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PAPER – 4 : COST ACCOUNTING AND FINANCIAL MANAGEMENT

Questions Nos. 1 and 6 are compulsory.

Attempt three questions out of the remaining Question Nos. 2,3,4 and 5 and 
attempt two questions from the remaining Question Nos. 7,8,and 9.

Working notes should form part of the answer.
Question 1

(a)
Discuss the essential requisites for the installation of uniform costing system. 


            (3 marks)

(b)
Discuss the treatment of spoilage and defectives in cost accounting
           (3 marks)

(c)
A B C D Co. Ltd. produces and sells four products A, B, C and D.  These products are similar and usually produced in production runs of 10 units and sold in a batch of 5 units.  The production details of these products are as follows:

	Product
	A
	B
	C
	D

	Production (Units)
	100
	110
	120
	150

	Cost per unit:
	
	
	
	

	    Direct material (Rs.)
	30
	40
	35
	45

	    Direct labour (Rs.)
	25
	30
	30
	40

	Machine hour  (per unit)
	5
	4
	3
	4



The production overheads during the period are as follows:

	

	Rs.
	

	Factory works expenses
	22,500
	

	Stores receiving costs
	8,100
	

	Machine set up costs
	12,200
	

	Cost relating to quality control
	4,600
	

	Material handling and dispatch
	9,600
	Rs. 57,000



The cost drivers for these overheads are detailed below:

	Cost
	Cost drivers

	Factory works expenses
	Machine hours

	Stores receiving costs
	Requisitions raised

	Machine set up costs
	No. of production runs

	Cost relating to quality control
	No. of production runs

	Material handling and dispatch
	No. of orders executed 


The number of requisitions raised on the stores was 25 for each product and number of orders executed was 96, each order was in a batch of 05 units.


Required:

(i)
Total cost of each product assuming the absorption of overhead on machine hour basis;


(ii)
Total cost of each product assuming the absorption of overhead by using activity base costing; and


(iii)  
Show the differences between (i) and (ii) and comment.                (4+4+4=12 marks)

Answer

(a)
The Essential requisites for the installation of a Uniform Costing System are:

(i)
The firms in the industry should be willing to share / furnish relevant data / information.

(ii)
A spirit of cooperation and mutual trust should prevail among the participating firms.

(iii)
Mutual exchange of ideas, methods used, special achievements made, research and know-how etc. should be frequent.

(iv)
Bigger firms should take the lead towards sharing their experience and know-how with the smaller firms to enable the latter to improve their performance.

(v)
Uniformity must be established with regard to several points before the introduction of uniform costing in an industry.  Uniformity should be with regard to the following points:

· Size of various units covered by uniform costing.

· Production methods.

· Accounting methods, principles and procedures used.

(b)
Normal spoilage (which is inherent in the operation) costs are included in costs either by charging the loss due to spoilage to the production order or charging it to production overhead so that it is spread over all the products.  Any value realized from the sale of spoilage is credited to production order or production overhead accounts, as the case may be.  The cost of abnormal spoilage is charged to Costing P/L A/C.  When spoiled work is the result of rigid specification, the cost of spoiled work is absorbed by good production while the cost of disposal is charged to production overhead.

Defectives that are considered inherent in the process and are identified as normal can be recovered by using the following method.

· Charged to goods products

· Charged to general overheads

· Charged to departmental overheads

If defectives are abnormal, they are charged  to Costing Profit and Loss Account.

(c)
(i)
Statement showing total cost of each product assuming absorption of overheads on Machine Hour Rate Basis.

	Particulars
	A
	B
	C
	D
	Total

	Output (units)
	100
	110
	120
	150
	480

	Direct material (Rs.)
	30
	40
	35
	45
	150

	Direct Labour (Rs.)
	25
	30
	30
	40
	125

	Direct labour- Machine hrs
	5
	4
	3
	4
	

	Overhead @ Rs 30/- per Machine hr
	150
	120
	90
	120
	480

	Total cost per unit (Rs.)
	205
	190
	155
	205
	755

	Total cost (Rs.)
	20,500
	20,900
	18,600
	30,750
	90,750
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	(ii)
	Factory works expenses
	22,500
	Factory exp per unit
	22,500 / 1,900 
= Rs. 11.84 

	
	Stores receiving cost
	8,100
	Stores receiving cost 
	8100 / 100 
= Rs. 81

	
	Machine set up costs
	12,200
	Machine set-up cost
	12,200 / 48
 = Rs. 254.1

	
	Costs relating to quality control
	4,600
	Cost relating to QC 
	4,600/48 
=Rs 95.83

	
	Expense relating to material handling & dispatch
	9,600
	Material handling & dispatch
	9,600 / 96 
= Rs. 100/-

	
	Total
	 57,000/-
	
	




Statement showing total cost of each product assuming activity based costing.

	Particulars
	A
	B
	C
	D
	Total

	Output (Units)
	100
	110
	120
	150
	480

	No. of production runs
	10
	11
	12
	15
	48

	No. of stores requisition
	25
	25
	25
	25
	100

	No. of sales orders
	20
	22
	24
	30
	96

	Unit costs - Direct material  (Rs.)
	30.00
	40.00
	35.00
	45.00
	

	Unit costs - Direct labour (Rs.)
	25.00
	30.00
	30.00
	40.00
	

	Unit costs - Factory works expenses (Rs.)
	59.20
	47.36
	35.52
	47.36
	

	
	
	
	
	
	

