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Question 1


Answer any five of the following:

(i)
Using Taylor’s differential piece system, find the earning of A from the following particulars:


Standard time per piece


12 minutes


Normal rate per hour (in a 8 hours day)
Rs. 20


A Produced




37 units

(ii)
Briefly discuss, how the synergetic effect help in reduction in costs

(iii)
Explain in brief the explicit cost with examples

(iv)
Explain briefly the conditions when supplementary rates are used

(v)
The average annual consumption of material is 18,250 units at a price of Rs. 36.50 per unit. The storage cost is 20% on an average inventory and the cost of placing an order is Rs. 50. How much quantity is to be purchased at a time?

(vi)
Enumerate the various methods of Time booking.                                                            5×2 = 10

Solution

(i)
Standard output per day {(8×60)÷12} = 40 units


Actual output = 37 units


Efficiency percentage {(37÷40)×100} = 92.5%


Under this method lower rate is 83% of the normal piece rate and is applicable if efficiency of worker is below 100%.


Earning rate per unit = 83% of (20÷5*) or 3.32 per unit


Earning = 37×3.32 = Rs. 122.84


* In one hour, production will be = {(60 minutes ÷standard time per piece, i.e. 12 minutes)} 


                                                    = 5 units

(ii)
Two or more products are produced and managed together.


The result of combined effort are higher than sum of the results of individual products. Analysis of synergetic effect is helpful in cost control.

(iii)
Out of pocket cost, involving immediate payment of Cash, Salaries, wages postage and telegram, Printing and Stationery, interest on Loan are some examples of Explicit costs.

(iv)
When the amount of under absorbed and over absorbed overhead is significant or large, because of differences due to wrong estimation, then the cost of product needs to be adjusted by using supplementary rates (under and over absorption/actual overhead) to avoid misleading impression.

(v)
Quantity to be purchased.



( (2×18,250×50)÷(20% of 36.50) = (2,50,000 = 500 units

(vi)
The various methods of time booking are:

(a) Job ticket.

(b) Combined time and job ticket

(c) Daily time sheet

(d) Piece work card

(e) Clock card.

Question 2


A company has three production departments (M1, M2 and A1) and three service department, one of which Engineering service department, servicing the M1 and M2 only. The relevant information are as follows:


                                                               Product X                                Product Y


M1
10 Machine hours
6 Machine hours


M2
4 Machine hours
14 Machine hours


A1
14 Direct Labour hours
18 Direct Labour Hours


The Annual budgeted overhead cost for the year are:








Indirect Wages

Consumable supplies


                                                                   Rs.                                                 Rs.


M1
46,520
12,600


M2
41,340
18,200


A1
16,220
4,200


Stores
8,200
2,800


Engineering Services
5,340
4,200


General Service
7,520
3,200




Rs.


Depreciation on Machinery
39,600


Insurance on Machinery
7,200


Insurance on Building
3,240
(Total building insurance cost for M1 is one 





third of annual premium)


Power
6,480


Light
5,400


Rent
12,675
(The general service deptt. Is located in a 





building owned by the company. It is valued 





at Rs. 6,000 and is charged into cost at 






notional value of 8% per annum. This cost is 





additional to the rent shown above).


The value of issues of materials to the production departments are in the same proportion as shown above for the Consumable supplies.


The following data are also available:








Department                Book value             Area            Effective           Production         Capacity


                                   Machinery              (sq. ft.)           HP                 Direct Labour    Machine


                                          Rs.                                    hours%                    hours               hours



M1
1,20,000
5,000
50
2,00,000
40,000


M2
90,000
6,000
35
1,50,000
50,000


A1
30,000
8,000
05
3,00,000


Stores
12,000
2,000
--


Engg. Service
36,000
2,500
10


General Service
12,000
1,500
--





Required:


(i)
Prepare a overhead analysis sheet, showing the bases of apportionment of overhead to departments.


(ii)
Allocate service department overheads to production department ignoring the apportionment of service department costs among service departments.


(iii)
Calculate suitable overhead absorption rate for the production departments.


(iv)
Calculate the overheads to be absorbed by two products, X and Y.           6+4 +3+2 = 15

Solution

(i)
                                           Summary of Apportionment of Overheads

Items            Basis of                Total                   Production Deptt.                   Service deptt.

                  Apportionment     amount         M1        M2           A1          Store        Engineering   General 

                                                                                                            Service      Service          Service

Indirect
Allocation
1,25,140
46,520
41,340
16,220
8,200
5,340
7,520

Wages
given


Consumable

Stores
allocation
45,200
12,600
18,200
4,200
2,800
4,200
3,200


Given

Depreciation
capital value
39,600
15,840
11,800
3,960
1,584
4,752
1,584


Of machine

Insurance of
capital value of
7,200
2,880
2,160
720
288
864
288

Machine
machine

Insurance on
1/3 to M1
3,240
1,080
648
864
216
270
162

On building
balance area


Basis

Power
HP hr.%
6,480
3,240
2,268
324
--
648
--

Light
area
5,400
1,080
1,296
1,728
432
540
324

Rent
area
12,675
2,535
3,042
4,056
1,014
1,268
760

Rent of
Direct 8% of
480
--
--
--
--
--
480

General
6,000

Service

_______
_______
______
_______
________
_________
_________

Total

2,45,415
85,775
80,834
32,072
14,534
17,882
14,318

(ii)
                         Allocation of service departments overheads

Service            Basis of                     Production deptt.                               Service deptt.

Deptt.         Apportionment           M1           M2          A1          Store           Engineering         General

                                                                                                Service             service               service

Store
Ratio of 


Consumable value


(126:182:42)
5,232
7,558
1,744
(14,534)
--
--

Engineering
in machine hrs

Service
ratio of M1 &


M2 (4:5)
7,948
9,934
--
--
(17,882)
--

General

Service
LHR basis


20:15:30
4,406
3,304
6,608
--
--
(14,318)

Production

Department

Allocated in (i)
85,775
80,834
32,072

Total
2,45,415
1,03,361
1,01,630
40,424

(iii)                                                Overhead Absorption rate


                                                                                    M1                         M2                  A1


Total overhead allocated
1,03,361
1,01,630
40,424


Machine hours
40,000
50,000
--


Labour hours
--
--
3,00,000


Rate per MHR
2.584
2.033
--


Rate per Direct labour
--
--
0.135

(iv)
                         Statement showing overhead absorption for Product X and Y


Machine                Absorption                              Product X                            Product Y


Deptt.                          Rate            Hours                      Rs.           Hours                        Rs.


M1
2.584
10
25.84
6
15.50


M2
2.033
4
8.13
14
28.46


A1
0.135
14
__1.89
18
__2.43




35.87

46.39

Question 3

(a)
AKP Builders Ltd. commenced a contract on April 1, 2005. The total contract was for Rs. 5,00,000. Actual expenditure for the period April 1, 2005 to March 31, 2006 and estimated expenditure for April 1, 2006 to December 31, 2006 are given below:









2005-06


2006-07









(Actual)

(9 months Estimated)









     Rs.



     Rs.


Material Issued
90,000
85,750


Labour: Paid
75,000
87,325


Outstanding at the end
6,250
8,300



Plant
25,000
--


Sundry Expenses: Paid
7,250
6,875


Prepaid at the end
625
--


Establishment charges
14,625
--


A part of the material was unsuitable and was sold for Rs. 18,125 (Cost being Rs. 15,000) and a part of plant was scrapped and disposed of for Rs. 2,875. The value of plant at site on 31st March, 2006 was Rs. 7,750 and the value of material at site was Rs. 4,250. Cash received on account to date was Rs. 1,75,000, representing 80% of the work certified. The cost of work uncertified was valued at Rs. 27,375.


The contractor estimated further expenditure that would be incurred in completion of the contract:

· The contract would be completed by 31st December, 2006.

· A further sum of Rs. 31,250 would have to be spent on the plant and the residual value of the plant on the completion of the contract would be Rs. 3,750.

· Establishment charges would cost the same amount per month as in the previous year.

· Rs. 10,800 would be sufficient to provide for contingencies.

Required:

Prepare Contract account and calculate estimated total profit on this contract. Profit transferable to Profit & Loss Account is to be calculated by reducing estimated Profit in proportion of work certified and contract price.                                                                                                           8

(b)
A Company produces two joint products P and Q in 70 : 30 ratio from basic raw materials in department A. The input output ratio of department A is 100 : 85. Product P can be sold at the split of stage or can be processed further at department B and sold as product AR. The input output ratio is 100 : 90 of department B. The department B is created to process product A only and to make it product AR.


The selling prices per kg. are as under:


Product P Rs. 85


Product Q Rs. 290


Product AR Rs. 115


The production will be taken up in the next month.


Raw Materials 8,00,000 kgs.


Purchase price Rs. 80 per kg.


Monthly expenses:










Dept. A

Dept. B










Rs. in lakhs

Rs. in lakhs




Direct Materials
35.00
5.00


Direct Labour
30.00
9.00


Variable overheads
45.00
18.00


Fixed overheads
_40.00
_32.00

Total
150.00
64.00


Selling Expenses:




Rs. in lakhs


Product P
24.60


Product Q
21.60


Product AR
16.80

(i) Prepare a statement showing the apportionment of joint costs.

(ii) Statement weather it is advisable to produce product AR or not.                                      8

Solution

(a)
                                      AKP Builders Ltd. contract Account (2005-2006)


         Particulars                                       Rs.                Particulars                                       Rs.



To
Material issued

90,000
By
Material (sold)

18,125


To
Labour
75,000

By
Plant (sold)

2,875



Add: outstanding
__6,250
81,250
By
Plant at site

7,750


To 
plant

25,000
By
Material at site

4,250


To 
Sundry Expenditure
7,250



Less: pre-paid
__625
6,625


To 
Establishment Charges

14,625
By
Balance c/d

1,87,625


To 
P & L A/c




(profit on sale of material)

__3,125



________





2,20,625



2,20,625


To
Balance b/d

1,87,625
By
WIP certified

2,18,750


To
Balanced c/d

___58,500

uncertified

___27,375




2,46,125



2,46,125


To
P & L A/c

29,690.55


To
WIP

28,539.45
By
Balance

___58,500





___58,500



__58,500

* Profit to Profit & Loss A/c = {Estimated profit × (Work certified÷ Contract price)}


                                            = {68,481.25× (2,18,750÷5,00,000)} = Rs. 29,960.55


                                    Memorandum Contracts Account (9 months)





   Particulars
Rs.
Rs.

Particulars
Rs.


To
Material



(90,000+3,125-18,125)
75,000

By
Contractee’s A/c
5,00,000



Add: New addition
85,750
1,60,750


To
Plant (25,000-2,875)
22,125



Add: New
31,250



Less: closing
(-) 3,750
49,625


To
Establishment charges
14,625



Add: for nine months



{(14,625÷12)×9}
10,968.75
25,593.75


To
Sundry expenditure
6,625



Add: New
6,875



Previous prepaid
___625
14,125.00


To 
Labour
81,250



Add: (87325-6,250)
81,075



Outstanding
__8,300
1,70,625


To 
Reserve for contingencies

10,800


To 
Estimated profit

68,481.25


__________





___5,00,000


___5,00,000
(b)
Input in Deptt. ‘A’ 80,000 kgs.


Yield 85%


Therefore output = 85% of 8,00,000 = 6,80,000 kgs.


Ratio of output for P and Q = 70 : 30


Product of P = 70% of 6,80,000 = 4,76,000 kgs.


Product of Q = 30% of 6,80,000 = 2,04,000 kgs.


                                Statement showing apportionment of Joint cost




                                                                                 P                           Q                    Total


Product Kgs.
4,76,000
2,04,000


Selling price per kg.
Rs. 85.00
290.00




Rs. Lakhs
Rs. Lakhs
Rs. Lakhs


Sales
404.60
591.60
996.20


Less: Selling expenses
__24.60
__21.60
__46.20

Net Sales
_380
__570
_950

Ratio
40%
60%
100%



Rs. In lakhs


Raw materials (8,00,000 kgs. ×Rs. 80)
640


Process cost of department ‘A’
__150


__790

Apportionment of Joint Cost


(In the ratio of Net Sales i.e. P : Q, 40% : 60%)


joint cost of ‘P’ = Rs. 316 lakhs


Joint cost of ‘Q’ = Rs. 474 lakhs


Statement showing the profitability of further processing of product ‘P’ and converted 

                                                                into product ‘AR’

Product ‘AR’

Output = 90% of 4,76,000 kgs. = 4,28,400 kgs.
Rs. In lakhs

Joint costs
316.00

Cost of department B
64.00

Selling expenses
_16.80



396.80

Sales value (Rs. 115×4,28,400)
492.66
Profit (492.66-396.80)
__95.86
If ‘P’ is not processed profitability is as under:



Rs. In lakhs

Sales
380.00

Less: joint expenses
316.00

Profit
__64.00
Further processing of product ‘P’ and converting into product ‘AR’ is beneficial to the company because the profit increaser by Rs. 31.86 lakhs (95.86-64.00).

Question 4


Answer any three of the following:

(i) Discuss the treatment of spoilage and defectives.

(ii) What items are generally included in good uniform costing manual?

(iii) “Operation costing is defined as refinement of Process costing.” Explain it.

(iv) Enumerate the factors which cause difference in profits as shown in Financial Accounts and Cost Accounts.                                                                                                            3×3 = 9

Solution

(i)
Treatment of spoilage and defectives:


Spoilage:


Normal spoilage are included in cost either by charging the loss to the production over or charging it to production overhead. The cost of abnormal spoilage is charged to costing profit and loss account.

Defective:

Normal defectives can be recovered
: Charged to good production




: charged to general overhead




: charged to department.

If defectives are abnormal and are due to causes beyond the control of organization then they should be charged to profit & Loss account.

(ii)
Uniform costing manual includes essential information and instructions to implement accounting procedures.

(a) Introduction: It includes objects and scope of the planning.

(b) Accounting procedure and planning includes rules, and general principle to be followed.

(c) Cost accounting planning includes methods of costing, relation between cost and financial accounts and methods of integration.

(iii)
Operation costing is concerned with the determination of the cost of each operation rather than the process:

· In the industries where process consist of distinct operations, the operation costing method is applied.

· It offers better control and facilitates, the computation of unit operation cost at the end of each operation.

(iv)
Causes of differences:

(a) Items included in financial accounts but not in cost accounts such as:

Interest received on bank deposits, loss/profit on sale of fixed assets and investments, dividend, rent received.


