payback Period (PBP)

The Payback Period is very ssmple and traditional method of measuring investment
worth. The Payback Period defined as the expected number of years required to recover
the original investment. This method answer the questions; how many year will take for
the cash benefit to pay the original cost of an investment, normally disregarding salvage
value cash benefit here represents, CFAT, ignoring interest payment. Thus PBP measures
the no. of requires for CFAT to pay back the original outlays required in investment
proposal (Van Horne, 1998).

There are two way of calculating PBP. The first method can be applied when the cash
flow of the project is equal during the period of project's life i.e. CFAT are uniform. In
such situation the initial cost of the investment is divided by the constant annual cash
flow.

Investment
Constant annual cash flow

PBP =

The second method is used when the annual CFAT are unequal. In such situation, PBP is
calculated by the process of cumulating cash inflows till the time when cumulative cash
flows become equal to the original investment outlays (Van Horne, 1998).

Decision criterion

The PBP can be used as a decision criterion to accept or reject investment proposal. One
application of this technique is to compare the annua payback i.e. the payback set up the
management in terms of the maximum period during which initial investment must be
recovered. If the annual pay back is less than the pre determined payback, project would
be rejected. Alternatively the payback can be used as a ranking method. When mutually
exclusive projects are under consideration, they may be ranked according to the length of
the Payback Period (Van Horne, 1998).
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2.1.12.6 Average Rate of Return

The average rate of return (ARR) method of evaluating proposed capital expenditure is
known as the accounting rate of return. It is based upon accounting information rather
than cash flows. There is no unanimity regarding the definition of the rate of return.
There are number of alternatives methods for calculating the ARR. The most common

usage of the average rate of return (ARR) expressesit asfollows:

Averge annual profits after taxes
Average investment over the life of the project

ARR =

The average profit after taxes are determined by adding up the after tax profits expected
for each year of the projects life and dividing the result by the number of year. In case of

annuity, the average after tax profitsis equal to any year's profits (Van Horne, 1998).

Decision criterion

With the help of the ARR, the financial decision maker can decide whether to accept or
reject the investment proposal. As an accept reject criterion, the actual ARR would be
compared with a pre-determined of a minimum required rate of return or cut-off rate. A
project would qualify to be accepted if the actua ARR is higher than the minimum
desired ARR, other wisg; it is liable to be rgjected. Alternatively the ranking method can
be used to accept or rgject proposals. Thus, the alternative proposals under consideration
may be arranged in the descending order of magnitude, starting with the proposal with
the highest ARR and ending with the proposal having the lowest ARR. Obvioudly,
projects having higher ARR would be preferred to projects with lower ARR van Horne,
1998).

2.1.13 Analysisof Risk and Uncertainty under Capital Budgeting

Risk is a factor, which is created due to inability of decision maker to make actual
forecast. Generally, management does not prefer higher risky projects. The analysis of
risk and uncertainty is an important element in the capital budgeting decision. Therisk is
the variability of the actual returns from expected returns in terms of cash flows. The
capital budgeting decision is based on the benefits derived from the project and those
benefits are measured in terms cash flow. The estimation of future return is done on the

basis of various assumptions. The return of project in terms of cash inflows depends upon
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the factor like price, sales, volume, effectiveness of the advertisement campaign,
competition, cost of raw materials, manufacturing costs and so ... on. Those factors
depend upon the variable like the status of the economy, rate of inflation etc. The actual
return in term of cash inflow may be different than the estimated cash flow. This is
technically referred as a risk. The term risk in the investment decision may be defined as
the differences in the actua return from the project in the future over its working life in
relation to the estimated return as forecast at the time of the initial capital budgeting
decision.

The decision situation with reference to risk analysis in capital budgeting decision can be
divided into (1) uncertainty (2) risk (3) certainty.

The main distinction between risk and uncertainty is that risk involves the situation in
which the probabilities of the particular event for future activities are already know but
under uncertainties those probabilities are not already known. The term risk and
uncertainty will be used interchangeably to refer to an uncertain decision making
situation.

In the conclusion, risk with reference to capital budgeting results from the variation
between the estimated and actual returns. The greater the variability between the two
considers as a highly risky projects and lower the variability between the two is
considered as lower risky project. (Fago, Subedi, & Gyawali, 2004)

For analysis of risk and to make the reliable decision regarding capital budgeting, the
following techniques are used:

2.1.13.1 Traditional Techniquesfor Risk Analysis

2.1.13.1.1 Risk Adjusted Discount Rate (RAD)

The risk adjusted discount rate (RAD) approach is one of the simplest and the most
widely used methods for incorporating risk into capital budgeting decision. Under this
method, the amount of risk inherent in a project would have relatively high discount rates
and relatively safer projects would have relatively lower discount rates. The risk-adjusted
discount rates presumably represent the differential risk in different classes of investment.

The rationale for using different RAD's for different project is as follows. The cost of
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capital (k) is the minimum acceptable required rate of return (Fago, Subedi & Gyawali,
2004)

Decision Criterion
This approach can be used with both the NPV and IRR
i. If NPV is possible by using the risk adjustment rates proposal would be qualified
for acceptance.
ii. 1f NPV were negative by using the risk adjusted rates proposal would qualified for
reject.

2.1.13.1.2 Certainty Equivalent Co-efficient

Under this method, the risky ness of the project is taken into consideration by adjusting
the expected cash flows and not the discount rate. This method does not consider risk
premium in discounting process. For analysis of risk under the certainty equivalent co-
efficient method, two types of cash flow of a project is estimated, which are risky cash
flow and risk less cash flow.

Corti Al offici vari _ Riskless cash flow
ertainty equivalent coefficient of variance = Risky cash flow

(Fago, Subedi & Gyawali, 2004)

Decision criterion

The decision criterion here can either be the NPV methods or the IRR method. Using the
NPV method, the proposal would be accepted if the NPV of the certainty equivalent cash
inflow is positive, other wise it would be regjected. If the IRR method is employed, the
internal rate of return (r), that equates the present value of certainty equivalent cash
inflows with the present value of the cash inflows, would be compared with the risk free
discount rate. As the practice with this method, if r exceeds the risk free rate, the
investment project would be accepted. If not, would be reected (Fago, Subedi &
Gyawali, 2004).

2.1.13.1.3 Senditivity Analysis
The reliability of the NPV and IRR of the project depends upon the reliability of the

forecasts of variable on estimated cash inflows. It involves a number of possible



outcomes in evaluating a project for providing to the decision makers on different
outcomes. The sensitivity analysis provides different cash flow estimate under three
assumptions.

- The worst (the pessimistic / conservative)

- The expected (the most like / moderate)

- The best (the most optimistic / aggressive)
Thelarge in the difference between the pessimistic and optimistic cash flow is considered
asriskier project and vice-versa. The accepting or rejecting the projects depends upon the

attitude of decision maker toward the risk.

Sensitivity analysis enables managers to assess how responsive the NPV is to changesin
the variable, which are used to calculate it. The application of sensitivity analysis can
indicate those variables to which the NPV is most sensitive, and the extent to which these
variables may change before the investment result in a negative NPV. Sensitivity analysis
indicates why a project might fail. Management should review any critical variables and
also pay particular attention to controlling those variables to which NPV is particularly

sensitive, once the decision has been taken to accept the investment (Agrawal, 2005).

2.2.1.13.2 Statistical Techniquesfor Risk Analysis

2.1.13.2.1 Assignment of Probabilities

The concept of probability is for incorporating risk to evaluate capital budgeting
proposals. The probability distribution of cash flows over time provides information
about the expected value of return and the dispersion of the probability distribution of
possible returns. On the basis of the information an accept-reject decision can be taken.

The application of this theory in analyzing risk in capital budgeting depends upon the
behaviour of the cash flows, from the point of view of behavioural cash being
independent or dependent. The assumption that cash flows are independent over time
signifies that future cash flows are not affected by the cash flows in the preceding or
following year (Joshi, 2003).

Decision criterion
1. NPV must be positive to accept the project
2. IRR must be greater than cost of capital to accept projects
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2.1.13.2.2 Standard Deviation

Standard deviation measures the tightness, or variability of a set of outcomes. Standard
deviation is defined as the square roots of the mean of the squared deviation where is the
difference between an outcomes and the expected value of all outcomes.

Greater the standard deviation is said the higher degree of risk and lower the standard
deviation is said the lower degree of risk. The project, which has higher degree of

standard deviation is not generally accepted and vice-versa (Gupta, 1998).

2.1.13.2.3 Co-€fficient of Variance
Co-efficient of variance (C.V.) standardized measure of the risk per unit of return,
calculated as the standard deviation divided by the expected return.

__Standard deviation
"~ Expected cash flow

CV

Higher the co-efficient of variation is considered as the higher degree of risk and lower
the co-efficient of variation is considered as the lowest degree of risk. (Weston, 1996)

2.1.13.2.4 Decision Tree

The decision tree (DT) approach is another useful alternative for evaluating risky
investment proposals. The outstanding feature of this method is that it takes into account
the impact of al probabilistic estimates of potential outcomes. In other words, every
possible outcome is weighted in probabilistic terms and then evaluated. The DT approach
is especially useful for situations in which decisions at one point of time also affect the
decisions of the firm at some later date. Another useful application of the DT approach is
for projects which require decisions to be made in sequential parts.

A decision tree is a pictorial representation in tree form which indicates the magnitude,
probability and inter-relationship of possible outcomes. The format of the exercise of the
investment decision has an appearance of atree with branches and, therefore, this method
isreferred to as the decision tree method. A decision tree shows the sequentia cash flows

and the NPV of the proposed project under different circumstances (Gautam, 2004).
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2.1.14 Financial Statement Analysis

Financial statements are annual documents prepared by the organization. They are
prepared for periodical review on the progress made and results achieved during the
period under review. They generaly refer to income statement and balance sheet drawn
by business at the end of each financial year. The analysis of financia statementsis done
to obtain a better insight into a firm's position and performance. Generally the creditors,
investors, management regulating authorities are interested in analysis of the financial
statements. (Munankarmi, 2002)

Financial statement analysis involves a comparison of a firm's performance with that of
other firm's in the same lines of business, which often is identified by the firm's industry
classification. FSA is a summarized view of financial position and operation of the firm.
Financial analysisis used to determine the firm's financial position in order to identify its
current strength and weakness and to suggest actions that might enable the firm to take

advantage of its strength and correct its weakness.

Financial statement analysis is important not only for the firm's managers but also for the
firm's investors and creditors. Internally; financial manager use the information provided
by financial analysis to make financing and investment decision to maximize the firm's
value. Externally, creditors and stockholders use financial statement analysis to evaluate
the attractiveness of the firm as an investment by examining its ability to meet its current
and expected financial obligation. (Weston and Brigham, 1996)

Basically Ratio Analysis is the technique used in financial statement analysis,

2.1.14.1 Ratio Analysis

The ratios are designed to show relationships between financial statement accounts
within firms and between firms. Translating accounting numbers into relative value, or
ratio, allows comparing the financia position of one firm to another firm, even if their
sizes are significantly different. It is used for measuring liquidity, solvency, profitability
and management efficiency of a firm equaly useful to the internal management,
prospective investors, creditors and outsider.

Ratio analysis is a tool of scanning financial statement of the firm. Through this, one

comes to know that in which areas of the operation the organization is strong and in

37



which areas it is weak. Ratio analysis of the business enterprises centers of measuring or
guide concerning the expected capacity of the firm to meet its future financial obligations
or expectations. It is a mathematical relationship between two related item expressed in
guantitative forms. The relationship can be expressed as percentage, fraction and
proportions of number. Ratio reveals the relationship in a meaningful way so as to enable
to draw conclusions from them. Rational of ratio analysis lies in the fact that it makes
related information comparable (Weston and Brigham, 1996).

Ratio can be classified for the purpose of exposition into four board groups.