	Unit costs - Stores receiving cost (Rs.)
	20.25
	18.41
	16.88
	13.50
	

	Unit costs - Machine set-up cost (Rs.)
	25.42
	25.42
	25.42
	25.42
	

	Unit costs – QC (Rs.)
	9.58
	9.58
	9.58
	9.58
	

	Unit costs – Material Handling (Rs.) 
	20.00
	20.00
	20.00
	20.00
	

	Unit cost (Rs.)
	189.45
	190.77
	172.40
	200.86
	

	Total cost  (Rs)
	18,945
	20,984.7
	20,688.00
	30,129
	



(iii)



Statement showing differences (in Rs)

	Particulars
	A
	B
	C
	D

	Unit cost  MHR
	205
	190
	155
	205

	Unit cost  ABC
	189.45
	190.77
	172.40
	200.86

	Unit cost - difference
	15.55
	-0.77
	-17.40
	4.14

	Total cost MHR
	20,500
	20,900
	18,600
	30,750

	Total cost ABC
	18,945
	20,985
	20,688
	30,128


The difference is that A consumes comparatively more of Machine hours.

The use of activity based costing gives different product costs than what were arrived at by utilising traditional costing. It can be argued that Product costs using ABC are more precise as overheads have been identified with specific activities. 

Question 2

(a)
Distinguish between:


(i)
Explicit and Implicit cost


(ii)
Job costing and Contract costing.



  (3+2= 5 marks)

(b)
An engine manufacturing company has two production departments: (i) Snow mobile engine and (ii) Boat engine and two service departments: (i) Maintenance and (ii) Factory office.  Budgeted cost data and relevant cost drivers are as follows:

	Departmental costs:
	Rs.

	Snow mobile engine
	6,00,000

	Boat engine
	17,00,000

	Factory office
	3,00,000

	Maintenance
	2,40,000

	Cost drivers:
	

	Factory office department:
	No. of employees

	Snow mobile engine department
	1,080 employees

	Boat engine department
	270 employees

	Maintenance department
	150 employees

	
	1,500

	Maintenance department:
	No. of work orders

	Snow mobile engine department
	570 orders

	Boat engine department
	190 orders

	Factory office department
	40 orders

	
	800



Required:

(i)
Compute the cost driver allocation percentage and then use these percentage to allocate the service department costs by using direct method.

(ii)
Compute the cost driver allocation percentage and then use these percentage to allocate the service department costs by using non-reciprocal method/step method.

 (2+3= 5 marks)

(c)
SK Enterprise manufactures a special product “ZE”.  The following particulars were collected for the year 2004:









	Annual consumption
	12,000 units (360 days)

	Cost per unit
	Re. 1

	Ordering cost
	Rs. 12 per order

	Inventory carrying cost
	24%

	Normal lead time
	15 days

	Safety stock
	30 days consumption



Required:


(i)
Re-order quantity


(ii)
Re-order level

(iii)
 What should be the inventory level (ideally) immediately before the material order is received?





           (2+1+1 = 4 marks)

Answer

(a)
(i) 
Explicit costs, which are also known as out of pocket costs, refer to costs involving immediate payment of cash. Salaries, wages, interest on capital, etc. are some of the examples of explicit costs. They can be easily measured.

Implicit costs (also known as economic costs) do not involve any immediate cash payment .



The main points of difference between Explicit and Implicit costs are:

· Implicit costs do not involve immediate cash payment whereas Explicit costs involves immediate outgo of cash.

· Implicit costs are not recorded in the book of account whereas Explicit costs are entered in the books of Accounts.

(ii) 
Job costing and contract costing:  In job costing, job work is carried in the premises.  An order, a unit, lot or batch of product may be taken as cost unit.  Cost is first allocated to cost centres and then charged to individual jobs.  It is a system of costing in which the elements of cost are accumulated separately for each job or work undertaken by an organisation.  The prices of the jobs are fixed based on the nature of costs and policy of the firm.

In contract costing, contract work is carried on at site.  Each contract is a cost unit.  Most of the expenses are of direct nature and are directly charged to respective Contract accounts.  Only general overheads and head office expenses are apportioned to individual contracts.  The pricing is generally through bidding and external forces have major influence in fixing the offer price.

(b)
(i)




Cost Driver Allocation percentage



	Factory office dept.
	Number of employees
	Percent used

	Snowmobile engine
	1,080
	80%

	Boat engine
	270
	20%

	Total
	1,350
	100%

	
	
	

	Maintenance dept
	Number of work orders
	

	Snowmobile engine
	570
	75%

	Boat engine
	190
	25%

	
	760
	100




Service department allocation:
	
	Factory office dept.
	Maintenance dept.
	Snowmobile engine
	Boat engine

	Departmental Cost
	Rs. 3,00,000
	Rs. 2,40,000
	Rs. 6,00,000
	Rs. 17,00,000

	Allocated costs (Rs):
	
	
	
	

	Factory office Dept. 
	(3,00,000)
	-
	2,40,000
	60,000

	Maintenance Dept. 
	-
	(2,40,000)
	1,80,000
	60,000

	Total
	0
	0
	10,20,000
	18,20,000


(ii)
Cost Driver allocation percentage


	Factory office dept
	Number of employees
	Percent used

	Snowmobile engine
	1,080
	72%

	Boat engine
	270
	18%

	Maintenance dept
	150
	10%

	
	1,500
	100%

	Maintenance dept
	Work order
	Percent used

	Snowmobile engine
	570
	75%

	Boat engine
	190
	25%

	
	760
	100%


	Service department allocation:

	
	Factory office Dept.
	Maintenance Dept.
	Snowmobile engine
	Boat engine

	Departmental costs
	Rs. 3,00,000
	Rs. 2,40,000
	Rs. 6,00,000
	Rs. 17,00,000

	Allocated costs (Rs):
	
	
	
	

	Factory office 
	(3,00,000)
	30,000
	2,16,000
	54,000

	Maintenance dept 
	-
	(2,70,000)
	20,2500
	67,500

	Total cost
	0
	0
	10,18,500
	18,21,500


(c) 
(i)
How much should be ordered each time i.e., Economic Order Quantity (EOQ)



EOQ = 
[image: image2.wmf]CS

AB

2




Where A is the annual consumption



B is the ordering cost per order



CS is the carrying cost per unit per annum



= 
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    = 1095.4 units or say 1,100 units.