(b)
Items included in cost accounts on notional basis such as rent of owned building, interest on own capital etc.


(c)
Items whose treatment is different in the two  sets of accounts such as inventory valuation.

Question 5


Answer any five of the following:

(i) Define modified internal rate of return method.

(ii) Explain the need of debt-service coverage ratio.

(iii) Explain the term ‘Ploughing back of profits’.

(iv) 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%.

(v) Explain in brief the assumptions of Modigliani-Miller theory.

(vi) 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.                                                                                                                         5×2 = 10

Solution

(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.

(ii)
Debt Service coverage ratio: Lenders are interested in this ratio to judge the firm’s ability to pay off current interest and installments.


Debt service coverage ratio = {Earnings available for debt service ÷{Interest +Installment)}


Where,


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.

(iii)
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.

(iv)
ROE = [ROI +{ROI –r)× D/E}] (1-t)



= [0.20+ {(0.20-0.10)×0.60}] (1-0.40)



= [0.20+0.06]×0.60 = 0.1560


ROE = 15.60%

(v)
Assumptions of Modigliani- Miller Theory


a)
Capital markets are perfect. All information is freely available and there is no transaction cost.


b)
All investors are rational.


c)
No existence of corporate taxes.


d)
Firms can be grouped into “Equivalent risk classes” on the basis of their business risk.

(vi)
FVA = A [{(1+i)n -1}÷i]


           4,000 [{(1+0.10)n -1}÷0.10]


4,000×4.641 = Rs. 18,564


Future value of Annuity at the end of 4 years = Rs. 18,564

Question 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
5,184


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.                                                                                  15


(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.


Required:


Prepare a Cash Flow Statement.

Solution


                                                   Cash flow Statement (31st March, 2006)





(a)
Cash flows from operating activities   


Profit & Loss A/c {3,60,000- (2,88,000+28,800)}

43,200


Adjustments:



Increase in General Reserve
1,44,000



Depreciation
4,20,000        



Provision for Tax
4,08,000



Loss on sale of machine
36,000



Premium on redemption of debenture
14,400



Proposed dividend
1,74,000



Preliminary Exp. w/o
48,000



Fixed assets w/o
12,000
12,56,400


Funds from operation

12,99,600


Increase in Sundry Current Liabilities

48,000


Increase in Current Assets {12,72,000-(11,34,000+28,800)

(1,09,200)


Cash before tax

12,38,400


Tax paid

__4,32,000              


Cash from operating activities

__8,06,400
(b)
Cash from investing activities


Purchases of fixed assets
(10,20,000)


Sale of investment
1,44,000


Sale of Fixed Assets
1,20,000
(7,56,000)

(c)
Cash from financing activities


Issue of share capital
4,80,000


Redemption of debenture
(3,02,400)


Dividend paid
(1,26,000)
__51,600

Net increase in cash & cash equivalents

1,02,000


Opening cash & cash equivalents 

2,10,000


Closing cash

3,12,000


                                                     Fixed Assets Accounts






                Particulars                                       Rs.                           Particulars                     Rs.


To Balance b/d
27,36,000
By Cash
1,20,000


To Purchases (balance)
10,20,000
By Loss on sales
36,000




By Depreciation
4,20,000




By Assets w/o
12,000



__________
By Balance
31,68,000



__37,56,000

37,56,000


                                                        Depreciation Account




              Particulars                                                                   Particulars



Rs.

Rs.


To Fixed Assets (on sales)
84,000
By Balance b/d
11,04,000


To Fixed Assets w/o
48,000
By Profit & Loss A/c
4,20,000


To Balance
13,92,000

_________



15,24,000

15,24,000

Question 7

(a)
The following details of RST Ltd. for the year ended 31st March, 2006 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?



                                                                                                                               1+3+2+2 = 8

(b)
The turnover of PQR Ltd. is Rs. 120 lakhs of which 75% is on credit. The variable cost ratio is 80%. The credit terms are 2/10, net 30. on the current level of sales, the bad debts are 1%. The Company spends Rs. 1,20,000 per annum on administrating its credit sales. The cost includes salaries of staff who handle credit checking, collection etc. These are avoidable costs. The past experience indicates that 60% of the customers avail of the cash discount, the remaining customers pay on an average 60 days after the date of sale.


The Book debts (receivable) of the company are presently being financed in the ratio of 1:1 by a mix of bank borrowings and owned funds which cost per annum 15% and 14% respectively.


A factoring firm has offered to buy the firms receivables. The main elements of such deal structured by the factor are:


i)
Factor reserve, 12%


ii)
Guaranteed payment, 25 days

iii) Interest charges, 15%, and

iv) Commission 4% of the value of receivables.

Assume 360 days in a year.

What advise would you give to PQR Ltd. to continue with the in-house management of receivables or accept the factoring firm’s offer.                                                                             8

Solution

(a) (i)
Financial Leverage


Combined Leverage = Operating Leverage (OL) ×Financial Leverage (FL)


2.8 = 1.4 ×FL


FL = 2


Financial Leverage = 2

  (ii)
P/V ratio and EPS


P/V ratio = {(C×S) ×100}


Operating Leverage = {C ÷(C-F) ×100}


1.4 = {C- (C-2,04,000)}


1.4 (C-2,04,000) = C


1.4C -2,85,600 = C


C = 2,85,600÷0.4


C = 7,14,000


P/V = {(7,14,000÷30,00,000)×100} = 23.8%


Therefore, P/V ratio = 23.8%


EPS = (Profit after tax ÷No. of equity shares)


EBT = Sales –V- FC- Interest



= 30,00,000- 22,86,000- 2,04,000 -2,55,000



= 2,55,000


PAT
= EBT –Tax



= 2,55,000-76,500



= 1,78,500


EPS
= (1,78,500÷1,70,000)



= 1.05

(iii)
Assets turnover


Assets turnover = (Sales ÷Total Assets) 



= (30,00,000÷38,25,000)



= 0.784


0.784 <1.5 means lower than industry turnover.

(iv)
EBT zero means 100% reduction in EBT. Since combined leverage is 2.8, sales have to be dropped by 100/2.8 = 35.71%. Hence new sales will be




30,00,000×(100 -35.71) = 19,28,700


Therefore, at 19,28,700 level of sales, the earnings before tax of the company will be equal to zero.

(b)
In-house decision













Rs.


Cash discount (Rs. 90 lakhs ×0.60×0.02)
1,08,000


Bad debts losses (90,00,000×0.01)
90,000


Administration cost
1,20,000


Cost of funds in receivables*
1,08,750




4,26,750


*Average collection period (10×0.6)+ (60 days×0.40) = 30 days


Average investments in debtors = 90÷12 = 7.5 lakhs


Cost of Bank funds (Rs. 7.5× ½ 0.15)
56,250


Cost of owned funds (Rs. 7.5× ½ ×0.14)
52,500




1,08,750


Offer Alternative


Factoring commission (Rs. 90 lakhs×0.4)
3,60,000


Interest charges 0.88(90 lakhs -3,60,000)


= {76,03,200×0.15×(25÷360)}
79,200


Cost of owned funds invested in receivables


= {(90,00,000-76,03,200) ×0.14×(25÷360)}
13,580




4,52,780


Decision: PQR should not go for the factoring alternative as the cost of factoring is more.


Cost of in-house decision
4,26,750


Cost of Factoring firm
4,52,780


Net loss
(26,030)

Question 8


Answer any three of the following:

(i) Differentiate between Business risk and Financial risk

(ii) Diagrammatically present the DU PONT CHART to calculate return on equity.

(iii) What are the main responsibilities of a Chief Financial Officer of an organization?

(iv) Explain in brief the features of Commercial paper.                                                        3×3 = 9

Solution

(i)
Business Risk & Financial Risk:


Business risk refers to the risk associated with the firm’s operations. It is uncertainty about the future operating income, i.e. how well can the operating income be predicated? It can be measured by standard deviation of basic earning power ratio.

Whereas, Financial risk refers to the additional risk placed on firm’s shareholders as a result of debt use in financing. Companies that issue more debt instruments would have higher financial risk than companies financed mostly by equity. Financial risk can be measured by ratios such as firm’s financial leverage multiplier, total debt to assets ratio etc.

(ii)
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)











                                                                          Du Pont Chart

(iii)
Responsibilities of Chief Financial Officer (CFO)


The chief financial officer of an organization plays an important role in the company’s goals, policies, and financial success. His main responsibilities include:


(a)
Financial analysis and planning: Determining the proper amount of funds to be employed in the firm.


(b)
Investment decisions: Efficient allocation of funds to specific assets.


(c)
Financial and capital structure decisions: Raising funds on favourable terms as possible, i.e., determining the composition of liabilities.


(d)
Management of financial resources (such as working capital)


(e)
Risk Management: Protecting assets.

(iv)
Features of commercial paper (CP):


A commercial paper is an unsecured money market instrument issued in the form of a promissory note. Since the CP represents an unsecured borrowing in the money market, the regulation of CP comes under the purview of the Reserve Bank of India which issued guidelines in 1990 on the basis of the recommendations of the vaghul working group. These guidelines were aimed at:


i)
Enabling the highly rated corporate borrowers to diversify their sources of short term borrowings, and


ii)
To provide and additional instrument to the short term investors.


It can be issued for maturities between 7 days and a maximum up to one year from the date of issue. These can be issued in denominations of Rs. 5 lakhs or multiplies therefore. All eligible issuers are required to get the credit rating from credit rating agencies.

PCC November 2007

Cost Accounting & Financial Management

All questions are compulsory.

1.
Answer any five of the following:

i) Discuss briefly the relevant costs with examples.

ii) Calculate total passenger kilometers from the following information:

Number of buses 6, number of days operating in a month 25, trips made by each bus per day 8, distance covered 20 Kilometers (one side), capacity of bus 40 passengers, normally 80% of capacity utilization.

iii) Explain the importance of an Escalation Clause in contract Cost.

iv)
Calculate Efficiency and Capacity ratio from the following figures:



Budgeted production
80
units



Actual production
60
units



Standard time per unit
8
hours



Actual hours worked
500

v)
Explain Blanket overhead rate.

vi) Explain the cost accounting treatment of unsuccessful Research and Development cost.

                                                                                                                                     (5(2)

Solution

(i)
Relevant costs are those expected future cost which are essential but differ for alternative course or action.


(a)
Historical cost or Sunk Costs are irrelevant as they do not play any role in the decision making process.


(b)
Variable costs which will not differ under various alternatives are irrelevant.

(ii)
Calculation of passenger kilometers:


6(25(8(2(20(40(80% = 15,36,000 passenger Kms

(iii)
During the execution of a contract, the prices of materials, or labour etc. may rise beyond a certain limit. In such a case the contract price will be increased by an agreed amount. Inclusion of such a clause in a contract deed is called an escalation clause.

(iv)
Efficiency Ratio = {(Actual output in terms of Standard hours ( Actual hour worked)(100}


Or, (480(500)(100 = 96%


Capacity Ratio = {(Actual hours worked(Budgeted hours) (100}


Or, {(500(640)(100} =78.12%

(v)
Blanket Overhead rate refers to the computation of one single overhead rate for the entire factory. This is also known as plant-wise or the single overhead rate for the entire factory. It is determined as follows:


Blanket Overhead rate = 


It is useful in companies producing the main product in continue process, e.g. chemical plant, glass plant etc.

(vi)
Cost of unsuccessful research is treated as factory overhead, provided the expenditure is normal and is provided in the budget. If it is not budgeted, it is written off to the profit and loss account. if the research is extended for long time, some failure cost is spread over to successful research.

_________

2.
KPR Ltd. Operates a system of Standard costing in respect of one of its products which is manufactured within a single cost center. The Standard Cost Card of a product is an under:




Standard                                                                                     Unit Cost (Rs.)




Direct Material
5 kgs @ Rs. 4.20
21.00




Direct labour
3 hours @ Rs. 3
9.00




Factory overhead
Rs. 1.20 per labour hour
_3.60




Total manufacturing cost
33.60


The production schedule for the month of June, 2007 required completion of 40,000 units. However 40,960 units were completed during the month without opening and closing Work-in-progress inventories.


Purchases during the month of June, 2007, 2,25,000 kgs of material at the rate of Rs. 4.50 per kg. Production and sales records for the month showed the following actual results:




Material used 2,05,600 kgs.




Direct labour 1,21,200 hours; cost incurred
Rs. 3,87,840




Total factory overhead cost incurred
Rs. 1,00,000




Sales
40,000 units


Selling price to be so fixed as to allow a mark-up of 20% on selling price.


Required:

(i) Calculate material variances based on consumption of material.

(ii) Calculate labour variances and the total variance for factory overhead.

(iii) Prepare Income statement for June 2007 showing actual gross margin.

(iv) An incentive scheme is in operation in the company whereby employees are paid a bonus of 50% of direct labour hour saved at standard direct labour hour rate. Calculate the Bonus amount.

Solution

(i)
Material Variances:


(a)
Direct Material Cost variance
= Standard cost – Actual cost




= 40,960(21 -2,05,600(4.50




= 8,60,160- 9,25,200




= 65,040 (A)


(b)
Material price variance
= AQ (SP- AP)




= 2,05,600 (4.20-4.50)




= 61,680 (A)


(c)
Material usages variance
= SP (SQ-AQ)




= 4.20 (40,960(5 -2,05,600)




= 3,360 (A)

(ii)
Labour variances and overhead variances:


(a)
Labour cost variance
= Standard cost- Actual cost




= 40,960(9- 3,87,840




= 19,200 (A)


(b)
Labour rate variance
= AH (SR- AR)



1,21,200 (3-3.20)
= 24,240 (A)


(c)
Labour efficiency variance
= SR (SH- AH)




= 3 (40,960(3- 1,21,200)




= 5,040 (F)


(d)
Total factory overhead Variance
= Factory overhead absorbed- Factory overhead 




                                                                Incurred




= 40,960(3(1.20 -1,00,000




= 47,456 (F)

(iii)
                               Preparation of income statement


                                                                                                                      Rs.


Calculation of unit selling price



Direct Material
21.00


Direct Labour
9.00


Factory Overhead
__3.60


Factory Cost
33.60


Margin 25% on factory cost
___8.40

Selling Price
42.00


                                                     Income Statement


















Rs.


Sales 40,000 units(42

16,80,000


Less:
Standard cost of goods sold 40,000(33.60

13,44,000





3,36,000


Less:
Variances adverse



Material price variance
61,680


Material quantity variance
3,360


Labour rate variance
__24,240
___89,280




2,46,720


Add:
Favourable variance


Labour efficiency variance
5,040


Factory overhead
47,456
__52,496

Actual gross margin

2,99,216

(iv)
Labour hour saved
                                                                                                Rs.



