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Learning Objectives

• Explain the concept and meaning of value added statement

• Prepare value added statement

• Measure the performance of organization using value added statement

• Describe the meaning of return on investment and residual income

• Calculate and measure return on investment and residual income 



Concept and Meaning of Value Added Statement

• The value added concept has become increasingly important in recent years.
• Many firms have used it as a measure of performance.
• Value added is the difference between sales incomes and bought in goods and

services.
• It measures the added value by the enterprise to its product or a service

provided.
• A manufacturing firm begins with a certain quantum of raw materials and

engages itself in a conversion process to yield a product with new utility and
market value, which is different from the original cost of material.

• The excess of market value over and above the cost of materials is defined as
value added.



Concept and Meaning of Value Added Statement

• Value added statement could help us to access the relative efficiency of the

firm.

• The value added performance of a company is a good measure of the overall

productivity of the firm.

• The term "Value Added" is defined as "The increase in realizable value

resulting from an alternation in form, location or availability of a product or

service, excluding the cost of purchased material and service." [C.I.M.A.

Official Terminology]



Concept and Meaning of Value Added Statement

• The terminology also defines it as "Sales Value less the cost of

purchased materials and services. This represents the worth of an

alteration in form, location or availability of a product or service."

• An organization in the process of manufacturing adds utility or value to

raw materials by converting them into finished product and therefore,

the sale value is higher than cost of raw materials.

• The excess of the sales value over the cost of materials is known as

value added.



Concept and Meaning of Value Added Statement

• Value Added = Sales (Net of Excise Duty) – Cost of Bought in Materials

and Services

or,

• Value Added = Profit + All Conversion and Other Costs

or,

• Profit = Value Added – All Conversion and Other Costs

Note: Conversion cost includes direct labour and manufacturing overhead,

and other costs cover selling and distribution cost, interest, depreciation, etc.



Concept and Meaning of Value Added Statement

Examples of value added activities:

Steel Plant : Adds value to Iron Ore

Biscuit Plant : Adds value to Flour

Jute Textile plant : Adds value to Jute Fiber

A Trading Co : Adds value by linking Supplier and Consumer

Readymade Garments : Adds value to Cloth



Preparation of Value Added Statement



Preparation of Value Added Statement



Question 1



Solution 1

Interpretation:

Value added is the value which a 

business added by its operations to its 

bought in materials and services. The 

above value added statement shows how 

the surplus has been allocated. Majority 

of the surplus (60 percent) value is 

allocated to employees, which seems too 

high. Similarly, 9.23 percent and 4.31 

percent of total value added distributed 

to providers of capital and Government 

respectively. Approximately one-fourth 

of surplus has been allocated to 

expansion and growth of business.



Question 2



Solution 2



Measuring Organizational Performance
Labour Productivity Ratio



Measuring Organizational Performance
Capital Productivity Ratio



Question 3



Solution 3



Solution 3: Labour Prodcutivity Ratio



Solution 3: Capital Productivity Ratio



Measuring Performance in Investment Centres
Return on Investment (ROI)

Operating profit: net income before interest and taxes;

Invested capital: average, of capital employed for the period.

Capital investment: operating assets (cash, account receivable, inventory, plant and

machinery, and other productive assets), excluding assets that are not held for

productive use.

Profit margin ratio measure of profitability or operating efficiency, whereas 

capital turnover ratio measures how well a division manages its invested capital. 



Measuring Performance in Investment Centres
Return on Investment (ROI)

Improvement of ROI

* Improve margin

* Improve turnover

* Improve both margin and turnover



Measuring Performance in Investment Centres
Residual Income (RI)

• Return on investment ignores cost of capital and considers a specific rate of return.

• But Residual income considers amount of income rather than a specific rate of return.

• RI is another measure of performance.

• Residual income can be defined as the net income less the imputed capital charged on

the assets used by the division.

• It is the operating income that an investment centre earns above a minimum desired

return on invested capital.

• Residual income is not a ratio but it is an amount. The amount of profit left after

subtracting a pre-determined desired income level is known as RI.



Question 4

assume that the required minimum rate of return (desired ROI) is 10%.



Question 5



Solution 5
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