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CORPORATE ACCOUNTING
(60 MARKS)



INTRODUCTION TO ACCOUNTING

- e THEDRETICAL QUESTIONS

. 1. Write a note on: Accounting Cycle
< 2 [Dec. 1995 (S Marks)], [Dec. 1997 (5 Marks)]

Ans. The Series of business transactions which occur from the beginning of an accoumi_ng
period to the end of an accounting period is referred any specific period of time for which
a summary of business’s transaction is prepared.

Process of accounting cycle:
(1) Journalizing (Recording)
(2) Posting to ledger (Classifying)
(3) Final account (Summarizing)

Steps or Phases of Accounting Cycle: The steps or phases of accounting cycle can be
developed as under:

(a) Recording of transaction: As soon as a transaction happens it is at first recorded
in subsidiary book.

() Jourmal: The transactions are recorded in the journal chronologically.
(¢) Ledger: All journals are posted into ledger chronologically in a classified manner.

(d) Trial Balance: After laking all the ledger account closing balances, a Trial Balance
is prepared at the end of the peried for the preparations of financial statements.

(e) Adjustment Entries: All the adjustments entries are to be recorded properly and
adjusted accordingly before preparing financial statements.

() Adjusted Trial Balance: An adjusted Trail Balance may also be prepared.

(¢) Closing Entries: All the nominal accounts are to be closed by transferring them to
Trading Account, and Profit and Loss Account,

(h) Financial Statements: Financial staternent can now be easily prepared which will
exhibit the true financial position and operating results.

Q. 2. Write a short note on: Subsidiary books of account
[Dec. 1995 (S Marks)], [Dec. 1998 (5 Marks)]

Ans, Journal is subdivided into various parts known as subsidiary books or subdivisions
of journal. A register of this type is called a book of original entry or of prime entry.

1.3
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al journal and a book of original or- Prime

i ddiary books is o speci
Each one of the subsidiary b P ade in these Books:

« are No j al entries when records are m
III::::‘ ::: I;::::::':I\:u.s of subsidiary books which are commonly used in any big Bt
ness concern, They are: :

(1) Purchases book

(2) Purchases returns books
(3) Sales book

(4) Sales returns books

{(5) Cash book

(6) Bills receivable books
(7) Bills payable books

(B) Journal Proper

Chpy,

—

). 3. Wrte a short note on; Petty Cash Book
[DE{:. 1996 (5 Marks)ll [DGC. 1999 (5 Marks}]

Or

Write a short note on: Imprest System
[June 2002 (5 Marks)], [Dec. 2002 (5 Marks)]

Ans. A business house makes a number of small payments like telegram, textiles, cartage
etc, Ifall these transactions are recorded in cash book the cash bank may become bulky
and the main cashier’s work will also increase therefore usually firms appoint a petty ca-
shier who makes these small payments and keep record of these payments in a separale
cash book which is called petty cash book.

Advantage of petty cash book: There are mainly four advantages:

(1) Saving of time: Saving of time of the chiefl cashier.

(2) Saving of labour: Saving in labour in wriling up the cash book.

(3) Control: It provides control over small payments.

(4) Convenlence in preparing ledger amounts,
Imprest System for petty cash book: The petty cashier is given a sum of money in the
beginning of the period, During the period he makes payment out of this money. At end

the firm reimburses him the amount paid by him so that the balance of cash with him

remains same in the beginning of the period as well as at the end of the period. This &
called the imprest system of petly cash book.

Q.4. whmmmlﬁﬂnhsm&whm S
- [Dec. 1998 (8 Marks)], [Dec. 2007 (4 Marks)]
Ans, Following are the m ;

ain poi istincti ingle
COLrY sysiem: N points of distinction between double entry system and sing
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CH. 1 : INTRODUCTION TO ACCOUNTING

Points

Double Entry System

Single Entry System

Recording
of transac-
tion

Under double entry system, both the
aspects f.e. debit and credit of all the
transactions is recorded.

Under single entry system, there is
no record of some transactions; some
transactions are recorded only in one
of their aspects whereas some other
transactions are recorded in both of

their aspects.

Ebildlury
book

Under double entry system, various
subsidiary books like sales book, pur-
chases book etc. are maintained.

Undersingle entry system, nosubsidiary
book except cash book is maintained.

Ledgers

Under double entry system, there is a
ledger, which contains personal, real
and nominal accounts.

Under single entry system the ledger
contains some personal accounts only.

Trial bal-
ance

Under double entry system, prepara-
tion of trial balance is possible.