Standard labour hours 40,960(3

1,22,880


Actual labour hour worked

1,21,200

Labour hour saved

__1,680

Bonus for saved labour = 0.50(1,680(3) = 2,520

__________

3. (a)
ABC Ltd. Manufactures a product ‘ZX’ by using the process namely RT. For the month of May 2007, the following data’s are available:                                                          2+5+1 =8





Process RT




Material introduced (units)
16,000




Transfer to next process (units)
14,400




Work in process:




At the beginning of the month (units) (4/5 completed)
4,000




At the end of the month (2/3 completed) (units)
3,000




Cost records:




Work in process at the beginning of the month




Materials
Rs. 30,000




Conversion cost
Rs. 29,200




Cost during the month: materials
Rs. 1,20,000




Conversion cost
Rs. 1,60,800



Normal spoiled units are 10% of goods finished output transferred to next process.


Defects in these units are identified in their finished state. Materials for the product is put in the process at the beginning of the cycle of operations, whereas labour and other indirect cost flow evenly over the year. It has no realizable value for spoiled units.


Required:

1. Statement of equivalent production (Average cost method);

2. Statement of cost and distribution of cost;

3. Process accounts.

(b)
A machine shop cost center contains three machines of equal capacities. Three operators are employed on each machine, payable Rs. 20 per hour each. The factory works for forty-eight hours in a week, which includes 4 hours setup time. The work is jointly done by operators. The operators are paid fully for the forty-eight hours. In additions they are paid a bonus of 10% of productive time. Costs are reported for this company on the basis of thirteen four-weekly periods.


The company for the purpose of computing machine hour rate includes the direct wages of the operator and also recoups the factory overheads allocated to the machines. The following details of factory overheads applicable to the cost center are available:

· Depreciation 10% p.a. on original cost of the machine. Original cost of the each machine is Rs. 52,000.

· Maintenance and repairs per week per machine is Rs. 60.

· Consumable stores per week per machine are Rs. 75.

· Power: 20 units per hour per machine at the rate of 80 paise per unit.

· Apportionment to the cost center: Rent per annum Rs. 5,400, Heat and Light per annum Rs. 9,720 and foreman’s salary per annum Rs. 12,960.

Required:

i) Calculate the cost of running one machine for a four week period.

ii) Calculate machine hour rate.                                                                          7+1 = 8

Solution

(a)
                              Statement of equivalent production of process RT
Input            Details                             output                               Equivalent Production

Units                                                    units     

                                                                                 Material                      %                 Conversion cost     

                                                                                   % units                                                   units

4,000
Opening WIP


16,000
Introduced completed
14,400
14,400
100%
14,400
100%


& transfer to next


Normal spoilage
1,440
1,440
100%
1,440
100%


Abnormal Spoilage
1,160
1,160
100%
1,160
100%

______
Closing WIP
3,000
__3,000
100%
__2,000
66.67%


20,000

20,000
20,000

19,000

                                                     Statement showing cost of each element


                                                    Opening              Cost in              Total        Equivalent        Cost 

                                                                                         Process                                  Units         per unit


                                                        Rs.                    Rs.                    Rs.


Materials
30,000
1,20,000
1,50,000
20,000
7.50


Conversion cost
29,200
1,60,800
1,90,000
19,000
10.00


                                                Statement of apportionment of cost


Units completed
Material
14,400
7.50



Conversion cost
14,400
10.00
2,52,000



Normal spoilage (10%)


Closing stock
Material
3,000
7.50



Conversion cost
2,000
10.00
42,500


Abnormal Stock
Material
1,160
7.50



Conversion cost
1,160
10.00
20,300


                                                         Process Account






                                                                   Rs.                                                                     Rs.


To
Opening WIP
59,200
By
Profit & Loss A/c (Abnormal)
20,300


To
Material
1,20,000
By
Transfer to next process
2,77,200


To
Conversion Cost
1,60,800
By
Closing WIP
__42,500



3,40,000


3,40,000
(b)
          computation of cost of running one machine for a four week period


                                                                                                                                Rs.


                                                                                                                    Per annum


Standing charges
5,400


Rent
9,720


Heat & Light
12,960


28,080


                                                                                                                               Rs.


Total expenses for one machine for four week period = {(28,080(4)((3(13)}
2,880


Wages: Hour per week = 48 and hours for 4 weeks = 48(4 = 192


                  Wages 192(20
3,840


Bonus (192-16) = 176(20(0.10
___352

(i)
Total Standing charges
7,072


Machine Expenses:




Rs.

Depreciation = {52,000(10%( (4(13)}
1,600


Repairs and Maintenance = (60(4)
240


Consumable stores (75(4)
300


Power (192- 16) = 176(20(0.80
2,816


(ii)
Total machine expenses
4,956


Total Expenses (i) + (ii)
12,028


Machine hour rate = (12,028(176) = 68.34  

________________

4.
Answer any three of the following:

i) Explain essential pre-requisites for integrated accounts.

ii) Explain, why the Last in First Out (LIFO) has an edge over First in First Out (FIFO) or any other method of pricing material issues.

iii) Enumerate the remedial steps to be taken to minimize the labour turnover.

iv) A company produces single product which sells for Rs. 20 per unit. Variable cost is Rs. 15 per unit and Fixed overhead for the year is Rs. 6,30,000.

Required:

(a)
Calculate sales value needed to earn a profit of 10% on sales.

(b)
Calculate sales price per unit to bring BEP down to 1,20,000 units.

(c)
Calculate margin of safety sales if profit is Rs. 60,000.

Solution

(i)
Essential pre-requisites for integrated accounts:


(a)
The management’s decision about the extent of integration of two sets of books.


(b)
A suitable coding system must be made available so as to serve the accounting purposes of financial and cost accounts.


(c)
An agreed routine, with regard to the treatment of provision for accruals, prepaid expenses, other adjustment necessary for preparation of interim accounts.


(d)
Perfect coordination should exist between the staff responsible for the financial and cost accounts and an efficient processing of accounting document should be ensured.

(ii)
LIFO has following advantages:


(a)
The cost of the material issued will be reflecting the current market price.


(b)
The use of the method during the period of rising prices does not reflect undue high profit in the income statement.


(c)
In the case of falling price, profit tend to rise due to lower material cost, yet the finished goods appear to be more competitive and are at market price.


(d)
During the period of inflation, LIFO will tend to show the current profit.

(iii)
The following steps are useful for minimizing labour turnover:


(a)
Exit interview: An interview be arranged with each outgoing employee to ascertain the reasons of his leaving the organization.


(b)
Job analysis and evaluation: to ascertain the requirement of each job.


(c)
Organisation should make use of a scientific system of recruitment, placement and promotion for employees.


(d)
Organisation should create healthy atmosphere, providing education, medical and housing facilities for workers.


(e)
Committee for setting workers grievances.

(iv)
(a)
suppose sales units are x then



S = V+F+P



S = Sales


V = Variable cost



F = Fixed Cost



P = Profit



20X = 15X +6,30,000+ 2X



20X – 17X = 6,30,000



(X = 6,30,000(3 = 2,10,000 units



Sales value = 2,10,000(20 = Rs. 42,00,000


(b)
Sales price to down BEP 1,20,000 units



S = V+ (F(New BEP)



(S = {15+ (6,30,000(1,20,000)} = Rs. 20.25


(c)
MS sales = Profit ( P/V ratio 



(60,000(P/V, 



where P/V = C(S (100



({(60,000(25)(100} = 2,40,000



Or, 5(20(100 = 25%

____________

5.
Answer any five of the following:

i) Explain the concept of leveraged lease.

ii) Discuss the features of deep discount bonds.

iii) What is optimum Capital structure? Explain.                                                            

iv) A firm has Sales of Rs. 40 lakhs; Variable cost of Rs. 25 lakhs; Fixed Costs of Rs. 6 lakhs; 10% debts of Rs. 30 lakhs; and Equity Capital of Rs. 45 lakhs.                                5(2



Required:


Calculate operating and financial leverage.


v)
The demand for a certain product is random. It has been estimated that the monthly demand of the product has a normal distribution with a mean of 390 units. The unit price of product is Rs. 25. ordering cost is Rs. 40 per order and inventory carrying cost is estimated to be 35% per year.


Required:


Calculate Economic Order Quantity (EOQ).

v) Explain the concept of Indian depository receipts.

Solution

(i)
Concept of Leveraged Lease: Leveraged lease involves lesser, lessee and financier. In leveraged lease, the lesser makes a substantial borrowing, even up to 80% of the assets purchase price. He provides remaining amount- about 20% or so-as equity to become the owner. The lesser claims all tax benefits related to the ownership of the assets. Lenders, generally large financial institutions, provide loans on a non-recourse basis to the lesser. Their debt served exclusively out of the lease proceeds. To secure the loan provided by the lenders, the lessor also agrees to give them a mortgage on the assets. Leveraged lease are called so because the high non-recourse debt creates a high degree of leverage.

(ii)
Features of Deep discount Bonds: Deep discount bonds are form of zero interest bonds. These bonds are sold at discounted value and on maturity; face value is paid to the investors. In such bonds, there is no interest payout during the lock-in period. IDBI was the first to issue deep discount bonds in India in January 1993. The bond of a face value of Rs. 1 lakh was sold for Rs. 2,700 with a maturity period of 25 years.

(iii)
Optimum Capital Structure: Optimum capital structure deals with the issue of right mix of debt and equity in the long-term capital structure of a firm. According to this, if a company takes on debt, the value of the firm increases up to a certain point. Beyond that value of the firm will start to decrease. If the company is unable to pay the debt within the specified period then it will affect the goodwill of the company in the market. Therefore, company should select its appropriate capital structure with due consideration of all factors.

(iv)
Calculation of operating and Financial Leverage





                                                                                                            Rs.


Sales

40,00,000


Less:
Variable cost
25,00,000


Contribution (C)
15,00,000


Less:
Fixed Cost
6,00,000


EBIT

9,00,000


Less:
Interest
3,00,000


EBT

6,00,000


Operating leverage = C (EBIT = 15,00,000(9,00,000 = 1.67


Financial leverage = EBIT (EBT = 9,00,000(6,00,000 = 1.50

(v)
Calculation of Economic Order Quantity (EOQ)


The mean of monthly demand = 390 units, Annual demand (A) = 390(12 = 4,680 units


Ordering cost (O) = Rs. 40 per order, Cost per unit = Rs. 25.


Inventory carrying cost of one unit (CC) = Rs. 25(35% = Rs. 8.75


EOQ = 
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= 206.85 or 207 units

(vi)
Concept of Indian Depository Receipts: The concept of the depository receipt mechanism which is used to raise funds in foreign currency has been applied in the Indian capital market through the issue of Indian depository receipts (IDRs). Foreign companies can issue IDRs to raise funds from Indian market on the same lines as an Indian company uses ADRs /GDRs to raise foreign capital. The IDRs are listed and traded in India in the same way as other Indian securities are traded.

____________

6.
The Balance Sheet of X Ltd. As on 31st March 2007 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 2007, payment would be made on March 31, 2008.

(iv)
In March 2008, a dividend of 7% on equity capital would be paid.

(v) Rs. 5,50,000, 11% Debentures would be issued on 1st April, 2007.

(vi) Rs. 30,00,000, Equity shares would be issued on 31st March 2008.

(vii) Creditors would be 25% of materials consumed.

(viii) Debtors would be 10% of sales.

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

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


Required:

i) Prepare the projected Balance Sheet as on 31st March 2008.

ii) Prepare projected Cash Flow Statement in accordance with AS-3.

Solution

(i)
Calculation of sales


Fixed assets Rs. (1,62,50,000+ 30,00,000) = 1,92,50,000



                     Sales = 1,92,50,000(1.4 = 1,37,50,000


Cost of goods sold
= 1,37,50,000(0.90
=
1,23,75,000


Material
= 1,37,50,000(0.40
=
55,00,000


Depreciation
= 1,37,50,000(0.50
=
6,87,500


Net profit
= 1,37,50,000(0.10
=
13,75,000


Calculation of Net Fixed Assets


                                                                                                                       Rs.


Opening balance

1,62,50,000


Add: Purchases

_30,00,000





1,92,50,000


Less: Accumulated Depreciation
52,00,000


Additional Depreciation
__6,87,500
58,87,500

Closing balance of fixed assets

1,33,62,500


Calculation of Closing stock


Average stock = cost of goods sold (Stock turnover ratio


                        = 1,23,75,000(6


                        = 20,62,500


Average stock = {(Opening stock +Closing stock)(2}


20,62,500        = {(19,50,000+ Closing stock) (2} 


Closing stock = 41,25,000 -19,50,000 = 21,75,000


Calculation of Debtors = 1,37,50,000(0.10 = 13,75,000


Calculation of Creditors = 55,00,000(0.25 = 13,75,000


Calculation of interest and Provision for Taxation


Net profit
13,75,000


Less: Interest (19,50,000(10%)
__2,55,500

                       (5,50,000(11%)
11,19,500


Less: Taxes
__3,35,850

Net profit available for dividend
7,83,650


Less: Preference Share dividend
2,60,000


Less: Equity dividend @7%
4,20,000


Transfer to reserves and surplus
1,03,650


Reserves & Surplus


Opening balance
14,00,000


Add: Current balance
__1,03,650


15,03,650


                                               Projected Cash Flow Statement


(i)
Cash flow from Operating Activities



Profit after taxation
7,83,650



Depreciation added back
6,87,500



14,71,150



Add: increase in Current liabilities and decrease in Current assets



Provision for taxation
3,35,850



Debtors (26,00,000- 13,75,000)
12,25,000



Less: Increase in current assets and decrease in current liabilities



Stock (21,75,000-19,50,000)
(2,25,000)



Creditors (13,75,000-32,50,000)
(18,75,000)
(21,00,000)



Net Cash from Operating Activities

9,32,000


(ii)
Cash flow from investing Activities



Issue of Debenture
5,50,000



Issue of equity share capital
30,00,000



Dividend paid
(6,80,000)
28,70,000



Net increase in cash

8,02,000



Opening balance of cash

2,50,000



Closing balance

10,52,000


                                     Projected Balance Sheet as on 31st March, 2008

            Liabilities                                    Rs.                  Assets                                           Rs.



