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FINANCIAL MANAGEMENT

Page No.   Class
1. Syllabus 04
2. Basic of Financial Management 07 1
3. Leverage & Gearing 14 1
4. Ratio Analysis 17 4
5. Fund flow & Cash flow 28 4
6. Cost of Capital & Capital Structure 36 5
7. Capital Budgeting 48 6
8. Working Capital Management 60 4
9. Tables 69

Total 25 
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Group II Paper 4: Cost Accounting and Financial Management
                                                           (One paper – Three hours — 100 Marks)

Level of Knowledge: Working knowledge

Part I: Cost Accounting (50 Marks)   Part II: Financial Management (50 Marks) 

Objectives:
(a) To develop ability to analyse and interpret various tools of financial analysis and planning,
(b) To gain knowledge of management and financing of working capital,
(c) To understand concepts relating to financing and investment decisions, and
(d) To be able to solve simple cases.

Contents:

1. Scope and Objectives of Financial Management
(a) Meaning, Importance and Objectives
(b) Conflicts in profit versus value maximization principle
(c) Role of Chief Financial Officer.

2. Time Value of Money: Compounding and Discounting techniques— Concepts of Annuity and 
Perpetuity.

3. Financial Analysis and Planning:
(a) Ratio Analysis for performance evaluation and financial health
(b) Application of Ratio Analysis in decision making
(c) Analysis of Cash Flow Statement.

4. Financing Decisions
(a) Cost of Capital — Weighted average cost of capital and Marginal cost of capital.

(b) Capital Structure decisions — Capital structure patterns, Designing optimum capital
structure, Constraints, Various capital structure theories

(c) Business Risk and Financial Risk-Operating & financial leverage, Trading on Equity.

5. Types of Financing:
(a) Different sources of finance
(b) Project financing—Intermediate and long term financing.

(c) Negotiating term loans with banks and financial institutions and appraisal thereof
(d) Introduction to lease financing (e) Venture capital finance.

6. Investment Decisions:
(a) Purpose, Objective, Process
(b) Understanding different types of projects.

(c) Techniques of Decision making: Non-discounted and Discounted Cash flow Approaches—
Payback Period method, Accounting Rate of Return, Net Present Value, Internal Rate of 
Return, Modified Internal Rate of Return, Discounted Payback Period and Profitability Index.

(d) Ranking of competing projects, Ranking of projects with unequal lives.

7. Management of Working Capital:
(a) Working capital policies (b) Funds flow analysis
(c) Inventory management (d) Receivables management
(e) Payables management (f) Management of cash & 
(g) Financing of working capital. marketable securities
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Some important instruction

Basic Strategy of Success in Examination

1. Maintain separate copies (Rule sheet) for class note & home work.
2. All pages should be numbered.

3. Mention the corresponding copy and page no. at the side of each problem. This is 
very important for cross reference and it helps to reduce your revision time, mainly 
before the examination. Maintain content in each copy.

4. Our main objective in the examination is to score 65%+, because the end of the day 
every one will ask how much u score, not how much u answer. So, our simple 
strategy is to answer 80+ with good quality, so that the score is automatically 65+. 
Many students score 72, 73 by answering  80 or 85 out of 100 marks paper.

As we write only 80 or 85 marks in 3 hours, automatically 

a. Available time to answer per question will increase
b. Reduces no. of mistakes, which a student normally does to attempt of 100 

marks within the same time.
c. Increase quality of  answer.
d. Help to avoid the hardest question in the paper

So, getting 70 marks by answering 80 is not an impossible task but 
need a good strategy.

Pre-conditions of quality answers are:

1) Proper heading for each statement & working note.
2) Write units and notation with every calculation, particularly Rs. and Rs. per unit.

3) Supporting notes with each answer.
4) Simple quality English. 

5) Always starts the answer with the definition of the subject. Don’t starts the answer like “ It  
is a very important concept of cost Accounting.” It is important that is why it given in 
examination. Such answer creates impression that the student is answering for volume 
not by quality.

6) Always starts the answer in a fresh page, preferable at the left hand side of page while 
answering the problem.

7) Do not use any color in our answer. 

8) Do not underline the key or catch word of each sentence. Mention proper question no. in 
each answer. 

9) A good hand writing is a must for a “quality answer”.

10) Use pencil in exam. to prepare graph & chart
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It is important to Remember:

1 Take part in class discussion .
2 Switch off your Mobile.
3 Try all Home work.**
4 Registered in our website: www.costmanagement.net.in
5. Do not talk during discussion, do not talk while I am answering the problems. Such 

offence following by warning, will lead to 7 class suspension.

**Try all Home work, How?

Step 1: First read  the Class note to check the theory
Step 2: Carefully Read the problem at least twice. 

Step 3: Now read paragraph wise & collect data, write it . Analyse it, whatever you like. This 
will help you to overcome the question  “ how to start the answer”?

Step 4: Analysis according to technique which you fell most appropriate. 
Step 5: Give Final answer. It will take at least 40 minutes  

Tips for the final revision phase:

As the exam looks closer, consider the following list of techniques and make use of those that 
work for you:

 Summaries your notes into more concise form, perhaps on index cards that you can carry 
with you for revision on the way into work.

 Go through your notes with a highlighter pen, marking key concepts and definitions.

 Summaries the main points in a key area by producing a wordlist, mind map or other 
mnemonic device.

 On areas that you find difficult, rework questions that you have already attempted, and 
compare your answers in detail with those provided in the study system.

 Rework questions you attempted earlier in your studies with a view to producing more 
‘polished’ answers (better layout and presentation may earn marks in the exam) and to 
completing them within the time limits.

 Stay alert for practical examples, incidents, situations and events that illustrate the 
material you are studying. If you can refer in the exam to real-life topical illustrations you 
will impress the examiner and may earn extra marks.

How to prepare before day of exam

1. Put maximum stress in revising the theory.

2. Do not try to revise all the problem. We have already solve 300 problems and 
examples, no one can revise it within 6 hours. So check 1 problem per topic.

3. Try to check the technique of each chapter as given by me in your first class note 
of each topic.

4. For any other problem always contact me, except during the examination day time 
between 12 noon to 3 PM.
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Basic of Financial Management

Financial management is broadly concerned with the acquisition and use of funds by a 
business firm.  Its scope may be defined in terms of the following questions:

1. How large should the firm be and how fast should it grow?
2. What should be the composition of the firm’s assets?
3. What should be the mix of the firm’s financing?
4. How should the firm analyse, plan, and control its financial affairs?

1. EVOLUTION OF FINANCIAL MANAGEMENT

Financial management emerged as a distinct field of study at the turn of this century.  Its 
evolution may be divided into three broad phases (though the demarcating lines between these 
phases are some what arbitrary): the traditional phase, the transitional phase, & the modern 
phase

The traditional phase lasted for about four decades:  
1. The focus of financial management was mainly on certain episodic events like formation, 

issuance of capital, major expansion, merger, reorganization, and liquidation in the life cycle 
of the firm.

2. The approach was mainly descriptive and institutional. The instruments of financing, the 
institutions and procedures used in capital markets, and the legal aspects of financial events 
formed the core of financial management.

3. The outsider’s point of view was dominant.  Financial management was viewed mainly from 
the point of the investment bankers, lenders, and other outside interests.

2. Decisions, Return, Risk, and Market Value

Risk is present in virtually every decision.  When a production manager selects equipment, or a 
marketing manager an advertising campaign, of a finance manager a portfolio of securities all of 
them face uncertain cash flows.  Assessing risks and incorporating the same in the final decision 
is an integral part of financial analysis.

The objective in decision making is not to eliminate or avoid risk - often it may be neither feasible 
nor necessary to do so - but to properly assess it and determine whether it is worth bearing.  
Once the risk characterizing future cash flows is properly measured, an appropriate risk-adjusted 
discount rate should be applied to convert future cash flows into their present values.

It is organized into four sections as follows:
1. Risk and return of a single asset 2. Risk and return of a portfolio
3. Measurement of market risk 4. Relationship between risk and return

3. Business risk and financial risk:

Business risk (sometimes also referred to as operating risk) refers to the variability of earnings 
before interest and taxes (EBIT) as a result of environment in which a company operates. The 
environment consist of 

a. Company specific factors, 
b. Industry specific factors and c. Economy specific factors, internal & external.

The earnings before interest and taxes of a firm are thus subject to many influences. These 
influences may be peculiar to the firm, some are common to all the firms in the industry and 
some are related to the general economic conditions that affect all the firms.
In an uncertain world, EBIT in any period can turn out to be higher or lower than expected. 
Business risk is only a part of the total risk carried by the business. This document was created by the trial version of Print2PDF. 


Once Print2PDF is registered, this message will disappear.


Purchase Print2PDF at http://www.software602.com

http://www.software602.com


Cost Academy                                                                                            Financial Management-8

Financial risk is related with the financing decisions or decisions or capital mix of a business. 
Two businesses exposed to the same degree of business risk can differ in respect or financial 
risk when they adopt different forms of financing. Financing risk is an avoidable and controllable 
risk because it is associated with a capital structure decision of the firm. For example, if a 
business were to decide not to use debt capital in its capital structure, it will not have any 
financial risk. The presence of debt In the capital structure implies debt service obligations for the 
firm and thereby constitutes this type of risk. The extent of financial risk can be measured by a 
computing debt-equity ratio, interest coverage ratio and financing leverage ratio. 

4. Basic functions of Financial Management:

Financial Management deals with the procurement of funds and their effective utilization in the 
business.  The first basic function of financial management is procurement of funds and the other 
is their effective utilization.

(i) Procurement of funds: Funds can be procured from different sources; their 
procurement is a complex problem for business concerns.  Funds procured from 
different sources have different characteristics in terms of risk, cost and control.

(1) The fund raised by issuing equity share poses no risk to the company.  The funds 
raised are quite expensive.  The issue of new shares may dilute the control of 
existing shareholders.

(2) Debenture is relatively cheaper source of funds, but involves high risk as they are 
to be repaid in accordance with the terms of agreement.  Also interest payment 
has to be made under any circumstances. Thus there are risk, cost and control 
considerations, which must be taken into account before raising funds.

(3) Funds can also be procured from banks and financial institutions subject to certain 
restrictions.

(4) Instruments like commercial paper; deep discount bonds etc also enable to raise 
funds.

(5) Foreign direct investment (FDI) & Foreign Institutional Investors (FII) are two 
major routes for raising funds from international sources, besides ADR’s & GRD’s.

(ii) Effective utilisation of funds: Since all the funds are procured at a certain cost, 
therefore it is necessary for the finance manager, to take appropriate and timely 
actions so that the funds do not remain idle.  If these funds are not utilised in the 
manner so that they generate an income higher than the cost of procuring them, there 
is no point in running the business.

5. Functions of a Chief Financial Officer.

-- Estimating requirement of funds
-- Decision regarding capital structure
-- Investment decisions

-- Dividend decision
-- Evaluating financial performance

-- Financial negotiation
-- Keeping touch with stock exchange quotations & behaviour of share prices.
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6. Treasury Management

(i) Cash management: Treasury management in a business organisation is concerned about 
the efficient collection and repayment of cash to both insiders and to third parties.

(ii) Currency management: It manages the foreign currency risk, exchange rate risks etc.  It 
may advise on the currency to be used when invoicing overseas sales.

(iii) Funding management: Responsible for planning and sourcing firm’s short, medium and long 
term cash needs.  It participates in capital structure, forecasting of future interest and foreign 
currency rates decision-making process.

(iv) Banking: Maintains good relations with bankers and carry out initial negotiations with them 
for any short- term loan.

(v) Corporate finance: It advises on aspects of corporate finance including capital structure, 
mergers and acquisitions.

7. Social cost benefit analysis.

Analysis of public projects has to be done with reference to social costs & benefits. Since they 
cannot be expected to yield an adequate commercial return on the funds employed, at least 
during the short run.

Social cost benefit analysis is important for the private corporations also who have a moral 
responsibility to undertake socially desirable projects.

The need for social cost benefit analysis arises due to the following:

(i) The market prices used to measure costs & benefits in project analysis, may not 
represent social values due to market imperfections.

(ii) Monetary cost benefit analysis fails to consider the external +ve & -ve effects of a project.
(iii) Taxes & subsidies are transfer payments & hence irrelevant in national economic 

profitability analysis.

(iv) The redistribution benefits because of project needs to be captured.
(v) The merit wants are important appraisal criteria for social cost benefit analysis.

8. Global Depository Receipts ( GDR ) & American Depository Receipts ( ADR )

Global Depository Receipts (GDRs):   It is a negotiable certificate denominated is US dollars 
which represent a Non-US Company’s publicity traded local currency equity. GDRS are created 
when the local currency shares of an Indian company are delivered to the depository’s local 
custodian bank, against which depository bank issues depository receipts in USRs.

The GDRS may be freely traded in the overseas market like any other dollar denominated 
security either on a foreign stock exchange or in the over the counter market of among qualified 
institutional buyers. By issue of GDRs Indian companies are able to tap global equity market to 
raise foreign currency funds by way of equity. It has distinct advantage over debt as there is no 
repayment of the principal and service costs are lower.

American Depository Receipts (ADRs): These are Depository receipts issued by accompany in 
the USA and are governed by the provisions of Security and Exchange Commission of USA. As 
the regulations are severe, Indian Companies tap the American market through private debt 
placements of GDRs listed in London Luxemburg Stock Exchanges. Apart from legal 
impediments, ADRs are costlier than GDRs. Legal fees are considerably high for US listing. 
Registration fee in USA is also substantial. Hence ADRs are less popular than GDR’s.This document was created by the trial version of Print2PDF. 
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9. Deep Discount Bonds vs. Zero Coupon Bonds

Deep Discount Bonds (DDBs) are in the form of zero interest bonds.  These bonds are sold at a 
discounted value and on maturity face value is paid to the investors.  In such bonds, there is no 
interest payout during lock–in period.

IDBI was first to issue a Deep Discount Bonds (DDBs) in India in January 1992.  The bond of a 
face value of Rs. 1 lakh was sold for Rs. 2,700 with a maturity period of 25 years.

A zero coupon bond (ZCB) does not carry any interest but it is sold by their issuing company at a 
discount.  The difference between discounted value and maturing or face value represent the 
interest to be earned by the investor on such bonds.

10. Risk – Return considerations in financing of current assets

The financing of current assets involves a trade off between risk & return.  A firm can choose 
from short or long term sources of finance.  Short term finance is less expensive than long term 
financing but at the same time, short term financing involves greater risk than long term 
financing.

Depending on the mix of short term and long term financing, the approach followed by a Co. may 
be referred as matching approach, conservative approach & aggregative approach.

11. “Decision three analysis is helpful in managerial decisions.”  Explain 

It is generally observed that the present investment decision may have several implications for 
future investments decisions. Such complex investment decisions involve a sequence of 
decisions over time.  It is also argued that since present choices modify future alternatives, 
industrial activity cannot be reduced to a single decision and must be viewed as a sequence of 
decisions extending from the present time into the future.  The sequential decisions are taken on 
the bases of decision three analyses.  While constructing and using decision tree, some 
important steps to be considered are as follows:
(i) Investment proposal should be properly defined.
(ii) Decision alternatives should be clearly clarified.

(iii) The decision tree should be properly graphed indicating the decision points chances, events 
and other data.