2.1.141.2.1 Liquidity Ratio

Liquidity ratio is the pre-requisite for the survival of afirm. It shows the relationship of a
firm's cash and other current assets to its current liabilities. It measures the short-term
solvency position of the firm. The importance of adequate liquidity in the sense of the
ability of a firm to meet current or short term obligations, when they become due for
payment to the short-term creditors of afirm (Weston and Brigham, 1996).

2.1.14.2.2 Leverage Ratio

Leverage ratio can be said as financial leverage which shows long term solvency position
of the firm in its ability to assure the long term creditors with regard to periodic payment
if investors during the period of the loan and payment of principal on maturity or in pre-
determined installments at due dates. It helps to know the relationship of long-term debt
with shareholders fund or total capital (Weston and Brigham, 1996).

2.1.14.2.3 Profitability Ratio
Profitability ratio is an indicator of efficiency of the business organization. Profitability
ratio measures the managements overall efficiency as shown by the return generates from
sales and investment. Higher profitability shows the efficiency of the management
(Weston and Brigham, 1996).

2.1.14.2.4 Activity Ratio
Funds of creditors and owners are invested in various assets to generate sales and profit.
It is said that “the better the management of assets, the larger the amount of sales”.

Activity ratios are employed to evauate the efficiency with which the firm manages the
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utilization its assets. These ratios are called turnover ratios, because they indicate the
speed with which assets are being converted or turned over into sales. Activity ratio, thus
involves a relationship between sales and assets. A proper balance between sales and
assets generaly reflects that assets are managed well severa activity ratios can be
calculated to judge the effectiveness of assets utilization. (Pandey, 1997)

2.1.14.2.5 Categories of Ratio Analysis

The financial ratios can be categorized into the following ways

Liquidity Ratios Leverage Ratios
- Current Ratio - Debt-equity ratio
- Liquid /Quick/Acid test ratio - Debt total capital ratio

- Inventory turnover ratio - Coverageratio

- Debtors turnover ratio

Activity Ratios Profitability Ratios

- Inventory/stock turnover ratio - Gross profit ratio
- Debtors turnover ratio - Net profit ratio

- Average collection period - Operating ratio

- Fixed assets turnover ratio

- Return on capital employed

- Total assets turnover ratio - Return on shareholders capacity
- Capital employed turnover ratio - Return on equity capital
- Return on assets

- Earning per share

- Earning per yield ratio

- Price earning ratio

- Divided per share

- Divided yield ratio
2.1.15 Cash Flow Analysis
All business activities are carried with cash and all profitable activities must result in net
inflows of cash. It is therefore useful to establish activities must result in a net inflow of
cash. The quantum of the flows of cash into businessis as a result of operations and other

transactions. It should be remembered that cash inflow and profit are often different. It is
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possible that in a business suffering a loss, there may be still an increase in cash because
of trading operation. (Gupta, 1997)

Cash flow analysis is done through preparing cash budget. Cash as important current
asset should be managed carefully. Though it is zero earning assets, it is held by the firm
with different purposes such as:

- Transaction motive

- Precautionary motive

- Speculative motive

A cash flow basically includes two parts cash inflows and cash outflows. Cash inflows
arise from transactions such as cash sales, collection of accounts and notes receivable,
interest received on investment, sales of capital assets and miscellaneous income sources.
While cash outflow arises from payment of material, direct labour, expenses, capital
additions, retirements of debt and dividend paid. The cash flow analysis while planning
cash inflows and outflow ignore the non-cash items such as depreciations, amortization
efc.

Management has to evaluate whether the company has ability to meet unexpected
obligations and ability to take advantage of new business opportunities that may arise.
And for this, the management has to use cash flow analysis. CFA measure the actual cash
available for the firm. Cash flow analysis is done through the statement of cash flows. A
cash flow statement is defined as "a statement of company’s ability to generate cash from
various activities and their need of cash". Recognizing the importance and usefulness of
cash flow analysis Nepal Company Act 2053 B.S. made mandatory to present cash flows
statement along with balance sheet and income statement. (Munankarmi, 2002)

2.1.16 Cost Volume Profit Analysis
The analysis of relationship between cost, volume and profit is CVP analysis. It is an
important tool for managerial decison making. Through this cost control and profit
planning is possible. Generdly it provides the answer to the following questions

- What sales volume is needed to avoid losses?

- What sales volume is needed to earn desired profit?

- What will be the effects of changein price? etc
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Management can take information regarding
- Break even point (No gain no 10ss)
Profitable and least profitable products

Continue or discontinue the production or operation of plants.
Margin of safety etc

CVP analysis determines the Break Even Point and Margin of safety for an organization.
Theam of CVP analysisisto have fair estimation of total cost, total revenue and profit at
various sales volumes. Here Break Even Point is the condition of “no profit and no loss”.
If sales or production volume is higher than the BEP volume there will be profit and if
sales volume is less than BEP sales there will be loss. Similarly Margin of Safety is a
position above the BEP i.e., the excess of budgeted (actual) sales over the break- even
sales volume. It gives management a feel for how close projected operation is to be
organizations Break Even Point. Thus managers can have better idea using CVP analysis

on organizational decision making process (Munankarmi, 2002).

2.1.17 Decision-M aking

Decision making is an important tool of management accounting. It is the process of
choosing the best aternative among available aternatives. Manager's have to take
decisions like where to invest, what to do about an employee, who is not performing well,
where should the firm's new warehouse be built, what subject should receive top priority
at the departmental meeting, which product should be accepted or not, make or buy the
component, what to produce, what to sell, what types of advertisement is launched,
where, when and how about production and distribution etc. It is one of the ways through
which managers influence the efficient and effective accomplishment for goals. In
decision making, cost is always a key factor. The cost of one aternative must be
compared against the cost of other aternatives as one step in the decision-making
process. To be successful in decision making, managers must have tools at their disposal
to assist them in distinguishing between relevant and irrelevant cost so that latter can be
eliminated from the decision frameworks.

Management is the practice of consciously and continuously shaping of formal

organization. It isthe art of decision making central to doing that. Decision making is the
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process of identifying and selecting course of action to some a specific problem. (Stroner,
Freeman & Gilbert, 2000)

As cost is the key factor for decision, the cost can be classified as relevant and irrelevant
from decision perspective. The cost, which is avoidable or change with the change in
aternatives is relevant and vice-versa. Variable cost, Opportunity cost, Avoidable cost,
Differential cost are the relevant cost where as Sunk cost and Committed costs are

irrelevant from decision making perspective. (Khan & Jain, 1993)

Various sorts of decision situation, which managers have to make, are;

2.1.18 Special Order Decision

For the decision of special order, focuses given to relevant cost and benefits. When
excess capacity exits the only relevant cost usualy will be the variable costs associated
with the specia order otherwise the opportunity cost of using the firm facilities for the
specia order are also relevant to the decision. The decision depends upon the short term
financial result. Profit will increase if the specia order exceeds the relevant cost. If the
total revenue is longer than the relevant cost the order should not be accepted.
(Munakarmi, 2002)

2.1.18.1 Sell Now or Further Process Decision

When an item of production passes through various processes, it is saleable at different
stage/ point. In deciding at what stage to sell the product, the two critical variables are
important as the identification of sunk costs and calculations of incremental returns at
various sales aternatives. All costs whether fixed or variable, incurred before the sell or
process further point, should be treated as sunk and therefore irrelevant costs. The
incremental returns relevant to the decision point at the revenues idle as a result of not
processing the product further and if they could be diverted to some other use,
opportunity cost would be also become relevant to the decision analysis. (Garrisson,
1985)

2.1.18.2 Make or Buy Decision

Many firms have to choose between manufacturing certain components themselves and
acquiring them from outside supplier. Incremental analysis provides solution to this kind
of decision problem. The relevant information is the committed / avoidable costs if the
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firm wouldn't be required to incur fixed costs to produce the components. If, however,
there is need to enlarge the capacity of existing plant or the existing capacity of the plant
is diverted for the production of the components, opportunity costs in terms of lost
contribution will be relevant to the decision analysis. (Horngren, 1991)

2.1.18.3 Equipment Replacement

Management has to decide whether the machine or equipment be returned or replaced for
short range. Replacement involves additional fixed cost. Here book value or written down
value and loss on sales of old machine is irrelevant for decision. Sales proceeds of old
equipments are relevant for the decision and should be considered for this anaysis.
Replacement of machinery may bring down the cost per unit but it may involve capital
outlay. Here firm may have to decide at what point replacement will be justified. Profit
and loss on sales of assets replaced may affect tax payment and this taxation should be
included in analysis. (Munakarmi, 2002)

2.1.18.4 Lease or Purchase

Leasing is a contract between the owner (lessor) and the hirer (lessee) for the hiring a
specific assets i.e. plant and machinery office equipment, vehicles etc. Instead of
acquiring these assets for itself, the company enters into an agreement with the leasing
company. No initial funds are required but there is a regular charge for lease payment.
Leasing as assets from the lessor on purchase of assets by burrowing the full purchase
price of asset should be compared as financing alternatives based on capital budgeting
process mostly NPV method. Thus a firm has to evaluate whether it will purchase an

asset or acquire it on lease basis (Munakarmi, 2002).

2.1.18.5 Price of the Product and Service

Many firms who produces substitute product like the competitors have no pricing
problem at al. For their product, market prices aready exist. They can't change more
than the market price. No need of calculated of pricing for the products as they simply
charge the price that the market direct it to accept but there are the firms, facing the
problem of pricing decision.

Pricing decisions are the decisions that managers have to make about what to charge for

the products and services they deliver. The pricing of the product is not just marketing
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decision or afinancia decision; rather it is a decision touching on all aspects of afirm's
activities and such affects the entire enterprises. As the price changed on products largely
determine the quantities customers are willing to purchase, the setting of prices indicates
the inflows of revenues consistently fail to cover al the costs of the firm, and then in the
long run, the firm cannot survive. (Garrisson, 1985)

For pricing decision, economists have their own view while accountant has their own
perspective. An economic theory indicates that companies acting optimally should
produce and sells units until the marginal revenue equal marginal cost. The market price
is the price that creates a demand for these optima numbers of units. But economic
theory of pricing based on marginal cost and revenue approach is subject to criticism on
the ground that this model of pricing is applicable only in monopoly and monopolistic
competition market. This model of pricing on marginal revenue and cost is not applicable
to oligopolistic situations. Thus management accountant has different perspective
regarding pricing decisions. They consider cost as the key factor to pricing decisions of
the standard product. (Horngren, Foster & Datar, 1999)

The ways of pricing for the products and services are given below:
- Cost plus pricing
- Target cost pricing
- Variable cost pricing
- Full cost pricing

2.1.18.5.1 Cost plusPricing

Cost plus pricing method is simple and easy method to use. Cost plus pricing policies
provides stability to pricing decision and a defensible rationale for the price increase.
Cost plus pricing is widely used in practice to establish a starting point in the process of
determining a price. Cost plus formulas are simply; they can be applied in mechanically
without taking the time of management. They make possible for a company with
hundreds of product or services to cope with the tasks of updating prices for existing

products and setting initial prices for new product (Horngren, Foster & Datar, 1999).

Cost plus pricing formulas can be used effectively with a variety of cost definitions, but
the mark-up percentage must be appropriate for the type of cost used. It isimperative that



price-setting managers understand that ultimately the price must cover all costs and a

normal profit margin. Generally cost plus pricing is computed as

Price = cost + (mark up percentage x cost)

There are two approach of computing cost in cost plus pricing

-Absorption approach

-Contribution approach
Under absorption approach in cost plus pricing while computing the cost both variable
and fixed manufacturing overhead are taken into consideration. Then add some mark up
to the cost and thus arrive at target selling price.