(ii)
When should the order be placed i.e., reordering level 

Reordering level =  *Safety stock (normal lead time consumption

Reordering level = 
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= 1,000(500 = 1,500 units.

(iii)
What should be the inventory level (ideally) immediately before the material ordered is received i.e. the Safety Stock.


*Safety Stock = 
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       = 1,000 units.

Question 3

(a)
Discuss the area of activity in respect of which cost accounting records are to be maintained.







           (4 marks)

(b)
In order to develop tourism, ABCL airline has been given permit to operate three flights in a week between X and Y cities (both side).  The airline operates a single aircraft of 160 seats capacity.  The normal occupancy is estimated at 60% through out the year of 52 weeks.  The one-way fare is Rs. 7,200.  The cost of operation of flights are:

	Fuel cost (variable)
	Rs. 96,000 per flight

	Food served on board on non-chargeable basis
	Rs. 125 per passenger

	Commission
	5% of fare applicable for all booking 

	Fixed cost:
	

	Aircraft lease
	Rs. 3,50,000 per flight

	Landing Charges
	Rs. 72,000 per flight



Required:


(i)
Calculate the net operating income per flight.


(ii)
The airline expects that its occupancy will increase to 108 passengers per flight if the fare is reduced to Rs. 6,720.  Advise whether this proposal should be implemented or not.





   (3+2=5 marks) 

(c)
A manufacturing unit has purchased and installed a new machine of Rs. 12,70,000 to its fleet of 7 existing machines.  The new machine has an estimated life of 12 years and is expected to realise Rs. 70,000 as scrap at the end of its working life.  Other relevant data are as follows:

(i)
Budgeted working hours are 2,592 based on 8 hours per day for 324 days.  This includes 300 hours for plant maintenance and 92 hours for setting up of plant.

(ii)
Estimated cost of maintenance of the machine is Rs. 25,000 (p.a.).

(iii)
`The machine requires a special chemical solution, which is replaced at the end of each week (6 days in a week) at a cost of Rs. 400 each time.

(iv)
Four operators control operation of 8 machines and the average wages per person amounts to Rs. 420 per week plus 15% fringe benefits.

(v)
Electricity used by the machine during the production is 16 units per hour at a cost of Rs. 3 per unit.  No current is taken during maintenance and setting up.

(vi)
Departmental and general works overhead allocated to the operation during last year was Rs. 50,000.  During the current year it is estimated to increase 10% of this amount. 

Calculate machine hour rate, if (a) setting up time is unproductive; (b) setting up time is productive.





  (2+3= 5 marks)

Answer

(a)
The areas of activity in respect of which cost accounting records are to be maintained under cost accounting record rules are:

· Raw materials, components, stores and spare parts

· Salaries and wages

· Service department expenses

· Utilities

· Depreciation

· Other overheads

· Conversion cost

· R & D expenses

· Interest

· Joint products and by products

· Work-in-progress and finished goods stocks

· Cost statements

· Record of physical verification

· Packing

· Production records.

	(b)
	No. of passengers 160(60/100 = 96
	Rs
	Rs.

	
	(i) Fare collection 96(7,200
	
	6,91,200

	
	Variable costs:
	
	

	
	Fuel
	
	96,000

	
	Food 96(125
	
	12,000

	
	Commission 5%
	
	34,560

	
	Total variable Costs
	
	1,42,560

	
	Contribution per flight
	
	5,48,640

	
	Fixed costs: Lease 
	3,50,000
	

	
	Crew 
	72,000
	4,22,000

	
	Net income per flight
	
	1,26,640


	(ii)
	Fare collection 108(6,720
	
	7,25,760

	
	Variable costs:
	
	

	
	Fuel
	
	96,000

	
	Food 108(125
	
	13,500

	
	Commission @ 5%
	
	36,288

	
	Contribution
	
	5,79,972

	
	There is an increase in contribution by Rs. 31,332. Hence the proposal is acceptable


(c)



Computation of Machine hour Rate

	
	Per year
	Per hour (unproductive)
	Per hour (productive)

	Standing charges
	
	
	

	Operators wages
	
	
	

	4( 420 ( 54
	90,720
	
	

	Add: Fringe Benefits 15%
	13,608
	
	

	
	1,04,328
	
	

	Departmental and general overhead
	
	
	

	(50,000 ( 5,000)
	55,000
	
	

	Total Std. Charging for 8 machines
	1,59,328
	
	

	Cost per Machine 1,59,328/8
	19,916
	
	

	Cost per Machine hour 19,916/2,200
	
	9.05
	

	19,916/2,292
	
	
	8.69

	
	
	
	

	Machine hours:
	
	
	

	Setting time unproductive (2,592-300-92) = 2200
	
	
	

	Setting time productive (2,592-300) = 2,292
	
	
	

	Machine expenses
	
	
	

	Depreciation (12,70,000 -70,000)/(12 (2,200)
	
	45.45
	

	(12,70,000-70,000)/(12 ( 2,292)
	
	
	43.63

	
	
	
	

	Electricity (16( 3)
	
	48.00
	

	 (16(3(2,200)/2,292)
	
	
	46.07

	Special chemical solution (400 ( 54)/2,200  , / 2,292
	
	9.82
	9.42

	Maintenance (25,000/2,200)
	
	11.36
	

	(25,000/2,292)
	
	
	10.91

	Machine Hour Rate
	
	123.68
	118.72


Question 4

(a)
Discuss the treatment of research and development expenditures in cost accounting. 