(iv) The results should be analyzed and the best alternative should be selected.

12. Export Financing by Banks:

Exports being given a top priority in the country’s economic programme, commercial banks 
render lot of assistance to exporting business houses and industries. Export financing by banks 
is principally divided into two categories, viz., (i) Pre-shipment finance and (ii) Post-shipment 
finance.
Advance before shipment of goods or pre-shipment finance takes the form of packing credit 
made available for buying, manufacturing, processing, packing and shipping goods. The interest 
rates and margin requirements are concessional. Each advance take is required to be liquidated 
generally within 180 days.

Post-shipment finance takes the following forms:

1. Purchase/discounting export bills;
2. Advance against export bills for collection; and
3. Advance against duty drawback/cash compensatory support claims.

Normally, facilities granted by banks for export are exempt from many conditions that are 
attached to other forms of bank finance.This document was created by the trial version of Print2PDF. 
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13. Margin Money:

Bankers keep a cushion to safeguard against changes in value of securities while expending 
loans are given to customer. This cushion represents the Margin Money.
The quantum of margin money depends upon the credit worthiness of the borrowers and the 
nature of security.

In project cost financing, Margin Money has to come from Promoters’ contribution.
In the case of borrowing for working capital Margin Money has to be provided as per norms that 
are prescribed from time to time by RBI. In the case of new projects Margin Money required for 
working capital is included in the Project Cost.

14. Bridge Finance:

Bridge finance refers, normally, to loans taken by a business, usually from commercial banks for 
a short period, pending disbursement of terms loans by financial institutions. Normally, it takes 
time for the financial institution to finalise procedures of a creation of security, tie-up participation 
with other institutions etc., even though a positive appraisal of the project has been made. 
However, once the loans are approved in principle, in order not to lose further time in starting 
their projects, arrange for bridge finance. Such temporary loan is normally repaid out of the 
proceeds of the principal term loans. Generally the rate of interest on bridge finance is 1% or 2% 
higher than on normal term loans

15. Promoters contribution in new venture.

(a) Share capital to be subscribed by the promoters in the form of equity share capital and/or 
preference share capital. 

(b) Equity shares issued as rights shares to the existing shareholders.
(c) Convertible debentures issued as “rights” to existing shareholders.

(d) Unsecured loans. (e) Seed capital assistance.
(f) Venture capital. (g) Internal cash accruals.

16. Role of merchant bankers in public issues:

1. Drafting of prospectus and getting approved by the appropriate authorities. 
2. Appointing, assisting in appointing Bankers, underwriters, brokers, advertisers printers etc.

3. Obtaining the consent of all agencies involved in public issues. 
4. Holding Brokers’ conference/ Issuers’ conference.

5. Deciding pattern of advertisement.
6. Deciding the branches where application money should be collected.

7. Deciding the dates of opening and closing of the issues.
8. Obtaining daily report of money collected. 
9. To get the consent of stock exchange for deciding basis of allotment.
10. To take full responsibility for all administrative matters.
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17. Bills discounting as a means of finance:

Bills discounting is a sort term source of finance. It can be either supplier bill (purchase) or for 
sale of goods. These can be discounted with financial institutions, Banks and non banking 
finance companies. The Reserve Bank of India and the Central Government has been placing 
emphasis on developing bills discounting culture. 

Advantages:
(i) It is highly useful to small or medium sized Co.
(ii) The cost of raising funds is low.
(iii) Timely availability of funds is ensured.
(iv) Premiums can be decided between the Co. and purchaser without going to SEBI.

Disadvantages:
(i)  It lacks transparency. (ii) The scope for misuse is available.

18. Ploughing back of profits: 

Retained earnings means retention of profit and reinvesting it in the company as long term funds. 
Such funds belong to the ordinary shareholders and increase the net worth of the company. A 
public limited company must plough back a reasonable amount of profit every year keeping in 
view the legal requirements in this regard and its own expansion plans. Such funds also entail 
almost no risk. Further, control of present owners is also not diluted by retaining profits.

19. Packing credit.  

Any exporter, having at hand a firm export order placed with him by his foreign buyer or an 
irrevocable letter of credit opened in his favour, can approach a bank for availing of packing 
credit.  An advance so taken by an exporter is required to be liquidated within 180 days from the 
date of its commencement by negotiation of export bills or receipt of export proceeds in an 
approved manner.  Thus Packing Credit is essentially a short-term advance.

Packing credit may be of the following types: 

(a) Clean packing credit:  This is an advance made available to an exporter only on production of 
a firm export order or a letter of credit without exercising any charge or control over raw 
material or finished goods. Also, Export Credit Guarantee Corporation (ECGC) cover should 
be obtained by the bank.

(b) Packing credit against hypothecation of goods:  Export finance is made available on certain 
terms and conditions where the exporter has pledgeable interest and the goods are 
hypothecated to the bank as security with stipulated margin.  At the time of utilizing the 
advance, the exporter is required to submit, along with the firm export order or letter of credit, 
relative stock statements and thereafter continue submitting them every fortnight and 
whenever there is any movement is stocks.

(c) Packing credit against pledge of goods:  Export finance is made available on certain terms 
and conditions where the exportable finished goods are pledged to the banks with approved 
clearing agents who will ship the same from time to time as required by the exporter.  The 
possession of the goods so pledged lies with the bank and are kept under its lock and key.

20. Secured premium notes
Secured premium notes is issued along with detachable warrant and is redeemable after a 
notified period of say 4 to 7 years. This is a kind of NCD attached with warrant. It was first 
introduced by Tisco, which issued the SPNs to existing shareholders on right basis.
Subsequently the SPNs will be repaid in some number of equal installments. The warrant
attached to SPNs gives the holder the right to apply for and get allotment of equity shares as per 
the conditions within the time period notified by the company.This document was created by the trial version of Print2PDF. 
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21. closed and open lease
In the close-ended lease, the assets gets transferred to the lessor at the end of lease, the risk of 
obsolescence, residual values etc. remain with the lessor being the legal owner of the assets. In 
the open-ended lease, the lessee has the option of purchasing the assets at the end of lease 
period.

22. Advantages of Issue of Preference Shares are:

(i) No dilution in EPS on enlarged capital base.
(ii) There is no risk of takeover as the preference shareholders do not have voting rights.

(i) There is leveraging advantage as it bears a fixed charge.

(iv) The preference dividends are fixed and pre-decided. Preference shareholders do not 
participate in surplus profit as the ordinary shareholders

Preference capital can be redeemed after a specified period

23. Trading on equity
The term trading on equity means debts are contracted and loans are raised mainly on the basis 
of equity capital. Those who provide debt have a limited share in the firm’s earning and hence 
want to be protected in terms of earnings and values represented by equity capital. Since fixed 
charges do not vary with firms earning before interest and tax, a magnified effect is produced on 
earning per share. Whether the leverage is favourable, in the sense, increase in earning per 
share more proportionately to the increased earning before interest and tax, depends on the 
profitability of investment proposal. If the rate of returns on investment exceeds their explicit cost, 
financial leverage is said to be positive.

24. External commercial Borrowings. (ECB)
An ECB is a loan taken from non-resident lenders in accordance with exchange control
regulations. These loans can be taken from:

 International banks
 Capital markets
 Multilateral financial institutions like IFC, ADB, IBRD etc.
 Export Credit Agencies
 Foreign collaborators
 Foreign Equity Holders.

ECB can be accessed under automatic and approval routes depending upon the purpose and 
volume.

In automatic there is no need for any approval from RBI / Government while approval is required 
for areas such as textiles and steel sectors restructuring packages.
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LEVERAGE

Introduction:

For selecting a target debt-equity mix the firm analyses a number of factors. One such factor is 
leverage. Capital structure decision involves a choice between risk and expected returns. Use of 
more and more debt capital raises the Riskiness of the firm’s earning stream but it tends to 
provide a higher expected rate of return to the shareholders. In this chapter, we consider the 
various aspects of leverage and risks in planning the capital structure of a firm.

Type of Leverage:

The term leverage in general refers to a relationship between two interrelated variables. In 
financial analysis it represents the influence of one financial variable over some other related 
financial variable. These financial variables may be costs, output, sales revenue, Earnings 
before interest and tax (EBIT), Earning per share (EPS) etc.

There are three commonly used measures of leverage in financial analysis. These are:
i) Operating Leverage
ii) Financial Leverage
iii) Combined Leverage

Operating Leverage

Operating leverage results when fluctuations in sales are accompanied by disproportionate 
fluctuations in operating profit. This is due to existence of fixed costs in the cost structure of a 
firm. The absence of fixed cost in the total cost structure of a firm will not lead to disproportionate 
change in profit due to a given change in sales. So, no fixed costs no operating leverage. 

Measurement of Operating leverage: 

Operating Leverage or Degree of Operating Leverage

= Contribution.   ÷ Operating Profit or EBIT
= % change in operating profit ÷ % Change in sales volume

Financial Leverage:

Financial leverage indicates the effect on earning created by the use of fixed-charge securities in 
the capitalization plan. In other words, financial leverage results when fluctuation in EBIT is 
accompanied by disproportionate fluctuation in the firm’s earning per shares. This is due to 
existence of fixed financial charges that arise out of use of fixed interest bearing securities in the 
capitalization plan. If a firm does accompanied by a similar change in EPS. So, no fixed financial 
charges no financial leverage.

Measure:   Financial Leverage or Degree of Financial Leverage
= EBIT÷ (EBIT – Interest)    
= (% change in EPS) ÷ (% change in EBIT) 

Combined Leverage
Measuring Total Risk i.e. combined leverage
Combined Leverage = Contribution  ×   EBIT= Contribution =  FL× OL

                   EBIT          EBT        EBT
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A few combinations of DOL, DFL & DCL are stated below :

                      DOL                          DFL   Combined impact or Combined 
Leverage

Low i.e. low fixed Cost 
structure

Low i.e. low level of Debt 
capital

It indicates that the management is 
taking a very cautious approach towards 
debt financing. It is difficult to maximise 
the return of the shareholders in this 
case. It should be avoidable. 

High i.e. high fixed cost 
structure

High i.e. high level of debt 
financing

This is a very risky combination & known 
as high-geared combination due to high 
leverage. The chance of accident in this 
case is also very high due to much 
dependency on loan capital. Hence, this 
situation should be avoided 

High Low In this case the high-risk situation is 
partly diluted as low interest of debt 
capital will offset the burden of fixed cost 
or low DFL adjust the high DOL. But 
aggressive debt policy cannot be 
adopted in this case & as a result the 
return to the shareholder is not 
maximized.

Low High This situation is ideal for return 
maximisation. As fixed cost is low, but 
high interest has maximise the return to
share holders at a minimum risk.

Problems :

1. Calculate the Degree of Operating Leverage, Degree of Financial Leverage and the Degree of 
Combined Leverage for the following firms and interpret the result:-

      B    Q      R

Output (units) 3,00,000    75,000 5,00,000
Fixed costs (Rs.) 3,50,000 7,00,000    75,000
Unit variable cost (Rs.)        1.00        7.50        0.10
Interest Expenses (Rs.)    25,000    40,000           Nil
Unit Selling Price (Rs.)        3.00      25.00         0.50

2. Calculate the operating leverage, financial leverage and combined leverage from the following 
data under Situation I and II and Financial Plan A and B:

Installed Capacity 4,000 Units
Actual Production and Sales 75% of the Capacity
Selling Price Rs. 30 per Unit.
Variable Cost Rs 15 per Unit.

Fixed Cost:
Under Situation I Rs. 15,000
Under Situation II Rs. 20,000

Financial Plan: A (Rs.) B (Rs.)
Equity 10,000 15,000
Debt (Rate of Interest at 20%) 10,000   5,000
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3. From the following prepare Income Statement of Company A, B and C. Briefly comment on each 
company’s performance:
    

Company A B C

    Financial Leverage 3:1 4:1 2:1 
    Interest Rs.2, 000 Rs.3,000 Rs. 1,000
    Operating Leverage 4:1 5:1 3:1
    Variable Cost as a percentage to Sales 66% 75% 50%

4. (i) Find the operating leverage from the following data:
Sales Rs.50, 000
Variable Costs 60%
Fixed Costs Rs. 12,000

(ii) Find the financial leverage from the following data:
Net Wroth Rs. 25,00,000
Debt/Equity 3/1
Interest Rate 12%
Operating Profit Rs. 20,00,000

5. The data relating to two Companies are as given below

                     Company A                   Company B

Equity Capital Rs.6,00,000 Rs.3,50,000
12% Debentures Rs.4,00,000 Rs.6,50,000
Out put (units) per annum 60,000 15,000

Selling price/unit Rs.30 Rs.250

Fixed Costs per annum Rs.7,00,000 Rs.14,00,000

Variable Cost per unit (Rs.) 10 75

You are required to calculate the operating leverage, Financial leverage & Combined leverage of 
two companies.                                                                                                      

7. The following details of RST Ltd. for the year ended 31st March, 2009 are given below:
Operating leverage 1.4
Combined leverage 2.8
Fixed cost (Excluding interest) Rs. 2.04 lakhs
Sales Rs. 30.00 lakhs
12% Debentures of Rs. 100 each Rs. 21.25 lakhs
Equity Share Capital of Rs. 10 each Rs. 17.00 lakhs
Income Tax rate 30%

Required:
i) Calculate Financial leverage
ii) Calculate P/V ratio and Earning per Share (EPS)

iii) If the company belongs to an industry, whose assets turnover is 1.5, does it have a high or 
low assets leverage?

iv) At what level of sales the Earning Before Tax (EBT) of the company will be equal to zero?        
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RATIO ANALYSIS
Ratio analysis is an important tool of management as it revels the true position of the business. It 
is generally calculated on the basis comparison of two items taken from its financial statement. 
Then it is compared with the standard norms as specified for the industry.

Classification of Ratios:
(i) Revenue Ratios: When two variables are taken from revenue statement the ratio so 

computed is known as Revenue ratio, for example;

Net profitSales ×100; Material Consumed Cost of goods sold100

(ii) Balance Sheet Ratio: When two variables are taken from the Balance Sheet the ratio so 
computed is known a Balance Sheet ratio, for example,

Current Ratio = Current Assets Current Liabilities; Net Worth Total Liabilities

(iii) Mixed Ratio: When one variable is taken from the Revenue Statement and other is taken 
from the Balance Sheet the ratios so computed are known as mixed ratios; for example,

Net profit Capital Employed 100; Sales Average Total Assets

According to usage: The following seven categories of financial ratios have been advocated by 
George Foster of Standford University and these seem to cover exhaustively different aspects of 
a business organization, these categories have been listed as below:

1. Cash position 2. Liquidity
3. Working capital/Cash flow 4. Capital structure
5. Profitability 6. Debt Services Coverage
7. Turnover

Large number of financial ratios are used within each category and some of these may carry 
same information rather than focusing on any new light. Therefore, it is necessary to avoid 
duplication of information. The analyst should be selective with regard to the use of financial 
ratios. 

Broadly speaking, the operations and financial position of a firm can be described by studying its 
short term and long term liquidity position, profitability and its operational activities. Therefore, 
ratios can be classified into following five broad categories:

a. Liquidity Ratio b. Capital Structure/ Leverage ratios.
c. Activity Ratios d. Profitability Ratios.