Under contribution approach in cost plus pricing to compute the cost, only the variable
manufacturing overhead is taken into the consideration and then to add some mark-up
percentage to cover fixed manufacturing overhead, selling and administrative overhead
target selling price. (Horngren, Foster & Datar, 1999)

Determination of Mark-up Percentage

One of the crucial elements in cost plus pricing is mark-up percentage. This mark up
should be enough to recover the buried cost and desired profit. To determine the desired
mark up percentage, manager can use the return on investment (ROI) approach as a base.
Under absorption approach of cost plus pricing, the mark up percentage is computed as
such. (Garrisson, 1985)

Desired return on assets employed + selling & administrative exp
Volume in units x units costs of manufacture

Mark-up % =

Under contribution approach, mark up % is computed as such

Desired return on assets employed + fixed cost
Volume in units x unit variable expenses

Mark-up % =

2.1.185.2 Target Cost Pricing

Most of the companies set the price of new product to earn sufficient revenue to cover all
costs and desired profit. Peter Ducker said "this is true but irrelevant; customers do not
ensure manufacture a profit. The only sound way to price is to start out with what the

market iswilling to pay".
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Target pricing is based on the target costing. Target costing is a method of determining
the cost of product based on target price that customers are willing to pay. The marketing

department determines a target price before designing and introducing a new product.

Target cost = Anticipated selling price — Desired profit
Generdly, the target price is determined at level, which helps the company to achieve a
desired market share and sales volume. Under this method, product cost is calculated by
deducting anticipated profit from anticipated selling price. If the product cost is above the
target cost, then the product designer focuses on modification of design of the product so
that it reduces the cost of product to target cost. (Fago, Subedi & Gyawali, 2004)

Developing target price and target cost requires the following;
0 Developing aproduct that satisfies the needs of potential customer.
0 Chose a "target price" base on customers perceived vaue for the product. and
prices completions charge and a target operating.
Income per unit.
Drive atarget cost per units by subtracting the target operating.

Income per unit from the target price.

o O O O

Perform value engineering to achieve target cost (Fago, Subedi & Gyawali, 2004).

2.1.18.5.3 Full Cost Pricing

Under this method of pricing, selling price is determined by adding certain percentage of
mark up on total production cost of goods and services. The total cost includes all
variable manufacturing costs as well as fixed manufacturing cost for determination of

selling price.

In long run, price must cover all cost and normal profit margin. Full cost pricing system
covers al variable costs, fixed cost as well as required level of mark up. It provides a
justifiable price those trends to be perceived as equitable by all parties. Consumers
generally understand that a company must make a profit on its product or services in
order to remain in business. Justifiable a price as total cost of production, sales and
administrative activities plus a reasonable profit margin seems reasonable to buyers.
(Fago, Subedi & Gyawali, 2004)
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2.1.18.5.4 Transfer Pricing

When one division of an organization provides goods and services to another division it
charges price to the division. Transfer prices are the amount charged by one division of
an organization for the goods and services that is supplied to another division of the same
organization. Transfer prices represent the value of goods or services transfer to other
division. When one division supplied goods and services to another division, they have to
be expressed in monetary value; such monetary value expression is known as transfer
pricing. Transfer pricing is aso known as Intra Company pricing. The transfer pricing is
a revenue to one division on the return of providing goods and services where as it is a
cost to another division for acquiring of goods and services. Transfer pricing is necessary
where out put of one division becomes input on other division. (Fago, Subedi & Gyawali,
2004)

2.1.18.5.5 Method of Transfer Pricing
i. Market based transfer pricing
ii. Cost based transfer pricing
iii. Negotiated transfer pricing

iv. General formula approach to transfer pricing

2.1.18.5.6 Market Based Transfer Pricing

Transfer price based on market value of the product or services is known as market based
transfer pricing. Generally, market pricing is used for determination of transfer pricing of
the product. Market based transfer pricing is appropriate when both buying and selling
divisions are operating at full capacity. Both the buying and selling divisions can buy and
sell at market price. The internal transfer pricing may be then external market price less
marketing cost.

Transfer pricing = Market price — selling and distribution expenses (Dangol, 1998)

2.1.18.5.7 Cost Based Transfer Pricing

Subunit may choose a transfer price based on the cost of producing the product.
Examples include variable manufacturing costs, manufacturing (Absorption) costs and
full product cost. Full product costs include all production costs, as well as costs from

other business functions such as research and development design, marketing distribution
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and consumer service. The cost used in cost-based transfer price can be actual costs or
budgeted costs (Dangol, 1998).

2.1.18.5.8 Negotiated Transfer Pricing

Under this method, the transfer price is negotiated between the transferor and transferee
by considering the factors like demand and supply, quality of product, time of delivery
etc. selling price is negotiated between buying and selling division. When the goods are
not sold into market the manager of the organizations makes a negotiation for

determining selling price, which is known as negotiated transfer pricing (Dangol, 1998).

2.1.18.5.9 General Formula Approach to Transfer Pricing
There is no hard and fast rule for transfer pricing which would lead to optimal decision
for an organization as a whole. According to general rule, the transfer priceis set in that

point which helps to recover the variable costs plus opportunity costs (Dangol, 1998).

2.1.18.5.10 Review of related Article

The open sky policy for aviation business implemented 13 years ago needs to be closely
analyzed for its progress and development. The government should timely upgrade,
amend and implement rules as per the demand of the modern day aviation business. The
astounding economic transformation and air transport developments in the neighboring
countries should be noted. The need of reliable, safe and regular air transport network
system within the country, due to its geographical and inaccessible terrain and limited
road, is afact which needs no further explanation (Dangol, 1998).

During this short period, many airlines came into existence thereby breaking the
monopoly of the state owned airlines NAC earlier known as Royal Nepa Airlines
Corporation. The tourism industry stagnating at the 100,000 mark before the advent of
private airlines saw dramatic number of tourist arrivals during the 1990-1997 which
registered the increment of almost four times. These private airlines such as Nepa
Airways, Everest Air, Necon Air, Garud Air, Lumbini Airways, Flight Care, Mountain
Air, Manokamna Air, Asian Airlines, and Skyline Airways were successful for a short
time but were not able to survive beyond the 5 years of operation. Most failures were
associated with fatal air disasters. At present few more airlines are on the verge of
collapse. The Civil Aviation Authority of Nepa (CAAN) has sufficient in-depth
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information and knowledge of the reasons of these airlines failing, crumbling and

disappearing from the Nepali sky (Dangol, 1998).

Most common factors in such failures were the involvement of unprofessional men at the
top management level, organization planned and based on short-term basis without
sufficient long term financial support, business plan based on the assumption of ever
increasing tourist arrival with dollar revenue not considering the local business, seeking
aircrafts leased on short term paying huge amount for rental and insurance premiums
(Dangol, 1998).

The short history of the Nepali airlines has created a bad and bleak image of Nepali
aviation businesses in the international market. The few leasing companies willing to
lease or sell their aircraft to Nepalese operator demand huge percentage of down payment
requiring bank guarantee from reputed international banks making it very difficult for
start-up airlines. This is because of the earlier experience of operators defaulting on their
payment and commitments. The ugly incidents of some airline operator taking possession
of the aircrafts from the owners without paying their dues and similarly owners taking
possessions and grounding of their aircrafts for minor defaults by the operator occurs
frequently. The crews and engineers of one airline leaving for another with better
management and pay is aso responsible for the failures. Such unprofessional and
unregulated activities in the Nepal ese domestic airlines have incurred huge financial loses
and left hundreds of professional marketing accounting and administrative aviation staffs
unemployed. The ultimate result is long drawn legal battles in the court between all these
parties (Dangol, 1998).

The Ministry of tourism and civil aviation is equally responsible for the failures of so
many private airlines and death of many innocent passengers. The civil aviation is an
integral and important part of the transportation system of the country that requires very
professional officials to constantly monitor and control so as to provide safe and reliable
trangport. It should act as a facilitator and monitor the operation of airlines to implement

rules and regulation based on the experience it has gathered from so many airlines’ sad

49



history. The following are some of the immediate issues that need serious attention for

the development of the aviation businessin Nepal (Dangol, 1998).

22

a)

b)

d)

The issuance of LOI for the operation of airlines on a haphazard manner, by each
newly appointed minister without making proper study of the need of new
airlines, must be stopped. Demand and supply should be seriously considered.
Thorough studies should be made of the investor's capability and their financial
backing.

The AOC (air operator certificate) should be issued to airlines at least with 3
aircrafts of which minimum two should be purchased by the airlines. AOC of
those not in operations should be cancelled immediately so as to let others to
apply for the same.

The immediate need of pilot and engineers in the country must be seriously and
immediately addressed by opening pilot's training school, flying clubs and
engineering academy within the country. Development of skilled manpower
should be cost effective and reasonable for the reaches of the mass.

The practice of increasing the price of ATF aviation fuels by NOC to subsidize
and compensate the cost of diesel and kerosene should be stopped. Various layers
of tax levied should be revised, freedom of fixing the airfare should be left for the
market to decide and restriction on import of aircraft based on age should be
reconsidered due to the unavailability of the STOL aircraft suitable for the

Nepalese terrain.

Review of the Previous Thesis

Researches on the area of management accounting practices in Nepal ese context are not

made in remarkable number. Many researches were in the area of profit planning and

control in Nepalese context. As profit planning and control covers some of the aspects of

management accounting, researches made on these areas are taken into consideration for

the sake of review to examine the position of profit planning and control practice in

Nepalese company. Many of the researches were done on manufacturing concerns. An

attempt is made here to review some of the researches, which have been submitted in

profit planning and control in the context of Nepal.
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Ojha (1995) had conducted a research in the topic “Profit Planning in Manufacturing
Public Enterprises. A Case Study of Royal Drugs Limited and Herbal Production and
Processing Company Limited.” This research was mainly centered with the practice and
its effectivenessin RDL and HPPCL.

The basic objectives of research work by Mr. Ojha were to get sufficient knowledge
types of budgetary planning practiced by the company. Maor market of company's
product. Sales forecasting techniques used by the company. Techniques used to
determine pricing of product by the company. Technique used to measurement and
control of overall performance at the end of each accounting year.

In hisresearch, Mr. Ojha had pointed out various findings and recommendations.

Major findings of the research works were: Inadequate planning of profits due to lack of
skilled planners. Inadequate authority and responsibility to planning department. Failure
in achievements due to inadequate evaluation of internal and external variables. Failure
due to inadequate forecasting system. Lack of entrepreneurship and commercial concept

in overall operations of the enterprises.

Some remarkable recommendations were as follows,; Plans and programs should not be
formulated on traditional ad-hoc basis. Budgets should be prepared on systematic way by
the help of experts and skilled planners. Planning and Development department should
make more autonomous and responsible. Internal and external variables directly and
indirectly affect the organizational performance. Thus, the organization must aware of
these variables. The organizations should develop the entrepreneurship and commercial
concepts to cope with new chalenging environment. The pricing of products and the
forecasting system should be based on accounting techniques and tools.

Shakya (1999) had conducted a research entitled “Profit Planning in Lumbini Sugar Mill
Limited.” The research was centralized to examine the application of budget as tools of

profit planning in Lumbini Sugar Mills Ltd.

Basic objectives of research work conducted by Mr. Shakya were to get sufficient

knowledge about types of profit planning and budgeting practiced by the company.
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Planning used by the company to maximize company share in market. The role of
government in development of company financial position. Cost reduction techniques

used by the company. Pricing techniques used by the company.

In his research work Mr. Shakya had pointed out various findings and recommendations.
Some major findings Government of Nepal intervenes in setting objectives, goals and
strategy. No systematic plan is developed. Government of Nepal plays major role in
fixing price. Variable costs occupied a dominant role on total cost. It occupies 80.61%.

Lack of planning expert in devel oping budget. No planning activities for cost reduction.

Some remarkable recommendations were as: Plans and programs should be devel oped on
systematic way. HMG/N should not interfere the organizational interest. It must be free
to set its functions. Price of product should be determined on business principle. There
should be expert planner and skilled manpower for the budget preparation and other
organizational planning and programs. The Mill should focus towards the cost reduction

by applying modern tools.