(3 marks)

(b)
Explain the area of cost reduction at product design stage.

           (3 marks)

(c)
The following figures have been extracted from the cost records of a manufacturing unit:


(2+2+1+1+2=8 marks)

	
	Rs.

	Stores: Opening balance
	32,000

	             Purchases of material
	1,58,000

	Transfer from work-in-progress
	80,000

	Issues to work-in-progress
	1,60,000

	Issues to repair and maintenance
	20,000

	Deficiencies found in stock taking
	6,000

	Work-in-progress:  Opening balance
	60,000

	Direct wages applied
	65,000

	Overheads applied
	2,40,000

	Closing balance of W.I.P.
	45,000



Finish products:  Entire output is sold at a profit of 10% on actual cost from work-in-progress.  Wages incurred Rs. 70,000, overhead incurred Rs. 2,50,000.


Items not included in cost records:  Income from investment Rs. 10,000, Loss on sale of capital assets Rs. 20,000.


Draw up Store Control account, Work-in-progress Control account, Costing Profit and Loss account, Profit and Loss account and Reconciliation statement. 
 (2+3 = 5 marks)

Answer

(a) 
If research is conducted in the methods of production, the expenses should be charged to production overhead.  If the research relates to administration, the expenses are charged to administration overheads.  If it is related to market research, the expenses are charged to S&D overheads.  Development costs incurred in connection with a particular product should be charged directly to that product.  Such expenses are usually treated as deferred revenue expenditure and recovered as cost per unit of the product when production is fully established.  Routine nature research expenses are charged to general overheads.

(b)
Products design offers the greatest scope of cost reduction of a permanent nature.  The impact of a decision made at the beginning stage on costs can be revealed at every stage of manufacture or processing of the product in the factory.  The design function, therefore, offers an extremely important area for cost reduction action.

Before making new designs, a design policy has to be settled by top management.  The design policy may be selected towards objectives such as:

(a)
Low cost and functional efficiency

(b)
Widest possible application

(c)
Quality and life and

(d)
Appearance.

Any attempt to achieve cost reduction through design economies may come into conflict with the over riding design policy and hence a firm policy concerning design has to be settled by overcoming, as far as possible, conflicts.


Potential areas for cost reduction in the field of design are: 


(i)
Introduction of new designs


(ii)
Improvement in the existing designs and


(iii)
Standardisation and simplification.

(c)
(A) Costing books





Stores Control Account

	Particulars
	Rs.
	Particulars
	Rs.

	To balance b/d
	32,000
	By W.I.P. Control A/c
	1,60,000

	To general ledger adjustment A/c
	1,58,000
	"Work overhead control a/c
	20,000

	To work in progress control A/c
	80,000
	"Costing Profit and Loss a/c
	6,000

	
	
	"Balance c/d
	84,000

	
	2,70,000
	
	2,70,000






W.I.P. Control Account

	Particulars
	Rs.
	Particulars
	Rs.

	To balance b/d
	60,000
	By stores control A/c
	80,000

	To stores control A/c
	1,60,000
	By costing profit and loss A/c
	

	To direct wages control A/c
	65,000
	(Cost of sales)
	4,00,000

	To works overhead control A/c
	2,40,000
	By balance c/d
	45,000

	
	5,25,000
	
	5,25,000


Works overhead control account

	Particulars
	Rs.
	Particulars
	Rs.

	To general ledger adjustment A/c
	2,50,000
	By W.I.P. Control A/c
	2,40,000

	To store ledger control A/c
	20,000
	By costing profit & loss A/c (under recovery)
	30,000

	
	2,70,000
	
	2,70,000


Costing Profit & Loss Account

	Particulars
	Rs.
	Particulars
	
	Rs.

	To W.I.P. control A/c (Cost of sales)
	4,00,000
	By general ledger adjustment A/c
	
	

	
	
	Cost of sales 
	4,00,000
	

	
	
	10% profit
	40,000
	4,40,000

	To works overhead control A/c
	30,000
	
	
	

	To stores control A/c (shortage)
	6,000
	
	
	

	To profit
	4,000
	
	
	

	
	4,40,000
	
	
	4,40,000


(B)
Financial Books






Profit & Loss Account

	Particulars
	
	Rs.
	Particulars
	
	Rs.

	To opening stock
	
	
	By sales
	
	4,40,000

	Stores
	32,000
	
	By closing stock:
	
	

	W.I.P.
	60,000
	92,000
	Stores
	84,000
	

	
	
	
	W.I.P.
	45,000
	1,29,000

	To purchases
	
	1,58,000
	By income from investment 
	
	10,000

	To wages incurred
	
	70,000
	By loss
	
	11,000

	To overheads incurred
	
	2,50,000
	
	
	

	To loss on sale of capital assets
	
	20,000
	
	
	

	
	
	5,90,000
	
	
	5,90,000

	Reconciliation statement

	
	
	Rs.

	Profit as per cost accounts
	
	4,000

	Add:
	
	

	Income from investment recorded in financial accounts
	
	10,000

	
	
	14,000

	Less:
	
	

	Under absorption of wages in cost accounts
	5,000
	

	Loss on sales of capital asset only included in financial accounts
	20,000
	25,000

	Loss as per financial accounts 
	
	11,000


Question 5

(a)
Explain:


(i)
Single and multiple overhead rate


(ii)
Sunk cost.






 (2+3 = 5 marks)

(b)
A company produces two joint product X and Y, from the same basic materials.  The processing is completed in three departments.