Some important ratios
1. Current Ratio = Current Assets Current Liabilities; 

2. Quick Ratio = Quick Assets Current Liabilities

3. Quick Ratio = Quick Liquid Assets Quick Liabilities

Meaning of the terms used:
Current Assets = Inventories +Sundry Debtors +Cash & Bank Balance + 

   Receivables/ Accruals+ Loans & Advances+ Disposable 
                                                              Investment.

Current Liabilities = Creditors for goods & Services +Short-term Loans+ Bank   
   Overdraft+ Cash Credit +Outstanding Expenses+ Provision for   
   Taxation+ Proposed Dividend +Unclaimed Dividend.

Quick Assets = Current Assets –Inventories
Quick Liabilities = Current Liabilities –Bank Overdraft –Cash CreditThis document was created by the trial version of Print2PDF. 
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4. Cash Ratio: ( Cash +Marketable Securities ) Current Liabilities

5. Interval Measure:   {(Current Assets- Inventory)Average Daily Operating Expenses}

6. Equity base ratio 
a. Owner’s Equity Total Equity
b. Debt Equity Ratio = Debt Equity

Equity  = Paid up share capital + Preference share capital  + Reserves.
Proprietary fund includes equity share capital +Preference share capital+ 
Reserve & surplus –and fictitious asset.

7. Coverage Ratios: 

a. Debt Service coverage ratio =
Earning available for debt service (Interest +installments)}

Earning for debt service = Net profit+ Non-cash operating expenses like 
depreciation and other amortizations+ non-operating adjustments like loss on 
sales of Fixed assets+ interest on Debt fund.

b. Interest Coverage Ratio = EBIT Interest

` c. Preference Dividend Coverage ratio = EAT  Preference dividend liability

8. Capital Gearing Ratio = (Preference share capital+ Debentures +Long term loan
                                 Equity share capital + Reserve & surplus –Losses)

9. Proprietary Ratio = Proprietary Fund Total Assets

10. Activity Ratios or turnover ratios or performance ratios.

a. Capital Turnover Ratio = Sales Capital Employed

b. Fixed Assets turnover ratio = Sales Capital Assets

c. Working Capital Turnover = Sales Working Capital

d. Inventory Turnover Ratio = COGS or Sales Average Inventory

Average Inventory = {(Opening Stock+ Closing stock) 2}

In the case of inventory of raw material the inventory turnover ratio is calculated using the 
following formula:

Raw Material Consumed Average Raw Material Stock

e. Debtors’ turnover ratio = Credit Sales Average Accounts Receivable

f. Creditors turnover ratio = Annual Net Credit PurchaseAvg. Accounts Payable
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11. Profitability Ratio: 

a ROE = Profit After Taxes Net Worth

b. Earning per share (EPS) = Net Profit Equity Holders No. of Ordinary Share . 

c. PE Ratio = Market Price per share Earnings per share

d. Return on Capital Employed = {(Return Capital Employed)100}

Return = Net profit+ Non-trading adjustments (but not accrual adjustments for 
amortization of preliminary expenses goodwill, etc.) + Interest on long term debts+ 
Provision for tax –interest/Dividend from non-trade investments

Capital Employed = Equity Share capital +Reserve & Surplus + Preference 
Share capital +Debenture and other long term loan –Non Trade investments.

Du Pont Chart
There are three components in the calculation of return on equity using the traditional Du Pont 
Model- the net profit margin, assets turnover, and the equity multiplier. By examining each input 
individually, the sources of a company’s return on equity can be discovered and compared to its 
competitors.

Return on Equity = (Net profit Margin) (Asset turnover) (Equity Multiplier)

                                                           

Return on Equity (ROE) = 
PAT ÷NW

Return on Net Assets
(RONA) = EBIT÷NA

Financial Leverage 
(income) = PAT÷EBIT

Financial Leverage 
(Balance Sheet) = NA 

÷NW

Profit Margin = 
EBIT ÷Sales

Assets 
turnover= 
Sales÷ NA
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1. Limitations. 

1. The trend of the result, rather than the actual ratios and percentages, is more important. 
Structural relationships, taken from the financial statements of one year only, are of limited 
value and the trends of these structural relationships established from statements over a 
number of years may be more significant than absolute ratios. 

2. Financial results of all businesses are affected by general economic conditions, by 
competition, by local factors and by the policy adopted by management and thus any ratios or 
percentages must be considered with these factors in mind. 

3. It is particularly emphasized that one particular ratio used without reference to other ratios 
may be very misleading. In other words, the combined effect of the various ratios must be 
considered in arriving at a correct diagnosis which will be of assistance in interpreting the 
financial condition and earning performance of the firm. Each ratio plays its part in this 
interpretation.

4. Predictive analysis, budgeting and standard ratios are often more useful to management than 
ratios obtained by the analysis of past results. However, in analyzing financial statement, the 
accountant is often forced to use historical statements because they supply the only material 
available.  

5. Unless the accounts have been prepared on uniform basis, inter-firm comparison through 
accounting ratios becomes misleading.  Similarly, even in the same unit same ratios over a 
number of periods may not mean same thing, unless the accounts have been prepared on 
consistent basis over the periods. 

6. It should be realised that ratios are only a preliminary step in interpretation and must be 
supplemented by rigorous investigation before safe conclusions can be drawn from them. 
They may be useful, however, in drawing attention to aspects of the business which require 
further analysis and investigation.  

     2.  Which accounting  ratio will be useful in indicating the following symptoms :

  1) Low capacity utilisation.
  2) Falling demand for the product in the market. 
3) Inability to pay interest. 

  4) Borrowing for short-term and investing in long-term assets. 
  5) Large inventory accumulation in anticipation of price rise in future. 
6) Inefficient collection of debtors.

  7) Inability to pay dues to financial institutions. 
  8) Return of shareholders’ finds being much higher than the overall return on investment.
  9) Liquidity crisis. 
10) Increase in average credit period to maintain sales in view of falling demand. 

Answer
(a) The following ratio(s) will be useful in indicating the symptoms mentioned against each:

(1) Actual hours/Budgeted hours or Fixed Assets Turnover Ratio - Low capacity utilisation.

(2) Finished Goods Turnover Ratio - Falling demand for the product in the market.

(3) Interest Coverage Ratio-Inability to pay interest.[Int. payable/EBIT(excluding the interest )] 

(4) Current Ratio or Fixed Assets to Long Term Loans Ratio - Borrowing for short term and 
Investing in long-term assets. 
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(5) Inventory Turnover Ratio - Large inventory accumulation in anticipation of Price rise in future.

(6) Debtors Turnover Ratio -Inefficient collection of debtors 

(7) Debt Service Coverage Ratio -Inability to pay dues to financial institutions. 

(8) Debt-Equity Ratio, Return on Investment and Return on -Return of shareholders’ funds being   
                                             much higher than Equity compared the overall return on investment.

(9) Current Ratio, Quick Assets or Acid Test Ratio - Liquidity crisis,                                                                                                               

(10) Average Collection period or Debtors Turnover Ratio - Increase in average credit period 
                                                          to maintain  sales  in   view of  falling demand. 

3. Discuss any three ratios computed for investment analysis.   

Three ratios computed for investment analysis are as follows:

(i) Earning per share= Profit after tax  no. of equity share.

(ii) Dividend yield ratio = Equity dividend per share  Market price per share100

(iii) Return on capital employed = Net profit before interest and tax  Capital employed

PROBLEMS

1. Following is the Balance Sheet of M/s Weldone Ltd. as on 30.6.2009

         LIABILITIES    Rs.  ASSETS   Rs.
Equity Share Capital                3,00,000           Land                        50,000
Preference Share Capital              4,00,000           Building                    3,00,000
Reserves                                              50,000           Plant & Machinery   3,00,000
Profit & Loss A/c                                   50,000           Furniture                     40,000
12% Debentures                          2,00,000          Debtors                    2,00,000
Trade Creditors                                     60,000          Stock                        1,50,000
Outstanding Expenses                   15,000          Cash                            40,000
Provision for Taxation                           20,000          Prepaid Expenses         10,000
Proposed Dividends                          30,000          Preliminary Expenses    35,000

                                                                     11,25,000                                                     11,25,000

From the above particulars, you are required to calculate :-
(1) Current Ratio (2) Debts to Equity Ratio
(3) Capital Gearing Ratio (4) Liquid Ratio.
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2. JKL Ltd. has the following Balance Sheets as on March 31, 2009 and March 31, 2008:

                                              Balance Sheet                     (Rs. in Lakhs)
                                                                      March 31, 2009                         March 31, 2008
Sources of Funds:

Shareholders Funds 2,377 1,472
Loan Funds 3,570 3,083

5,947 4,555

Applications of Funds:
Fixed Assets 3,466 2,900
Cash & Bank 489 470
Debtors 2,867 2,407
Stock 1,567 1,404

Less: Current Liabilities (3,937) (3,794)
__5,947 __4,555

The income statement of the JKL Ltd. for the year ended is as follows:             Rs. in lakhs
                                                                                         31.03.2009                   31.03.2008

Sales 22,165 13,882
Less: Cost of goods sold 20,860 12,544

Gross profit 1,305 1,338
Less: Selling, General & Administration expenses 1,135 ___752
Earning before interest and tax (EBIT) 170 586
Interest expenses 113 105
Profit before tax 57 481
Tax __23 __192
Profit after tax (PAT) 34 289
Required: 
1. Calculate for the year 2008-09:

a) Inventory turnover ratio b) Financial Leverage
c) Return on investment (ROI) d) Return on Equity (ROE)
e)   Average collection period       Give your comment                                  

3. From the following information, prepare the Balance sheet of XYZ Co. Ltd. showing the details of 
working :-

Paid-up-capital Rs.    50,000
Plant and machinery Rs. 1,25,000
Total sales (annual) Rs. 5,00,000

Gross profit margin 25%
Annual credit sales 80% of net sales
Current ratio   2

Inventory turnover   4
Fixed Assets turnover   2
Sales returns 20% of sales

Average collection period 73 days
Bank credit to trade credit   2

Cash to inventory   1 : 15
Total debt to current liabilities               3
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4. From the following particulars prepare the Balance Sheet of Sri Mohan Ram :-

Current Ratio   2
Working Capital Rs. 4,00,000
Capital Block to Current Assets 3 : 2
Fixed Assets to Turnover 1 : 3
Sales Cash/Credit 1 : 2
Gross profit Ratio-25% (to Sales)
Creditors Velocity 2 months
Stock velocity 2 months
Debtors Velocity 3 months

Capital Block :
Net profit 10% of Turnover
Reserve 2.5 % of Turnover
Debenture to Share Capital 1: 2

5. You are advised by the Management of ABC Ltd., to project Trading, Profit & Loss Account and 
the Balance Sheet on the basis of the following estimated figures and ratios, for the next financial 
year ending March 31, 2009 :-

Ratio of Gross Profit 25%
Stock Turnover Ratio   5 times
Average Debt Collection Period 3 months
Creditor’s Velocity   3 months
Current Ratio   2

Proprietary Ratio (Fixed Assets to capital employed) 80%
Capital Gearing Ratio (Pref. Shares and Debentures to Cap EMP) 30%

Net Profit to Issued Capital (Equity share capital only) 10%
General Reserve and P & L to Issued Eq. Share Capital 25%

Preference Share Capital to Debenture   2
Cost of goods sold consists of  60% for materials
Gross profit Rs. 12,50,000

Working notes should be clearly shown.

6. A co. has furnished the following ratios & information relating to the yr. ended 31st March 2009:

Sales Rs.60,00,000

Current ratio        2 
Share capital to reserves    7: 3

Rate of income-tax    30%
Return on net worth    25%

Net profit to sales ( PAT/ Sales)  6 ¼%
Inventory turnover (based on cost of goods sold)      12

Cost of goods sold Rs.18,00,000
Interest on debentures Rs.     60,000
Sundry debtors Rs.  2,00,000
Sundry creditors Rs.  2,00,000

Required:
i) Determine the operating expenses for the year ended 31st March 2009.
ii) Draw the Balance Sheet as at 31st March in the following format by supplying the missing 
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                                       Balance Sheet as at 31st March 2009
Liabilities       Assets

Rs. Rs.
Share Capital … Fixed Assets …
Reserve & Surplus … Current Assets …
15% Debentures … - Stock …
Sundry Creditors … - Debtors …

- Cash …     .

7. The Balance Sheet of A Ltd. and B Ltd. as on 31st March, 2009 are as follows:

Liabilities   A Ltd.    B Ltd.
Share Capital 40,00,000 40,00,000
Reserves & Surplus 32,30,000 25,00,000
Secured Loans 25,25,000 32,50,000

Current Liabilities & Provisions:
Sundry Creditors 15,00,000 14,00,000
Outstanding Expenses   2,00,000   3,00,000
Provision for Taxation   3,00,000   3,00,000
Proposed Dividend   6,00,000          -
Unclaimed Dividend      15,000         - __      

  1,23,70,000            1,17,50,000
Assets                                                 
Fixed Assets - Depreciation 80,00,000 50,00,000
Investments 15,00,000         -       
Inventory at Cost 23,00,000 45,00,000
Sundry Debtors        - 17,00,000
Cash and Bank   5,70,000   5,50,000

         1,23,70,000          1,17,50,000
Additional information available:

(i) 75% of the Inventory in A Ltd. are readily salable at cost plus 20%. 
(ii) 50% of Sundry Debtors of B Ltd. are due from C Ltd.  which is not in a position to repay 

the amount. B Ltd. agreed to accept 15% debentures of C Ltd. 
(iii) B Ltd. had also proposed 15% dividend but that was not shown in the Accounts. 
(iv) At the year end, B Ltd. sold investments amounting to Rs. 1,20,000 and repaid  Sunday 

Creditors.

On the basis of the given Balance Sheets and the additional information, you are required to 
evaluate the liquidity of the companies.  All workings should form part of the answer. 

8. MICOM Ltd, manufacturer of Mini Computers, commenced business on 1.4.08 with a paid up 
capital of Rs. 5,00,000. On the same date it also obtained a specific term loan at 20% interest 
towards 100% of the cost of a special machine from the State Financial Corporation. The loan is 
to be repaid over five years in equal annual installments excluding interest, the first installment 
being due on 31.3.09.

For the first year ended 31.3.09 the Company’s final accounts were prepared and stored in a 
Personal Computer. The Company had retained and transferred to reserve a sum of Rs. 
2,00,000 after providing for taxes (tax rate 40%) and proposed a dividend of 20%. 
The Company had invested the entire reserve amount of Rs. 2,00,000 on 31.3.09 in Government 
Securities. It had also paid the first installment of the loan.

Unfortunately due to a computer virus, the data has been lost. However, the chief accountant is 
able to provide the following information.
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Debt Service Coverage Ratio          2.5 times
Interest Coverage Ratio 6 times
Creditors Turnover Ratio 1 month
Stock Turnover Ratio (Based on Closing Stock) 5 times
Debtors Turnover Ratio 2 months
Current Ratio                                                                           2
Gross profit Ratio to Sales 33.1/3%
Selling and Administration Expenses Rs. 3,00,000

You are required to prepare the Profit and Loss Account and Balance Sheet of MICOM Ltd. for 
the year ended 31.03.09.

Note: Working should form part of your answer.