Tater (2001) had conducted a research in the "Profit Planning in Soft Drinks Industry: A
Case Study of Bottlers Nepal Limited Balaju.” The period covered by her was of six
years starting from FY 1993/94 to FY 1999/00. Necessary data were collected from
primary and secondary sources. The basic objective of the study was to examine how far
the different functional budgets were being applied as tools of profit planning in business

enterprises.

The specific objectives of the study were:
i. To examine the present planning adopted by the company.
ii. To examinethe forecast approach of Bottlers Nepal.
iii. Toidentify the BEP of the company.
iv. To evaluate the variance between targets and actual of BN Ltd.

In this research, Mr. Bhattara had pointed out various findings and recommendation.
Specific goals and targets were not founds to be defined clearly to achieve the basic
objectives of BN Ltd. There was lack of defined authority and responsibility. So there is

no proper coordination between the various departments. Inadequate profit planning due
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experts/planners. Financial performance of the company was not satisfactory. Company

failed to maintain its periodic performance and no proper reward and punishment system.

The main recommendations of the study for the further improvement of the company
were: Adopt the comprehensive profit planning from the very beginning to the field. Fix
atarget of sales revenues and make an attempt by adding new product. Analyze SWOT
(strength & weakness and opportunity & threats) to improve the company's capahility.
Develop different functional, financial budgets in detail separating the costs into
variables/ fixed, controllable/ uncontrollable.

Dongol (2001) had conducted a research on the topic "Profit Planning in Manufacturing
Public Enterprises: A Case Study in Hetaunda Cement Industry Ltd. Miss Dongol had
focused her study in the application of profit planning conceptsin PEs.

Basic objectives of research work conducted by Miss. Dangol were to get knowledge
about:

i. Application of profit planning tools of the company.

ii. Methods used by company to forecasts sales.

iii. Types of budget practiced by the company.

iv. Methods used to determine pricing by the company.

Miss Dongol had pointed out various findings and recommendations on his study.
Major findings of the research works were:

No proper application of any effective sales forecasting technique.

Planning of budgeting policy of the company is very poor and no system of taking
corrective action for preplanning. Decision making power is centralized. There are no

clear cut duties and responsibilities of the employees.

Some recommendations of the study were as follows: Budget should be prepared on the
realistic ground i.e. sales budget, production budget, purchase budget, labour budget and
overal profit planning. For this trained and highly qualified manpower should be hired.
A separate cost section should be established for the depth study of cost and its control.
Deviation from the budgets must be analyzed and necessary corrective action in time.
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Decision making procedure should be more participative. Discussion should be made
with all level of staffs.

Subedi (2001) had conducted a research entitled "Profit Planning in Commercial Bank: A
Case Study of Rastriya Banijya Bank". Miss Subedi had focused her study in the

investment policy of RBB with the practice of profit planning and its effectiveness.

The time period covered by this research was five years from FY 1993/94 to FY 1997/98.
The data and other necessary information were collected by using secondary data. Basic
objectives of research work conducted by Miss. Subedi were about types of budgetary
control by the bank. Loan providing techniques used by the bank. Bad debt recovering
techniques used and level of success achieved. Maor area covered by banks for

investment.

She had pointed out various findings and recommendati ons

Major findings of the research works were: Investment pattern of RBB is mainly towards
the security of land, gold and silver. There is no proper manpower planning which
causing problem of overstaffing and extra cost burden. No systematic application of
budgeting. Activities of the bank are centered to urban areas only. Numbers of branches

have been increasing each year.

Some remarkable recommendations of the study were: Investment pattern of RBB should
be diversify to cope with the modern and competitive market. RBB should enlarge its
service to the remote areas. While granting loan the RBB must study in the depth about
the customer, loan security and the purpose. It should develop strict procedure to collect
huge amount of bad debt.

Sharma (2002) had conducted a research on "Management Accounting Practice in the
Listed Company of Nepal". For this study Mr. Sharma classified the different companies
listed in Nepal Stock Exchange to the different groups according to their nature of service
ie manufacturing, trading, service, financia etc. He collected the data required for the
study from primary sources. Questioners and discussion with the stakeholders was the
base of study.



The prime objectives of the study were find out how far the Nepalese companies practice
the management accounting tools and techniques. The management accounting tools not
in use and the difficulties on application. To recommend the areas and measures for the
application of management accounting tools and techniques.

In his study, he pointed out various findings and recommendations.

Major findings of the research works were: Different types of management accounting
tools, which are taught in the colleges, were not found applied by the listed companies.
Nepalese listed companies were infant stage in practicing the management accounting
tools such as Zero Base Budgeting, Activity based costing, target costing, capita
budgeting, ratio analysis etc. While preparing budgets most of the companies based on
actual expenses, 26% of companies used past estimates to prepare budgets. There is no
practice of Zero Base Budgeting due lack of information and cognizance about the format
and the way of developing it. On budget preparation, there is no practice of taking

consultancy services.

Some remarkable recommendations of the study were: A separate management
accounting dept should be established and furnished with the experts. Companies can be
improved by allowing greater autonomy and more accountability. It should hire the
professional experts for the budget preparation and other planning activities. Enterprises
should be motivated for the application of new advance and modern management

accounting tools.

Bhattarai (2006) had conducted a research in the topic "Budgeting in Public Enterprises:
A Case Study of Nepal Telecom”. The necessary data were collected through secondary
aswell as primary sources. The time period covered by the study is of five years from FY
2055/56 to 2060/61.

The main objectives of her study were

i. Toexamine the application of profit planning in NTC.

ii. The budgeting practices of the corporation.

iii. Techniques followed to determine pricing by the company.

iv. Methods of segregation cost into fixed and variable.
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She had pointed out various findings through the budgets were prepared just to fulfill the
formalities which were not used effectively for profit planning process.  Long term and
short term budgets were prepared but long term budget was confined only to the top
level. The company was not able to maintain proper coordination between various
directorates in regard the goals and objectives. The company failed to analysis its
strengths and weaknesses in depth due to monopoly market. Lack of skilled planners and

experts.

Some remarkable recommendations of the budget should be prepared in detail and
systematically. It should be used effectively. Budgeting and other planning activities
should be made by skilled and expert planners. For this it should manage internally or
hire from outside. Cost should be classified and analyzed systematically. It should use
cost segregation tools and cost control techniques. The environmental factor, upcoming
challenges and latest developments in communication world should be taken into
consideration for the betterment of the organization. Better coordination and controlling

activities should be carried on the organization.

Tripathee (2007) had conducted a research in the topic " Profit Planning in
Manufacturing Enterprises of Nepal: A Case Study of Harisiddhi Brick and Tile Factory
Ltd". The period covered was of fourteen years from FY 2047/48 to FY 2060/61.

Necessary data were collected from primary and secondary sources.

The basic objectives of the study were to examine how far the different functiona
budgets were being applied, the cost segregation and control, pricing techniques adopted,
sales and production forecasting as tools of profit planning in manufacturing enterprise

concentrating on HBTFL.

Mr. Tripathee had pointed out some remarkable findings and recommendations from his
study. They were as follows: The company has not prepared the targeted annual program
and budgets systematically. There is a wide gap between annual sales and targeted sales.
Excessive fixed cost is responsible for not operating in BEP. The performance of the
company is very poor due to inability of management to control over financial charges.
After privatization of the company there is improvement in the sector of additional
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investment, product diversification and capacity expansion but poor in terms of sales
revenue maximization. The factory is suffering from poor profit planning due to lack of
planning experts. Expenses have not been classified systematically. The company failsto
maintain its periodic performance and no proper reward and punishment system to

motivate employees.

Kharel (2007) had submitted a research entitled "Budgeting Practices in Public
Manufacturing Enterprises: A Case Study of Diary Development Corporation”. The time
period covered for this study was five years from the Fiscal Year 2056/57 to 2060/61.

The required data was collected through secondary as well as primary sources.

Basic objectives of the research work conducted by Mr. Shrestha were to get knowledge
about: Application of profit planning tools in the DDC. The budgeting practices by the
company. Long term and tactical short term planning system in DDC. Methods used by
company to forecasts production and sales. Methods used to determine pricing by the

company.

The major findings of the research works were: DDC had not strategic planning of milk
collection, practicing only tactical planning. The corporation had not proper practice of
segregating cost into fixed and variable. There was not separate planning department and
expert planner so; planning was based on traditional ad-hoc basis. The top level executive
are only involved in planning and decision making and lower level participation was not
encouraged. There were no proper forecasting techniques, the budgeted sales of milk and
diary products were higher than the actual sales.

Some remarkable recommendations of the research study were: DDC should try to
forecast and prepare long range forecasting of profit planning. The collecting and
processing cost can be reduced according to profit plan by classifying the costs into fixed
and variable. Budget should be prepared on the redlistic ground i.e. sales budget,
production budget, purchase budget, labour budget etc and overall profit planning. DDC
must hire trained and highly qualified manpower for budgeting and planning. DDC must
take fair and profitable price for its product.
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K.C. (2008) had submitted athesis on the topic "A Management Accounting Practices on
Public Enterprises in Nepal". For this study Mr. K C categorized the public enterprises of
Nepa to different sector regarding their nature of services i.e. industrial, commercial,
financial, public utility, social and service sector. Data required for the study was based
on primary data. Information was collected through schedule questionnaire and
discussion.
The main objectives of the study were:

a. To examine the present practice of management accounting tools in the public

enterprises of Nepal.

b. To find out the major difficulties on application of tools.

c. Toidentify the areas where management accounting tools could be applied.

d. To recommend the measures for the application of management accounting tools

and techniques.

The Magjor findings of the research works were: Most of the enterprises practiced "capital
budgeting”, "cash flow", "ratio analysis’, "annual budged" for the planning and
controlling and decision making. While preparing budget, aimost all the enterprises
practiced "Overall master budget” rather than "cash budget and operational budget”.
"Actua past expenses' was the base for preparation of budget. The advanced tools like
"Zero Base Budgeting" and "Activity Based Costing" were not practiced in the public
enterprises. Similarly in most of the enterprises "Committee" prepared the budget, there
was no practice of taking consultant service. For the measurement of overall performance
in the public enterprises, most of the enterprises practiced "Profit and Loss" criteria. The
practice of "Standard costing” and "Ratio Analysis’ was almost nill to measure their
overal performance. Regarding cost segregation into fixed and variable, it was found that
61% of the enterprises practiced "High Low" method and 50% of the enterprises
practiced "Average method" and 17% of the enterprises practiced "Analytical Method".
While examining different enterprises, it was found that management accounting tools
were in practiced in one way or other but enterprises were practicing amost of the

privileged tools.
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Some of the remarkable recommendations were as follows. to implement the tools
congenia environment is the most. For this, a Separate management accounting should
be established and experts should be hired. It is necessary to interact regularly in between
academicians and the organization. While preparing budgets and other planning
activities, enterprises should hire professional expert. Cost and revenue estimation should
be based on tools like zero base budgeting, market survey and statistical tools rather than
past trend. Public enterprises must be out of political interference and the political
stability.

Duwadi (2009) had submitted a thesis on the topic "A Study on Management Accounting
Practices in Joint Venture Banks'. For this study Mr. Duwadi collected the data from six
joint venture banks with the head office located in Kathmandu valley. Data required for
the study was based on primary data. Information was collected through schedule

guestionnaire and discussion.

The main objective of the study were

a. To study and analysis the practices of management accounting tools being used in
joint venture banks.

b. Toidentify the areas where management accounting tools can be applied.

c. To study the method used in evaluation of investment proposals and the types of
securities accepted in providing loan.

d. To make recommendations to overcome from the difficulties in applying
management accounting tools.