Equity Share capital
9,000
Fixed Assets (at cost)
19,250


8% Preference share capital
3,250
Less: Depreciation 




          written off
5,887.50
13,362.50


Reserves & Surplus
1,503.65
Stock

2,175


10% & 11% Debentures
2,500
Sundry Debtors

1,375


Sundry Creditors
1,375
Cash

1,052


Provision for taxation
__335.85


_______


Total
17,964.50
Total

17,964.50

________

7. (a)
A newly formed company has applied to the commercial Bank for the first time for Financing its working capital requirements. The following information is available about the projections for the current year:





                                                                                       Per unit (Rs.)




Element of Cost:





Raw Material
40





Direct Labour
15





Overhead
__30



Total cost
85




Profit
__15



Sales
100

Other information:


Raw material in stock: average 4 weeks consumption, Work-in-progress (completion stage, 50%), on an average half a month. Finished goods in stock: on an average, one month.


Credit allowed by suppliers is one month.


Credit allowed by debtors is two months.


Average time lag in payment of wages is 1 ½ weeks and 4 weeks in overhead expenses.


Cash in hand and at bank is desired to be maintained at Rs. 50,000.


All Sales are on credit basis only.


Required:


(i)
Prepare statement showing estimate of working capital needed to finance an activity level of 96,000 units of production. Assume that production is carried on evenly throughout the year, and wages and overhead accrue similarly. For the calculation purpose 4 weeks may be taken as equivalent to a month and 52 weeks in a year.


(ii)
From the above information calculate the maximum permissible bank finance by all the three methods for working capital as per Tandon committee norms; assume the core current assets constitute 25% of the currant assets.

(b)
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.



Required:


Calculate the net present value of the project and advise the management to take appropriate decision.


Note:


The PV factors at 12% are:


Year
          1
  2
        3
               4           
5
   6
    7
        8


                  0.893       0.797        0.712         0.636            0.567      0.507     0.452      0.404

Solution

(a)
Calculation of Working Capital Requirement


(A)
Current Assets















Rs.




i)
Stock of material for 4 weeks (96,000(40(4(52)
2,95,385





ii)
Work in progress for ½ month or 2 weeks





Material {96,000(40((2(52)}(0.50
73,846





Labour {96,000(40((2(52)(0.50}
27,692





Overhead {96,000(30((2(52)(0.50}
55,385
1,56,923




iii)
Finished stock {96,000(85( (4(52)}

6,27,692




iv)
Debtors for 2 months {96,000(85((8(52)}

12,55,385





Cash in hand or at Bank

50,000





Investment in Current Assets

23,85,385


(B)
Current Liabilities




i)
Creditors for one month {96,000(40((4(52)}

2,95,385




ii)
Average lag in payment of expenses





Overheads {96,000(30( (4(52)}
2,21,538





Labour {96,000(15( (3(104)}
___41,538
2,63,076





Current Liabilities

5,58,461




Net working capital (A-B)

18,26,924

Minimum permissible Bank Finance as per Tandon Committee


Method I:
0.75 (Current Assets –Current Liabilities)




0.75 (23,85,385- 5,58,461)




0.75 (18,26,924)- 5,58,461 = Rs. 13,70,193


Method II:
0.75( Current Assets- Current Liabilities




0.75(23,85,385- 5,58,461




17,89,039-5,58,461 = Rs. 12,30,578


Method III:
0.75 (Current Assets –CCA)- Current Liabilities




0.75(23,85,385- 5,96,346)- 5,58,461




0.75 (17,89,039)- 5,58,461




13,41,779- 5,58,461 = Rs. 7,83,318

(b)
Year       Sales      VC      FC         Dep.         Profit         Tax         PAT          Dep.          Cash

                                                                                                                                                   inflow 




1
86.40
51.84
18
21.875
(5.315)
--
--
21.875
16.56




2
129.60
77.76
18
21.875
11.965-
1.995
4.655
21.875
26.53









(5.315) =









6.65









After adjustment









Of loss



3

312.00
187.20
18
21.875
84.925
25.4775
59.4475
21.875
81.3225



4-5

324.00
194.40
18
24.125
87.475
26.2425
61.2325
24.125
85.3575


6-8

216.00
129.60
18
24.125
44.275
13.2825
30.9925
24.125
55.1175














  Rs.


Cost of New equipment
1,75,00,000


Less: Subsidy
25,00,000


Add: Working capital
20,00,000


Outflow
1,70,00,000


                                                      Calculation of NPV




Year                                             Cash inflows                        PV factor                     NPV


                                                            Rs.                                                                     Rs.




1
16,56,000
0.893
14,78,808




2
26,53,000
0.797
21,14,441




3
81,32,250-12,50,000= 68,82,250
0.712
49,00,162




4
85,35,750
0.636
54,28,737




5
85,35,750
0567
48,39,770




6
55,11,750
0.507
27,94,457




7
55,11,750
0.452
24,91,311




8
55,11,750+20,00,000+1,25,000 
0.404
30,85,247





= 76,36,750

_________






Net Present value
2,71,32,933

                                                                                             Rs.

NPV
2,71,32,933


Less: outflow
1,70,00,000


Saving
1,01,32,933


Advise: Since the project has a positive NPV, therefore, it should be accepted.

________

8.
Answer any three of the following :


(i)
Explain the assumptions of Net Operating Income approach (NOI) theory of capital structure.


(ii)
Explain the limitations of profit maximization objective of Financial Management.


(iii)
Explain the methods of venture capital financing.


(iv)
Z Ltd.’s operating income (before interest and tax) is Rs. 9,00,000. The firm’s cost of debts is 10% and currently firm employs Rs. 30,00,000 of debts.


Required:


Calculate cost of equity.                                                                                                       3(3 = 9

Solution

(i)
Assumptions of Net Operating Income (NOI) theory of Capital structure


According to NOI approach, there is no relationship between the cost of capital and value of the firm i.e. the value of the firm is independent of the capital structure of the firm.


(a)
The corporate income taxes do not exist.


(b)
The market capitalizes the value of the firm as whole. Thus the split between debt and equity is not important.


(c)
The increase in proportion of debt in capital structure leads to change in risk perception of the shareholders.


(d)
The overall cost of capital (K0) remains constant for all degrees of debt equity mix.

(ii)
Limitations of Profit Maximization Objective of Financial Management


(a)
Time factor is ignored.


(b)
It is vague because it is not clear whether the term relates to economic profit, accounting profit, profit after tax or before tax.


(c)
The term maximization is also ambiguous.


(d)
It ignores the risk factor.

(iii)
Some Common Methods of Venture Capital Financing


(a)
Equity financing: The venture capital undertaking requires long-term funds but is unable to provide returns in initial stage so equity capital is the best option.


(b)
Conditional Loan: A conditional loan is repayable in the form of a royalty after the venture is able to generate sales. No interest is paid on such loans.


(c)
Income note: It is hybrid security: the entrepreneur has to pay both interest and royalty on sales but at substantially low rates.


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

(iv)
Calculation of cost of Equity


Calculation of value of firm (v) = EBIT (Overall cost of capital (K0)




= 9,00,000(0.12 = Rs. 75,00,000


Market value of equity (S)
= V – Debts




= 75,00,000- 30,00,000




= Rs. 45,00,000


Market value of debts (D)
= 30,00,000


Ke (cost of equity) 
= K0 (V(S) - Kd ((D(S)
                                                                                                                                      PCC May 2008
Cost Accounting & Financial Management

Question 1


Answer any five of the following:

i) What are the main objectives of cost accounting?

ii) Discuss the treatment of over time premium in cost accounting

iii) Explain controllable and non-controllable cost with explains.

iv) What are the main advantages of cost plus contract?

v) Discuss the difference between allocation and apportionment of overhead.

vi) Standard output in 10 hours is 240 units; actual output in 10 hours is 264 units. Wages rate is Rs. 10 per hour. Calculate the amount of bonus and total wages under Emerson plan.

Solution

(i) 
The Main objectives of Cost Accounting are


1. Ascertainment of cost.


2. Determination of selling price.


3. Cost control and cost reduction.


4. Ascertaining the project of each activity.


5. Assisting management in decision-making.


6. Determination of break even point.

(ii) 
Treatment of over time premium under Cost Accounting:

The overtime premium is treated as follows:

1. 
If the overtime is resorted to at the desire of the customer, then the overtime 
premium may be charged to the job directly.

2. 
If overtime is required to cope with general production or for meeting urgent orders, the overtime premium should be treated as overhead cost of the particular department or cost centre which works overtime.

3. 
If overtime is worked in a department due to fault of another department, the overtime premium should be charged to the latter department.

4. 
Overtime worked on account of abnormal conditions such as flood, earthquakes, civil disturbance etc. should not be charged to cost but to costing Profit and Loss Account.

(iii) 
Controllable costs are those which can be influenced by the action of a specified member of an undertaking. A business organization is usually divided into a number of responsibility centres and each such centre is headed by an executive. Controllable costs incurred in a particular responsibility centre can be influenced by the action of the executive heading that responsibility centre. Direct costs comprising direct labour, direct materials, direct expenses and some of the overhead are generally controllable by the shop level management.
Non-controllable costs are those which cannot be influenced by the action of a specified member of an undertaking. For example, expenditure incurred by the tool room is controllable by the tool room manager but the share of the tool room expense which is apportioned to the machine shop cannot be controlled by the machine shop manager. It is only in relation to a particular individual that a cost may be specified as controllable or not.
Note:

1. 
A supervisor may be unable to control the amount of managerial remuneration 
allocated to his department but for the top management this would be a controllable cost.

2. 
Depreciation would be a non-controllable cost in the short-term but controllable in the long terms.

(iv) 
Costs plus contracts have the following advantages:

1. 
The contractor is assured of a fixed percentage of profit. There is no risk of incurring any loss on the contract.

2. 
It is useful especially when the work to be done is not definitely fixed at the time of making the estimate.
3. 
Contractee can ensure himself about “the cost of the contract”, as he is empowered to examine the books and document of the contractor to ascertain the veracity of the cost of the contract.

(v) 
The following are the differences between allocation and apportionment.

1. 
Allocation costs are directly allocated to cost centre. Overhead which cannot be directly allocated are apportioned on some suitable basis.
2. 
Allocation allots whole amount of cost to cost centre or cost unit where as apportionment allots part of cost to cost centre or cost unit.
3. 
No basis required for allocation. Apportionment is made on the basis of area, assets value, number of workers etc.

(vi) 
Efficiency percentage = 264÷ 100 =110%

As per Emerson plan, in case of above 100% efficiency bonus of 20% of basic wages plus 1% for each 1% increase in efficiency is admissible.
So, new bonus percentage = 20 + (110 – 100) = 30
Total Bonus = 30÷100 (hours worked rate per hour)

= 30÷100×10×10 = Rs. 30

Total wages = Rs. (10 × 10) + 30 = Rs. 130.
_________

Question 2


TQM Ltd. Has furnished the following information for the month ending 30th June, 2007:


                                                                 Master                     Actual              Variance


                                                                 Budget


Units produced and sold
_80,000
72,000

Sales (Rs.)
3,20,000
2,80,000
40,000
A


Direct Materials (Rs.)
80,000
73,600
6,400
F


Direct wages (Rs.)
1,20,000
1,04,800
15,200
F


Variable overheads (Rs.)
40,000
37,600
2,400
F


Fixed overhead (Rs.)
__40,000
__39,200
800
F


Total cost
2,80,000
2,55,200

The Standard costs of the products are as follows:


                                                                                                         Per unit (Rs.)


Direct Materials (1 kg. At the rate of Re. 1 per kg.)
1.00


Direct wages (1 hour at the rate of Rs. 1.50)
1.50


Variable overheads (1 hour at the rate of Re. 0.50)
0.50

Actual results for the month showed that 78,400 kg. Of material were used and 70,400 labour hours were recorded.

Record:

i) Prepare Flexible budget for the month and compare with actual results.

ii) Calculate material, labour, sales price, variable overhead and fixed overhead expenditure variances and sales volume (Profit) variance.

Solution

(i) Statement showing flexible budget and its comparison with actual

                                                     Master               Flexible budget         Actual for       Variance
                                                     Budget                (at Std. Cost)         72,000 units
                                                 (80,000 units)
                                                                        Per unit                72,000

                                                                                                        units
A. Sales 
3,20,000 
4.00 
2,88,000 
2,80,000 
8,000 
(A)

B. Direct material 
80,000 
1.00 
72,000
 73,600 
1,600 
(A)

C. Direct wages 
1,20,000 
1.50 
1,08,000 
1,04,800 
3,200 
(F)

D. Variable overhead 
40,000 
0.50 
36,000 
37,600 
1,600 
(A)

E. Total variable cost 
2,40,000 
3.00 
2,16,000 
2,16,000 
----
F. Contribution 
80,000 
1.00 
72,000
 64,000 
---
G. Fixed overhead 
40,000 
0.50 
40,000 
39,200 
800 
(F)

H. Net profit 
40,000
 0.50 
32,000 
24,800 
7,200 
(A)

(ii) 
Variances:

· Sales price variance 
= 
Actual Quantity (Standard Rate – Actual Rate)

= 
72,000 (4.00 – 3.89) = 8,000 (A)
· Direct Material Cost Variance 
= 
Standard Cost for actual output – Actual cost

= 
72,000 – 73,600 = 1,600 (A)
· Direct Material Price Variance 
= 
Actual Quantity (Standard rate – Actual Rate)


= 
78,400
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= 4,800 (F)

· Direct Material Usage Variance 
= 
Standard Rate (Standard Quantity – Actual

                                                               Quantity)


= 
1.0 (72,000 – 78,400) = 6,400 (A)
· Direct Labour Cost Variance 
= 
Standard Cost for actual output – Actual cost


= 
1,08,000 – 1,04,800 = 3,200 (F)
· Direct Labour Rate Variance 
= 
Actual Hour (Standard Rate – Actual Rate)


= 
70,400 
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= 800 (F)

· Direct Labour Efficiency 
= 
Standard Rate (Standard Hour – Actual Hour)


Variance 
= 
1.5 (72,000 – 70,400) = 2,400 (F)
· Variable Overhead 
= 
Recovered variable overhead – Actual variable



                                                              overhead


=
 (72,000× 0.50) – 37,600 = 1,600 (A)
· Fixed Overhead Expenditure 
= 
Budgeted fixed overhead – Actual fixed


Variance 

                                                          overhead

= 
40,000 – 39,200 = 800 (F)
· Sales Volume (Profit) Variance 
= 
Standard rate of profit



(Budgeted Quantity – Actual Quantity)



= 
.50 [80,000 – 72,000] = 4,000 (A)
Question 3

(a)
JK Ltd. produces a product “AZE”, which passes through two processes, viz process I and process II. The output of each process is treated as the raw material of the next process to which it is transferred and output of the second process is transferred to finished stock. The following data related to December 2007:


                                                                                    Process I                     Process II


25,000 units introduced at a cost of (Rs.)
2,00,000
--


Material consumed (Rs.)
1,92,000
96,020


Direct Labour (Rs.)
2,24,000
1,28,000


Manufacturing expenses (Rs. ) 
1,40,000
60,000


Normal value of normal wastage (per unit)
9.90
8.60


Output in units
22,000
20,000


Required:

(i) Prepare process I and Process II account.