9. The following information has been extracted from the Balance sheet of ABC Ltd. as at 31st

March, 2008:
Liabilities                 Rs. Assets    Rs.

Equity share capital 20,00,000 Fixed Assets :
7 & 1/2% pref. share capital 10,00,000 Cost 50,00,000
General reserves   4,00,000 Depr. written off 16,00,000
6% Debentures   6,00,000 34,00,000
Sundry Creditors 10,00,000 Stock of FG   6,00,000

Sundry debtors   8,00,000
    Cash   2,00,000

50,00,000 50,00,000

On further enquiry the following additional information relating to 08-09 was also furnished:

(a)  Fixed Assets costing Rs. 10,00,000 would be acquired and installed on 01.04.08 but the 
payment therefore would be made on 30.6.09.

(b)  Fixes Assets- turnover ratio on the cost of the fixed assets would be 1.5 ;
(c)  The stock-turnover ratio would be 14.4 calculated on the basis of the average of the opening 

and closing stocks;

(d)  The break-up of cost-profit was expected as follows:
        Per cent

Material 40
Labour 25
Manufacturing expenses 10
Office & selling expenses 10
Depreciation   5
PBT 10
Sales           100

(e)  The profit is also to be charged with interest on debentures & tax assumed @ 35%.
(f)  Debtors are expected to be 1/9 of turnover and creditors 1/5 of materials consumed;
(g)  In March 2009 a dividend of 10% on equity share capital would be paid; and 
(h)  6% of debentures of the value of Rs. 5,00,000 would be issued on 1.7.08.

From the above information you are required to prepare a forecast Balance-Sheet as at 31st,
March, 2009.
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10. Certain items of the annual accounts of ABC Ltd. are missing as shown below :

Trading and Profit & Loss Account for the year ended 31st March, 2009
     Rs.    Rs.

To Opening Stock 3,50,000 By Sales       -
To Purchase      - By Closing Stock    -
To Other Expenses    87,500
To Gross Profit      -     

------------ ----------
      -      -
------------ -----------

To Office and other Expenses 3,70,000 By Gross Profit      -
To Interest on Debentures    30,000 By Commission 50,000
To Provision for Taxation       -
To Net Profit for the year       -

------------ ----------
       -      -
------------ ----------

To Proposed Dividends        - By Balance b/d 70,000
To Transfer to General Reserves        - By Net Profit for
To Balance transferred to B. S.        - the year      -

------------ -----------
       -       -
------------ -----------

                                              BALANCE SHEET AS ON 31st MARCH 2009

           Liabilities    Rs.     Assets    Rs.

Paid-up Capital 5,00,000 Fixed Assets :
General Reserve : Plant & Machinery      7,00,000
Balance at the beginning Other Fixed Assets       -
of the year       - Current Assets :       -
Proposed Addition       - Stock-in-trade       -

                 ---------       Sundry Debtors       -
Profit and Loss Appr. A/c      - Bank Balance    62,500
10% Debentures      -
Current Liabilities      -

------------ -------------

You are required to supply the missing figures with the help of the following information:

(i)     Current ratio 2-1
(ii)    Closing stock is 25% of sales
(iii)   Proposed dividends are 40% of the paid-up capital

(iv)   Gross profit ratio in 60%
(v)    Ratio of current liabilities to debentures is 2:1
(vi)   Transfer to General Reserves is equal to proposed dividends.

(vii)  Profits carried forward are 10% of the proposed dividends
(viii) Provision for taxation is 40% of profits after tax.

(ix) Balance to the credit-of General Reserves at the beginning of the year is twice the 
amount transferred to the account from the current profits.  Working should from 
part of your answer.
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11. The Balance Sheet of X Ltd. As on 31st March 2008 is as follows:

Liabilities                                                Rs. (‘000)                      Assets                           Rs.(‘000)
Equity Share Capital 6,000 Fixed Assets (at cost) 16,250
8% Preference Share capital 3,250 Less: Depre. Written off __5,200 11,050
Reserve & Surplus 1,400 Stock 1,950
10% Debentures 1,950 Sundry Debtors 2,600
Sundry Creditors __3,250 Cash ___250

15,850 15,850

The following additional information is available:

(i) The stock turnover ratio based on cost of goods sold would be 6 times.
(ii) The cost of fixed assets to sales ratio would be 1.4.

(iii) Fixed assets costing Rs. 30,00,000 to be installed on 1st April 2008, payment 
would be made on March 31, 2009.

(iv) In March 2009, a dividend of 7% on equity capital would be paid.
Rs. 5,50,000, 11% Debentures would be issued on 1st April, 2008.Rs. 30,00,000, 
Equity shares would be issued on 31st March 2009.

(v) Creditors would be 25% of materials consumed.
(vi) Debtors would be 10% of sales.

(vii) The cost of goods sold would be 90% of sales include material 40% and 
depreciation 5% of sales.

(viii) The profit is subject to debenture interest and taxation @ 30%.

Required:
i) Prepare the projected Balance Sheet as on 31st March 2009.
ii) Prepare projected Cash Flow Statement in accordance with AS-3.             
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Fund Flow Statement

1. Distinguish between Cash Flow and Fund Flow statement                        

Answer: The points of distinction between cash flow and funds flow statement are as below:

Cash flow statement           Funds flow statement
It ascertains the changes in balance of It ascertains the changes in financial position
cash in hand and bank. between two accounting periods
It analyses the reasons for changes in It analyses the reasons for change in financial.
Balance of cash in hand and bank position between two balance sheets
It shows the inflows and outflows of cash. It reveals the sources and application of finds.
It is an important tool for short-term analysis. It helps to test whether working capital has 

been effectively used or not.
The two significant areas of analysis are
cash generating efficiency and free cash flow

NOTE: 1 M/S ----------- & CO. Ltd. Funds Flow Statement For the year ended..    
Sources                          Amount (Rs.)      Applications                Amount (Rs.)
1. Trading  Profit or funds from operation x 1. Trading Loss/Funds depleted by open.   x
2. Issue of Share Capital(including premium) x 2. Redemption of preference shares          x
3. Long--term loan(issue during the year) x 3. Repayment of loan                      x
4. Sale of fixed assets, investments etc. x 4. Acquisition of F. assets, inv. etc.          x
5. Non--Trading income, e.g. dividend x 5. Non-trading  Exps. (div. paid, tax)          x
6. Decrease in Working  Capital           x 6. Increase in Working Capital                    x     

           --                      -

NOTE : 2 Statement showing Increase/Decrease in Working Capital during year 2               

Particulars  Year-1 Amount (Rs.)   Year-2 Amount (Rs.)
Current Assets:

   Stock   x    x
Sundry Debtors    x    x
Bills Receivable x    x
Advances (Dr.)    x    x
Cash & Bank    x    x
Prepaid Expenses    x     x
Total (A)            xx  xx

Current Liabilities:
Sundry Creditors   x    x
Bills Payable   x    x
Advances (Cr.)   x      x
Outstanding Expenses   x    x
Current Provisions   x    x

    (if not treated as appropriations)
Bank Overdraft x    x
Total (B) xx    xx   
 Working Capital (A--B)   xx               xx
Increase /Decrease in working capital    xx
1: Provision for tax, bad debt, and depreciation: If there is no adjustments, show it in the 

above statement. In case of adjustments, prepare separate account for it.
2: Proposed dividend: If there is no adjustment, pay last year proposed dividend & provide the 

current year dividend. In case of adjustments given in the problems, show separate account 
for it.

3: When accumulated depreciation given in the problem,  prepare asset accounts at cost. This document was created by the trial version of Print2PDF. 
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NOTE: 3 General Statement of Profit to identify the position of  Fund From Operation
Rs.        Rs.

Net Sales                     xx                                                                         
Less: 
1. Direct Expenses                                                                                                   xx 
2. Overhead excluding depreciation                                    xx
3. Other trading expenses xx     

  xx
* Trading Profit or Fund from Operation                xx
Less: Non trading Expenses                                              

           1. Depreciation xx                                                               
           2. Loss on Sale of Fixed Assets & Investment        xx
           3. G/W Written off                                                                                                      xx      
           4. Preliminary Expense Written off     xx
           5. Patent                                “   xx
          6. Ad. Suspense                     “                                                                             xx   
           7.Disc. on issue of share & debenture written off xx  

xx
Add:  Non trading Income                        xx

       1. Dividend Received xx                                                                                                                                              
      2.  Profit on Sale of Fixed Assets & Investment       xx        
       3.  Tax refund (not income tax) xx     

xx                                            

PROFIT BEFORE TAX (PBT)                         XX  
Less: PROVISION FOR TAX             xx                                      

PROFIT AFTER TAX (PAT)             xx     
Add: Profit b/ f from previous year                    xx     
Less:
1. Transfer to Reserves xx           

           2. Dividend Paid       xx
           3. Amount Provided on Bonus issue or Redemption of Pref. Share xx     xx       
         

Add :  Income Tax refund         ××
Profit C/F (Current year P/L  A/c balance as in Balance Sheet ) ××
                                                            

NOTE : 4
Adjusted Profit and Loss Account

To Depreciation xx By Balance b/d(as per p/l a/c) xx
To Write Offs: By Profits on Sale of fixed assets, 

Goodwill investments etc. xx 
Preliminary exp.
Adv. Suspense etc. xx

To loss on Sale of fixed assets, inv, xx By Dividend (received) xx
To Premium on Redemption of Debentures xx By Trading Profit xx
To Debenture Discount A/c xx         balancing figure
To Reserve for Contingencies(transfer) xx
To General Reserve (transfer xx
To Provision for tax (if any) xx
To Proposed dividend (if any) xx
To Interim Dividend xx
To Balance C/d (as per P/L a/c) xx ___

xx            xx     
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Note: 5

Direct Method Cash Flow Statement (Paragraph  18a)

Cash Flows from operating activities
Cash receipt from customers 
Cash paid to suppliers and employees 
Cash generated from operations 
Interest paid 
Income taxes paid 
Cash flow before extraordinary item 

Proceeds from earthquake disaster settlement               ___
(a)Net cash from operating activities                       

Cash flows from investing activities.
Acquisition of subsidiary X, net of cash acquired 
Purchase of property, plant and equipment 
Proceeds from sale of equipment 
Interest received 
Dividend received 
(b)Net cash used in investing activities                                  

            Cash flows from financing activities
Proceeds from issuance of share capital 
Proceeds from long-term borrowings 
Payment of finance lease liabilities 
Dividends paid * 
©Net cash used in financing activities                              x

Net increase in cash and cash equivalents [ (a)+(b)+(c)]                        

(+)Cash and cash equivalents at beginning of period          

Cash and cash equivalents at end of period                        
* This could also be shown as an operating cash flow.
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Note: 6

Indirect Method Cash Flow Statement (Paragraph  18b)

                    Cash flows from operating activities
Net profit before taxation, and extraordinary item(PBT) 
Adjustments for :
Depreciation 
Foreign exchange loss 
Investment income 
Interest expense  
Operating profit before working capital changes 

Increase in trade and other receivables 

                         Decrease in inventories/Debtors 
Decrease in trade payables  

                        Cash generated from operations 
Interest paid 
Income taxes paid  
Cash flow before extraordinary item 
Proceeds from earthquake disaster settlement 

                                        Net cash from operating activities                                               

Cash flows from investing activities
Acquisition of subsidiary X net of cash acquired 

Purchase of property, plant and equipment 
Proceeds from sales of equipment 

Interest received 
Dividend received 
Net cash used in investing activities 

Cash flows from financing activities
                         Proceeds from issuance of share capital 

Payment of finance lease liabilities 
Dividends paid *(it can be shown above) 
Net cash used in financing activities 
Net increase in cash and cash equivalents 
Cash and cash equivalents at beginning of period 

                           Cash and cash equivalents at end of period 
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Problems:

1. CKC Ltd. have Balance sheets at 31st March, 2008 and 2009 as follows:
2008 2009 2008 2009
  Rs.   Rs.   Rs.   Rs.

Share capital   5,000 10,000 Fixed Assets -
  (Rs. 10 shares) Cost 20,000            39,800
Share Premium   -- 15,000 Depreciation   7,700            11,000
Revenue reserves 22,000 31,500 --------- --------
15% Loan   -- 10,000 12,300            28,800
Creditors   8,000   9,000 Investment   --            10,000
Overdraft   2,500    -- Stock 16,000            23,000

Debtors   9,200            10,200
Bank   --              3,500

37,500 75,500 37,500            75,500

(a)  The profit for 2009 was Rs. 15,000 and an interim dividend of Rs. 5,500 was paid. There will   
be no final dividend and you can ignore taxation.

(b) Fixed assets which had cost Rs. 5,000 and which had been depreciated by Rs. 2,000 were 
sold for Rs. 2,700.

(c) Loan was taken on 01/10/08. Interest paid.

You are required to prepare a source and application of funds statement for 2009 & Cash Flow 
Statement (indirect method)

2. The summarised balance sheets at the end of the last two completed financial years of NPC Ltd. 
are as follows :

Balance Sheets as at March , 31st …….
2008 2009 2008 2009
  Rs.   Rs.  Rs.   Rs.

Issued capital 7,00,000 8,10,000 Land and buildings 3,32,000     3,20,600
General reserve 1,12,000 1,12,000 Machinery and plant 3,45,000     4,36,000
Profit and loss a/c    18,500    18,500 Stock in hand    79,800     1,01,260
Net profit for year         --    91,500 Work-in-progress 1,30,000     1,30,400
Proposed dividend    70,000        -- Debtors 1,67,200     2,31,540
14% Debentures 1,00,000    75,000 Cash at bank    85,000     1,00,000
Creditors 1,38,500 2,05,000
Bank Overdraft    --                  7,800

          11,39,000        13,19,800                      11,39,000   13,19,800

The cost price of the fixed assets at the balance sheet dates was as follows :
2008             2009

Land and buildings   :  Rs. 3,60,000 Rs. 3,80,000
Machinery and plant :  Rs. 3,83,000 Rs. 5,23,000

A building costs Rs. 80,000, (book value of Rs. 72,000) was sold for Rs. 42,800. There was a Rs. 
1,10,000 issue of equity shares. A dividend of 12.5 % is proposed for the year ended 31.03.2009. 
Debenture were redeemed on 30/09/06. Tax paid Rs. 34,000.

Compile a source and application of funds statement for the year ended 31st March, 2009.
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3. From the following Balance Sheets of Joymatara Ltd., make out   Fund Flow Statement:

Balance Sheet as on 31st March, 2007 & 2008
  Rs.   Rs.   Rs.            Rs.

Equity Share Cap. 40,000 60,000 Goodwill 10,000   8,000
7% Redeemable Land and Buildings 20,000 15,000
Preference Shares 20,000 10,000 Plant 18,000 38,200
General Reserve   4,000   6,000 Trade Investments   2,000   7,000
Capital Reserve   --   5,000 Stock 17,000 15,600
Profit and Loss A/c  3,600   5,400 Sundry Debtors 12,000 18,000
Proposed Dividend  5,600   7,800 Bills Receivable   3,000   3,600
Sundry Creditors   5,000   9,400 Cash in hand 

& at bank 3,400  5,600
Bills Payable   2,000   1,200 Preliminary Exp.   2,000   1,400
Liabilities for Exp.   1,600   1,200                                                                                    
Prov. for Taxation 5600 6400             

                                            87,400            1,12,400 87,400 1,12,400
Information:
(1)   In 2008 Rs. 3,600 depreciation has been written off plant. No depreciation has been charged 

on land and building.