Materials are mixed in department I.  At the end of this process X and Y get separated.  After separation X is completed in the department II and Y is finished in department III.  During a period 2,00,000 kgs of raw material were processed in department I, at a total cost of Rs. 8,75,000, and the resultant 60% becomes X and 30% becomes Y and 10% normally lost in processing.







In department II 1/6 of the quantity received from department I is lost in processing.  X is further processed in department II at a cost of Rs. 1,80,000.


In department III further new material added to the material received from department I and weight mixture is doubled, there is no quantity loss in the department and further processing cost (with material cost) is Rs. 1,50,000.


The details of sales during the year:

	
	Product X
	Product Y

	Quantity sold (kgs)
	90,000
	1,15,000

	Sales price per kg (Rs.)
	10
	4



There were no opening stocks.  If these products sold at split-off-point, the selling price of X and Y would be Rs. 8 and Rs. 4 per kg respectively.


Required:

(i)
Prepare a statement showing the apportionment of joint cost to X and Y in proportion of sales value at split off point.

(ii)
Prepare a statement showing the cost per kg of each product indicating joint cost, processing cost and total cost separately.

(iii)
Prepare a statement showing the product wise profit for the year.

(iv)
On the basis of profits before and after further processing of product X and Y, give your comment that products should be further processed or not.

        (2+3+2+2= 9 marks)

Answer 

(a)
(i)
Single and multiple overhead rate:  A single overhead rate, when computed for the entire factory is known as the blanket rate.

Blanket rate = Overhead cost of entire factory / total quantum of the base selected

The blanket rates can be utilised in the following cases;

· Where only one major product is being produced.

· Where several products are produced but: (a) all products pass through all departments and (b) all products require the same length of time in each department.

When the above conditions are not applicable , separate departmental rates should be used.

 
Multiple rates involve computation of separate rates for each production department, service department, cost-centre, each product or line and each production factor. 

(ii)
Sunk Cost:  These costs are the costs of resources already acquired which will be unaffected by choice between various alternatives. These are historical costs, which are incurred in the past and not relevant to the particular decision making problem, being considered.  While considering the replacement of a plant, the depreciated book value of the old asset is irrelevant as the amount is a sunk cost, which is to be written off at the time of replacement. Another example of sunk cost is that of development cost already incurred.

(b)
Calculation of quantity produced

	
	Dept I
	Dept II
	Dept III

	Input (kg)
	2,00,000
	1,20,000
	60,000

	Weight lost or added
	(20,000)
	(20,000)
	60,000

	
	1,80,000
	1,00,000
	1,20,000

	Production of X
	1,20,000
	1,00,000
	

	Production of Y
	60,000
	
	1,20,000


(i)
Statement of apportionment of joint cost

	
	
	(Joint cost Rs. 8,75,000)

	
	Product X
	Product Y

	Out put (kg)
	1,20,000
	60,000

	Selling price per kg (Rs.)
	8
	4

	Sales value (Rs.)
	9,60,000
	2,40,000

	Share in Joint cost (4:1)
	7,00,000
	1,75,000


(ii)
Statement of cost per kg

	
	Product X
	Product Y

	Share in joint cost (Rs.)
	7,00,000
	1,75,000

	Out put (kg)
	1,00,000
	1,20,000

	Cost per kg (Rs.) (Joint cost)
	           7.00
	          1.458

	Further processing cost per kg (Rs.)
	           1.80
	          1.250

	Total cost per kg (Rs.)
	           8.80
	          2.708


(iii)
Statement of profit

	
	Product X
	
	Product Y

	Out put (kg)
	1,00,000
	
	1,20,000

	Sales (kg)
	90,000
	
	1,15,000

	Closing stock
	10,000
	
	5,000

	
	
	
	

	
	Rs.
	
	Rs.

	Sales @ Rs. 10, 4(for product X and Y)
	9,00,000
	
	4,60,000

	Add: closing stock (kg) (at full cost)
	88,000
	
	13,540

	Value of production
	9,88,000
	
	4,73,540

	Less: Share in joint cost
	7,00,000
	
	1,75,000

	          Further processing
	1,80,000
	
	1,50,000

	Profit
	1,08,000
	
	1,48,540


(iv)
Profitability statement, before and after processing

	
	Product X
	Product X
	Product Y
	Product Y

	
	Before (Rs.)
	After 
(Rs.)
	Before 
(Rs,)
	After 
(Rs)

	Sales Value
	9,60,000
	
	2,40,000
	

	Share in joint costs
	
7,00,000
	
	
1,75,000
	
 

	Profit 
	2,60,000
	1,08,000 
(as per iii above)
	65,000
	1,48,540
(as per iii above)


Product X should be sold at split off point and product Y after processing because of higher profitability.

Question 6

(a)
XYZ Co. Ltd. is a pipe manufacturing company.  Its production cycle indicates that materials are introduced in the beginning of the production cycle; wages and overhead accrue evenly throughout the period of the cycle.  Wages are paid in the next month following the month of accrual.  Work in process includes full units of raw materials used in the beginning of the production process and 50% of wages and overheads are supposed to be conversion costs.  Details of production process and the components of working capital are as follows: 

	Production of pipes
	12,00,000 units

	Duration of the production cycle
	One month

	Raw materials inventory held
	One month consumption

	Finished goods inventory held for 
	Two months

	Credit allowed by creditors
	One month

	Credit given to debtors
	Two months

	Cost price of raw materials
	Rs. 60 per unit

	Direct wages
	Rs. 10 per unit

	Overheads
	Rs. 20 per unit

	Selling price of finished pipes
	Rs. 100 per unit


Required to calculate:


(i)
The amount of working capital required for the company.