(ii) Prepare Abnormal effective/wastage account as the case may be each process.

(b)
Zed company supplies plastic crockery to fast food restaurants in metropolitan city. One of its products is a special bowl, disposable after initial use, for serving soups to its customers. Bowls are sold in pack 10 pieces at a price of Rs. 50 per pack. 



The demand for plastic bowl has been forecasted at a fairly steady rate of  40,000 packs every year. The company purchases the bowl direct from manufacturer at Rs. 40 per pack within a three days lead time. The ordering and related cost is Rs. 8 per order. The storage cost is 10% per annum of average inventory investment.


Required:

i) Calculate Economic Order Quantity.

ii) Calculate number of orders needed every year.

iii) Calculate the total cost of ordering and storage bowls for the year.

iv) Determine when should the next order to be placed. (Assuming that the company does maintain a safety stock and that the present inventory level is 333 packs with a year of 360 working days.

Solution

(a) 
                                                      Process I Account

Particulars                            Units                Amount           Particulars            Units       Amount

                                                                      (in Rs.)                                                         (in Rs.)

To Input 
25,000 
2,00,000 
By Normal wastage 
2,500 
24,750

To Material 

1,92,000 
By Abnormal wastage 
500 
16,250

To Direct Labour 

2,24,000 
By Process II 
22,000 
7,15,000

To Manufacturing Exp.
 _____ 
1,40,000

 _____
 _______


25,000 
7,56,000 

25,000 
7,56,000

Cost per unit = {(7,56,000-24,750)÷ {(25,000-2,500)} = Rs.32.50 per unit

                                                           Process II Account

Particulars                      Units              Amount             Particulars          Units        Amount

                                                              (in Rs.)                                                        (in Rs.)

To Process I
 22,000 
7,15,000 
By Normal wastage 
2,200 
18,920

To Material 

96,020 
By Finished stock 
20,000 
9,90,000

To Direct Labour 

1,28,000

To Manufacturing Exp.

 60,000

To Abnormal effect 
____200 
__9,900

_______
_______


22,200 
10,08,920 

22,200 
10,08,920

Cost per unit = {(9,99,020- 18,920) –(22,000-2,200)} = Rs. 49.50 per unit
                                                   Abnormal Wastage Account

Particulars                     Units               Amount            Particulars           Units          Amount

                                                              (in Rs.)                                                           (in Rs.)
To Process I A/c 
500 
16,250 
By Cash (Sales) 
500 
4,950


___ 
_____
By Costing P & L A/c 
___ 
11,300

500 
16,250 

500 
16,250
                                              Abnormal Effectives Account

Particulars                       Unit             Amount           Particulars                Units         Amount

                                                            (in Rs.)                                                              (in Rs.)

To Normal wastage
 200 
1,720 
By Process II A/c 
200 
9,900

To Costing Profit & Loss 
___ 
8,180 

___ 
____


200 
9,900 

200 
9,900
(b) (i) 
Economic Order Quantity
EOQ = 
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(ii) 
Number of orders per year

Annual requirements÷ Economic order quantity
40,000÷ 400 =100 order per year

(iii) 
Ordering and storage costs
                                                                                                        Rs.

Ordering costs :– 100 orders×Rs. 8.00
 800

Storage cost :– (400/2)×(10% of 40) 
_800
Total cost of ordering & storage 
1,600
(iv) 
Timing of next order

(a) 
Day’s requirement served by each order.


Number of days requirements = No. of working days÷ No. of order in a year


                                                 = 360÷ 100 = 3.6 days supply

This implies that each order of 400 packs supplies for requirements of 3.6 days only.
(b) 
Days requirement covered by inventory
= {(Units in inventory÷ Economic order quantity)× (Day requirement served by an order)}

(333÷400 ×3.6 days = 3 days requirement

(c) 
Time interval for placing next order

Inventory left for day’s requirement – Lead time of delivery

3 day’s requirements – 3 days lead time = 0

This means that next order for the replenishment of supplies has to be placed immediately.
______

Question 4


Answers any three of the following:

(i) Explain and illustrate cash break even chart.

(ii) Discuss ABC analysis as a technique of inventory control.

(iii) Distinguish between Job evaluation and Merit rating

(iv) A company has fixed cost of Rs. 90,000, sales Rs. 3,00,000 and profit of Rs. 60,000.


Required:

(i) Sales volume if in the next period, the company suffered a loss of Rs. 30,000.

(ii) What is the margin of safety for a profit of Rs. 90,000?

Solution

(i) In cash break-even chart, only cash fixed costs are considered. Non-cash items like depreciation etc. are excluded from the fixed cost for computation of break-even point. It depicts the level of output or sales at which the sales revenue will equal to total cash outflow. It is computed as under:
Cash BEP (Units) =Cash Fixed Cost÷ Cost per Units


Sales



Total cost


Sales & Cost (Rs.)



Cash fixed cost



Output

Hence for example suppose insurance has been paid on 1st January, 2006 till 31st December, 2010 then this fixed cost will not be considered as a cash fixed cost for the period 1st January, 2008 to 31st December, 2009.
(ii) 
ABC Analysis as a technique of Inventory Control:

It is a system of inventory control. It exercises discriminating control over different items of stores classified on the basis of investment involved. Usually they are divided into three categories according to their importance, namely, their value and frequency of replenishment during a period.
‘A’ category of items consists of only a small percentage i.e. about 10% of total items handles by the stores but require heavy investment about 70% of inventory value, because of their high price or heavy requirement or both.
‘B’ category of items are relatively less important – 20% of the total items of material handled by stores and % of investment required is about 20% of total investment in inventories.
‘C’ category – 70% of total items handled and 10% of value. For ‘A’ category items, stocks levels and EOQ are used and effective monitoring is done.
For ‘B’ category same tools as in ‘A’ category are applied.
For ‘C’ category of items, there is no need of exercising constant control. Orders for items in this group may be placed after 6 months or once in a year, after ascertaining consumption requirement.
(iii) 
Job Evaluation and Merit Rating:

Job evaluation is the assessment of the relative worth of jobs within a company and merits rating are the assessment of the relative worth of the man behind the job.
Job evaluation and its accomplishment are means to set up a rational wage and salary structure where as merits rating provides a scientific basis for determining fair wages for each worker based on his ability and performance.
Job evaluation simplifies wage administration by bringing an uniformity in wage rates where as merits rating is used to determine fair rate of pay for different workers.
(iv) 
P/V Ratio = Contribution ÷ Sales ×100


    = 
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(i) 
If in the next period company suffered a loss of Rs. 30,000, then


Contribution = Fixed Cost + Profit


= Rs. 90,000 – Rs. 30,000 (as it is a loss)


= Rs. 60,000.

Then Sales = Contribution ÷P/V ratio or 60,000÷ 0.50 = Rs.1,20,000.

So, there will be loss of Rs. 30,000 at sales of Rs. 1,20,000.
(ii) 
Margin of Safety = Profit ÷P/V ratio or 90,000÷0.50 = Rs.1,80,000.

Alternative solution of this part:

Break-even Sales = Fixed Cost ÷P/V ratio = 90,000÷0.5 = Rs. 1,80,000
Sales at profit of Rs. 90,000 = {(Fixed Cost + Profit)÷ PV ratio}
                                             = {(90,000+90,000)÷0.5}

                                             = 1,80,000÷0.5 = Rs. 3,60,000

Margin of Safety 
= Sales – Break-even Sales





= 3,60,000 – 1,80,000





= Rs. 1,80,000.
__________

Question 5


Answer any five of the following:

(i) Explain the relevance of time value of money in financial decisions.

(ii) Discuss the features of Secured Premium Notes (SPNs).

(iii) The following data relate to RT Ltd.:


                                                                                                                    Rs.


Earning before interest and tax (EBIT)
10,00,000


Fixed Cost
20,00,000


Earning before tax (EBT)
8,00,000

Required: Calculate combined leverage

(iv) Explain the concept of closed and open lease.

(v) Discuss the advantages of preference share capital as an instrument of raising funds.

(vi) Explain the principles of “Trading on equity”

Solution

(i) 
Time value of money means that worth of a rupee received today is different from the worth of a rupee to be received in future. The preference of money now as compared to future money is known as time preference for money.
A rupee today is more valuable than rupee after a year due to several reasons:
· Risk there is uncertainty about the receipt of money in future.
· Preference for present consumption most of the persons and companies in general, prefer current consumption over future consumption.
· Inflation In an inflationary period a rupee today represents a greater real purchasing power than a rupee a year hence.
· Investment opportunities Most of the persons and companies have a preference for present money because of availabilities of opportunities of investment for earning additional cash flow.
Many financial problem involve cash flow accruing at different points of time for evaluating such cash flow an explicit consideration of time value of money is required.

(ii) 
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.

(iii) 
Contribution:

C 
= S – V and

EBIT 
= C – F

10,00,000 
= C – 20,00,000

(C 
= 30,00,000

Operating leverage 
= C / EBIT = 30,00,000/10,00,000 = 3 times

Financial leverage 
= EBIT/EBT = 10,00,000/8,00,000 = 1.25 times

Combined leverage 
= OL x FL = 3 x 1.25 = 3.75 times

(iv) 
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.

(v) 
Advantages of Issue of Preference Shares are:

(vii) No dilution in EPS on enlarged capital base.

(ii) 
There is no risk of takeover as the preference shareholders do not have voting rights.
(iii) 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
(viii) Preference capital can be redeemed after a specified period.

(vi) 
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.

_________

Question 6

The financial statement and operating results of PQR revealed the following position as on 31st March, 2006:



· 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.

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, 2007 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, 2006 and 31st March, 2007.

(ii) Prepare the fund flow statement for the year ended 31st March, 2007.

Solution

                                                         Balance Sheet

                                                                 Rs.                                                                     Rs.

Liabilities                        31 March      31 March            Assets                 31 March     31 March
                                           2006             2007                                               2006            2007

Equity share capital
20,00,000
20,00,000
Fixed Assets
18,00,000
15,39,000
(Rs. 10 each fully paid)


(Rs. 18,90,000-Rs. 90,000)

Reserve &
Surplus (balancing)
1,30,000 
1,30,000 
Long term investment 
----
2,96,600

Profit & Loss A/c

(15% of sales)
2,70,000 
6,15,600 
Current Assets




(Rs. 10,00,000)

Current Liabilities 


Stock 
4,00,000 
5,20,000

Bank Overdraft 
1,00,000 
----
Sundry Debtors 
3,00,000 
4,95,000

Creditors 
3,00,000 
4,15,000 
Cash at Bank (Balancing) 
3,00,000 
3,10,000
Total 
28,00,000 
31,60,600 
Total 
28,00,000 
31,60,600

Calculation for 31 March, 2006

(i) 
Calculation of Current Liabilities


Suppose that Current Liabilities = x, then current assets will be 2.5 x


Working capital = Current Assets – Current Liabilities


6,00,000 = 2.5x – x


x = 6,00,000 / 1.5 = Rs. 4,00,000 (C.L.)

Other Current Liabilities = Current Liabilities – Bank Overdraft


(Creditors) 4,00,000 – 1,00,000 = Rs. 3,00,000


Current Assets = 2.5 x 4,00,000 = Rs. 10,00,000
(ii) 
Liquid Ratio 
= Liquid Assets / Current Liabilities or 1.5 = Liquid Assets / 4,00,000



= Rs.6,00,000

Liquid assets 
= Current Assets – Stock

6,00,000 
= 10,00,000 – Stock

So, Stock 
= Rs. 4,00,000
(iii) 
Calculation of fixed assets: Fixed assets to proprietary fund is 0.75, working capital is therefore 0.25 of proprietary fund. So,


6,00,000 / 0.25 x 0.75 = Rs. 18,00,000
(iv) 
Debtors = 2 / ×12 Sales


2 / 12×18,00,000 = Rs. 3,00,000
(v) 
Sales = (14,40,000 / 80)×100 = Rs. 18,00,000

(vi) 
Net profit = 15% of Rs.18,00,000 = Rs. 2,70,000
Calculation for the year 31st March, 2007

(vii) 
Sales = 18,00,000 + (18,00,000×0.2) = 21,60,000

(viii) 
Calculation of fixed assets

                                                                         Rs.                                                                Rs.

To Opening balance 
18,00,000 
By Banks (Sale) 
90,000




By Loss on sales of Fixed asset 
90,000




By P & L (Dep) (5% as in




previous year) 
81,000



________ 
By Balance b/d 
15,39,000
Total 
18,00,000 

18,00,000
(ix) 
Net profit for the year 2007, 16%× 21,60,000 = Rs. 3,45,600


Total Profit = 2,70,000 + 3,45,600 = Rs. 6,15,600
Calculation of fund from operation:


Net profit for the year 2007 = 

Rs. 3,45,600


Add: Depreciation 
Rs. 81,000

Loss on sale of assets 
Rs. 90,000 
Rs. 1,71,000
Total 

Rs. 5,16,600
                                                    Fund Flow Statement

                                                                Rs.                                                                   Rs.
Fund from operation 
5,16,600
 Increase in WC 
3,10,000

Sales of fixed assets 
__90,000 
Pur. of investment 
2,96,600


6,06,600

 6,06,600
                                              Schedule of changing working capital

                                                     31 March           31 March             Increase           Decrease
                                                       2006                   2007                    (+)                       (-)
A. Current Assets                           Rs.                   Rs.                      Rs.                      Rs.

Stock 
4,00,000 
5,20,000 
1,20,000

Sundry debtors 
3,00,000
 4,95,000 
1,95,000

Cash at bank
 3,00,000 
3,10,000 
10,000


10,00,000 
13,25,000

B. Current Liabilities

Bank overdraft 
1,00,000 
---
1,00,000

Sundry creditors 
3,00,000 
4,15,000 
---
1,15,000


4,00,000 
4,15,000
Working capital
 6,00,000 
9,10,000 
Increase in working capital 
3,10,000 
_______
_______
3,10,000


9,10,000
 9,10,000 
4,25,000 
4,25,000
Question 7

(a)
ABC Ltd. wishes to raise additional finance of Rs. 20 lakhs for meeting its investment plans. The company has Rs. 4,00,000 in the form of retained earnings available for investment purposes. The following are the further details.