(2)  A piece of land has been sold out and the balance has been revalued; the profits on 
revaluation & sale has been transferred to Capital Reserve. There is no other capital profit.

(3)  A plant has been sold for Rs. 2,400 (W.D.V -- Rs. 3,000)
(4) Rs. 400 dividend has been received and credited to Profit and Loss A/c.

(5)  An interim dividend of Rs. 2,000 has been paid during 2008.
            (6)   Pref. Shares were redempt on 30st September ‘07 with proportionate dividend.

4.         Summarized Balance Sheets of NKG Ltd.
30.11.08 30.11.07         30.11.08          30.11.07
   Rs.      Rs.   Rs.                Rs.

Equity share capital 3,60,000 2,40,000 Fixed assets 2,80,000        1,92,000
Undistributed profits    61,600      47,200 Accu. Depre. (48,000)         (36,000)
Taxation    20,000      24,000 Stock 1,76,000        1,44,000
Trade creditors    36,000      72,000 Debtors    48,000           64,000

Prov. for debts  (2,400)           (1,200)
Cash and Bank  24,000           20,400

4,77,600 3,83,200 4,77,600        3,83,200

Summarized Income Statement for the year ended 30th Nov. 2008.
   Rs.    Rs.

Sales 3,20,000
Investment income      4,000
Profit on sale of machine (1)         800 3,24,800
Operating expenses and taxes (2) 1,82,400

Net profit for year 1,42,400
Undistributed profits brought forward      47,200

1,89,600
Dividends    48,000
Bonus issue of shares, 1 for every 3 held    80,000   1,28,000
Undistributed profits earned forward    61,600
1) The machine which was sold for cash had cost Rs. 2,000 and its net book value at the time of 

sale was Rs. 800.
2) Includes depreciation Rs.13,200;

Write off of obsolete stocks Rs.1,600 &
Taxation Rs. 20,000.     Prepare a Fund Flow Statement.This document was created by the trial version of Print2PDF. 
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5. The financial statement and operating results of PQR revealed the following position as on 31st

March, 2008:

 Equity share capital (Rs. 10 fully paid share) Rs. 20,00,000
 Working Capital Rs. 6,00,000
 Bank Overdraft Rs. 1,00,000
 Current ratio 2.5 : 1
 Liquidity ratio 1.5 : 1
 Proprietary ratio (Net fixed assets/Proprietary fund) 0.75 : 1
 Cost of Sales Rs. 14,40,000
 Debtors Velocity 2 months
 Stock turnover based on cost of sales 4 times
 Gross profit ratio 20% of sales
 Net profit ratio 15% of sales

Closing stock was 25% higher than the opening stock. There were also free reserves brought 
forward from earlier years. Current assets include stock, debtors and cash only. The current 
liabilities expect bank overdraft treated as creditors. Expenses include depreciation of Rs. 90,000
on net fixed assets.

The following information was collected from the records for the year ended 31st March, 2007:

 Total sales for the year were 20% higher as compared to previous year.

 Balances as on 31st March, 2009 were: Stock Rs. 5,20,000, Creditors Rs. 4,15,000, Debtors 
Rs. 4,95,000 and cash balance Rs. 3,10,000.

 Percentage of Gross profit on turnover has gone up from 20% to 25% and ratio of net profit 
to sales from 15% to 16%.

 A portions of Fixed assets was very old (book values Rs. 1,80,000) disposed for Rs. 90,000. 
(No depreciations to be provided on this item).

 Long-term investment were purchased for Rs. 2,96,600.

 Bank overdraft fully discharged.

 Percentage of depreciation to Fixed assets to be provided at the rate in the previous year.

Required:
(i) Prepare Balance Sheet as on 31st March, 2008 and 31st March, 2009.
(ii) Prepare the fund flow statement for the year ended 31st March, 2009.

6. The Balance Sheet of JK Ltd. as on 31st March, 2005 and 31st March, 2006 are given below:

                                                           Balance Sheet as on……                                    (Rs.’000)
Liabilities                           31.0305          31.03.06    Assets                     31.03.05         31.03.06

Share capital 1,440 1,920 Fixed Assets 3,840 4,560
Capital Reserve -- 48 Less: Deprecation _1,104 1,392

2,736 3,168
General Reserve 816 960 Investment 480 384
P & L A/c 288 360 Cash 210 312
9% Debenture 960 672 Other Current Assets 1,134 1,272
Proposed Dividend 144 174 (including stock)
Provision for Tax 432 408 Preliminary Exp. 96 48
Unpaid Dividend -- 18

_____ _____ _____ _____
4,656 5,184 4,656 5,184This document was created by the trial version of Print2PDF. 
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Additional information:
(i) During the year 2005-06, a Fixed Assets with a book value of Rs. 2,40,000 (accumulated 

depreciation Rs. 84,000) was sold for Rs. 1,20,000.

(ii) Provided Rs. 4,20,000 as depreciation.                                                                                

(iii) Some investments are sold at a profit of Rs. 48,000 and profit was credited to Capital 
Reserve.

(iv) It decided that stocks be valued at cost, whereas previously the practice was to value stock at 
cost less 10%. The stock was Rs. 2,59,200 as on 31.03.05. The stock as on 1.03.06 was 
correctly valued at Rs. 3,60,000.

(v) It decided to write off Fixed assets costing Rs. 60,000 on which depreciation amounting to 
Rs. 48,000 has been provided.

(vi) Debentures are redeemed at Rs. 105.

Prepare a Cash Flow Statement.
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Cost of Capital and Capital Structure
Capital of a company consists of: 1. Equity share capital + reserves & surpluses

2. Preference share capital
3. Loan capital i.e. Debenture & Bond.

To decide about the best capital structure the following 2 points are consider

1. Higher amount of profit for Shareholders, &

2. Higher Earning Per Share (EPS) = Profits available to equity. Share holders ÷  number of 
equity  shares  = [  (PBIT - I )  (1-t) – Pref.  Dividend] ÷ No. of Equity Share.

At point of Indifference:  (EPS)1 = (EPS ) 2

Financial BEP = Required PBIT to pay the fixed charges on capital.

Calculation of costs for each Elements

Costs of Capitals are of two types 

1. One Time Cost Or Flotation Cost 
2. Annual Costs e.g. Interest, Div.

Cost of Debt Capital  (Cd)

a. When date of redemption is not given in the problem.      

Cost of Debt. (after tax ) or Cd = ( 1- t ) x I i = Effective rate of Interest, 

t = Tax rate. 
          Effective rate of interest = Interest amount p.a.÷ Net Proceeds × 100     

Net proceeds = Face value - discount + premium -flotation cost.   

b. Cost of redeemable debt i.e. date of redemption is given :   
    
        i. When Redemption is made at the end of its life or project.  
        

Cost of debt (after tax) = Cd  =    I x ( 1-t)  +  ( RV  -  NP ) ÷ n 

       (RV + NP)  2          
Where, 

I = Fixed Interest charges p.a. or interest per debenture. 
RV = Redeemable value i.e. face value + premium 
NP = Net proceeds or Cash Inflow.   
n   = Life of the debt.  

ii. With DCF: Present purchase price on open market operation  = ∑ cost save 
x discounting factor

iii. When redeemed during its life:                                        
Apply the principle of  EXPLICIT COST  i.e. the rate of return at which the 
initial cash inflow equates the discounted future  cash outflows . This 
method is opposite to I.R.R.
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Cost of Preference Share Capital  (Cp )

a.  Cost of irredeemable preference Share .    
     

Cp = Preference Dividend ÷ Net Proceeds (NP) or Market Value (MP)       

b.   Cost of redeemable preference Share 
                     

 i. Redemption at the end              

                       Cp      =     D + ( RV  -  NP ) ÷ n                                                                         

(RV + NP)  2          
       

ii. Pref. share Redeemed intermittently  -- Apply Explicit Cost  principle as before.

Cost of Equity Share Capital    (Ce) 

a. Dividend Price Approach ( D/P )
Ce  = Dividend ÷ Net Proceeds or Market value  100   

b. Dividend Price Approach ( D/P ) with growth model                   
Ce  = Dividend ÷ Net Proceeds or Market value  100  + g  

             Where, g = growth rate or expected growth in dividend from coming year.

c. Earning/ Price Approach  ( E / P ): 
          Ce  = Current Earning per Share ÷ Current Market Price per share  100     

                         
d. Earning/ Price Approach  ( E / P ) with growth model: 
          Ce  = Current Earning per Share ÷ Current Market Price per share  100 + g     

e. Realised  yield Approach (Apply MIRR) :-
It is that rate of return where investor’s initial investment = Total discounted cash Inflow in 
form of dividend and sales realisation at the end of the period.

Estimating growth rate (g )                    

1. Dn = Do (1+ g)n ;    

Dn = Div per share in current year;

N = no of years
Do = Div per share in first year;

G = Growth rate                 
2. GORDON’S MODEL:    g = br.  

g = growth rate;
b = constant proportion of net profit retained each year;     
r  = average return of the firm . 

                                   b = (Net profit - dividends) ÷ Net profit                                  
r = Net profits ÷ Book value of capital employed 

THIS METHOD IS ONLY APPLICABLE Net profit TO   FIRMS WHICH   HAVE ALL EQUITY 
CAPITAL STRUCTURE (un-levered)   

This document was created by the trial version of Print2PDF. 


Once Print2PDF is registered, this message will disappear.


Purchase Print2PDF at http://www.software602.com

http://www.software602.com


Cost Academy                                                                                            Financial Management-38

Cost of Retained Earnings ( Cr )

Cr = Ce (1- b) (1 - t)

 Where
b = rate of brokerage;
t = marginal tax rate applicable to share holder.

If rate brokerage is not given, Cr = Ce 

Overall Cost of Capital or Weighted Average of Capital 

Cost of Cap. or cut off rate  ( Cw  or Co )   =  Capital mix ratio x cost of each ingredients

Alternatively, Cw or Co =    Total cost ÷ total capital x 100

  
MIX are taken on 4 different   
1. Book value Basis                              3. Marginal Basis                                             
2. Market value Basis                           4.  Expected Cap. Structure basis

Market  Value Of The Firm

1. Traditional Approach
Value of the firm = interest  Cd + Dividend  Ce   as there is no tax.

2. Net Income Approach :

Value = { ( EBIT - I )  ( 1-t ) } market Capitalisation rate  + value of debt

3. Net Operating Income Approach :
Value of equity = {(EBIT  market Capitalisation rate) - value of debt} (1- t)
Value of Firm = Value of Equity + Value of Debt

4. MODIGLIANI  MILLER APPROACH: In case of un-lever firm & No Tax

             a. Value of the firm = EBIT Ce
b. Po = ( D1  +  P1   ) ÷ ( 1 + Ce )

           
           Where, 

Po = Market price per share of time 0  

D1 = Dividend per share at that time. 

P1  = Market price per share at time 1.

Ce  = Market capitalisation rate or cost of Equity capital. 

5. In case of new financing : 

                                      Mp1 =   I -  (NP - nD1)

                           
Where,

m = no. of share to be issued, at time 1.
I = new investment. 
P = Price.
NP = Net profit.
D1 = Dividend per share at time 1.
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Rules of CAPM :           

E ( Rp ) = Rf  + p  [E ( Rm  )  - Rf  ]

           Where,
E (Rp) = Expected return of the portfolio

Rf      = Risk free rate of Return

p     = Portfolio Beta i.e. market sensitivity index

= change in expected rate of return change in market rate of return

E(Rm) = Expected Return on market portfolio

[E (Rm) – Rf] = Market risk premium.

         Portfolio Beta (p)  =       (Rsm) (S.D. s ) 

                                                           S.D.m
       Where,

Rsm = Correlation Coefficient with market.

S.D.s  = Standard deviation of an asset .

S.D.m =  Market Standard deviation.

E(Rm) =    ( DIV + Cap. Gain )  Total Investment 
                    

Capital Gain   = Market Value   -  Value of  Original  Investment .

Weighted average β =∑weight x individual β

Theory: 

1. ‘Profit maximization’ and ‘Wealth maximization’ objective of a firm. 

A firm’s financial management may often have the following as their objectives:
i. The maximum of firm’s profit.
ii. The maximization of firm’s wealth / value.

The maximization of profit is often considered as an implied objective of a firm.  To achieve the 
aforesaid objective various type of financing decisions may be taken

The wealth/ value of a firm is defined as the market price of the firms stock.  The market price of 
a firm’s stock represents the local judgment of all market participants as to what the value of the 
particulars firm is It takes into account present and prospective future earnings per share, the 

Timing and risk of these earning, the dividend policy of the firm and many other factors that bear 
upon the market price of the stock. 

2. Firm value Vs. Profit maximization

A firm’s financial management may often have the following as their objectives:
(i) The maximization of firm’s profit. (ii) The maximization of firm’s value / wealth.

The maximisation of profit is often considered as an implied objective of a firm. To achieve the 
aforesaid objective various type of financing decision may be taken. Options resulting into 
maximisation of profit may be selected by the firm’s decision makers. 
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They even some time  may adopt  policies yielding  exorbitant  profits in short  run which  may 
prove to be  unhealthy for the growth, survival and overall interests of the firm. The profit of the 
firm in this case is measured in terms of its total accounting profit available to its shareholders.

The value/wealth of a firm is defined as the market price of the firms stock. The market price of a 
firm’s stock represents the focal judgment of all market participants as to what the value of the 
particular firm is.  It takes into account present and prospective future earnings per share the 
timing and risk of these earning, the dividend policy of the firm and many other factors that bear 
upon the market price of the stock.

4. Venture Capital Financing:

It refers to financing of new high risky venture promoted by qualified entrepreneurs who lack 
experience and funds, to give shape to their ideas.  In other words, under venture capital 
financing venture capitalist make investment to purchase equity or debt securities from 
inexperienced entrepreneurs who undertake highly risky ventures with a potential of success.

Some common methods of venture capital financing are as follows:

i. Equity financing: When funds are required for a longer period but the firm fails to provide 
returns to the investors during the initial stages, the venture capital finance is provided by 
way of equity share capital.

ii. Conditional loan: A conditional loan is repayable in the form of a royalty after the venture is 
able to generate ‘sales’.  Here royalty ranges between 2 and 15 per cent.  No interest is paid 
on such loans.

iii. Income note: It combines the features of both conventional and conditional loans. The 
concern has to pay both viz, interest and royalty on sales but at substantially low rates.

iv. Participating debenture: Such a security carries charges in three phases – in the start up 
phase no interest is charged, next stage a low rate of interest is charged unto a particular 
level of operation, after that, a high rate of interest is required to be paid.

5. Seed capital assistance.

Seed Capital Assistance: The seed capital assistance has been designed by IDBI for 
professionally or technically qualified entrepreneurs.  All the projects eligible for financial 
assistance from IDBI, directly or indirectly through refinance are eligible under the scheme.  The 
project cost should not exceed Rs. 2 corers and the maximum assistance under the project will 
be restricted to 50% of the required prompters contribution of Rs. 15 lakhs whichever is lower.