(ii)
Its maximum permissible bank finance under all the three methods of lending norms as suggested by the Tondon Committee, assuming the value of core current assets: Rs. 1,00,00,000.





 (5+5= 10 marks)

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


The P.V. factors at 16%

	Year
	1
	2
	3
	4

	P.V. Factor
	.862
	.743
	.641
	.552


(6 marks)

Answer

(a)
(i)








  Amount in Rs
	A – Current Assets
	

	(i) Raw material inventory –(1 month)- 12,00,000 Uts 
[image: image6.wmf]´

 60 
[image: image7.wmf]´
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	60,00,000



	(ii) – Work in Progress – Production cycle 1 month
	

	      Raw material (added in the beginning)
Rs 60,00,000
	

	     Wages

(12,00,000 
[image: image9.wmf]´

 10 
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) 
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 50% = 5,00,000
	

	     Overheads
20 
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 10,00,000 
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 50% = 10,00,000
	

	      Total

	75,00,000

	(iii) Finished goods (inventory held for 2 months)
	

	      Total Cost
Material 
60.00



Labour

10.00



Overheads
20.00 =90 
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 12,00,000 
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	1,80,00,000

	(iv) Debtors for 2 months 12,00,000 
[image: image20.wmf]´

Rs 90 
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	1,80,00,000

	    Total current assets
	4,95,00,000

	B – Current liabilities
	

	(v) Creditors for Raw material – 01 month


	

	       7,20,00,000 
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 EMBED Equation.3  [image: image24.wmf]12

1


	60,00,000

	(vi) Creditors for wages
	

	       12,00,000 
[image: image25.wmf]´

10 
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	10,00,000



	        Total current liabilities
	70,00,000

	       Net working capital
	4,25,00,000


Computation of Maximum Permissible Bank Finance according to 
Tandon Committee Norms

1st Method


	
	Rs

	CAs
	4,95,00,000

	CLs
	70,00,000

	Working capital gap
	4,25,00,000

	Less 25% from long term sources
	(1,06,25,000)

	Max Permissible Bank Finance
	3,18,75,000


2nd Method
	

	Rs

	Working capital gap
	4,25,00,000

	Less: 25% of CAs
	(1,23,75,000)

	MPBF
	3,01,25,000


      
3rd Method


Total current assets – Core current assets = Rs 4,95,00,000 – 1,00,00,000 






                = Rs 3,95,00,000 

	
	Rs

	Real current assets
	3,95,00,000

	Less: 25%
	98,75,000

	
	2,96,25,000

	Less: Current Liabilities
	70,00,000

	MPBF
	2,26,25,000


(b)
The current value of equity share of D Ltd. is sum of the following:

(i)
Present value (PV) of dividends payments during 1-4 years; and

(ii)
Present value (PV) of expected market price at the end of the fourth year based on constant growth rate of 8 per cent.

PV of dividends – year 1-4

	Year
	Dividend
	PV factor at 16%
	Total PV (in Rs.)

	1
	1.50(1 + 0.12)=1.68
	0.862
	1.45

	2
	1.68 (1+0.12)= 1.88
	0.743
	1.40

	3
	1.88 (1 + 0.10)=2.07
	0.641
	1.33

	4
	2.07 (1 + 0.10)= 2.28
	0.552
	1.26

	
	Total
	
	5.44


Present value of the market price (P
[image: image28.wmf]4

 ) at the end of the fourth year –

P
[image: image29.wmf]4

 = D
[image: image30.wmf]5

 / (Ke-g) = Rs. 2.28 (1.08) / (16% ( 8%)
= Rs. 30.78 


PV of Rs. 30.78 = Rs. 30.78(0.552


= Rs. 16.99 


Hence;


Value of equity shares Rs. 5.44 ( Rs. 16.99

= Rs. 22.43

Question 7

(a)
“Decision tree analysis is helpful in managerial decisions.”  Explain with an example.

(5 marks)

(b) 
The R&G Company has following capital structure at 31st March 2004, which is considered to be optimum:

	
	Rs.

	13% debenture
	3,60,000

	11% preference share capital
	1,20,000

	Equity share capital (2,00,000 shares)
	19,20,000


The company’s share has a current market price of Rs. 27.75 per share.  The expected dividend per share in next year is 50 percent of the 2004 EPS.  The EPS of last 10 years is as follows.  The past trends are expected to continue:

	Year
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	EPS
	
	
	
	
	
	
	
	
	
	

	(Rs.)
	1.00
	1.120
	1.254
	1.405
	1.574
	1.762
	1.974
	2.211
	2.476
	2.773



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

(i)
Calculate the after tax cost (a) of new debts and new preference share capital, (b) of ordinary equity, assuming new equity comes form retained earnings.

(ii)
Calculate the marginal cost of capital.

(iii)
How much can be spent for capital investment before new ordinary share must be sold ?  Assuming that retained earning available for next year’s investment are 50% of 2004 earnings. 

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


(2+1+2+2=7 marks)

Answer

(a)
Significance of Decision Tree Analysis:  it is generally observed that the present investment decision may have several implications for future investments decisions. Such complex investment decisions involve a sequence of decisions over time.  It is also argued that since present choices modify future alternatives, industrial activity can not be reduced to a single decision and must be viewed as a sequence of decisions extending from the present time into the future.  These sequential decisions are taken on the bases of decision tree analysis.  While constructing and using decision tree, some important steps to be considered are as follows:


(i)
Investment proposal should be properly defined.


(ii)
Decision alternatives should be clearly clarified.