· Debt equity 25 : 75.

· Cost of debt at the rate of 10% (before tax) up to Rs. 2,00,000 & 13% (before tax) beyond that.

· Earning per share, Rs. 12.

· Dividend payout 50% of earnings.

· Expected growth rate in dividend 10%.

· Current market price per share, Rs. 60

· Company’s tax rate is 30% and shareholder’s personal tax rate is 20%.

Required:

i) Calculate the post tax average cost of additional debt.

ii) Calculate the cost of retained earnings and cost of equity.

iii) Calculate the overall weighted average (after tax) cost of additional finance.

(b)
C Ltd. is considering investing in a project. The expected original investment in the project will be Rs. 2,00,000, the life of project will be 5 year with no salvage value. The expected net cash inflows after depreciation but before tax during the life of the project will be as following:


Year                      1                           2                           3                         4                           5


Rs.                   85,000               1,00,000                  80,000                80,000                   40,000


The project will be depreciated at the rate of 20% on original cost. The company is subjected to 30% tax rate.


Required:

(i) Calculate pay back period and average rate of return (ARR)

(ii) Calculate net present value and net present value index, if cost of capital is 10%.

(iii) Calculate internal rate of return.

Note: The PV factors are:

	Year
	PV at 10%
	PV at 37%
	PV at 38%
	PV at 40%

	1

2

3

4

5
	0.909

0.826

0.751

0.683

0.621
	0.730

0.533

0.389

0.284

0.207
	0.725

0.525

0.381

0.276

0.200
	0.714

0.510

0.364

0.260

0.186


Solution

(a) 
Pattern of raising capital 
= 
0.25× 20,00,000

Debt 
= 
5,00,000

Equity 
= 
15,00,000
Equity fund (Rs. 15,00,000)

Retained earning 
= 
Rs. 4,00,000

Equity (additional) 
= 
Rs. 11,00,000
Total 
= 
Rs. 15,00,000
Debt fund (Rs. 5,00,000)

10% debt 
= 
Rs. 2,00,000

13% debt 
= 
Rs. 3,00,000
Total 
= 
Rs. 5,00,000
(i) 
Kd 
= Total Interest (1-t) / Rs. 5,00,000



= [20,000 + 39,000] (1 -0.3)/ 5,00,000 or (41,300 / 5,00,000)×100 = 8.26%

(ii) 
Ke 
= EPS× payout / mp + g = 12 (50%) / 60×100 + 10%

10% + 10% = 20%

Kr 
= Ke (1 – tp) = 20 (1-0.2) = 16%

(iii) 
Weighted average cost of capital

                                                                     Amount                  After tax                        Cost

Equity Capital 
11,00,000
 20.00% 
2,20,000

Retained earning 
4,00,000 
16.00% 
64,000

Debt
 5,00,000 
8.26% 
41,300
Total
 20,00,000 

3,25,300
Ko = (3,25,300 / 20,00,000)× 100 = 16.27%

(b) 
                      Project                              Outflow                                 Rs. 2,00,000


Year                                            1                 2                3                   4                            5

                                                  Rs.             Rs.             Rs.                Rs.                       Rs.

Profit after

depreciation but

before tax 
85,000 
1,00,000 
80,000 
80,000 
40,000

Tax (30 %) 
25,500 
30,000 
24,000 
24,000 
12,000

PAT 
59,500 
70,000 
56,000 
56,000 
28,000 



                      
Average = Rs.53,900

Add: Dep 
40,000 
40,000 
40,000 
40,000 
40,000

Net cash inflow 
99,500 
1,10,000 
96,000 
96,000
 68,000 







Average = Rs.93,900.

Average = Rs.93,900
(i) Calculation of pay back period 1.91 years

(ii) Calculation of ARR

Initial Investment
2,00,000 
1,60,000
1,20,000 
80,000 
40,000

Depreciation 
40,000 
40,000 
40,000 
40,000 
40,000

Closing investment
1,60,000 
1,20,000 
80,000 
40,000 
0

Average

Investment 
1,80,000 
1,40,000 
1,00,000
 60,000 
20,000 





Average=1,00,000

ARR = Average of profit after tax / Average investment = 53.90%
(iii) Calculation of net present Value 10%

Net cash

inflow 
99,500.00
 1,10,000.00 
96,000.00 
96,000.00 
68,000.00


0.909 
0.826 
0.751 
0.683 
0.621

Present

Value
 90,445.50 
90,860.00
 72,096.00 
65,568.00 
42,228.00 
                                                                                                                                   3,61,197.50
Net present value = Rs. 3,61,197.50 – Rs. 2,00,000 = Rs. 1,61,197.50

Net present value index = Rs. 1,61,197.50 / Rs. 2,00,000 = 0.81
(iv) Calculation of IRR
Present value factor-Initial investment / Average annual cash inflow

2,00,000 / 93,900 = 2.13
It lies in between 38 % and 40%
Net Cash Inflows 
99,500.00 
1,10,000.00 
96,000.00 
96,000.00 
68,000.00

Present Value
Factor @ 38%
0.725 
0.525
0.381
 0.276 
0.200

Present value @

38% (P1)
72,137.50 
57,750.00
 36,576.00 
26,496.00 
13,600.00 






Total = 2,06,559.50
Net Cash Inflows 
99,500.00 
1,10,000.00
 96,000.00 
96,000.00 
68,000.00

Present Value

Factor @ 40%
0.714
 0.510 
0.364 
0.260 
0.186

Present value @

40% (P2)
71,043 
56,100 
34,944 
24,960 
12,648 





Total = 1,99,695
IRR is calculated by Interpolation:

IRR 
= LDR + (P1- Q) / P1 -P2 (SDR -LDR)


= 38 + (2,06,559.50 - 2,00,000) / (2,06,559.50 - 1,99,695)×  (40- 38)



= 39.911137%
Question 8


Answers any three of the following:

(i) Explain the concept of Debt securitization.

(ii) Explain briefly the functions of Treasury Department.

(iii) Explain briefly the features of External commercial Borrowings. (ECB)

(iv) The sales Manager of AB Ltd. suggests that if credit period is given for 1.5 months then sales may likely to increase by Rs. 1,20,000 per annum. Cost of sales amounted to 90% of sales. The risk of non-payment is 5%. Income tax rate is 30%. The expected return on investment is Rs. 3,375 (after tax). Should the company accept the suggestion of sales manager?
Solution       

(i) 
Debt securitization is a method of recycling of funds. It is especially beneficial to financial intermediaries to support the lending volumes. Assets generating steady cash flows are packaged together and against this assets pool, market securities can be issued. The debt securitization process can be classified in the following three functions.

1. 
The origination function: The credit worthiness of a borrower seeking loan from a finance company, bank, housing company or a leasing company is evaluated and a contract is entered into and repayment schedule is structured over the life of the loan.

2.
The pooling function: Similar loans or receivables are clubbed together to create an underlying pool of assets. This pool is transferred in favour of a special purpose vehicle (SPV).

3. 
The securitization function: After structuring, issue the securities on the basis of asset pool. The securities carry a coupon and an expected maturity, which can be asset based or mortgaged based. These are generally sold to investors through merchant bankers.

The process of securitization is generally without recourse i.e. the investor bears credit risk or risk of default and the user is under an obligation to pay to investor only if the cash flow are received by him from the collateral. 
(ii) 
The functions of treasury department management is to ensure proper usage, storage and risk management of liquid funds so as to ensure that the organisation is able to meet its obligations, collect its receivables and also maximize the return on its investments. 
Towards this end the treasury function may be divided into the following:

(i) 
Cash Management: The efficient collection and payment of cash both inside the organization and to third parties is the functions of treasury department. Treasury will normally manage surplus funds in an investment portfolio.

(ii) 
Currency Management: The Treasury Department manages the foreign currency risk exposer of the company.
(iii) 
Funding Management: The Treasury Department is responsible for planning and sourcing the company short, medium and long term cash needs.

(iv) 
Banking: Company maintains good relationship with its bankers. The Treasury Department carry out negotiations with bankers and act as the initial points of contact with them.

(v) 
Corporate Finance: The Treasury department is involved with both acquisition and disinvestment activities with in the group.

(iii) 
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.

(iv) 
Profitability on additional sales:

                                                                                                                               Rs.

Increase in sales 
1,20,000

Less: Cost of sales (90% sales) 
1,08,000

Less: Bad debt losses (5% of sales) 
__6,000
Net profit before tax
__ 6,000
Less: Income tax (30%)
 __1,800

__4,200

Net profit after tax Rs. 4,200 on additional sales is higher than expected return. Hence, proposal should be accepted.
                                                                               PCC November 2008

Question 1

(i)
The annual carrying cost of material ‘X’ is Rs. 3.6 per unit and its total carrying cost is Rs. 9,000 per annum. What would be the Economic order quantity for material ‘X’ is Rs. 3.6 per unit and its total carrying cost is Rs. 9,000 per annum. What would be the Economic order quantity for material ‘X’, if there is no safety stock of material X?

(ii)
A machinery was purchased from a manufacturer who claimed that his machine could produce 36.5 tonnes in a year consisting of 365 days. Holidays, breakdown, etc., were normally allowed in the factory for 65 days. Sales were expected to be 25 tonnes during the year and the plant actually produced 25.2 tonnes during the year. You are required to state the following figures

(a) Rated capacity

(b) Practical capacity

(c) Normal capacity

(d) Actual capacity

(iii)
State the unit of cost for the following industries

(a) Transport

(b) Power

(c) Hotel

(d) Hospital

(iv)
State the method of costing that would be most suitable for

(a) Oil refinery

(b) Bicycle manufacturing

(c) Interior decoration

(d) Airlines company

(v)
Differentiate between “scrap and “defectives” and how they are treated in cost accounting.

(vi)
Explain briefly the concept of ‘flexible budget’.

Answer

(i) 
Calculation of Economic Order Quantity

Average Inventory= Total Carrying Cost÷ Carrying Cost per unit


= 
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.

3

.

000

,

9

.

Rs

Rs

= 2,500 units

Economic Order Quantity = Average Inventory× 2

                                         = 2,500 ×2 = 5,000 units.

Alternative Solution:

Total Carrying Cost = {(Carrying cost per unit× E.O.Q) ÷2}

                   or 9,000={(3.6× E.O.Q)÷2}

                or E.O.Q. = {(9,000 ×2)÷3.6} = 5,000 units

(ii) (a) 
Rated capacity 
36.5 
tonnes

(Refers to the capacity of a machine

or a plant as indicated by its manufacturer)

(b) 
Practical capacity 
30 
tonnes

[Defined as actually utilised capacity of a plant

i.e. 
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(c) 
Normal capacity 
25 
tonnes

(It is the capacity of a plant utilized based

on sales expectancy)

(d) 
Actual capacity 
25.2 
tonnes

(Refers to the capacity actually achieved)

(iii) 
     Industry                                                               Unit of Cost

(a) Transport 
– Per passenger k.m. or per tonne. k.m.

(b) Power 
– Per Kilo – watt (kw) hour

(c) Hotel 
– Per room day / or per meal

(d) Hospital 
– Per patient – day

(iv) 
         Industry                                     Method of Costing

(a) 
Oil Refinery 
– Process costing

(b) 
Bicycle manufacturing 
– Multiple costing

(c) 
Interior decoration 
– Job costing

(d) 
Airlines 
– Operating costing

(v) 
Scrap: Scrap is incidental residence from certain type of manufacture, usually of small amount and low value, recoverable without further processing. The cost of scrap is borne by good units and income scrap is treated as other income.

Defectives: Defectives are portion of production which can be rectified by incurring additional cost. Normal defectives can be avoided by quality control. Normal defectives are charged to good products.

Abnormal defectives are charged to Costing Profit and Loss Account.

(vi) 
Flexible Budget: A flexible budget is defined as “a budget which, by recognizing the difference between fixed, semi-variable and variable cost is designed to change in relation to the level of activity attained”. A fixed budget, on the other hand is a budget which is designed to remain unchanged irrespective of the level of activity actually attained. In a fixed budgetary control, budgets are prepared for one level of activity whereas in a flexibility budgetary control system, a series of budgets are prepared one for the each of a number of alternative production levels or volumes. Flexible budgets represent the amount of expense that is reasonably necessary to achieve each level of output specified. In other words, the allowances given under flexibility budgetary control system serve as standards of what costs should be at each level of output.
___________

Question 2

As of 31st March, 2008, the following balances existed in a firm’s cost ledger, which is maintained separately on a double entry basis:

                                                                                             Debit                          Credit

                                                                                              Rs.                              Rs.

Stores ledger Control A/c
3,00,000
---

Work-in-progress control A/c
1,50,000
---

Finished goods control A/c
2,50,000
---

Manufacturing overhead control A/c

15,000

Cost Ledger Control A/c
_________
_6,85,000




7,00,000
7,00,000

During the next quarter, the following items arose:

                                                                                                                        Rs.

Finished product (at cost)
2,25,000

Manufacturing overhead incurred
85,000

Raw Material purchased
1,25,000

Factory wages
40,000

Indirect labour
20,000

Cost of Sales
1,75,000

Materials issued to production
1,35,000

Sales returned (at cost)
9,000

Materials returned to suppliers
13,000

Manufacturing overhead charged to production
85,000

You are required to prepare the cost Ledger Control A/c, Stores Ledger control A/c. Working –in-progress control A/c, Finished stock Ledger Control A/c, Manufacturing overhead control A/c, wages Control A/c, cost of Sales A/c and the Trial Balance at the end of the quarter.

Solution

                                             Cost Ledger Control Account

   Dr.                                                                                                                                        Cr.

                                                                     Rs.                                                                     Rs.

To Store Ledger Control A/c 
13,000 
By Opening Balance 
6,85,000

To Balance c/d 
9,42,000 
By Store ledger control A/c 
1,25,000



By Manufacturing Overhead



     Control A/c 
85,000


_______ 
By Wages Control A/c 
__60,000

9,55,000 

9,55,000
                                                     Stores Ledger Control Account



Dr.                                                                                                                                            Cr.


Rs.                                                           
Rs.

