COMMUNICATING WITH FINANCIAL DATA

Understanding Business Cost,
Revenue, and Profit

Module 1 « Study Notebook

1. Business Expenses, Income, and Profit

Meaning and Nature

Business Expenses: These are the costs incurred by an organization in the process of generating
revenue. Technically, an expense is an "expired cost"—the monetary value of resources consumed
or services used during an accounting period.

Business Income: This refers to the gross increase in economic benefits during an accounting
period in the form of inflows or enhancements of assets. It is the reward for providing value to

customers.

Business Profit: Profit is the residual surplus left after all business expenses have been deducted

from total income. It is the primary incentive for entrepreneurship and risk-taking.

Importance

« Sustainability: Consistent profit ensures the long-term survival of the entity.

» Measurement of Performance: Helps management identify which business segments are

efficient and which are lagging.

 Taxation and Legal Compliance: Accurate calculation of profit is necessary for determining
tax liabilities and dividend distributions.



Characteristics

Key Attributes

* Periodic Nature: Usually measured over a specific timeframe (monthly, quarterly, or
annually).

* Quantitative: Must be measurable in monetary units.

* Matching Concept: Expenses must be matched against the revenue they helped generate
in the same period.

Different Types

Category Types & Descriptions

Expenses Operating Expenses: Costs to run daily business (Rent, Salaries).
Non-Operating Expenses: Costs outside core activities (Interest on loans, Loss by
fire).

Income Operating Income: From core business sales.
Non-Operating Income: From secondary sources (Interest earned, Dividend
received).

Profit Gross Profit: Revenue minus Direct Costs (COGS).
Operating Profit (EBIT): Gross Profit minus Operating Expenses.
Net Profit: Final surplus after all taxes and interest.

2. Business Cost and Revenue

Meaning and Concepts

Cost: The monetary valuation of effort, material, resources, time, and utilities consumed, risks

incurred, and opportunity foregone in the production and delivery of a good or service.



Revenue: The total amount of money brought into the company by its business activities. It is often
referred to as the "Top Line."

Characteristics and Importance

Costs define the Price Floor (the minimum price a company can sell without losing money), while
Revenue determines the Market Share and scale of the business. Understanding the relationship
between these two is vital for Break-Even Analysis.

Various Types of Cost and Revenue

Classification of Costs

* Fixed Costs: Do not change with production levels (e.g., Factory Rent).
« Variable Costs: Change in direct proportion to output (e.g., Raw Materials).
» Opportunity Costs: The potential benefit lost by choosing one alternative over another.

» Sunk Costs: Past costs that cannot be recovered and are irrelevant for future decisions.

Types of Revenue

* Total Revenue (TR): Total quantity sold multiplied by price per unit.
» Average Revenue (AR): Total revenue divided by the number of units sold.

* Marginal Revenue (MR): Additional revenue gained by selling one more unit.



3. Comparison and Distinction

Basis of
Difference

Focus

Goal

Basis of
Difference

Nature

Balance Sheet

Basis of
Difference

Scope

Benefit

Basis of
Difference

Deductions

Finance

Management of future funds and
investments.

Wealth Maximization.

Cost

Investment in a resource

(Unexpired).

Stays as an Asset until sold.

Expense

A subset of expenditure for the

current period.

Matched to current revenue.

Accounting Profit

Accounting

Recording and reporting of past
transactions.

Profit Measurement and
Compliance.

Expense

Consumption of a resource
(Expired).

Moves to Income Statement
immediately.

Expenditure

Total cash outflow or liability for

any reason.

May provide long-term benefit
(e.g., Capex).

Economic Profit



Basis of

Accounting Profit Economic Profit
Difference
Revenue minus Explicit Costs Revenue minus Explicit AND Implicit
only. Costs.
Purpose For financial reporting and tax. For deciding if the business is worth
staying in.

4. Basic Accounting Terminology

1. Assets: Economic resources owned by the business that are expected to provide future
economic benefits.
o Example Cash, Inventory, Machinery, Goodwill (Intangible).

. Liabilities: Present obligations of the business to external parties that result in an outflow of

resources.
o Example Bank Loans, Accounts Payable, Unpaid Taxes.

. Equity: The residual interest in the assets of the business after deducting all its liabilities. It is

the owner's "stake" or net worth.
4. Revenue: The gross inflow of cash or receivables from the sale of goods or services.

5. Expenses: The cost of assets consumed or services used to generate revenue.

5. Fundamentals, Principles, and Standards

Core Principles of Accounting (GAAP)

Accounting principles are the rules and guidelines that companies must follow when reporting
financial data. These are collectively known as Generally Accepted Accounting Principles
(GAAP).

» Business Entity Concept: The business is treated as a separate legal person from its owner.



» Going Concern Concept: We assume the business will continue to operate indefinitely.

* Money Measurement Principle: Only transactions that can be expressed in monetary terms
are recorded.

* Matching Principle: Record expenses in the same period as the related revenue.

* Prudence (Conservatism): Do not anticipate profit, but provide for all possible losses.

Overview of Accounting Standards

Accounting Standards are technical interpretations of principles that ensure transparency and
comparability.

* IFRS: International Financial Reporting Standards (Global).

* Ind AS: Indian Accounting Standards (converged with IFRS).

6. The Accounting Equation

The entire system of double-entry bookkeeping rests on one fundamental mathematical
relationship. This equation ensures that the financial statements remain in balance after every

single transaction.

ASSETS = LIABILITIES + EQUITY

Major Components and Logic

» Dual Aspect: Every transaction affects at least two accounts. For example, if a company takes

a ¥10,000 loan, Assets (Cash) increases and Liabilities (Loans) increases. The equation stays

balanced.

» The Residual Logic: If you sell all your Assets today and pay all your Liabilities, the remaining

cash is your Equity.



Components in Detail

Equity can be further expanded into: Capital + Revenue - Expenses - Drawings.
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