The seed capital Assistance is interest free but carries a security charge of 1% p.a. for the first 
five years and an increasing rate thereafter.

(i) Modified Internal Rate of Return (MIRR):

There are several limitations attached with the concept of the conventional internal rate of return. 
The MIRR address some of these deficiencies. For example, it eliminates multiple IRR rates; it 
addresses the reinvestment rate issue and produces results, which are consistent with the Net 
present value method.

Under this method, all cash flows, apart from the initial investment, are brought to the terminal 
value using an appropriate discount rate (usually the cost of capital). This results in a single 
stream of cash inflow in the terminal year. The MIRR is obtained by assuming a single outflow in 
the zeroth year and the terminal cash in flow as mentioned above. The discount rate which 
equates the present value of the terminal cash in flow to the zeroth year outflow is called the 
MIRR. This document was created by the trial version of Print2PDF. 


Once Print2PDF is registered, this message will disappear.


Purchase Print2PDF at http://www.software602.com

http://www.software602.com


Cost Academy                                                                                            Financial Management-41

Problems on Selection of best capital structure 

1. A new project is under consideration in Zip Ltd., which requires a capital investment of Rs. 4.50 
crore. Interest on term loan is 12% and Corporate Tax rate is 50%. If the Debt equity insisted by 
the financial agencies is 2 :1, calculate the point of indifference for the project.   

2. X Ltd., a widely held company is considering a major expansion of its production facilities and the 
following alternatives are available:

Alternatives         (Rs. In lakhs)
A B C

Shares Capital      50 20 10
14% Debentures -- 20 15
Loan from a Financial Institution
@ 18% p.a. Rate of Interest -- 10 25

Expected rate of return before interest & tax is 25%. The rate of dividend of the company is not 
less than 20%. The company at present has low debt. Corporate taxation 35%. Which of the 
alternatives you would choose?

3.  EXE Limited is considering three financing plans. The key information is as follows:-
 Total investment to be raised Rs. 2,00,000. 

Plans of Financing Proportion

                                                Plans          Equity           Debt                   Preference Shares
                                                    A             100%             -                                   -
                                                    B               50%           50%                               -
                                                    C               50%             -                                 50%

Cost of debt capital  8%
Cost of preference shares  8%

            Tax rate 35%

Equity shares of the face value of Rs. 10 each will be issued at a premium of Rs. 10 per share.
Expected PBIT is Rs. 80,000. 

Determine for each plan:-

a) Earnings per share (EPS); and  
b) The financial break even point.                                                                      
c)   Compute the indifference point of the plans.                                                                                                                              

4. A co. needs Rs. 31,25,000 for the construction of new plant.  The following 3 plans are feasible:
(i) The company may issue 3,12,500 equity shares at Rs. 10 per share.

(ii) The company may issue 1,56,250 ordinary equity shares at Rs. 10 per share and 15,625 
debentures of Rs. 100 denomination bearing a 8% rate of interest.

(iii) The company may issue 1,56,250 equity shares at Rs. 10 per share and 15,625 
preference shares at Rs. 100 per share bearing a 8% rate of dividend.

You are required to 
I. If the Co.’s earnings before interest & taxes are Rs. 62,500, Rs.1,25,000, Rs. 

2,50,000, Rs. 3,75,000 and Rs. 6,25,000, what are the earnings per share under 
each of three financial plans?  Assume a Corporate Income-tax rate of 40%.

II. Determine the EBIT-EPS indifference points by formulae between Financing plan I 
and Plan II and Plan I and Plan III.                                               This document was created by the trial version of Print2PDF. 
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5.         A B Limited provides you with following figures:-
                        Profit                                                                                            Rs. 3,00,000
                        Less Interest on Debentures @ 12%                                                    60,000
                                                                                                                                   2,40,000
                        Income tax @ 50%                                                                            1,20,000
                                                                                                                                   1,20,000                 
                        Number of Equity Shares (Rs. 10 each                                                 40,000
                        E.P.S (Earning Per Share)                                                                             3
                        Rulings price in market                                                                                 30
                        PE ratio (Price/EPS)                                                                                     10

The company has undistributed reserves of Rs. 6 lakhs. The company needs Rs. 20 lakhs for 
expansion. This amount will earn at the same rate as funds already employed.  You are informed 
that a debt equity ratio (Debt/Debt +Equity) higher than 35% will push the P/E ratio down to 8 and 
raise the interest rate on additional amount borrowed to 14%. You are required to ascertain the 
probable price of the share 

(1) If the additional funds are raised as debt; and; 
(2) If the amt is raised by issuing equity shares. 

Computation of cost of capital elements

6. D Ltd. Is foreseeing a growth rate of 12% per annum is the next two years.  The growth rate is 
likely to be 10% for the third for the third and fourth year.  After that the growth rate is expected to 
stabilize at 8% per annum.  If the last dividend was Rs. 1.50 per share and the inventor’s 
required rate of return is 16% determine the current value of equity share of the company.

The P.V. factors at 16%
Year    1    2   3   4
P.V. factor 0.862 0.743 0.641 0.552

7.       The capital structure of Swan & Co. comprising of 12% debentures, 9% preference shares and 
equity shares of Rs.100 each is in the proportion of 3: 2: 5.

The company is contemplating to introduce further capital to meet the expansion needs by 
seeking 14% term loan from financial institutions. As a result of this proposal, the proportions of 
debentures, preference shares and equity would get reduced by 1/10. 1/15 and 1/6 respectively.

In the light  of above proposal calculate the impact on weighted average cost of capital assuming 
35% tax rate, expected dividend of Rs. 9 per share at the end of the year and growth rate of 
dividends 5% No change in the dividend, growth rate and market price of share is expected after 
availing the proposed term loan.

8. The following items have been extracted from the of the Balance Sheet of XYZ Company as at 
31st March, 2009:-

Paid up Capital:                                                                               Rs.
         4,00,000 Equity Shares of Rs. 10 each                                   40,00,000
         Reserves and Surplus                                                              60,00,000
Loans:
         15% Non convertible Debentures                                              20,00,000
         14% Institutional Loans                                                              60,00,000

Other information about the company as relevant is given below: 
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Year ended             Dividend                    Earning                        Average Market 
   31st Mar.            Per Share                    Per Share                     Price per Share
                                    Rs.                             Rs.                                    Rs.
   2006                       4.00                            7.50                                  50.00
   2007                       3.00                            6.00                                  40.00
   2008                       4.00                            4.50                                  30.00

You are required to calculate weighted average cost of capital, using book values as weights and 
Earning/Price (E/P) ratio as the basis of cost of equity. Tax rate is consider as 35 %. Also 
calculate weighted Average cost of capital on the basis of the market value.

9.  M/s. Albert & Co: has the following capital structure as on 31st December, 2009

10% Debentures Rs.       3,00,000
9% Preference shares Rs.       2,00,000
Equity-5,000 shares of  Rs. 100 each. Rs.       5,00,000
Total Rs.     10,00,000

The equity shares of the company are quoted at Rs. 102/- and the company is expected to 
declare a dividend of Rs. 9 per share for 2008. The company has registered a dividend growth 
rate of 5% which is expected to be maintained. 

i) Assuming the tax rate applicable to the company at 40% calculate the weighted average cost 
of capital.  State your assumptions, if any. 

ii) Assuming, in he above exercise, that the company can raise additional term loan at 12% for 
Rs. 5,00,000 to finance an expansion, calculate the revised weighted cost of capital. The 
company’s statement is that it will be in a position to increase the dividend from Rs. 9 per 
share to Rs. 10 per share, but the business risk associated with new financing may bring 
down the market price from Rs. 102 to Rs. 96 per share.

10. In considering the most desirable capital structure for a company, the following estimates of the 
cost of debt and equity capital (after tax) have been made at various levels of debt-equity mix:

        Debt as percentage of                                      Cost of debt.                Cost of equity
              total capital employed,                                              %                                    %

                   0                                                                   7.0                                 15.0
                 10                                                                   7.0                                 15.0
                 20                                                                   7.0                                 15.5
                 30                                                                   7.5                                 16.0
                 40                                                                   8.0                                 17.0
                 50                                                                   8.5                                 19.0
                 60                                                                   9.5                                 20.0

You are required to determine the optimal debt-equity mix for the company by calculating 
composite cost of capital.

11.     Given below is the summary of the Balance Sheet of a Company as at 31st December,2008:    

  Liabilities                                     Rs.                                Assets                    Rs.
Equity Share Capital 20,000                                  Fixed Assets         4,00,000
shares of Rs. 10 each            2,00,000          Investments             50,000
Reserves & Surplus              1,30,000          Current Assets      2,00,000
8% Debentures Redeemable
at par in 2009)                     1,70,000
Current Liabilities :
Short-term loan                   1,00,000
Trade creditors                        50,000                                           
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You are required to calculate Company’s weighted average cost of capital using balance sheet 
valuations. The following additional information are also available:

        i) 8% Debentures were issued at par.
ii) All interest payments are up-to-date and equity dividend is currently 12%.

        iii) Short-term loan carries interest at 18% p.a.
iv) The Shares and Debenture of the Co. are all quoted on the Stock Exchange and current    

market prices are as: Equity Shares: Rs.  14 each; 8% Debentures: Rs.   98 each
        v) The rate of tax for the Company may be taken at 35%.

12. Aries Limited wishes to raise additional Finance of Rs. 10 lakhs for meeting its investment plans. 
It has Rs. 2,10,000 in the from of retained earnings available for investment purposes. The 
following are the further details:

      1) Debt/equity mix                                                                 30%: 70%
      2) Cost of debt
                      Up to     Rs. 1,80,000                                               10% (before tax)
                      Beyond Rs. 1,80,000                                                16% (before tax)

      3) Earnings per share                                                              Rs.4
      4)  Dividend pay out                                                                 50% of earnings
      5)  Expected growth rate in dividend                                        10%
      6)  Current market price per share                                            Rs. 44
      7)  Tax rate                                                                               35%

      You are required:
       a) To determine the pattern for raising the additional finance. 
       b) To determine the post-tax average cost of additional debt. 
       c) To determine to cost of retained earnings and cost of equity, and 
       d) Compute the overall weighted average after tax cost of additional Finance.

13.  A company has the following capital structure.
                                                                                       Rs.
Ordinary Shares of Rs. 10 each fully  paid 40,00,000
7.5% cumulative preference shares of  Rs.100 each fully paid   2,00,000
Reserves and retained profits 45,00,000
11% Long Term Loan     6,00,000
                        Total 93,00,000

In addition, the company has a bank overdraft for working capital and this average to Rs. 10 
lakhs. Interest thereon is 15%. You are required to calculate the company’s overall rate of return 
on capital employed in order to ensure:

                i) Payment of all interests 
               ii) Dividend pays out ratio of 60%

              iii) Payment of preference Dividend 
              iv) Ordinary shareholder’s dividend is 12%.     Assume the tax rate to be 35%

14. JKL Ltd. Has the following book- value capital structure as on March 31, 2009.
        Rs.

Equity share capital (2,00,000 shares)   40,00,000
11.5% preference shares   10,00,000
10% debentures   30,00,000

  80,00,000
The equity share of the company sells for Rs.20. It is expected that the company will pay next 
year a dividend of Rs.2 per equity share, which is expected to grow at 5% p.a. forever. Assume a 
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Required:
(i) Compute weighted average cost of capital (WACC) of the company based on the existing 

capital structure.

(ii) Compute the new WACC, if the company raises an additional Rs.20 lakhs debt by issuing 
12% debentures. This would result in increasing the expected equity dividend to Rs.2.40 & 
leave the growth rate unchanged but the price of equity share will fall to Rs.16 per share.

(iii) Comment on the use of weights in the computation of weighted average cost of capital.

15. The R & G Company has following capital structure at 31st March 2009  which is considered to 
be optimum:

Rs.
13% debenture 3,60,000
11% preference share capital 1,20,000
Equity share capital (2,00,000 shares) 19,20,000

The company’s share has a current market price of Rs. 27.75 per share.  The expected dividend 
per share in next year is 50% of the 2009 EPS. The EPS of last 10 years is as follows. The past 
trends are expected to continue:

Year 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
EPS (Rs.) 1.00 1.120 1.254 1.405 1.574 1.762 1.974 2.211 2.476 2.773

The company can issue 14% new debenture.  The company’s debenture is currently selling at 
Rs. 98.  The new preference issue can be sold at a net price of Rs. 9.80, paying a dividend of 
Rs. 1.20 per share.  The company’s marginal tax rate is 50%.

(i) Calculate the after tax cost.

(a) of new debts and new preference share capital, 
(b) of ordinary equity, assuming new equity comes form retained earnings.

(ii) Calculate the marginal cost of capital.

(iii) How much can be spent for capital investment before new ordinary share must be sold?  

Assuming that retained earning available for next year’s investment are 50% of 2007 earnings.

(iv) What will be marginal cost of capital (cost of fund raised in excess of the amount 
calculated in part (iii) if the company can sell new ordinary shares to net Rs. 20 per 
share?  The cost of debt and of preference capital is constant.                    

Computation of value of the firm

16. ABC Ltd. has a capital of Rs. 10 lakhs in equity shares of Rs. 100 each. The shares are currently 
quoted at par. The company proposes declaration of a dividend of Rs.10 per share at the end of 
the current financial year. The capitalization rate of the risk class to which the Co belongs is 12%. 

    
What will be the market price of the share at the end of the year if

1) A dividend is not declared? 2) A dividend is declared?

Assuming that the Co. pays the dividend and has net profits of Rs. 5,00,000 & makes new 
investments of Rs. 10 lakhs during the period, how many new shares must be issued? Use the 
M.M. model.

17. ABC Ltd. has an average cost of debt at 10% and tax rate is 40%. The Financial leverage ratio for 
the company is 0.60. Calculate Return on Equity (ROE) if its Return on Investment (ROI) is 20%.
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Capital Asset Pricing Model (CAPM)

18.  From the following information, calculate the expected rate of return of a portfolio:

Risk free rate of interest 12%
Expected return of market Portfolio 18%
Standard deviation of an asset 2.8%
Market Standard deviation 2.3%
Co-relation Co-efficient of portfolio with market 0.8%

19. The Beta Coefficient of Target Ltd. is 1.4. The company has been maintaining 8% rate of growth 
in dividends and earnings. The last dividend paid was Rs.4 per share. Return on Government 
securities is 10%. Return on market portfolio is 15%. The current market price of one share of 

Target Ltd. is Rs. 36.

      i) What will be the equilibrium price per share of Target Ltd.? 
     ii) Would you advise purchasing the share?

20.  As an investment manager you are given the following information:                                                                            

Investment in equity shares of      Initial price      Dividends     Market price at the
   end of the year   Beta risk factor                                             

,                                                            Rs Rs. Rs.
                                                         

            A.    Cement Ltd. 25   2  50 0.8
                    Steel Ltd. 35   2  60 0.7
                    Liquor Ltd. 45   2 135 0.5
            B. Government of India Bonds      1,000           140          1,005                       0.99
    

Risk free return may be taken at 14%. You are required to calculate: 
                i. Expected rate of returns of portfolio in each using Capital Asset Pricing Model (CAPM).

ii. Average return of portfolio.