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

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

Example – A company is considering whether to develop and market a new product.  Development costs are estimated to be Rs. 180,000 and there is a 0.75 probability that the development effort will be successful and balance 0.25 probabilities that it will be unsuccessful.  If the development is successful the product will be marketed and it is estimated that –

I.
If the product is very successful profits will be Rs. 540000– probability 0.4

II.
If the product is moderately successful profits will be Rs. 100000 – probability 0.3

III.
If the product is a failure there will be a loss of Rs. 400,000 – probability 0.3 

Each of the above profit and loss calculations is after taking the development cost of Rs. 180,000.  The diagram is as follows,

	(P =0.4) Very successful
	Possible Outcomes (PROFIT)
	Probability


	Payoff (expected value)

	
	
	
	

	
	540000
	0.30
	162000

	
	
	
	

	
	100000
	0.225
	22500

	
	
	
	

	
	-400000
	0.225
	-90000

	
	
	
	

	
	- 180000
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[image: image32.wmf]49500

45000

-



	
	0
	1.00
	0





Decision Point





Possible Events 

(b) 
The existing capital structure is assumed to be optimum.

Existing Capital Structure Analysis

	Type of capital
	Amount (Rs)
	Proportions

	13% debentures
	3,60,000
	0.15

	11% Preference
	1,20,000
	0.05

	Equity
	19,20,000
	0.80

	
	24,00,000
	1.00



(i)
(a)
After tax cost of debt = K
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= 
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(1 – 0.5) 




= 0.07143




After tax cost of preference capital (new)




Kp= 
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= 0.122449
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(b) 
After tax cost of retained earnings




K
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= 
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(here ‘g’ is the growth rate)




= 0.05 + 0.12 = 0.17


(ii)

	Types of capital

(1)
	Proportion

(2)
	Specific cost

(3)
	Product

(2) 
[image: image40.wmf]´

(3)

	Debt
	.15
	.07143
	.0107

	Preference
	.05
	.122449
	.0061

	Equity
	.80
	.17
	.1360

	Marginal cost of capital at existing capital structure
	
	
	.1528 or 15.28%



(iii) 
The company can spend the following amount without increasing its MCC and without selling the new shares.

Retained earnings
=
1.3865 

[image: image41.wmf]´

 2,00,000 =2,77,300

The ordinary equity (retained earnings in this case) is 80% of the total capital. Thus investment before issuing equity ( 
[image: image42.wmf]´
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 100 ) = Rs 3,46,625

(iv) 
if the company spends more than Rs3, 46,625 , it will have to issue new shares . The cost of new issue of ordinary share is :

K
[image: image43.wmf]e

= 
[image: image44.wmf]20

3865

.

1


+
0.12 = 0.1893

The marginal cost of capital of Rs 3,46,625 

	Types of capital

(1)
	Proportion

(2)
	Specific cost

(3)
	Product

(2) 
[image: image45.wmf]´

(3)

	Debt
	.15
	.07143
	.0107

	Preference
	.05
	.122449
	.0061

	Equity(new)
	.80
	.1893
	0.15144

	Marginal cost of capital at existing capital structure
	
	
	0.16824 or 16.82 %


Question 8

(a)
Explain the relevance of time value of money in financial decisions. 
           (2 marks)

(b)
Discuss the eligibility criteria for issue of commercial paper.

           (3 marks)

(c)
The following is the income statement XYZ Company for the year 2004:

	
	
	
	
	(Rs.)

	Sales
	
	
	
	1,62,700

	Add.:  Equity In ABC Company’s earning
	
	6,000

	
	
	
	
	1,68,700

	Expenses
	
	
	Rs.
	

	    Cost of goods  sold
	
	
	89,300
	

	    Salaries
	
	
	34,400
	

	    Depreciation
	
	
	7,450
	

	    Insurance
	
	
	500
	

	    Research and development
	
	
	1,250
	

	    Patent amortisation
	
	
	900
	

	    Interest
	
	
	10,650
	

	    Bad debts
	
	
	2,050
	

	Income tax:
	
	
	
	

	    Current
	6,600
	
	
	

	    Deferred
	1,550
	
	8,150
	

	Total expenses
	
	
	
	1,54,650

	Net income
	
	
	
	14,050



Additional informations are:


(i)
70% of gross revenue from sales was on credit.


(ii)
 Merchandise purchases amounting to Rs. 92,000 were on credit.


(iii)
Salaries payable totalled Rs. 1,600 at the end of the year.


(iv)
Amortisation of premium on bonds payable was Rs. 1,350.


(v)
No dividends were received from the other company.


(vi)
XYZ Company declared cash dividend of Rs. 4,000.


(vii)
Changes in Current Assets and Current Liabilities were as follows:

	
	Increase

	
	(Decrease)

	
	Rs.

	Cash
	500

	Marketable securities
	1,600

	Accounts receivable
	(7,150)

	Allowance for bad debt
	(1,900)

	Inventory
	2,700

	Prepaid insurance
	700

	Accounts payable (for merchandise)
	5,650

	Salaries payable 
	(2,050)

	Dividends payable
	(3,000)


Prepare a statement showing the amount of cash flow from operations.        (7 marks)

Answer

(a)
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 a rupee after a year due to several reasons.

· Risk:  There is uncertainly about the receipt of money in future.

· Preference for present consumption:  Most of the persons and companies in general, prefer current consumption to 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 the companies have a preference for present money because of availabilities of opportunities of investment for earning additional cash flow.

Many financial problems involve cash flows accruing at different points of time.  For evaluating such cash flows an explicit consideration of time value of money is required.

(b)
Eligibility criteria for issuer of commercial paper 

The companies satisfying the following conditions are eligible to issue commercial paper.

· The tangible net worth of the company is Rs. 5 crores or more as per audited balance sheet of the company.