To Opening Balance 
3,00,000 
By WIP Control A/c 
1,35,000

To Cost ledger control A/c 
1,25,000 
By Cost ledger control A/c



     (Returns) 
13,000


_______ 
By Balance c/d 
2,77,000

4,25,000 

4,25,000
                                                           WIP Control Account


Dr.                                                                                                                                           Cr.


Rs.                           
Rs.

To Opening Balance 
1,50,000 
By Finished Stock Ledger



      Control A/c
2,25,000

To Wages Control A/c 
40,000 
By Balance c/d 
1,85,000

To Stores Ledger Control A/c 
1,35,000

To Manufacturing Overhead

Control A/c 
85,000

 _______


4,10,000 

4,10,000
                                         Finished Stock Ledger Control Account


Dr. 


Cr.


Rs. 

Rs.

To Opening Balance 
2,50,000 
By Cost of Sales 
1,75,000

To WIP Control A/c 
2,25,000 
By Balance c/d 
3,09,000

To Cost of Sales A/c (Sales Return) 
9,000

 _______


4,84,000 

4,84,000

                                      Manufacturing Overhead Control Account



Dr. 


Cr.


Rs. 

Rs.

To Cost Ledger Control A/c 
85,000 
By Opening Balance 
15,000

To Wages Control A/c 
20,000 
By WIP Control A/c 
85,000


_______ 
By Under recovery c/d 
___5,000

1,05,000 

1,05,000
                                                         Wages Control Account


Dr. 


Cr.


Rs. 

Rs.

To Transfer to Cost Ledger

Control A/c 
60,000
By WIP Control A/c 
40,000



By Manufacturing Overhead


______
Control A/c 
20,000

60,000 

60,000
                                               Cost of Sales Account



Dr. 


Cr.


Rs. 

Rs.

To Finished Stock Ledger

Control A/c
 1,75,000
By Finished Stock Ledger



Control A/c (Sales return) 
9,000


_______ 
By Balance c/d 
1,66,000

1,75,000 

1,75,000
                                                                 Trial Balance

Rs. 

Rs.

Stores Ledger Control A/c 
2,77,000 
Cost ledger control A/c 
9,42,000

WIP Control A/c 
1,85,000

Finished Stock Ledger Control A/c 
3,09,000

Manufacturing Overhead Control A/c 
5,000

Cost of Sales A/c 
1,66,000

 _______




9,42,000 


9,42,000
____________

Question 3

(a)
ABC Ltd. Can produce 4,00,000 units of a product per annum at 100% capacity. The variable production costs are Rs. 40 per unit and the variable selling expenses are Rs. 12 per sold unit. The budgeted fixed production expenses were Rs. 24,00,000 per annum and the fixed selling expenses were Rs. 16,00,000. During the year ended 31st March, 2008, the company worked at 80% of its capacity. The operating data for the year are as follows:



Production
3,20,000 units



Sales @ Rs. 80 per unit
3,10,000 units



Opening stock of finished goods
40,000 units


Fixed production expenses are absorbed on the basis of capacity and fixed selling expenses are recovered on the basis of period.


You are required to prepare statement of cost and profit for the year ending 31st March 2008:

(i) On the basis of marginal costing

(ii) On the basis of absorption costing.

(b)
Describe briefly, how wages may be calculated under the following systems:



(i)
Gannt task and bonus system



(ii)
Emerson’s efficiency system

(iii) Rowan system

(iv) Halsey system

(v) Barth system.

Solution

(a) (i) 
Statement of Cost and Profit under Marginal Costing for the year ending 31st March, 2008

                                                                                                                    Output = 3,20,000 units

Particulars                                                                        Amount (Rs.)                  Amount (Rs.)


Sales: 3,10,000 units @ Rs. 80 

2,48,00,000


Less: Marginal cost / variable cost:

Variable cost of production (3,20,000 Rs. 40) 
1,28,00,000


Add: Opening stock 40,000 units @ Rs. 40 
16,00,000


1,44,00,000


Less: Closing Stock

[(3,20,000 + 40,000 – 3,10,000) @ Rs. 40

                           = 50,000 units @ Rs. 40] 
20,00,000
Variable cost of production of 3,10,000 units 
1,24,00,000


Add: Variable selling expenses @ Rs. 12 per unit
 37,20,000 
1,61,20,000
Contribution (sales – variable cost) 

86,80,000


Less: Fixed production cost 
24,00,000

Fixed selling expenses 
16,00,000 
40,00,000

Actual profit under marginal costing 

46,80,000
(ii) 
Statement of Cost and Profit under Absorption Costing for the year ending 31st March, ‘08

                                                                                                                   Output = 3,20,000 units

Particulars                                                                      Amount (Rs.)                  Amount (Rs.)

Sales: 3,10,000 units @ Rs. 80 

2,48,00,000

Less: 
Cost of sales:


Variable cost of production


(3,20,000 @ Rs. 40) 
1,28,00,000

Add: 
Fixed cost of production absorbed


3,20,000 units @ Rs. 6 (1) 
19,20,000



1,47,20,000

Add: 
Opening Stock: 40,000× 
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18,40,000
Less: 
Closing Stock: 50,000×
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_23,00,000
Production cost of 3,10,000 units 
1,42,60,000

Selling expenses:

Variable: Rs. 12×3,10,000 units
 37,20,000

Fixed 

16,00,000 
1,95,80,000
Unadjusted profit 

52,20,000

Less: 
Overheads under absorbed: (2)


Fixed production overheads 

4,80,000
Actual profit under absorption costing 

47,40,000
Workings:

1. 
Absorption rate for fixed cost of production = 
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Rs.6 per unit.

2. 
Fixed production overhead under absorbed = Rs. (24,00,000 – 19,20,000) = Rs. 4,80,000.

(b) 
(i) 
Gantt task and bonus system: As per this system a higher standard is set and payment is made at time rate to a worker for production below the standard. If the standards are achieved or exceeded, the payment is made at a higher piece rate. The piece rate fixed also includes an element of bonus to the extent of 20%. Bonus is calculated over the time rate.

(ii) 
Emerson’s Efficiency System: Under this system wages may be calculated as below:


Performance                                                                         Wages


Below 66⅔% efficiency
Time rate without any bonus


66⅔% - 100% efficiency
Bonus varies between 1% to 20%*


Above 100% efficiency
Bonus of 20% of basic wages plus



1% for every 1% increase in efficiency.


*At 100% efficiency the bonus percentage will be 20%.

(iii) 
Rowan System: As per this system standard time allowance is fixed for the performance of a job and bonus is paid if time is saved.


Wages under Rowan System = (Time taken× rate p. u. of time) + time saved÷ time allowed

                                                                                                   ×time taken× rate per unit of time

(iv) 
Halsey System: Under this system a standard time is fixed for each job. If there is no saving on this standard time allowance, the worker is paid only his day rate. 


Wages under Halsey System = Time taken× Time rate + (50% of time saved ×time rate)

(v) 
Barth System: Earnings under Barth System 


= Hourly rate× ( Standard hours× Hours worked


This is particularly suitable for trainees and beginners and also for unskilled workers.
_____________

Question 4


Answer any three of the following:

(i)
A product passes from Process I and Process II. Materials issued to process I amounted to Rs. 40,000, labour Rs. 30,000 and manufacturing overheads were Rs. 27,000. Normal loss was 3% of input as estimated. But 500 more units of output of process I were lost due to the carelessness of workers. Only 4,350 units of output were transferred to Process II. There were no opening stocks. Input raw material issued to process I were 5,000 units. You are required to show process I account.

(ii)
PQ Ltd. Reports the following cost structure at two capacity levels:


                                                                                           (100% capacity)


                                                                       2,000 units                         1,500 units


Production overhead I
Rs. 3 per unit
Rs. 4 per unit


Production overhead II
Rs. 2 per unit
Rs. 2 per unit


If the selling price, reduced by direct material and labour is Rs. 8 per unit, what would be its break-even point?

(iii)
A contract expected to be completed in year 4, exhibits the following information:


End of year                  Value of Work               Cost of work            Cost of                Cash


                                     Certified                         to date                    work not           received


                                                                                                        Yet certified


                                         Rs.                                 Rs.                          Rs.                    Rs.




1
0
50,000
50,000
0



2
3,00,000
2,30,000
10,000
2,75,000



3
8,00,000
6,60,000
20,000
7,50,000


The contract price is Rs. 10,00,000 and the estimated profit is 20%.


You are required to calculate, how much profit should have been credited to the profit & loss A/c by the end of years 1, 2 and 3.

(iv)
UV Ltd. Presents the following information for November 2008:


Budgeted production of Product P = 200 units


Standard consumption of Raw Materials = 2 kg. per unit of P.


Standard price of material A = Rs. 6 per kg.


Actually, 250 units of P were produced and material A was purchased at Rs. 8 per kg and consumed at 1.8 kg per unit of P. Calculate the material cost variances.

Solution

(i) 
                                                             Process I Account






                                                Units          Rs.                                                       Units         Rs.

To Material 
5,000 
40,000 
By Normal loss* 
150 
---

To Labour 

30,000 
By Abnormal loss** 
500 
10,000

To Overhead 
____ 
27,000 
By Process II 
4,350 
87,000

5,000 
97,000 

5,000 
97,000
* 3% of input = 3% ×5,000 = 150

**
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= Rs.20 per unit.

For 500 units, Rs. 500 ×20 = Rs. 10,000.

(ii) 
Computation of Break-even point in units:

                                                                                           2,000 units                      1,500 units

Production Overhead I: Fixed

Cost (Rs.) 
6,000 
6,000


(2,000 unit ×Rs. 3 per unit) 
(1,500 unit ×Rs. 4 per unit)

Selling price – Material and labour

(Rs.) (A) 
8 
8

Production Overhead II (Variable

Overhead) (B) 
2 
2

Contribution per unit (A) – (B) 
6 
6

Break - even point = (Fixed cost ÷  Contribution per unit) = 6,000÷6 = 1,000 units

(iii)
End          Value of work         Cost of            Notional                Amount that should have been

Of year       certified          Work certified*        Profit**                          credited to P & L A/c by 

                                     (Rs.)                    (Rs.)              (Rs.)                           the end of year (Rs.)



1 
0 
0 
0 
0

2 
3,00,000 
2,20,000 
80,000
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= 24,444

3 
8,00,000 
6,40,000 
1,60,000
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Workings:

End of year               Completion of Contract                 Profit credited to P & L Account

year 1 
less than 25 per cent. 
No profit credited

Year 2 
25% or more than
Cumulative profit = 
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50%

Year 3 
50% more than


50% less than
Cumulative profit = 
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90%

* Cost of work certified 
= Cost of work to date – Cost of work not yet certified

** Notional profit 
= Value of work certified– (Cost of work to date– Cost of work not yet 


                                                                                              certified)

(iv) 
Actual production of P 
= 
250 units


Standard quantity of A for actual production = 2 ×250 
= 
500 kg. 
(SQ)

Actual quantity of A for actual production = 1.8 ×250 
= 
450 kg. 
(AQ)

Standard price / kg. of A 
= 
6 Rs. 
(SP)

Actual price / kg. of A 
= 
8 Rs. 
(AP)

(1) 
Total Material Cost Variance = (Standard Price× Standard Quantity) – (Actual Price ×Actual 

                                                                                                                                          Quantity)



= (6 ×500) – (8 ×450)



= 3,000 – 3,600 = 600 (A)

(2) 
Material Price Variance 
= (Standard price – Actual price) ×Actual quantity



= (6 – 8) ×450 = 900 (A)

(3) 
Material Usage Variance 
= (Standard quantity – Actual quantity)×Standard price



= (500 – 450)×6 = 300 (F)

Question 5

Answer any five of the following:

(i) 
Write a short note on “Deep Discount Bonds”.

(ii) 
What is meant by “Venture Capital Financing” ?

(iii) 
Discuss the concept of “Optimal Capital Structure”.

(iv) 
Name the various financial instruments dealt with in the international market.

(v) 
How is return on capital employed calculated? What is its significance?

(vi) 
What is quick ratio? What does it signify? (5 × 2 = 10 Marks)

Answer

(i) 
Deep Discount Bonds: Deep Discount Bonds are a 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. The investors can sell the bonds in stock market and realize the difference between face value and market price as capital gain. 

IDBI was the first to issue Deep Discount Bonds in India in January, 1992.

(ii) 
Venture Capital Financing: The venture capital financing refers to financing of new high risky ventures promoted by qualified entrepreneurs who lack experience and funds to give shape to their ideas. In broad sense, under venture capital financing, venture capitalists make investments to purchase equity or debt securities from inexperienced entrepreneurs who undertake highly risky ventures with a potential of success.

(iii) 
Optimum Capital Structure: The optimum capital structure is that capital structure or combination of debt and equity that leads to the maximisation of the value of the firm. The capital structure decision is important to the firm as the optimum capital structure  minimises the firm’s overall cost of capital and maximises the value of the firm. The use of debt funds in capital structure increases the earnings per share as the interest on debt is tax deductible, which leads to increase in share price. But higher levels of debt funds in capital structure result in greater financial risk and it leads to higher cost of capital and depresses the market price of company’s share. Therefore, the firm should try to achieve and maintain the optimum capital structure keeping in view value maximisation objective of the firm.

(iv) 
Financial Instruments in the International Market: Some of the various financial instruments dealt with in the international market are:

(a) 
Euro Bonds
(b) 
Foreign Bonds

(c) 
Fully Hedged Bonds
(d) 
Medium Term Notes

(e) 
Floating Rate Notes
(f) 
External Commercial Borrowings

(g) 
Foreign Currency Futures
(h) 
Foreign Currency Option

(i) 
Euro Commercial Papers.

(v) 
Return on Capital Employed (ROCE): It is the most important ratio of all. It is the percentage of return on funds invested in the business by its owners. In short, it indicates what returns management has made on the resources made available to them before making any distribution of those returns.

Return on Capital Employed = {(Return ÷Capital Employed) ×100}

Where,

          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 and Surplus


+ Pref. Share Capital


+ Debentures and other long term loan


– Misc. expenditure and losses


– Non-trade Investments.

Intangible assets (assets which have no physical existence like goodwill, patents and trade marks) should be included in the capital employed. But no fictitious asset should be included within capital employed.

(vi) 
Quick Ratio: It is a much more exacting measure than the current ratio. It adjusts the current ratio to eliminate all assets that are not already in cash (or near cash form). A ratio less than one indicates low liquidity and hence is a danger sign.