21. ABC Limited has the following book value capital structure:

Equity share capital (150 million shares, Rs. 10 par) Rs. 1,500 million
Reserves and surplus Rs. 2,250 million

10.5% Preference Share Capital (1million shares, Rs. 100 par) Rs. 100 million
9.5% Debentures (1.5 million debentures, Rs, 1,000 par) Rs. 1,500 million
8.5% Term Loans from Financial Institutions Rs. 500 million

The debentures of ABC Limited are redeemable after three years and are quoting at Rs. 981.05 
per debenture.  The applicable income tax rate for the company is 35%.

The current market price per equity share is Rs. 60.  The prevailing default -risk free interest rate 
on 10– year GOI Treasury Bonds is 5.5%.  The average market risk premium is 8%.  The beta of 
the company is 1.1875. The preferred stock of the company is redeemable after 5 years is 
currently selling at Rs. 98.15 per preference share.

Required:
(i) Calculate weighted average cost of capital of the company using market value weights.

(ii) Define the marginal cost of capital schedule for the firm if it raises Rs. 750 million for a 
new project.  The firm plans to have a target debt to value ratio of 20%.  The beta of new 
project is 1.4375.  The debt capital will be raised through term loans.  It will carry interest 
rate of 9.5% for the first 100 million and 10% for the next Rs. 50 million.               This document was created by the trial version of Print2PDF. 
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22. You are analyzing the beta ABC computers Ltd. and have dividend the Company into four board 
business groups, with market values and betas for each group.

Business group (SBU)                        Market value of Equity           Un leveraged beta

Main frames Rs. 100 billion 1.10
Personal Computers Rs. 100 billion 1.50
Software Rs. 50 billion 2.00
Printers Rs. 150 billion 1.00
Debt outstanding Rs. 50 billion --

Required :
(i) Estimate the beta for ABC Computers Ltd. as a Company.  Is this beta going to be equal 

to the beta estimated by regressing past returns on ABC Computers stock against a 
market index.  Why or why not?

(ii) If the treasury bond rate is 7.5%, estimate the cost of equity for ABC computers Ltd.  
Estimate the cost of equity for each division.  Which cost of equity would you use to value 
the printer division?  The average market risk premium is 8.5%.                

23. The following summarizes the percentage changes in operating income, percentage changes in 
revenues, and betas for four pharmaceutical firms.

Firm                              Change in                   Change in                            Beta
                                      Revenue                     operating income

PQR Ltd.        27% 25% 1.00
RST Ltd. 25% 32% 1.15
TUV Ltd. 23% 36% 1.30
WXY Ltd. 21% 40% 1.40

Required :
(i) Calculate the degree of operating leverage for each of these firms.  Comment also.  
(ii) Use the operating leverage to explain why these firms have different beta.                                    
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Capital Budgeting

Capital budgeting is a complex process which may be divided into the following phases :

1. Identification of potential investment opportunities
2. Assembling of proposed investments
3. Decision making

4. Preparation of capital budget and appropriations
5. Implementation
6. Performance review

1. Identification of Potential Investment Opportunities

The capital budgeting process begins with the identification of potential investment opportunities.  
Typically, the planning body (it may be an individual or a committee organized formally or 
information) develops estimates of future sales which serve as the basis for setting production
targets. This information, is helpful in identifying required investments in plant and equipment.

For imaginative identification of investment ideas it is helpful to 

(i) Monitor external environment regularly to scout investment opportunities,

(ii) Formulate a well-defined corporate strategy based on a thorough analysis of 
strengths, weakness, opportunities, and threats. (SWOT analysis)

(iii) Share corporate strategy and perspectives with persons who are involved in the 
process of capital budgeting, and 

(iv) Motivate employees to make suggestions.

2. Assembling of Investment Proposals

Investment proposals identified by the production department and other departments are usually 
submitted in a standardized capital investment proposal form.  Generally, most of the proposals, 
before they reach the capital budgeting committee or some body which assembles them, are 
routed through several persons.

The purpose of routing a proposal through several persons is primarily to ensure that the 
proposal is viewed from different angles.  It also helps in creating a climate for bringing about co-
ordination of interrelated activities.

Investment proposals are usually classified into various categories for facilitating decision-
making, budgeting, and control.  An illustrative classification is given below.

1. Replacement investments
2. Expansion investments
3. New product investments
4. Obligatory and welfare investments

3. Decision making
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Some important definitions:

Cash Flow   - Movement of cash during the project period. Cash flows are of two types

Cash outflow in 0th year = Req. capital investment in fixed asset + Working capital + 
interest during construction period. 
Cash inflow = Profit After Tax (PAT) + Depreciation.

Calculation of cash inflow              Rs.
        

PBDT ×         
Less: Depreciation ×
PBT ×
Less: Tax @ -- % ×
PAT ×
Add: Depreciation ×                                          
Cash Inflow ×

NOTE ::  Depreciation is a non-cash item. Depreciation is a deduction from profit, it 
will save certain amount of cash outflow through savings of tax. This savings in tax 
payment is denoted as “tax shield”. 

If there is no tax rate given in the problem do not charge depreciation in the 
calculation of cash Inflow, rather Cash-Inflow = PBDT.

Cash inflow at the end of the project:

(i) Working capital will be recovered in full (unless otherwise stated in the problem) 
and hence it is cash inflow at the end of the project.

(ii) Sale of machinery at the end of the project.

Different techniques for Project Appraisal
           
When Cash flows are certain

           A. Traditional Approach. 
B. Time Value of Money Approach (TVM) or (DCF). i.e. Discounting approach

A. Traditional Approach : 

1. Pay Back Period:  it measures the time required to pay the initial investment back.
  

(a) When cash inflows are uniform throughout the project life-
    Pay Back Period =   Original Investment ÷ Cash Inflow p.a.

Lower the Pay Back period higher the acceptability. 

(b) When cash Inflows are not uniform through out the project life: 
Apply the method of simple interpolation for pay back period calculation.

                 REQUIRED TIME - LOWER LIMIT   =    REQUIRED  INVESTMENT - LOWER LIMIT
                      UPPER LIMIT - LOWER LIMIT                         UPPER LIMIT - LOWER LIMIT

2. Average or Accounting rate of return ( ARR):

ARR =        Average PAT ÷ Investment or average investment × 100. 
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B. DISCOUNTED CASH FLOW TECHNIQUE  : 

1. Net Present Value Method : (NPV)   

= Total Disc. cash Inflow  -  Cash outflow in 0th year.

Comment: Higher the NPV higher the acceptability.

2.  Internal Rate of Return (IRR): Is that rate at which the sum total of cash inflows 
after discounting equals to the discounted cash outflows. The internal rate of 
return of a project is the discount rate, which makes net present value of the 
project equal to zero.

It is that rate of return where total discounted cash in-flow = total discounted cash 
outflow. 

Select two rates of return where NPVs of the project is just positive & just negative, 
then apply method of interpolation. 

3. Profitability Index (PI)

= Total Disc cash Inflow  Cash outflow in 0th year. 

NOTE : In a problems where the results are different following different 
methods, then select that project according to the following priority list :
(i) Profitability index
(ii) NPV (iii) IRR

NOTE :-             P.I.  =  DCIF   Cash outflow in 0th year 
Again ,   NPV = DCIF - Cash outflow in 0th year

Or,  DCIF = NPV + Cash outflow in 0th year 
Or,    NPV   = (PI - 1) x Cash outflow in 0th year.

4.  Discounted Pay back:

=  TOTAL  DISCOUNTED CASH OUT-FLOW  
                                               Cash outflow in 0th year

If discounted cash inflows are not uniform, apply method of simple interpolation.                 

5.  Discounted Pay Back Profitability

= DISC. CASH INFLOW AFTER PAY BACK PERIOD = NPV

6. MIRR: modified internal rate of return

PROBLEMS:

1. A Limited is considering investing in a project requiring a fixed capital outlay of Rs. 2,00,000. 
Forecasted annual income after depreciation but before tax is as follows:   

Year: 1 2 3 4 5
Rs.      1,00,000       1,00,000         80,000         80,000        40,000

Depreciation may be taken as 20% on original cost of the asset and taxation at 40% of net 
income. Working capital to invest at start is Rs. 80,000, it is expected to recover fully at the end 
of the project.
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You are required to evaluate the project according to each of the following methods :

(a) Payback method.
(b) Rate of return on original investment method.

(c)  Rate of return on average investment method.
(d)  Discounted cash flow method taking cost of capital at 10%

(e)  Net present value index method
(f)  Internal rate of return method.( on the basis of rates given below )

Years 22% 23% 24% 25% 26% 27%
1 .8197 .8130 .8065 .8000 .7937 .7874
2 .6719 .6610 .6504 .6400 .6299 .6290
3 .5502 .5374 .5245 .5120 .4999 .4882
4 .4514 .4369 .4230 .4096 .3968 .3844
5 .3700 .3552 .3411 .3277 .3149 .3027

2. Consider the following mutually exclusive projects:                                                
                                                                       Cash flows (Rs.)
Projects                                                    C0               C1                 C2               C3            C4
A -10,000 6,000 2,000 2,000 12,000
B -10,000 2,500 2,500 5,000 7,500
C -3,500 1,500 2,500 500 5,000
D - 3,000 0 0 3,000 6,000

Required:
(i) Calculate the payback period for each project.

(ii) If the standard payback period is 2 years, which project will you select? Will your answer 
differ, if standard payback period is 3 years?

(iii) If the cost of capital is 10%, compute the discounted payback period for each project. 
Which projects will you recommend, if standard discounted payback period is (i) 2 years; 
(ii) 3 years?

(iv) Compute NPV of each project. Which project will you recommend on the NPV criterion? 
The cost of capital is 10%. What will be appropriate choice criteria in this case? The PV 
factor at 10% are:

Year 1 2 3 4
PV factor at 10% 0.9091 0.8264 0.7513 0.6830
(PV/F 0.10, t) 11/07/6

3. A company wants to invest in a machinery that would cost Rs. 50,000 at the beginning of year 1. 
it is estimated that the net cash inflows from operations will be Rs. 18,000 per annum for 3 years, 
if the company opts to service a part of the machine at the end of year 1 at Rs. 10,000 and the 
scrap value at the end of year 3 will be Rs. 12,500. However, If the company decides not to 
services the part, it will have to be replaced at the end of year 2 at Rs. 15,400. But in this case, 
the machine will work for the 4th year also and get operational cash inflow of Rs. 18,000 for the 
4th year. It will have to be scrapped at the end of year 4 at Rs. 9,000. Assuming cost of capital at 
10% and ignoring taxes, will you recommend the purchase of this machine based on the net 
present value of its cash flows?

If the supplier gives a discount of Rs. 5,000 for purchase, what would be your decision? (The 
present value factors at the end of years 0, 1, 2, 3, 4, 5 and 6 are respectively 1, 0.9091, 0.8264, 
0.7513, 0.6830, 0.6209 and 0.5644). 

4. A person is required to pay four equal annual payment of Rs. 4,000 each in his Deposit account 
that pays 10% interest per year. Find out the future value of annuity at the end of 4 years.                                                                                                       This document was created by the trial version of Print2PDF. 
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5. The cash flows of two mutually exclusive projects are as under:
_____________________________________________________________________________

                                   t0                  t1              t2                t3                    t4                 t5              t6          
Project ‘P’ (40,000) 13,000 8,000 14,000 12,000 11,000 15,000
(Rs.)
Project ‘J’ (20,000) 7,000 13,000 12,000 -- -- --
(Rs.)

Required:
(i) Estimate the net present value (NPV) of the Project ‘p’ and ‘J’ using 15% as the hurdle rate.
(ii) Estimate the internal rate of return (IRR) of the project ‘P’ and ‘J’.
(iii) Why there is a conflict in the project choice by using NPV and IRR criterion?
(iv) Which criteria you will use in such a situation?  Estimate the value at that criterion.  Make a 

project choice.

The present value interest factor values at different rates of discount are as under.
Rate of              t0                  t1                  t2                 t3                t4                     t5                t6      
Discount

0.15 1.00 0.8696 0.7561 0.6575 0.5718 0.4972 0.4323
0.18 1.00 0.8475 0.7182 0.6086 0.5158 0.4371 0.3704
0.20 1.00 0.8333 0.6944 0.5787 0.4823 0.4019 0.3349
0.24 1.00 0.8065 0.6504 0.5245 0.4230 0.3411 0.2751
0.26 1.00 0.7937 0.6299 0.4999 0.3968 0.3149 0.2499

6. International Mining Corporation (IMC) is proposing to acquire mining rights for mineral G-15 on 
an initial payment of Rs. 1 crore and royalty at the rate of Rs. 1,000 per tonne of mineral G-15 
actually raised (payable annually). The mine is expected to be exhausted in 5 years of operation 
and the annual raising during this period is estimated by IMC’s geologist as follows :
          
Year   1   2   3   4   5
Expected raising (Tones) 150 450 600 700 300

IMC will have to invest in mining plant and equipment Rs. 30 lakhs which investment is expected 
to fetch a residual value of Rs. 10 lakhs at the end of 5 years. The labour and other raising costs 
are estimated at Rs. 4,000 per tonne. Mineral G-15 will fetch a sales price of Rs. 20,000 per 
tonne (delivery at the mine). Tax Rate: 40%. Dep. St. line Basis. Working Capital required 30 
lakhs at begin, which will be returned at end to 90% of its original value. Required working capital 
is Rs. 30 lacs which will be recovered by 90% at the end of the project.

Prepare a DCF analysis of the mining project at a discount rate 10%.

7. The cash flows of projects C and D are reproduced below:

Cash Flow NPV
Project C0 C1 C2 C3                 at 10%           IRR
C -Rs.10,000 +2,000 +4,000  +12,000           + Rs.4,139         26.5%
D -Rs.10,000      + 10,000 + 3,000 + 3,000                + Rs.3,823             37.5%

(i) Why there is a conflict of rankings?
(ii) Why should you recommend project C in spite of lower internal rate of return ?

Time Period               1 2             3
PVIF0.10, t 0.9090  0.8264               0.7513
PVIF0.14, t       0.8772               0.7695               0.6750
PVIF0.15, t       0.8696               0.7561               0.6575
PVIF0..30, t       0.7692               0.5917               0.4552
PVIF0.40, t      0.7143               0.5102               0.3644This document was created by the trial version of Print2PDF. 
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8. The capital budgeting committee of the board of directors of Khalifa Ltd. is considering the 
acquisition of a unit of equipment costing Rs. 76,000. Shipping & installation costs are estimated 
at an additional Rs. 4,000. The equipment is expected to have a useful life of 5 years with 
salvage, value of Rs. 5,000 at the end of 5 years. Before considering the effect of depre. the 
annual cash flow returns after I. tax from the use of this equipment are estimated at Rs. 20,000.

One member of the committee believes that the equipment now in service of this production can 
be used for another year. A new and improved model is expected in another year that can be 
acquired at a cost of Rs. 91,000. Shipping and installation costs are also estimated at Rs. 4,000, 
& the estimated salvage value at the end of the expected 5-year life is Rs. 5,000. Annual cash 
flow returns after income-tax but before considering the effect of depreciation are estimated at 
Rs. 23,000. The company has set a minimum rate of return objective of 18%. Depreciation is to 
be deducted by the sum of the year’s digits method. The income tax rate is 40%.

Does it appear that the equipment should be purchased now, or should the company wait for a 
year for the new model. Use the net present value method and show computations.