· The fund base working capital limit is not less than Rs. 5 crores.

· The company is required to obtain the necessary credit rating from the rating agencies such as CRISIL, ICRA etc.

· The issuers should ensure that the credit rating at the time of applying to RBI should not be more than two moths old.

· The minimum current ratio should be 1.33:1 based on classification of current assets and liabilities.

· For public sector companies there are no listing requirement but for companies other than public sector, the same should be listed on one or more stock exchanges.

· All issue expenses shall be borne by the company issuing commercial paper.

(c)



Statement showing cash flow from Operations
	
	Rs
	Rs

	Cash flow from operations
	
	

	Cash sales (30% 
[image: image46.wmf]´

 1,62,700)
	48,810
	

	Collection from debtors
	1,20,890
	

	Total cash from operations
	
	1,69,700

	Uses of cash from operations
	
	

	Payment to suppliers
	86,350
	

	Salaries expense
	36,450
	

	Payment for insurance
	1,200
	

	Research and development
	1,250
	

	Interest payment
	12,000
	

	Income tax payment
	6,600
	

	Total operating cash payment
	
	1,43,850

	Net cash flow from operations
	
	25,850



Notes


(1).

	Collection from debtors
	Rs

	Credit sales (70% 
[image: image47.wmf]´

 1,62,700)
	1,13,890

	Less : Bad debts (2,050 less 1,900)
	150

	
	1,13,740

	Add : decrease in accounts receivables
	7,150

	Collection from debtors on credit sales
	1,20,890


(2)
Dividends earned Rs 6,000 on equity of ABC Company has not been considered as it has not been received in cash.

(3)
Payment to suppliers

   Cost of goods sold


Rs 89,300

   Add: Increase in inventory

       2,700

   Purchases



      9,200

   Less: increase in accounts payable
       5,650



   Payment to suppliers


     86,350


(4)
 Calculation of salaries payment


Salary expense



Rs 34,400


Add : decrease in salary payable

       2,050


Payment of salaries



Rs 36,450


(5)
Insurance payments


Insurance 



Rs 500


Add : increase in prepaid insurance
     700


Payment for insurance


Rs 1,200


(6)
Interest payment


Interest expenses


Rs 10,650


Add : Amortisation of bond premium
       1,350


Interest payments


Rs 12,000


(7)
Income tax payments


Income tax expense


Rs 8,150


Less: deferred tax


     1,550







Rs 6,600


Changes in current tax payable

Nil


Income tax payments


Rs 6,600


Question 9

(a)
Write notes on:

(i)
Venture capital financing


(ii)
Seed capital assistance 

(b)
With the help of the following information complete the Balance Sheet of MNOP Ltd. :

	Equity share capital
	Rs. 1,00,000

	The relevant ratios of the company are as follows:

	Current debt to total debt
	.40

	Total debt to owner’s equity
	.60

	Fixed assets to owner’s equity 
	.60

	Total assets turnover
	2 Times

	Inventory turnover
	8 Times


Answer

(a)
(i)
Venture Capital Financing:  The term venture capital refers to capital investment made in a business or industrial enterprise, which carries elements of risks and insecurity and the probability of business hazards.  Capital investment may assume the form of either equity or debt or both as a derivative instrument.  The risk associated with the enterprise could be so high as to entail total loss or be so insignificant as to lead to high gains.

The European Venture Capital Association describes venture capital as risk finance for entrepreneurial growth oriented companies.  It is an investment for the medium or long term seeking to maximise the return.  

Venture Capital, thus, implies an investment in the form of equity for high-risk projects with the expectation of higher profits.  The investments are made through private placement with the expectation of risk of total loss or huge returns.  High technology industry is more attractive to venture capital financing due to the high profit potential.  The main object of investing equity is to get high capital profit at saturation stage.

In broad sense under venture capital financing venture capitalist makes investment to purchase debt or equity from inexperienced entrepreneurs who undertake highly risky ventures with potential of success.

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

The seed capital Assistance is interest free but carries a security charge of one percent per annum for the first five years and an increasing rate thereafter.

(b)





MNOP Ltd

Balance Sheet

	Liabilities
	Rs
	Assets
	Rs

	Owner equity
	1,00,000
	Fixed assets
	60,000

	Current debt
	24,000
	Cash
	60,000

	Long term debt
	36,000
	Inventory
	40,000

	
	1,60,000
	
	1,60,000


Working Notes

1. Total debt = 0.60 
[image: image48.wmf]´

 Owners equity = 0.60 
[image: image49.wmf]´

 Rs 1,00,000 = Rs 60,000


Current debt to total debt = 0.40 , hence current debt = 0.40 
[image: image50.wmf]´

 60,000 = 24,000

2. Fixed assets = 0.60 
[image: image51.wmf]´

 Owners equity = 0.60 
[image: image52.wmf]´

 Rs 1,00,000 = Rs 60,000

3. Total equity = Total debt + Owners equity = Rs 60,000 + Rs 1,00,000 = Rs 1,60,000

4. Total assets consisting of fixed assets and current assets must be equal to Rs 1,60,000 (Assets = Liabilities  + Owners equity). Since Fixed assets are Rs 60,000 , hence , current assets should be Rs 1,00,000

5. Total assets turnover = 2 Times : Inventory turnover = 8 Times


Hence , Inventory /Total assets = 2/8=1/4, Total assets = 1,60,000

Therefore Inventory = 1,60,000/4 = 40,000 Balance on Asset side

Cash = 1,00,000 – 40,000 = 60,000

(P = 0.3) Moderately Successful





(P = 0.3) Failure





Development Fails (P = 0.25) 





Do not Develop Product





Develop product





Development Succeeds (P= 0.75)
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