Quick Ratio = Quick Assets÷ Current Liabilities

Where,

Quick Assets = Current Assets – Inventory

Another variation of Quick Ratio is:

Quick Ratio = Quick Assets÷ Quick Liabilities

Where,

Quick Liabilities = Current Liabilities – Bank Overdraft – Cash Credit
__________

Question 6


Balance Sheet of a company as on 31st March 2007 and 2008 were as follows:


Liabilities                      31.03.07     31.03.08            Assets                 31.03.07        31.03.08


                                            Rs.           Rs.                                               Rs.                 Rs.


Equity Share capital
10,00,000
10,00,000
Good will
1,00,000
80,000


8% P.S. Capital
2,00,000
3,00,000
Land & Building
7,00,000
6,50,000


General Reserve
1,20,000
1,45,000
Plant & Machinery
6,00,000
6,60,000


Securities Premium
--
25,000
Investments


Profit & Loss A/c
2,10,000
3,00,000
(non-trading)
2,40,000
2,20,000


11% Debentures
5,00,000
3,00,000
Stock
4,00,000
3,85,000


Creditors
1,85,000
2,15,000
Debtors
2,88,000
4,15,000


Provision for tax
80,000
1,05,000
Cash & Bank
88,000
93,000





Prepaid expenses
15,000
11,000





Premium on Redemption





Of Debentures
--
20,000



_________
_________

________
_________



24,31,000
25,34,000

24,31,000
25,34,000


Additional information:


1.
Investments were sold during the year at a profit of Rs. 15,000.


2.
During the year an old machine costing Rs. 80,000 was sold for Rs. 36,000. its written down value was Rs. 45,000.


3.
Depreciation charged on plants and Machinery @ 20% on the opening balance.


4.
There was no purchase or sale of Land and Building.


5.
Provision for tax made during the year was Rs. 96,000.


6.
Preference shares were issued for consideration of cash during the year.


You are required to prepare:


i)
Cash flow statement as per AS-3


ii)
Schedule of Changes in Working capital.

Answer


     Answer Cash Flow Statement for the year ending 31st Mach, 2008

                                                                                                              Rs.                                 Rs.

A. 
Cash flow from Operating Activities


Profit and Loss A/c as on 31.3.2008 

3,00,000


Less: 
Profit and Loss A/c as on 31.3.2007

 2,10,000




90,000


Add: 
Transfer to General Reserve 
25,000



Provision for Tax 
96,000



Proposed Dividend 
1,44,000 
2,65,000



Profit before Tax 

3,55,000


Adjustment for Depreciation:



Land and Building 
50,000


Plant and Machinery 
1,20,000 
1,70,000


Profit on Sale of Investments 

(15,000)


Loss on Sale of Plant and Machinery 
9,000


Goodwill written off 

20,000


Interest Expenses 

__33,000

Operating Profit before Working Capital Changes

 5,72,000


Adjustment for Working Capital Changes:



Decrease in Prepaid Expenses 

4,000



Decrease in Stock 

15,000



Increase in Debtors

 (1,27,000)



Increase in Creditors 

__30,000

Cash generated from Operations 

4,94,000


Income tax paid

 (71,000)

Net Cash Inflow from Operating Activities (a) 

4,23,000
B. 
Cash flow from Investing Activities


Sale of Investment 

35,000


Sale of Plant and Machinery 

36,000


Purchase of Plant and Machinery 

(2,25,000)

Net Cash Outflow from Investing Activities (b) 

(1,54,000)

C. 
Cash Flow from Financing Activities


Issue of Preference Shares 

1,00,000


Premium received on Issue of Securities 

25,000


Redemption of Debentures at premium 

(2,20,000)


Dividend paid 

(1,36,000)


Interest paid to Debenture holders 

___(33,000)

Net Cash Outflow from Financing Activities (c) 

(2,64,000)

Net increase in Cash and Cash Equivalents during the year (a + b + c) 
5,000


Cash and Cash Equivalents at the beginning of the year 

88,000

Cash and Cash Equivalents at the end of the year 

93,000
Working Notes:

1.                                                      Provision for the Tax Account

                                                       Rs.                                                                         Rs.

To Bank (paid)
 71,000 
By Balance b/d 
80,000

To Balance c/d 
1,05,000 
By Profit and Loss a/c 
96,000


1,76,000

 1,76,000
2.                                                       Investment Account



Rs. 

Rs.


To Balance b/d 
2,40,000 
By Bank a/c (b/f) 
35,000


To P & L A/c (profit on sale) 
15,000 
By Balance c/d
 2,20,000


2,55,000 

2,55,000
3.                                                     Plant and Machinery Account



Rs. 

Rs.


To Balance b/d
 6,00,000 
By Bank (sale) 
36,000


To Bank a/c (Purchase b/f) 
2,25,000 
By Profit and Loss a/c 
9,000




      (Loss on sale)




By Depreciation 
1,20,000



_______ 
By Balance c/d
 6,60,000


8,25,000 

8,25,000

Note : Since the date of redemption of debentures is not mentioned in the question, 
therefore, it is assumed that the debentures are redeemed at the beginning of the year.

(ii)                                                     Schedule of Change in Working Capital


Particulars                                   31st March                                            Change in Working

                                                                                                                                    Capital

                                                         2007             2008                                Increase              Decrease


                                                 Rs.               Rs.                                   Rs.                        Rs.


Current Assets


Stock 
4,00,000 
3,85,000 
---
15,000


Debtors 
2,88,000 
4,15,000 
1,27,000 
----

Prepaid Expenses 
15,000 
11,000 
-----
 4,000


Cash and Bank 
88,000
 93,000
 5,000 
----

Total (A) 
7,91,000 
9,04,000

Current Liabilities


Creditors 
1,85,000 
2,15,000 
----
30,000


Total (B)
 1,85,000 
2,15,000


Working Capital (A – B) 
6,06,000 
6,89,000

Increase in 

Working Capital 
83,000
___---
____---__ 
83,000


6,89,000 
6,89,000 
1,32,000 
1,32,000
______

Question 7

(a)
MN Ltd. Is commencing a new project for manufacture of electric toys. The following cost information has been ascertained for annual production of 60,000 units at full capacity:


                                                                                                             Amount per unit


                                                                                                                         Rs.


Raw Materials

20


Direct Labour

15


Manufacturing overheads:
Rs.



Variable
15



Fixed
__10
25


Selling & Distribution overheads:
Rs.



Variable
3



Fixed
___1
__4


Total cost

64


Profit


__16

Selling price

__80

In the first year of operations expected production and sales are 40,000 units and 35,000 units respectively. To assess the need of Working capital, the following additional information is available:


i)
Stock of Raw Materials
3 months consumption


ii)
Credit allowable for debtors
1 ½ months.


iii)
Credit allowable by creditors
4 months


iv)
Lag in payment of wages
1 month


v)
Lag in payment of overheads
½ month


vi)
cash in hand and bank is expected to Rs. 60,000.


vii)
Provision for contingencies is required @ 10% of Working Capital requirement including that provision.


You are required to prepare a projected statement of Working capital requirement for the first year of operations. Debtors are taken at cost.

(b)
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, of 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). 

Solution

(a) 
                                     Statement Showing Cost and Sales for the First Year

Annual Production Capacity 
60,000 units

Production 
40,000 units

Sales 

35,000 units

Particulars                                                                                                         Rs.

Sales Revenue (Rs. 80(35,000) 
28,00,000

Cost of Production:

Materials @ Rs. 20 per unit 
8,00,000

Direct Labour @ Rs. 15 per unit 
6,00,000

Manufacturing Overheads


Variable @ Rs. 15 per unit 
6,00,000


Fixed (based on production capacity 60,000 units(Rs. 10) 
6,00,000

Cost of Production 
26,00,000

Less: Closing Stock (40,000 – 35,000 = 5,000 units)

{(Rs. 26,00,000( 40,000)(5,000 units}
3,25,000

Cost of Goods Sold 
22,75,000

Add: Selling & Distribution Overheads

Variable @ Rs. 3 (35,000 units = 1,05,000

Fixed (Re. 1 (60,000 units)       =    60,000 
1,65,000
Cost of Sales 
24,40,000
Profit 

3,60,000
Statement Showing Working Capital Requirement

A. 
Current Assets 
Rs.

Stock of Raw Materials (Rs. 8,00,000(3/12) 
2,00,000


Stock of Finished Goods 
3,25,000


Debtors at Cost (Rs. 24,40,000(3/24) 
3,05,000


Cash and Bank 
___60,000

Total (A) 
__8,90,000

B. 
Current Liabilities


Creditors for Materials (Rs. 10,00,000(4/12) 
3,33,333


Creditors for Expenses (Rs. 13,65,000(1/24) 
56,875


Outstanding Wages (Rs. 6,00,000(1/12) 
50,000


Total (B) 
4,40,208


Working Capital Requirement before Contingencies (A – B) 
4,49,792


Add: Provision for Contingencies (Rs. 4,49,792(1/9) 
___49,977

Estimated Working Capital Requirement 
4,99,769

Workings Notes:

Purchase of Raw Material during the first year 
Rs.

Raw Material consumed during the year 
8,00,000

Add: Closing Stock of Raw Materials (3 months consumption) 
2,00,000


10,00,000

Less: Opening Stock of Raw Material 
______Nil
Purchases during the year 
10,00,000
(b) 
Option I : Purchase Machinery and Service Part at the end of Year 1.

Net Present value of cash flow @ 10% per annum discount rate.

NPV = [-50,000+ {18,000((1.1)+ {18,000((1.1)2}+ 18,000((1.1)3+ {10,000((1.1)} +12,500((1.1)3]

        = -50,000 +18,000 (0.9091+ 0.8264+ 0.7513)- (10,000( 0.9091) +(12,500( 0.7513)

        = -50,000+ (18,000(2.4868) –9,091+9,391

        = 50,000+ 44,762 –9,091+ 9,391

NPV = - 4,938

Since, Net Present Value is negative; therefore, this option is not to be considered.

If Supplier gives a discount of Rs. 5,000 then,

NPV = +5,000 – 4,938 = + 62


In this case, Net Present Value is positive but very small, therefore, this option may not be advisable.

Option II : Purchase Machinery and Replace Part at the end of Year 2.

NPV
= [-50,000+ {18,000((1.1)+ {18,000((1.1)2}+ 18,000((1.1)3+ {15,400((1.1)2 +27,000((1.1)4

= -50,000+ 18,000 (0.9091+ 0.8264+ 0.7513) –(15,400(0.8264)+ (27,000( 0.6830)


= -50,000+ 44,762 –(15,400(0.8264)+ (27,000(0.6830)


= -50,000+44,762 –12,727+ 18,441


= 62,727+ 63,203


= +476

Net Present Value is positive, but very low as compared to the investment.


If the Supplier gives a discount of Rs. 5,000, then

NPV = 5,000 + 476 = 5,476

Decision: Option II is worth investing, as the net present value is positive and higher as compared to Option I.
Question 8


Answer any three of the following:

(i)
A company offers a Fixed deposit scheme whereby Rs. 10,000 matures to Rs. 12,625 after 2 years, on a half-yearly compounding basis. If the company wishes to amend the scheme by compounding interest every quarter, what will be the revised maturity value?

(ii)
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?

(iii)
What do you mean by Stock turnover ratio and Gearing ratio?

(iv)
Explain the concept of multiple internal rate of return.

Solution

(i) 
Computation of Rate of Interest and Revised Maturity Value


Principal = Rs. 10,000


Amount = Rs. 12,625


10,000 = {12,625((1+i)4

Pn
= A ( (PVFn, i)




10,000 = 12,625 (PVF4, i)


0.7921 = (PVF4, i)

According to the Table on Present Value Factor (PVF4,i) of a lump sum of Re. 1, a PVF of 0.7921 for half year at interest (i) = 6 percent. Therefore, the annual interest rate is 2 × 
0.06 = 12 %.



i = 6% for half year



i = 12% for full year.


Therefore, Rate of Interest = 12% per annum


Revised Maturity Value 
= 10,000 {1+ (12/100×1/4)}2×4

                                     
= 10,000 (1+ 3/100)8


 = 10,000 (1.03)8

       
= 10,000×1.267 [Considering (CVF8,3) = 1.267]


Revised Maturity Value = 12,670.

(ii) 
Computation of Earnings after tax


Contribution = Rs. 60 (1,000 = Rs. 60,000


Operating Leverage (OL) ×Financial Leverage (FL) = Combined Leverage (CL)


6(Financial Leverage = 24


Financial Leverage = 4


Operating Leverage = Contribution÷  EBIT = 60,000÷ EBIT = 6


EBIT = 60,000÷ 6 = 10,000


FL = EBIT÷EBT = 4


EBT = EBIT ÷4 = 10,000÷ 4 = 2,500


Since tax rate = 30%


Earnings after Tax (EAT) = EBT (1 − 0.30)

                                                    = 2,500 (0.70)


Earning After Tax (EAT) = 1,750

(iii) 
Stock Turnover Ratio and Gearing Ratio


Stock Turnover Ratio helps to find out if there is too much inventory build up. An 
increasing stock turnover figure or one which is much larger than the "average" for an industry may indicate poor stock management. The formula for the Stock Turnover Ratio is as follows:


Stock Turnover ratio = Cost of Sales÷ Average inventory


                                       Or

                                      
Turnover÷ Average inventory

Gearing Ratio indicates how much of the business is funded by borrowing. In theory, the higher the level of borrowing (gearing), the higher are the risks to a business, since the payment of interest and repayment of debts are not "optional" in the same way as dividends. However, gearing can be a financially sound part of a business's capital structure particularly if the business has strong, predictable cash flows. The formula for the Gearing Ratio is as follows :


Gearing Ratio 


= Borrowings (all long term debts including normal overdraft)÷ Net Assets or Shareholders' funds

(iv) 
Multiple Internal Rate of Return (MIRR)

In cases where project cash flows change signs or reverse during the life of a project for example, an initial cash outflow is followed by cash inflows and subsequently followed by a major cash outflow, there may be more than one internal rate of return (IRR). 

The following graph of discount rate versus net present value (NPV) may be used as an illustration:


NPV





IRR1

IRR2



Discount Rates


In such situations if the cost of capital is less than the two IRRs, a decision can be made 
easily, however, otherwise the IRR decision rule may turn out to be misleading as the 
project should only be invested if the cost of capital is between IRR1 and IRR2. To  understand the concept of multiple IRRs it is necessary to understand the implicit reinvestment assumption in both NPV and IRR techniques.
_____________________

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





Overhead cost for the entire factory for the period


Base for the period (Labour hours, Machine hours
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