9.  SCL Limited, a highly profitable company is engaged in the manufacture of power intensive 
conductors. As part of its diversification plans, the company proposes to put up a Windmill to 
generate electricity. The details of the scheme are as follows :

(1) Cost of the Windmill Rs. 300 lakhs
(2) Cost of Land Rs.  15 lakhs
(3) Subsidy from State Govt. to be received at the end of first year of installation Rs. 15 lakhs

(4) Cost of electricity will be Rs. 2.25 per unit in year 1. This will increase by Re. 0.25 per unit 
every year till year 7. After that it will increase by Re. 0.50 per unit.

(5) Maintenance cost will be Rs. 4 lakhs in year 1 & the same will increase by Rs. 2 lakhs 
every year.

(6) Estimated life 10 years with cost of capital 15%. Tax rate 40%.

(7) Residual value of Windmill will be nil. However land value will go up to Rs. 60 lakhs, at 
the end of year 10.

(8)      Depreciation will be 100% of the cost of the Windmill in year 1 and it will be allowed for 
tax purposes.

(9) As Windmills are expected to work based on wind velocity, the efficiency is expected to 
be an average 30%. Gross electricity generated at this level will be 25 lakhs units per 
annum. 4% of this electricity generated will be committed free to the State Electricity 
Board as per the agreement.

From the above information you are required to calculate the net present value.

10. Navyug enterprises is considering the introduction of a new product.  Generally, the company’s 
products have a life of about five years, after which they are usually dropped from the range of 
products the company sells.

The new product envisages the purchase of new machinery costing Rs. 4,00,000 including 
freight and installation charges.  The useful life of the equipment is five years, with an estimated 
salvage value of Rs.1,57,500 at the end of that time. The machine will be depreciated for tax 
purposes by reducing balance method at a rate of 15% on the book value.

The new product will be produced in a factory which is already owned by the company.  The 
company built the factory some years ago at Rs. 1,50,000.  The book value on the written down 
value basis is zero. Today the factory has a resale value of Rs. 3,50,000 which should remain 
fairly stable over the next five years. 
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The factory is currently being rented to another company under a lease agreement, which has 
five years to run, and which provides for an annual rental of Rs. 5,000.  Under the lease 
agreement if the lesser wishes to cancel the lease, he can do so by paying the lease 
compensation equal to one year’s rental payment.  This amount is not deductible for income tax 
purposes.

Additions to current assets will require Rs. 22,500 at the commencement of the proposal which, it 
is assumed, is fully recoverable at the end of year 5.  The company will have to spend Rs. 
50,000 in year 1 towards market research.

The net cash inflow from operations before depreciation and income tax are:

Year 1 2 3 4 5
Rs.    2,00,000     2,50,000          3,25,000           3,00,000           1,50,000

It may be assumed that all cash flows are received or paid at the end of each year and that 
income taxes are paid in the year in which the inflow occurred. The company’s tax rate may be 
assumed to be 30% and the company’s required return after tax is 10%. Evaluate the proposal

11. X Ltd. is considering the purchase of a new machine which will carry out some operations at 
present performed by labour. Two alternative models - A and B - are available for the purpose. 
From the following information, prepare a profitability statement using pay Back Period and Pay 
Back Profitability for submission to management :

Machine A Machine B
Estimated life (years)       5       6
Cost of machine (Rs.) 80,000 1,50,000
Estimated additional costs (Rs.( :

Maintenance (per month)     500        750
Indirect materials (p.a.)  2,000     3,000
Supervision (per quarter)  3,000     4,500

Estimated savings in scrap (p.a.) (Rs.)  8,000    12,000
Estimated savings in direct wages per annum:

Employees not required       10           15
Wages per employee (Rs.)  7,200      7,200

Depreciation is calculated using straight line method. Taxation may be taken at 50% of profit (net 
savings).

12. A Co. is setting up a project at cost of Rs. 300 lakhs. It has decided whether to locate the plant in 
a Backward Area (BA). Locating in Backward Area means a cash subsidy of Rs. 15 lakhs from 
the Central Govt. Besides the taxable profits to the extent of 20% is exempt from tax for 10 
years.

The project envisages a borrowing of Rs. 200 lakhs @12% p.a. The borrowings have to be 
repaid in 4 equal annual installments beginning from the end of the 4th year. With the help of 
following information and by using DCF @15% techniques, you are required to calculate the NPV 
of the project :          

Year 1 2 3 4 5 6 7 8 9 10

PBIDT  Rs. (10)  50 80 100 155 195 255 245 280 490 in lakhs

The annual depreciation may be taken at Rs. 30 lakhs. Interest on borrowings may be worked 
out at the respective rates. Average Rate of Tax may be taken as 35%. 

This document was created by the trial version of Print2PDF. 


Once Print2PDF is registered, this message will disappear.


Purchase Print2PDF at http://www.software602.com

http://www.software602.com


Cost Academy                                                                                            Financial Management-55

13. XYZ Ltd. Is planning to introduce a new product with a project life of 8 years. The project is to be 
setup in special Economic Zone (SEZ), Qualifies for one time (at starting) tax free subsidy from 
the Statement Government of Rs. 25,00,000 on Capital Investment. Initial equipment cost will be 
Rs. 1.75 crores. Additional equipment cost Rs. 12,50,000 will be purchased at the end of the 
third year from the cash inflow of this year. At the end of 8 years, the original equipment will have 
no resale value, but additional equipment can be sold for Rs. 1,25,000.  A working Capital of Rs. 
20,00,000 will be needed and it will be released at the end of eight year. The project will be 
financed with sufficient amount of Equity Capital.

The sales volumes over eight years have been estimated as follows:
Year: 1 2 3 4-5 6-8
Units         72,000      1,08,000        2,60,000      2,70,000         1,80,000

A Sales price of Rs. 120 per unit is expected and variable expenses will amount to 60% of sales 
revenue. Fixed Cash operating costs will amount Rs. 18,00,000 per year. 

The loss of any year will be set off from the profits of subsequent two years. The company is 
subject to 30% tax rate and consider 12% to be an appropriate after tax cost of Capital for this 
project. The company follows straight line method of depreciation.

Calculate the NPV of the project and advise.

14. A theater, with some surplus accommodation, proposes to extend its catering facilities to provide 
light meals to its patrons. The management is prepared to make the initial funds available to 
cover the capital costs. It requires that these be repaid over a period of five years at a rate of 
interest of 14% per annum.

The capital costs are estimated at Rs. 60,000 for equipment that will have a life of 5 years and no 
residual value. Running costs of staff etc. will be Rs. 20,000 in the first year, increasing by Rs. 
2,000 in each subsequent year. The management proposes to charge Rs. 5,000 per annum for 
electricity and other expenses and wants a nominal Rs. 2,500 per annum to cover any 
unforeseen contingencies. 

Apart from this, the management is not looking for any profit as such from the extension of these 
facilities because it believes that these will enable more tickets to be sold for the cinema shows 
at the theaters. It is proposed that costs should be recovered by setting prices for the food at 
double the direct cost.

It is not expected that the full sales level will be reached until year 3. The proportion of that level 
reached in year 1 and 2 are 35% and 65% respectively.

You are required to calculate the sales that need to be achieved in each of the five years to meet 
the management’s targets. Ignore inflation and taxation.

Only cash outflows are given:

15 A computer is available at a cash purchase price of Rs. 4,40,000.  if taken on hire, the charges 
would be Rs. 15,400 per month for a minimum period of 36 months, and thereafter the rate would 
be reduced to Rs. 7,500 per month.  The rentals fall due for payment at the end of each month.

A company, planning to acquire the above computer, wants advice whether it would be more 
economical to purchase the machine or take it on hire.  What would be your advice if the cost of 
the capital is to be taken as 10% p.a.  the present values of Re.1 and Re. 1/12 paid monthly at 
the end of n years both at 10% are as follows:
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After year (n)       present value of Re. 1/12 present
Paid monthly value of Re. 1

1 0.950 0.909
2 0.864 0.826
3 0.785 0.751
4 0.714 0.683
5 0.649 0.621
6 0.591 0.564

Replacement of Assets

16. A job which is presently done entirely by manual methods has a labour cost of Rs. 46,000 a year. 
It is proposed to install a machine to do the job which involves an investment of Rs. 80,000 and 
an annual operating cost of Rs. 10,000. Assume the machine can be written off in 5 years on 
straight-line depreciation basis for tax purposes. Salvage value at the end of its economic life is 
zero. The tax rate is 35%. Analyse the economic implications of the proposal by the Rate of 
Return Method. Also calculate NPV at 10%.

17. A company proposes to replace its old and obsolete machine. Two models of machines are 
available as under:

(i) Automatic machine involving an initial capital outlay of Rs. 5,00,000. The annual operating 
cost of this model is Rs. 1,50,000. Salvage value at the end of its life of 5 years is Rs. 
20,000.

(ii) Semi-Automatic machine involving an initial capital cost of Rs. 3,00,000. The annual 
operating cost is Rs. 2,10,000. Salvage value at the end of its life of 6 years is Rs. 10,000.

The company’s cost of capital is 14%. Which alternatives is to be preferred? Ignore tax.

18. A manufacturing unit engaged in the production of automobile parts, has a ten-year-old plant 
which has been depreciated according to the straight line method. The estimated total life of the 
plant is 20 years. The original cost including installation was Rs. 24 lakhs and the residual after 
20 years is estimated to be Rs. 4 lakhs. The output of the factory per minute is 200 units. 
It is proposed to install a new plant with a purchase price of Rs. 38 lakhs with a part exchange 
provision of Rs. 8 lakhs in respect of the existing plant. The new plant has an estimated life of 15 
years and a residual value of Rs. 4 lakhs. The output of the new plant is 400 unit per minute and 
its installation cost is 2 lakhs. 

The annual cost of the Two plants are to be taken as follows:–

       Existing New
Running hours p. a. 2,500 2,500
Costs Rs. Rs.

Wages 100,000 140,000
Sundry indirect materials 480,000 600,000
Repairs and maintenance 80,000 100,000
Power and Steam 240,000 280,000
Proportion of general fixed costs 60,000 80,000

Will it be advantageous to buy the new plant or not? Substantiate you answer with the help of 
comparative unit cost with both the plants. Assume interest for capital as 10%. Make other 
relevant assumptions.
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19. Beta Company Ltd. Is considering replacement of its existing machine by a new machine, which 
is expected to cost Rs. 2,64,000.  The new machine will have a life of five years and will yield 
annual cash revenues of Rs. 5,68,750 and incur annual cash expenses of Rs. 2,95,750.  the 
estimated salvage value of the new machine is Rs. 18,200.  The existing machine has a book 
value of Rs. 91,000 and can be sold for Rs. 45,500 today.

The existing machine has a remaining useful life of five years.  The cash revenues will be Rs. 
4,55,000 and associated cash expenses will be Rs. 3,18,500.  The existing machine will have a 
salvage value of Rs. 4,550 at the end of five years.

The Beta Company is in 35% tax-bracket, and written off depreciation at 25% on written–down 
value method.

The Beta Company has a target debt to net worth ratio of 15%.  The Company in the past has 
raised debt at 11% and it can raise fresh debt at 10.5%.

Beta Company plans to follow dividend discount model to estimate the cost of equity capital.  
The company plans to pay a dividend of Rs. 2 per share in the next year.  The current market 
price of Company’s equity share is Rs. 20 per equity share.  The dividend per equity share of the 
company is expected to grow at 8% p.a.

Required:
(i) Compute the incremental cash flows of the replacement decision.
(ii) Compute the weighted average cost of Capital of the company.

(iii) Find out the net present value of the replacement decision.
(iv) Estimate the discounted payback period of the replacement decision.

(v) Should the Company replace the existing machine? Advise.                          

20. BS ELECTRONICS is considering a proposal to replace one of its machines. In this connection, 
the following information is available:

The existing machine was bought 3 years ago for Rs. 10 lakhs, It was depreciated at 25% p.a., 
on reducing balance basis. It has remaining life of 5 years, but its maintenance cost is expected 
to increase by Rs. 50,000 p.a. from the 6th year of its installation. Its present realizable value is 
Rs. 6 lakhs.

The new machine costs Rs. 15 lakhs and is subject to the same rate of depreciation. On sale 
after 5 years, it is expected to net Rs. 9 lakhs. With the new machine, operating costs (excluding 
depreciation) are expected to decrease by Rs. 1 lakh p.a. 

In addition, the speed of the new machine would increase productivity on account of which net 
revenues would increase by Rs. 1.5 lakhs p.a.  The tax rate applicable is 40% and the cost of 
capital 10%.

Is the proposal financially viable? Please advise the firm on the basis of Net Present Value of the 
proposal.

21. MNP Ltd. is thinking of replacing its existing machine by a new machine, which would cost Rs. 60 
lakhs. The company’s current production is 80,000 units, and is expected to increase to 1,00,000 
units, if the new machine is bought.  The selling price of the product would remain unchanged at 
Rs. 200 per unit.  The following is the cost of producing one unit of product using both the 
existing and new machine.
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                                                                      Existing                   New               Unit cost 
                                                                       Machine              Machine             Difference
                                                                 (80,000 units)       (1,00,000 units) Rs.

Materials 75.0 63.75
Wages & salaries 51.25 37.50 (11.25)
Supervision 20.0 25.0 5.0
Repairs & maintenance 11.25 7.50 (3.75)
Power & Fuel 15.50 14.25 (1.25)
Depreciation 0.25 5.0 4.75
Allocated corporate overheads ____10.0 ____12.5 _____2.5

__183.25 __165.50 __17.75

The existing machine has an accounting book value of Rs. 1,00,000, and it has been fully 
depreciated for tax purpose.  It is estimated that machine will be useful for 5 years.  The supplier 
of the new machine has offered to accept the old machine for Rs. 2,50,000.  

However, the market price of old machine today is Rs. 1,50,000 & it is expected to be Rs. 35,000 
after 5 year.  The new machine has a life of 5 years & a salvage value of Rs. 2,50,000 at the end 
of its economic life.  Assume corporate income-tax rate at 40%, & depreciation is charged on 
straight-line basis for income-tax purposes.  Further assume that book profit is treated as 
ordinary income for tax purpose.  The opportunity cost of capital of the company is 15%.

Required:
(i) Estimate net present value of the replacement decision.
(ii) Estimate the internal rate of return of the replacement decision.

(iii) Should company go ahead with the replacement decision? Suggest.   

Missing Figure Problem

22. Following are the data on a capital project being evaluated by the management of X Ltd. :

Project M
Annual cost saving Rs. 40,000
Useful life 4 years
I. R. R. 15%
Profitability Index (PI) 1.064
NPV ?
Cost of capital ?
Cost of project ?
Payback ?
Salvage value 0

Find the missing values considering the following table of discount factor only:
Discount factor 15% 14% 13% 12%

1 year 0.869 0.877 0.885 0.893
2 years 0.756 0.769 0.783 0.797
3 years 0.658 0.675 0.693 0.712
4 years 0.572 0.592 0.613 0.636
Total 2.855 2.913 2.974 3.038

23. A company operates at a production level of 1,000 units. The contribution is Rs. 60 per unit, 
operating leverage is 6, combined leverage is 24. if tax rate is 30%, what would be its earnings 
after tax?
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