The maor findings of the research work were: Capital budgeting, cash flow analysis,
ratio analysis and annua budgeting practiced by amost 100% of banks. Break even
analysis and responsibility accounting were practiced about 83% and 33% respectively
where as the tools like activity base costing, standard costing, long term and zero based
budgeting were unusual in joint venture banks. While preparing the budget there was no
practice of taking consultancy service. The committee and the chief of finance division
prepared the budget. While evaluating loan proposal al the JVB focused on valuation of

assets, purpose of loan, analysis of customer back ground with customer social status and
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the chances of loan recovery. JVBs mostly accepted the securities like land and building,

government bonds, treasury bills, shares and debentures, gold and other valuable assets.

Some remarkabl e recommendations of the research work were:

Techniques like high- low point method, average method and analysis method should be
used to segregate costs. Joint venture needs to use responsibility accounting for the cost
control and performance evaluation. Use of outside expert should be used by JVBs for
the budget preparation. JVBs were not found practicing cash budget. So, they should
practice cash budget which gives all details about sources and uses of cash.

2.3 Research Gap

Most of the previous research works conducted on accounting was on Profit Planning and
Control. The study on profit planning and control covered the budgeting practices,
performance of the companies and their exiting problems. They were like a case study.
The findings of the previous researchers were mostly based on secondary data. These
types of research works did not disclose which management accounting tools were in

practice, which were not and why?

Similarly, very few research works were done in the sector of management accounting
practices. The study focused on the management accounting practices in different
Nepalese companies and the public enterprises of Nepal. The main objective of the study
was to find out how far the Nepalese companies or the public enterprises practices the
management accounting tools and techniques to their business for better performance and
results. They covered the listed companies and public enterprises through by classifying
them to different groups as their nature of services. The findings of these studies were
based on primary data.

Thus almost all the previous research work was either in budgeting practices or in profit
planning and control or the study on management accounting practices of listed
companies and public enterprises in Nepal as a whole. There was no depth study in a
single organization regarding the application of management accounting tools and
techniques to their business and services. Thus to fill up this gap the current research
work was conducted concentrating on a single organization i.e. CAAN an autonomous

body of the Government of Nepal. This kind of research work helps to know very much
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about the organization in depth for the organization itself and the stakeholders as well.
This research work focused on the current practices of management accounting tools and
techniques in the CAAN and also trying to provide the information about the civil
aviation around the world and in Nepal. It has disclosed the reasons about the tools which
were not practiced by CAAN and suggested how the authority can apply those in practice
to make organization successful. (Dangol, P. 2001)
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CHAPTER 11
RESEARCH METHODOLOGY

3. Resear ch M ethodology

Research methodology is important to carry out a research, which describes the entire
methodological approaches employed in the study. Mostly, in the case of the empirical
studies, the consistencies of the findings are solely based on empirical methodologies it has
employed. Therefore, this chapter focuses on research design, nature and sources of data,
data population and samples, method of analysis and the methodological limitations of this

study and described in consecutive sections.

3.1 Resear ch Design
Research Design is the plan, structure and strategy of investigation conceived to obtain
answers to research questions. Generally, research design refers to definite procedure and

techniques, which guide to study and propounds ways for research viability.

Both analytical aswell as descriptive approach has been applied for this study to analyze the

present practice of management accounting tools and techniques by CAAN.

3.2 Nature and Sour ces of Data

The information and data were collected mostly through primary sources, but the secondary
data were also useful to analyze in depth. Questionnaires, discussion and interview with
directors, managers, account personals and other stakeholders of the CAAN were the sources
of primary data The secondary data were collected from Annua Reports, Souvenirs,
Bulletins, journals, articles, website and other relevant published and unpublished documents
of CAAN.

3.3 Population and Sample

This research aims to study the management accounting practices on CAAN, a single
organization. In fact, this research work was concentrated to the organization CAAN as a
whole. The organization can be classified into three different functional sectors for this study,
Head office for regulatory and administrative function, Civil Aviation Academy for the

production of trained manpower and the airports for the service provider. Thus, it can be said
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that all the airports, academy and head office were as total population. Out of them the head
office, academy and other six airports (Bharatpur, Biratnagar, Chandragadhi, Janakpur,
Pokhara and Simara) were considered as the target population (Sample) for the research
study.

3.4 Data Collecting and Processing Procedure

The study was mainly based on the primary data, information were collected by developing a
scheduled questionnaire. The questionnaires were distributed to the finance chief and the
accounting personnel of those offices. All of them responded well. Twenty-four Tick Mark'
guestions were included in the questionnaire. To get more and reliable information fruitful
discussion were also made concentrating on management accounting practices,
organizational status and the performance. Information collected in the way was noted down

to use during data analysis and presentation.

Data collected from the sources were in raw form. They were classified in chronological
order and tabulated in a required form. Accounting tools were used for analysis of data if

required. Thus, formats, tables and tools were used to explain wherever necessary.

3.5 Resear ch Toolsand Techniques

Simple percentages were used to interpret data. Similarly the practices of management
accounting tools like budgeting, cost segregation, standard costing, Zero base budgeting,
capital budgeting, pricing techniques, cost volume profit analysis, ratio analysis, cash flow
analysis, variance anaysis, decision making procedure, preparation of financial documents,

short term and long term planning are the mgjor tools used for analysis.
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CHAPTER IV
PRESENTATION AND ANALYSISOF DATA

4.1 Introduction

The basic objective of the study was to examine the present practice of management
accounting tools in Civil Aviation Authority of Nepal and to identify and recommend the
areas where management accounting tools could be applied to strengthen the
organization. This chapter covered the analysis and interpretation of the data focusing on
CAAN in detail.

To meet the objectives of research work the structured questionnaires were given to
accounting personnel of six different airports (Bharatpur, Birathagar, Chandragadhi,
Janakpur, Pokhara and Simara), Civil Aviation Academy and Head Office of CAAN. All
of them have given positive response. Beside questionnaires necessary direct discussion
was made with the chief of finance division, managers, accountants and senior person of
the organization to get more information. They cooperated very well. The view of
managers, accountants and the finance chief were aso included in this chapter. Thus
collected data and information were properly processed, tabulated and analyzed.

4.2 Tabulation and Graphical Presentation of Practices of Management Accounting
Tools

Management accounting tools practiced by CAAN are presented in tabular and graphical

form in the following tables and figures:



4.2.1 Percentage Analysis of Management Accounting Practices.

TableNo.-4.1
S.No. | Tools No. of No. of %
Population | Respondents
1 Cost Segregation 8 0 0
2 Budgeting 8 8 100
3 Capital Budgeting 8 1 13
4 Cost Volume Profit Analysis 8 1 13
5 Variance Analysis 8 8 100
6 Decision Making 8 1 13
7 Pricing of Product or Service 8 0 0
8 Cash Flow Analysis 8 1 13
9 Standard Costing 8 0 0
10 | Ratio Anaysis 8 0 0
FigureNo.-4.1
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The above table no. 4.1 shows the scenarios of the practice of management accounting
tools in CAAN. CAAN practiced the tools like Budgeting and Variance Analysis on
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budget by 100% of its official units. The tools like, Cost Volume Profit Analysis, Capital
Budgeting, Decision Making and Cash Flow Analysis were found practicing by 13% that
was from the finance division of CAAN head office. These tools were not practiced by
the other units (airports) of CAAN. Similarly, the practice of Cost Segregation, Pricing of
Product or Service, Standard Costing and Ratio Analysis were not adopted at al in
CAAN.

Thus the practice of Budgeting and its Variance Anaysis were common where as the
tools like CVP Analysis, Capital Budgeting, Decision Making and Cash Flow Analysis
were only practiced by head office. The tools not in practice were Cost Segregation,
Pricing, Standard Costing and Ratio Analysis.

The main reasons of not practicing these tools were
- Lack of knowledge about the tools.

- No information about the tools

- Lack of resources, experts and trained manpower.

- High cost / quite expensive nature

4.2.2 Methods of Segregating Mixed Cost into Fixed and Variable
TableNo.-4.2

S.No. | Methods No. of No. of %

Population | Respondents

1 High - Low Method 8 0 0
2 Least Square Method 8 0 0
3 Average Method 8 0 0
4 Other 8 0 0

66



Figure No. -4.2

0O No. of Population
B No. of Respondents

High — Low Method Least Square Average Method Other
Method

The above table no 4.2 shows the practice of segregating mixed cost into fixed and
variable in CAAN. From the table it is clear that CAAN was not practicing any methods
of Cost Segregation. In fact there was no practice of Cost Segregation. It seems CAAN is
not aware of cost management. It has happened due to the ignorance of the value of cost

segregation by the organization and also the lack of knowledge and expert manpower.

4.2.3 Budget Practicesin CAAN

TableNo.-4.3
S. No. | Typesof Budget No. of No. of %
Population | Respondents

1 Operational Budget 8 8 100
2 Financial Budget 8 0 0

3 Overal Master Budget 8 0 0

4 Flexible Budget 8 0 0

5 Other 8 0 0
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FigureNo. - 4.3

ONo. of Population
B No. of Respondents

Operational Financial Budget Overall Master Flexible Budget Other
Budget Budget

The above table 4.3 shows the types of budget prepared in CAAN. From the table it is
clear that CAAN practiced only the Operational Budget to carry out its regular
operational activities. All the official units of CAAN practiced the Operational Budget.
Thus the percentage is 100 for operational budget. Other budgets like Master Budget,
Flexible Budget and Cash Budget were not in practice in CAAN.

4.2.4 Basisfor Budget Preparation in CAAN

TableNo. 4.4
S.No | Base No. of No. of %
Population | Respondents
1 Based on Past Budget Estimates 8 8 100
2 Based on Past Actual Expenses 8 8 100
3 Based on Future Income and Expenses 8 8 100
4 Zero Base 8 0 0
5 Activity Based 8 0 0
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FigureNo. 4.4

ONo. of Population
B No. of Respondents

T T
Based on Past Based on Past Based on Zero Based Activity Base
Budget Estimates Actual Expenses Upcoming Income
and Expenses

The above table 4.4 shows the basis on which Budget Preparation in CAAN is made.
From the above table it is clear that CAAN use to prepare the budget based on Past
Budget Estimates, Past Actual Expenses and future Income and Expenses. The practice of
these tools in all the units was found 100%. Where as there was no practice of modern
useful tools like Zero Base and Activity Based Budgeting. It is due to the lack of
expertise and willing to pay more for it. Thus budgets were prepared on traditional
concept.

4.2.5 Types of Budget Based on Period Practiced in CAAN

TableNo.- 4.5
S. | Typesof Budget No. of No. of %
No. Population | Respondents
1 Short Term (1 Year or Less) 8 8 100
2 Medium Term (Average of 3 Y ears) 8 0 0
3 Long Term (5 Yearsor More) 8 0 0
4 Others 8 0 0
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FigureNo. - 4.5

O No. of Population
B No. of Respondents

Less)
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Short Term (1 Year or Medium Term (Average Long Term (5 Years or

Others

The above table 4.5 shows the types of budget practiced in CAAN. From the table it
seems that CAAN use to practice only the Short Term Budget also termed as Annual
Budget. All of its units followed the Annual Budget thus the practice is 100%. Other
kinds of budgets like Medium and Long Term Budget were not in practice. CAAN has no
practice in preparing Long Term Budget, it takes long time, need lot of exercise and cost.

Similarly, it is quite difficult to predict expenses for the future for long period.

4.2.6 Budget Preparation System in CAAN

TableNo. 4.6
S. No. | Methods No. of No. of %
Population | Respondents

1 Committee 8 8 100
2 Finance Division 8 0 0
3 Planning Division 8 0 0
4 Experts 8 0 0
5 Other 8 0 0
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Figure No. - 4.6

O No. of Population
B No. of Respondents

T T T
Committee Finance Division Planning Division Experts Other

The above table 4.6 shows that the scenario of budget preparation system in CAAN.
From the table it is cleared that budget was prepared by the committee in CAAN. 100%
of its units followed the committee system for the budget preparation. Members from
different departments including from finance, corporate, planning and development
departments, in house experts and senior management form the committee. At first, the
committee collects the necessary data and information from different units and finalize in
the form of budget after necessary discussion, consultation, field visit etc. The
consultation with out side expert was nil for the budget preparation. The main reason is
hiring them are expensive and the authority does not have separate funds to hire them.

4.2.7 Practice of Capital Budgeting Tools in Purchasing Fixed Assets or
Making Long Term I nvestment

TableNo.-4.7
S.No. | Tools No. of No. of %
Population | Respondents
1 Payback Period 8 1 13
2 Discounted Payback Period 8 0 0
3 Net Present Vaue 8 1 13
4 Average Rate of Return 8 0 0
5 Internal Rate of Return 8 1 13
6 Other 8 0 0
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FigureNo. 4.7

O No. of Population
B No. of Respondents

Pay Back Discounted Pay Net Present Average Rate Internal Rate of Other
Period Back Period Value of Return Return

The above table 4.7 shows the practice of application of Capital Budgeting Tools in
purchasing Fixed Assets or Making Long Term Investment Decision in CAAN. From the
table it is clear that CAAN use to practice the tools like Payback Period, Net Present
Value and Internal Rate of Return for the purchase of fixed assets or the long term
investment. These tools were used only by the head office thus the using percentage is
just about 13%. Other official units of CAAN did not use the tools to analyze. It was due
to the lack of knowledge and use ness about the tools. If necessary, it was analyzed from
the finance division of head office to its units.

4.2.8 Adjustment of Risk while Evaluating Capital Investment in CAAN

TableNo.-4.8
S. No. Tools No. of No. of %
Population | Respondents
1 Shorten Payback Period 8 1 13
2 Discounted Net Present Value 8 1 13
3 Sensitivity Analysis 8 0 0
4 Profitability Index 8 0 0
5 Other 8 0 0
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FigureNo. 4.8

O No. of Population
B No. of Respondents

N 1

Shorten Pay Back  Discounted Net  Sensitivity Analysis Profitability Index Other
Period Present Value

The above table 4.8 shows the practice of Risk Adjustment while Evaluating Capital
Investment in CAAN. From the table it seems that 13% of CAAN official unit used the
tools like Shorten Payback Period and Discounted Net Present Value. In fact the risk
evaluation on capital investment was done only by the head office. The other units were
not practicing the Risk Adjustment tools as they were not involve in the practice of other
Capital Budgeting tools for the purchase of fixed assets or the long term investment. The
practice of the useful tools like Sensitivity Analysis and Profitability Index was nill.

4.2.9 Tools Practiced for the Overall Perfor mance

TableNo. -4.9
S. No. Tools No. of No. of %
Population | Respondents

1 Profit and Loss Account 8 8 100
2 Ratio Analysis 8 0 0
3 Cash Flow Analysis 8 1 13
4 Variance Analysis 8 0 0
5 Other 8 0 0
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FigureNo. 4.9

O No. of Population
B No. of Respondents

Profit and Loss Ratio Analysis Cash Flow Variance Analysis Other
Account Analysis

The above table 4.9 shows the tools practiced for the Overall Performance Evauation in
CAAN. From the table it is clear that the use of Profit and Loss Account for the Overall
Performance Evaluation was 100%. The main base of evaluation was P/L Account for
CAAN. Where as the Cash Flow Analysis was used only by 13%, which was from the
head office of CAAN. Central Cash Flow Analysis was practice in the organization. The
uses of other tools like Ratio Analysis, Variance Analysis and Cost Volume Profit

Analysis were found nill due to lack of expert manpower.

4.2.10 Practicesfor Pricing of Productsand Servicesin CAAN

TableNo. -4.10
S. No. | Pricing Techniques No. of No. of %
Population | Respondents

1 Cost Based Pricing 8 0 0
2 Target Cost Pricing 8 0 0
3 Going Rate Pricing 8 0 0
4 Based on Rules 8 8 100
5 Other 8 0 0
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Figure No. 4.10

O No. of Population
B No. of Respondents

1 +—

Cost Based Pricing Target Cost Pricing Going Rate Pricing Based on Rules Other

The above table 4.10 shows the Practices for Pricing of Products and Servicesin CAAN.
From the table it is clear that being an autonomous and a service providing organization
CAAN practices the pricing of its service based on rules and regulations. The charges
either aeronautical or non-aeronautical were based on regulations approved by
government. The more reliable tools like Cost Based Pricing, Target Cost Pricing and
Going Rate Pricing practices were nill in CAAN.

4.2.11 Cost and Revenue Estimation Practicesin CAAN
TableNo. 4.11

S.No. | Tools No. of No. of %

Population | Respondents

1 Past Trend Analysis 8 8 100
2 Market Survey 8 0 0
3 Zero Base Budgeting 8 0 0
4 Other 8 0 0
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FigureNo. 4.11

O No. of Population
12 B No. of Respondents

Past Trend Analysis Market Survey Zero Based Budgeting Other

The above table 4.11 shows the Cost and Revenue Estimation Practices in CAAN. From
the table it is clear that the practice of Past Trend Analysis was 100% for the Cost and
Revenue estimation in CAAN. All of the official units of CAAN practiced the past trend
analysis for the estimation. Other useful methods like Zero Base Budgeting and Market
Survey were not used by CAAN.

4.2.12 Practices of Transfer Pricing

The transfer pricing method is very useful for those business houses, which rendered
services to the customers through department to department. While transferring the
products from one department to another department, the department it self fixes the price
for its output. As CAAN directly rendered its services to the customer rather than

department-to-department, there was no place for transfer pricing.

4.2.13 Decision Making Practices

CAAN practiced the Decision Making tool as required. It mostly used the decision
methods like Lease or Buy and Drop or Continue to render the service. Where as the
Specia Order and Make or Buy was not practiced by CAAN.

4.2.14 Inventory Valuation Method
Regarding Inventory Vauation, CAAN does not have asset department so the fixed

assets and stocks were not vauated since long. Where as on the official units the
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operational stocks were valuated on the basis of Weighted Average Method rather than
other methods such as LIFO and FIFO.

4.2.15 Accounting System

For the proper accounting system, CAAN itself developed eight different accounting
manuals based on NAS (Nepal Accounting Standard) to its organizational accounting
obligation. The manuals are the basic guidelines for the accounting personnel. It gives
entire vision and idea about the financial activities from the beginning. The manuals are
classified into eight different headings such as Budgeting and Budgeting Control, Payroll
Accounting Procedure, Genera Accounting Procedure, Cash and Bank Accounting
Procedure, Accounting of Advances, Procurement and Store Accounting Procedure,

Accounting of Fixed Assets and Accounting Procedure for Revenue Account.

All the accounting and financial personnel were known about the manuals devel oped by
CAAN. It had been in practice through different training and workshops. The accounting
personnel themselves were also qualified on the field. The authority was satisfied with
the performance of accounting personnel. Trainings, seminars and workshops were

provided to the persons on periodic as well as when required.

The accounting procedure starts from the beginning of financial activities. Preparation of
voucher, ledger posting, subsidiary books account, trial balance are the basic accounting
activities where as the income statement, profit and loss account, balance sheet and cash
flow statements are financial statements, provides the organizational financial
performance. CAAN was practicing al of these procedures. Regarding the audit system,
CAAN had two kinds of audit system in practice first one the internal audit from the in
house experts and the second final audit from the authorized government office
(Mahal ekha Parichhak).

4.2.16 Management and Management Accounting

Management accounting is helpful to management for the planning, controlling and
decision making activities. Management can get the valuable and important information
from management accounting. CAAN management body had the practice of getting the

information from accounting and finance division as necessary. Management themselves
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were aso interested on this field to get the required information and to fulfill their duties
and responsibilities. This process was highly helpful to them to make good decision for
the organizational development. But, in some cases due to different factors, management
was compelled to make decision even though not favourable for the organization from

financial perspective.

4.2.17. Airport Status

Operation of aircraft on the airfield and on the Nepalese sky is the major sources of
income of CAAN. While analyzing the airports regarding its income and expenses most
of the airports of Nepal were operating in loss. Few of them were operating in profit. Out
of 51 airports, only 10 airports were operating in profit. The profitable airports were
Tribhuvan International Airport the only one international airport and 9 other domestic ie.
Lukla, Jomsom, Chandragadhi, Biratnagar, Simara, Pokhara, Nepalgunj, Surkhet and
Rumjatar. More than 80% of CAAN income was generated from TIA. Contribution of

rest airports were not more than 20%.

Thus most of the airports were operating in loss due to traditional approach, lack of other
income sources, least flight movement, insufficient charges, political interference and
lack of business policy.

4.3 Major Findings
From the comprehensive analysis of available data, the following findings can be drawn
for CAAN:

1. While examining the tools practiced by CAAN it was found that there was 100%
application of "Annual Budgeting” and "Variance Analysis' where as the
application of "Capita Budgeting”", "Cost Volume Profit Anaysis', "Decision
Making", "Cash Flow Analysis' were only 13% for planning, controlling and
decision-making.

2. Some of very important and useful management tools such as Cost Segregation,
Long Term Budgeting, Pricing of Product, Standard Costing and Ratio Analysis
were not in practice in CAAN for its managerial decision.
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The authority was not practicing the Segregation of cost into fixed and variable.
Authority was thus unable to find out the nature of cost, which seems that CAAN
was not taking opportunity of cost control and management.

CAAN practiced only the Operational Budget. It was prepared by budget committee
on the basis of past actual expenses and future income and expenses. All the time
Short term Budget (1 year or less) was in practice rather than Medium and Long
Term Budget.

The reason of not practicing tools like "Cash Budget", "Zero Base Budgeting”,
"Medium and Long Term Budget” were due to lack of information, knowledge,
experts and willingness.

While preparing budget, there was no practice of taking consultancy services. The
practice of hiring outside expert was nill. The reason behind this was hiring them
were too expensive.

CAAN mostly used the tools like Net Present Value, Payback Period and Internal
Rate of Return while purchasing the fixed assets and making long term investments.
Similarly, to adjust risk on evaluating capital investment CAAN used Shorten
Payback Period and Discounted Net Present Vaue. For this, the practice of
Sensitivity Analysis, Profitability Index and Decision Tree were found nill.

For the measurement of overall performance, the authority used Profit and Loss
Account and Cash Flow Analysis. The practice of Variance Anaysis, Standard
Costing and Ratio Anaysis were found nill. Variance Analysis was done only for
budgetary purpose.

The price of service provided by CAAN was fixed aready by the rules and
regulations approved by government named Bimansthal Dastur Niyamawali 2038
(Fourth revised 2062) and CAAN Financia Management Rule 2057. The most of
the prices of its services were not based on cost recovery principle. Thus, CAAN
was compelled to exercise price bounded by the rules and regulations.

For the cost and revenue estimation, the authority practiced only Past Trend
Analysis. The practice of Market Survey and Zero Base Budgeting were found nill

to forecast the future cost and revenue.
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12.
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14.

15.

16.

17.

On central level, the Inventory Valuation was not in practice as the asset department
was not established in CAAN. The operational inventory was valuated on Weighted
Average Method on other official units.

Due to the nature of business of CAAN, It practiced the methods like Lease or Buy
and Drop or Continue as the Decision Making tool. But in some cases (regarding
operation of airport even in huge loss) decision making could not made based on
management accounting principle.

The accounting procedure of CAAN found satisfactory as the authority itself
developed accounting manuals for this purpose. The personnel were aso qualified
and provided training as required. The authority had its own internal audit system.
Management Information System on the authority found satisfactory. It means the
relationship between management and finance division was good.

According to clause 18 of the CAAN Act 2053, CAAN is to be run on the basis of
business principles. But in fact it was not running so far like a business houses.
Most of the airports were operating in loss. It is due to lack of detail business plans
and principles.

While establishing CAAN the total assets of DCA were evaluated amount about Rs
8670.00 Million. Out of total 50% was land value. The present land value was
calculated based on the commercial value, which seemed high for CAAN. Thus
CAAN is overcapitalized due to the over valuation of DCA assets. The ownership
of the assets was not till transferred to CAAN from the government. This had been
created technical difficulty in promulgating CAAN's own tariffs rule because
section 10 (1) (d) of the Act 2053 has authorized to collect charges from the
"airports owned by CAAN" . It means unless the ownership is formerly transferred
to CAAN it has only the tenant right.

Regarding financial structure, except the amount of Rs 8670.00 Million from DCA
to CAAN as capital investment of government, CAAN had the responsibility of Rs
1330 Million as Cumulative Redeemable Preferential Share on the interest rate of
10.5 % where as other total amount of Rs 3869.71 Million loans on the interest rate
of 10.25 % must paid back with in 12-20 years period. Here the fact was that the
government got these very amounts of loan on the interest rate of only 1-3 % from
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19.

20.

21.

22.

different national and international parties. After the CAAN establishment, the loan
responsibility was transferred to the authority and fixed the interest rate of 10.25 —
10.5 %. Which showed the government was like a businessperson rather than
national promoter and guardian.

The authority had a Corporate Planning, Performance Evauation and Monitoring
Directorate, which was responsible for the identification, formulation and
implementation of short term, long term and mid term commercia projects. Its
other function involved in the provision of professional advisories and supports,
updating of assets record in coordination with finance department, diversification of
products by identifying alternative resources, monitoring and follow up commercial
projects already executed, followed by their review and evaluation. The directorate
was not found enough strong in the field of corporate planning to run the authority
on business principles.

Civil Aviation Academy was functioning as a sole institution to train manpower
required for CAAN in various disciplines like air traffic services, rescue and fire
fighting services, radio maintenance, aviation safety, computer etc. There was no
such faculty on the academy to provide trainings concentrating managerial and
accounting disciplines. For these trainings, huge amount was paying to out side-
training centers.

CAAN was facing challenges in collection of the overdue / outstanding revenues
from airlines and other clients. A substantial proportion of due was with Nepal
Airlines Corporation, Necon Air and Cosmic Air etc.

According to clause 5 of CAAN Act 2053, "Authority can conduct and cause to
conduct the ground handling services at an aerodrome." But in practice the ground
handling was done by NAC solely since long and generating income more than 50
Million ayear. CAAN aways tried to get the ground handling service from NAC as
per the Act but due to external forcesit was unable to grab that very opportunities.
"CAAN is an autonomous and corporate body with perpetual succession™” is written
on CAAN Act 2053. It is free and independent to take decision regarding the
development of the organization but in fact due to its organizational structure

(Board of Director) it could not perform like a full autonomous organization. The
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major decision should be approved from the BOD which is presidented by Minister
or Minister of State of Tourism and Civil Aviation and the members from different
sectors like airlines, tourism and aviation expert, member from Ministry of Finance,
Ministry of Tourism and Civil Aviation. Thus, decision processes were affected
directly or indirectly from government interest and others.

It is the ground reality that the transportation service through out the nation is quite
difficult due to its geographical structure. So that in most part of the country the
only assess of transportation is possible through air services. The construction of
aerodromes and its regular operation is very much expensive than others. Even in
huge loss, CAAN was operating large numbers of airports for its public
responsibilities as a service provider but due to that government was not providing
any subsidies to CAAN. In some cases, the aerodromes were constructed, on the
interest of political leaders and parties even the future perspective is very poor.
Such airports were made on grants or loan from different sectors and transferred all

the responsibilitiesto CAAN.
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CHAPTER YV
SUMMARY, CONCLUSION AND RECOMMENDATION

5.1 Summary

Nepal, a sovereign independent country is a unique combination of natural beauty,
biodiversity, geographical structure, unique heritage, different cultures, supreme
spirituality and brotherhood between people and political changes. The political changes
happen rapidly on the country since the great Peoples Movement — Il at 2006 (Jana
Andolan - 2 2062/63). The Andolan was happened for the establishment of peace and
full democracy and got it after 19 days long and historic Peoples Movement. Poll for the
Constitutional Assembly was held on Chaitra 28, 2064. From this assembly on 15
Jestha, 2065 Nepal is declared the "Federal Democratic Republic of Nepal™. Now Nepal
islooking for the new constitution and restructuring of the state for the bright future.

Due to complex geographica structure of Nepal, regarding the mode of transportation,
the road transportation is not possible through out the country. In most parts of
Himalayan and Hilly region air transportation is only the aternative. Thus air
transportation is very popular and important in Nepal due to this fact and its comfort ness,
time saving nature and security. There are at present just more than 50 airports in Nepal.
Civil Aviation Authority of Nepal (CAAN) operates al the airports and regulates the
aviation. CAAN is established as an autonomous organization on 31% Dec 1998 to
promote and regul ate the civil aviation and to operate the airports of Nepal.

There are unbelievable developments in the sector of science and technology from the
ancient age to 21% century now. Human dream of flying like a bird is not only possible
but the flying is now highly sophisticated and easy. From the historic moment of Wright
Brother to the present moment of Airbus 380, the aviation sector is in top of
development.

The development of latest technologies, the geographical structure, unstable political
status, high risk and the high performance requirement makes the smooth operation of
any organization tough in Nepal. To overcome from this chalenges and opportunities
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Management is such tool / weapon which lead the organization towards achieving the
goals through optimum usage of scarce resources in a dynamic environment. Externa
and internal environments are the factors, which makes both the trouble and easiness for
the organizational activities. Mostly it creates challenges uncertainty and risk rather than
opportunities. To minimize the existing risk and create the certainty in the organization,
management is very suitable one. So, for the good management of any organization the
proper utilization of management tools and techniques are helpful to achieve their
objectives. Various tools and techniques of management have proved beneficiary in every
aspect of manageria activities. Management Accounting is a term among various tools
and techniques. The objective of management accounting is to help managers in overall
manageria activities by providing information and helping them in planning, controlling
and decision making. It acts as a strategic business partner in support of management for
organizational decision. Management accounting covers accounting methods, systems
and technigues which gives very useful information to management for effective

planning and decision procedure.

The main objectives of the present research were to examine the present practice of
management accounting tools, to identify the difficulties on the application and to
recommend for the practices of management accounting toolsin Civil Aviation Authority

of Nepal to strengthen the organizational performance.

As per the nature of the study, research design is followed with descriptive and anal ytical
approach. The major data regarding the practices of management accounting were
collected from primary source. Questionnaires were distributed and table talks were aso
made as necessary to gather information. The details about the management accounting
and the aviation were grabbed from different books, journals, articles, websites, previous

thesis etc. Information was presented as per the requirement of the study.

From the analysis, it was found that management accounting tools such as "Annual
Budgeting", "Capital Budgeting”, "Cost Volume Profit Anaysis', "Variance Anaysis",
"Decision Making", "Cash Flow Analysis' were practiced by the CAAN for planning,
controlling and decision-making. Where as, the tools like Cost Segregation, Long Term
Budgeting, Pricing of services, Standard Costing, Ratio Analysis, Zero Base Budgeting
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etc was not practiced by the authority. Lack of information, knowledge, skilled
manpower, extra cost burden, nature of service, political instability and interference were

the main reasons behind not practicing such tools.

5.2 Conclusion

From the research, it has been found that there is big gap between the theory and practical
because most of the accounting tools are not applied in the authority which is taught in
the academic institutions. Tools like "Annual Budgeting”, "Capital Budgeting”, "Cost
Volume Profit Anaysis', "Variance Anaysis', "Decision Making", "Cash Flow
Analysis' are in practice but the tools like Cost Segregation, Long Term Budgeting,
Pricing of Services, Standard Costing, Ratio Analysis, Zero Base Budgeting, Activity
Based Budgeting, Activity Based Costing are not in practice.

In CAAN, practices of hiring outside expert and sending own staffs for training to carry
out innovative activities in the field of management accounting are amost nill. But it is
practiced on other faculty like air traffic services, aviation security etc. It can be said that
authority is still on infant stage in practicing management accounting tools although it is

operating since long.

For the detail practice of management accounting tools, hiring of outside expert, training
to staffs and recruitment of skilled manpower will be good idea but no provision of these
things on authority because of huge and extra cost burden. It seems that authority is with
the concept that management accounting is similar to financial accounting. But financial
accounting is just concern with recording of financia transactions and presents
information in financial term. It is only a useful factor for management accounting.
Management accounting has great role on good planning, controlling and decision
making procedure. New tools and techniques such as Zero Base Budgeting, Activity
Based Budgeting, Activity Based Costing and Target Costing have been developed
around the world but practice of these tools in CAAN is nill. Lack of information,
knowledge and willing ness about management accounting tools are the main factors

causing problem in the application of such tools.
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CAAN Act 2053 clearly declared that CAAN is an autonomous organization in the sector
of aviation. In practice, it does not seem as an autonomous body. The strategic planning,
implementation and decision procedure of CAAN is directly or indirectly interfered by
the government and politics. Government or politician fixes the construction of new
airports and its operation rather than CAAN even though the airports are not
economically viable. One of the reasons for this is due to the public responsibility of
CAAN, not only a profit making organization. Authority is not getting any subsidies and
grants from government for its public obligation.

Similarly, CAAN is overcapitalized as the assets of DCA were overvalued than the
market price causing this the capital liability of CAAN is high. The interest rate on the
loan amount whatever transferred to the authority is extreme higher than its real value.
Government itself got it on 1-3 % interest rate where as transferred to CAAN on the rate
of 10.25 - 10.50 % which seems government is a business maker rather than
organizational promoter. Due to the payment period of loan and preferential redeemable
share, CAAN will face financia crises on near future if the terms are not extended. The
financial statements of the authority show that it is in good rhythm as the authority
earning better and better than last years. In the same way, it is said that the assets will be
transferred to the authority but the ownership of assets are not till transferred to the

authority which creating technical difficulties on organizational development.

5.3 Recommendations
It is already discussed in detail about the status on the application of management
accounting procedure and its problems for the application of management accounting in
CAAN. Here are the recommendations to CAAN based on this research study for the
well application of management accounting and other manageria perspective presented
below:
1. To strengthen the CAAN and to carryout managerial activities, the uses of
management accounting tools and techniques are recommended.
2. For this Environment is very important factor for any organizational activities.
Positive environment is necessary for the application of any system, procedure or
tools. A separate Management Accounting Department should be established in the
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organization. Management accounting expert should be hired. If cannot hired the
expert it can send its employee for training. If not feasible this also, manage it by
taking services of fee based consultant.

. The management accounting department should be responsible for the detail study
of present practices and modern developments. All the developments, information
and knowledge should be gained and analyzed its useful ness, importance and cost
benefits.

. Onthebasis of detail analysis, the tools and techniques suited for the authority must
be applied. For this, convey all the necessary information, strategy and program to
the management. Recruitment of new skilled manpower and the training to the
employees are other steps for the full implementation.

. It is recommended that the authority should create an environment of interaction
between the academicians and the authority. It can be benefited for the knowledge
about the new tools and techniques of management accounting.

. Academicians should put effort to bring management accounting tools into the light
by the help of books, journals, articles and campaigns such as seminar, workshop
and training. It is helpful to get more information about the tools and techniques.
Long term as well as short term training packages should be offered for the
managers about the techniques of management accounting and to update the
knowledge and skill.

. The authority should not depend only on the practices of traditional system. It
should be motivated for the new and modern system through the research and
development programs. For this authority should spend certain percentage of their
earnings.

. The authority is recommended to practice the cost segregation tool for the
segregation of mixed cost into fixed and variable which is very helpful to find out
the nature of cost.

. Budgeting and planning activities should be conducted by hiring the professional
experts. It helps to prepare budget by the maximum utilization of its limited

resources on systematic way.
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The Budget should not be only Operational; authority should practice the "Cash
Budget" also. Develop airport wise and CAANs comprehensive annual budgeting
system. Similarly, the practice of Medium and Long term budget is equaly
necessary for the authority like CAAN.

Budget preparation should not be based only on "Actual Past and upcoming income
and expenses'. Along with this environmental factor should also be taken into
consideration. It is because what happened in the past might not occur in the future.
The advance tools like Zero Based Budgeting and Activity Based Budgeting are
recommended to practice for the preparation of more realistic budget.

It is recommended to CAAN, for the risk adjustment while purchasing fixed assets
or making long-term investment through the tools like Shorten Payback Period and
Sensitivity Analysis.

Authority mostly depends on "Profit and Loss Account and Cash Flow Analysis"
for the measurement of overall performance. It is suggested to CAAN not only
depend on these techniques. Along this, the tools such as Ratio Analysis, Variance
Analysis and Standard Costing should be used. Beside these, present performance
should be compared with past performance of the authority.

While estimating cost and revenue for future period, authority should not be based
on "Past Trend" only. What happened in the past might not happen in future. So for
the estimation, tools like "Zero Base Budgeting”, "Market Survey" and " Statistical
Tools" should be practiced. This helps the enterprises to reach to correct estimation.
For the Pricing of the service delivered by the CAAN, It is recommended that the
exiting rules and regulations should be amended as per the business principle. The
rules and the regulations must have the flexibility to the extent of at least cost
recovery principle, other wise it should based on Going Rate Pricing, Target Return
on Investment, Activity Based Cost Pricing etc. Similarly, each airport should have
its own charging mechanism for the revenue generation.

The Decision Making procedure should be applied properly on the sector like
operation of plants and machinery and the airports. The decision making is poor in

the sector of airport operation due to the public responsibility of the authority and
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the interference from the agencies like government, politicians and locals. It should
be revised for the well sake of the authority.

CAAN must establish the Asset Department for the well management of its
property. All the properties should be registered and revalued on the fixed period.
The Inventory Valuation system should also be applied on the basis of tools like
LIFO, FIFO or Weighted Average Method.

Management Information System (MIS) should make more effective and
interactive. The system it self should be more informative and interactive. The
frequent interactive programs should be held in between management and the staffs.
The accounting system of CAAN should be developed fully on computer-based
system. Necessary infrastructura development and training to the accounting
personnel is needed for the better organizational performance.

The authority should be updated with new tools and techniques that are practiced
around the globe to cope with the changing environment, cost minimization and
better service quality.

Performance of Authority can be improved by allowing greater autonomy and more
accountability. Similarly, the authority must be out of unnecessary governmental,
political and other kind of interference. The political stability is equally necessary
for the smooth operation of authority.

Morality concept should be developed in the authority for the fair, regular,
responsible and accountable environment.

Various programs should be launched for the motivation of staffs. The performance
monitoring and evaluation system must be fair and effective for their contribution.
Performance based incentive system should be launched for this.

The authority should able to analyze its " Strength, Weaknesses, Opportunities and
Threats® (SWOT Analysis). It helps to know about the actual condition of
organization and its challenges, which is helpful for the strategic management over
the challenges, weaknesses and threats.

CAAN isto be run on the basis of business principles as stated on the clause 18 of
the CAAN Act 2053. But the fact is just reversing than the statement. Most of the

airports are operating in loss. Authority cannot stop running those airports solely
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due to its nature of service and the deep obligation to the Nation and the people of
Nepal. The losses can be minimized through the alternative sources of income. This
can be achieved by the help of detail business plan and principle.

The Corporate Planning, Performance Evauation and Monitoring Directorate of
CAAN should try its best for the identification, formulation and implementation of
comprehensive business plan for immediate, short term, mid term and long-term
period. Individual airport wise business plan and financia projections are necessary
for this policy. The concentration should be given on the generation of more non-
aeronautical income rather than aeronautical.

Investment in commercialy non-viable airports should not be encouraged. The
investment model should make participative in between Government, Local Body
and CAAN for the construction of social sector and important airports from
regional balance point of view.

The authority should get the subsidies and grants from the government for its
operation of airports on those remote sectors, which are necessary to operate for the
sake of public and running financialy very poor.

CAAN is overcapitalized due to the over valuation of DCA assets. Out of total
assets, about 50% is land value. The present land value is calculated based on the
commercia value, which is high for CAAN. The land value should be calculated in
the accounting principle of "Cost Price or Market Price, which ever islower".

The ownership of the assets should be transferred to CAAN from the government
as far as immediate. Which will helpful for the authority to overcome from the
difficulties facing in promulgating CAAN's own tariffs rule because section 10 (1)
(d) of the Act 2053 has authorized to collect charges from the "airports owned by
CAAN". It means unless the ownership is formerly transferred to CAAN it has only
tenant right over the assets.

The interest rate whatever fixed earlier (10.5%) by the government to CAAN for
the loan repayment is now become only on 8% which aso seems higher to the
authority as the government it self got it in between 1-3% of interest rate. The

interest rate should again be revised on the basis of actual currency inflation
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33.

34.

35.
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37.

exchange rate of Nepal Rastra Bank. A review on this aspect indicates that 5%
interest rate per year could be reasonable.

Civil Aviation Academy should be functioned as a whole institution to train
manpower required for CAAN in the more disciplines like management and
accounting.

To collect the overdue / outstanding revenues from airlines like Nepal Airlines
Corporation, Necon Air and Cosmic Air and other clients;, CAAN should make
strong mechanism with tight rules and regulations. From the help of government
only, it can collect a substantial proportion of due from the Nepa Airlines
Corporation.

The management of ground handling is the sole responsibility of CAAN according
to clause 5 of CAAN Act 2053. But in practice it is done by NAC and generating
huge income. Now it is negotiated in between CAAN and NAC that the authority
will get only 10% of its income. Which again seems very pain full, so CAAN it self
have to get ground handling from NAC with the help of Government.

CAAN as a regulator should try best to follow strictly ICAO SARPs, have zero
accident or alevel of zero fatality per year and ensure a healthy growth of Nepalese
Civil Aviation Industry. The motto should be concentrated towards the Safe,
Orderly and Expeditious Flight.

CAAN as an airport operator quality service, customer satisfaction, demand based
facilities, regular operation of airports and recovery of at least operational expenses
should be the prime target for its better organizational developments.

It is necessary to CAAN for the review of itslegal status, which are not suitable for
the present environment. Immediate amendment is required for the status like
CAAN Act 2053, CAAN Financia Administration Rules 2057, Bimansthal Dastur
Niyamawali 2038 (revised 2062) etc. The rules and regulations must be clear,
concise and understandable, no double standard.
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APPENDI X

Questionnaire

. Which of thefollowing Management Accountingtoolsareusingin CAAN?

Management Accounting tools Yes No

Segregation of Cost

Long Term Budgeting

Annua Budgeting

Cost Volume profit Analysis

Capital Budgeting

Variance Analysis (Budget or other)

Decision Making

Pricing of Service or Product

Cash Flow Analysis

. If you aren't using Management Accounting tools, what may be the reasons?
i. Lack of knowledge
ii. Lack of information
ili. Not necessary till now
iv. Lack of Policy
. Which technique does the authority useto segregate the Mixed Cost into
Variable and Fixed?
i. High Low Method

ii. Least Square Method

iii. Average Method

iv. Other (ifany) ....ooooviiiiii e
. What type of Budgetingisin use?
i Operationa Budget
ii. Financial Budget
iii. Master Budget
iv. Flexible Budget
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V. All of the above

Vi. Other (if any) ..o e
5. Who preparesthe Budget?

I Committee

ii. Finance Division

iii. Account Division

Iv. Experts

V. Planning and Development Division

Vi. Other (if any) .....coovvieii e,
6. What type of Budget doesthe authority use?

i. Annual Budget

ii. Medium Term Budget

iii. Long Term Budget

iv. Other (ifany) ....coovviviiii e,
7. On what basisdoesthe authority prepare Budget?

i. Based on past budget estimates

ii. Based on past actual expenses

iii. Based on Future income and expenses

V. Activity Base

V. Zero Base

Vi. Other (ifany) ......ooovviiiiiiii e
8. What technique doesthe authority usefor Cost and Revenue Estimation?

i. Past Trend Analysis

ii. Market Survey

iii. Zero Base Budgeting

iv. Other (if any) .ooeii e
9. While purchasing Fixed Assetswhich of Capital Budgeting tools are used?

I Payback Period

ii. Discounted Payback Period

iii. Accounting Rate of Return (ARR)

V. Net Present Value (NPV)
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V. Internal Rate of Return (IRR)
Vi. Other (if any) .....ovveieii e,
10. How the authority adjustsfor Risk while evaluating Capital Investment?
I Payback Period
ii. Discounted Payback Period
iii. Net Present Value (NPV)
V. Sensitivity Analysis
V. Profitability Index (PI)
Vi. Cost Volume profit Analysis
vii.  Other (ifany) ....covviiii
11. Which method isused for Inventory (Stock) Valuation?
i. LIFO
ii. FIFO
iii. Weighted Average Method
iv. Simple Average Method
V. Other (ifany) ...ocoiiiiiii s
12. What technique does the office practice for Pricing of Product or Services?
i. Cost Based Pricing
ii. Target Cost Pricing
iii. Going Rate Pricing
iv. Based on Rules
V.o Ifany oo
13. Does the authority properly manage the accounting procedure and financial

statements?

Details Yes No

Voucher

Ledger Posting

Trail Balance

Subsidiary Books A/C

Income Statements

Profit and Loss A/C
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Balance Sheet

Cash Flow Statements

14. How doesthe authority measurethe Overall Performance at the end of the
year?
i. ShownbyP/L A/C
ii. Cash Flow Anaysis
iii. Ratio Analysis
iv. Variance Analysis
V. Other (ifany) .....oooviii
15. What isthe status of the accounting per sonnel presently workingin
authority?
i. Skilled
ii. Qualified
iii. Semi Skilled
iv. Unqualified
v. Unskilled
Vi. Other (ifany) ....cooooiiiiiiiii e
16. Aretheaccountings personnel follow the accounting manual developed by
CAAN?
i. Yes
ii. No
If not why...
a. Lack of knowledge
b. Lack of information
c. Do not need
17. Does the finance division satisfy with the performance of the accounting
personnel?
i. Yes
ii. No
iii. Other (ifany) ......cocevvvvvveiinnnnn.

18. What is necessary to make effective accounting?
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i. Training, workshop, seminars etc
ii. Skilled manpower
iii. Qualified manpower
iv. All of the above
v. Other (ifany) .......ccoovvvvninnnn
19. How far the top management isinterested on accounting?
i. Highly interested
ii. Moderate
iii.  Uninterested
iv. Other(ifany) ..........coooiviiiiiinnnn.
20. Doesthetop management receive information from finance division?
i. Yes
ii. No
iii. Do not need
iv. Other (ifany) ..................
21. What kind of information or knowledge does the top management wantsto
know?
i. Proper financia (Accounting) System
ii.  On decision making procedures
iii. Regarding income and expenses
iv. Regarding purchase and sales
V. Other (ifany) .....oocooeiiiiiiii i,
22. What isthefinancial position of the airports operating in Nepal ?
i. Most of them operating in profit
ii. Most of them operating in loss
iii. Operating in Break Even Position
iv. Other (ifany) ..o
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23. Why most of theairportsare operating at 10ss?

I Traditional approach

I. Lack of other income sources

iii. Political pressure

iv. Not sufficient charges

V. All of the above

Vi. Other (ifany) ......ccooevviiiinnnnns

24. How airportscan earn profit?

i
ii.
iii.
Iv.
V.

Vi.

Increasing flight movement

Increasing charges and services
Diversifying the income sources

Apply business policy

All of the above

Other (ifany) .......co voviiii e
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