It is not possible to prepare a trial bal-

ance under single entry system. Hence
accuracy of work is uncertain.

Financial
statements

Under double entry system trading
and profit and loss account and bal-
ance sheet are prepared in a scientific

manner.

Under single entry systemiit is not possi-
ble, only a rough estimate of profit and
loss is made and a statement of affairs
is prepared which resembles balance
sheet in appearance but which does
not present and accurate picture of the
financial position of the business.

Who emp-
loys

Most of the business organization
employs double entry system.

Single entry system is used only by very

small business units.

Q. 5. Write a short note on: Accounting Equation
[June 1999 (5 Marks)], [Dec. 2006 (5 Marks)]

Ans. According to dual aspect concept,

two aspect of every transaction should be consid-

ered. Tl]js concept is based on double entry book-keeping which means that accounting
system is set up in such a way that a record is made of the two aspect of each transaction.

The recognition the two aspects 1
financial accounting is based on this concept. That'’s why every entry consists o

o every transaction is known as dual concept. Modern

f Dr. to one

account and Cr. to some other account. Thus, total amount debited will always be equal
to the 1otal amount credited.
This gives us Accounting Equation: Capital = Assets — Liabilities

The above equation can be presented in different ways as shown below:
Capital + Liabilities = Assets
Capital + Long Term Liabilities + Current Liabilities = Fixed Assets + Current Assets
Capital + Long Term Liabilities = Fixed Assets + Working Capital

Net Worth = Fixed Assets + Current Assets — Long Term Liabilities — Current Liabilities
Capital + Long Term Liabilities + Current Liabilities - Fixed Assets —Current Assets =0 (Zero)

MNNVINAYL
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Q. 6. Write a short note on: Cash Book [Dec. 2001 (5 M‘“"u:j]

¥ R ournal recording lmnsaCLl:Dns pertaining 1o =

= i Lllm i lse:éugfsﬁ:?ﬁ?;;{ transactions are recorded in the cash book “'hc:i
receipts -'-lln [:a-"::;wd ;ubseq-ucnlh' to the respective ledger a_ccoums. The cash book :
from llff'{; ? tphf: form of a ledger with the required explanation -::a]!ed as narration ypg
n1:un'v‘”.n*-‘ll & a dual role of a journal as well as ledger. All c::a:sh_recclpls are recordeq g,
hcn?i;i pisf::md all cash payments are recorded on the credit 5|d‘e. All cash transactigp,
;I:: r:c;rj.-:d chronologicall}: in the cash bouk..Thc cash bpok will always show 5 debi
balance since payments cannot exceed the receipts at any time.

Kinds of Cash Book: From the above it can be observed that the n:as!'l b._;gk Serves as 4
subsidiary books as well as ledger: Depending upon the nature of b.usmess and the Lype
of cash transactions, various types of cash books are used. They are:

¢ Single column cash book
¢ Two column cash book (Cash & discount columns)
¢ Three columnar cash book (Cash, bank & discount columns)

Q. 7. What are the objectives of Accounting?
[June 2002 (5 Marks)], [Dec. 2007 (5 Marks))

Ans. Objective of accounting may differ from business to business depending upon thejr
specific requirements. However, the following are the general objectives of accounting.

(1) To keep systematic record: It is very difficult to remember all the business transac-
tions that take place. Accounting serves this purpose of record keeping by promptly
recording all the business transactions in the books of account.

(2) To ascertain the results of the operation: Accounting helps in ascertaining result
Le. profit earned or loss suffered in business during a particular period. For this pur
pose, a business entity prepares either “Trading and Profit & Loss A/c” or an “Income
& Expenditure A/c” which shows the profit or loss of the business by matching the
items of revenue and expenditure of the same period.

(3) Toascertain the financial position of the business: In addition to profit, a business-
man must know his financia) position i.e. availability of cash, position of assets e

liabilities ere. This helps the businessman to know his financial strength. Financial
stalements are baromelers of health of a business enlity.

1) Tﬁﬂﬂﬂr the Uquit_lit)' position: Financial reporting should provide information
a[ t hml-:m'l enterprise oblains and spends cash, about its borrowing and repayment
:f hr;:uu::;gl;ab:m its capital transactions, cash dividends and other distributions
v the enterprise to : r affect an
e mh'm:;wnem and about other factors that may affec

5 .
(3) To protect business properties: Accounling provides up to date information abou!

thi=va
“‘:;’:’d* m:x: ;h:;}‘rl:c ﬁnnhlpu;sa'.us and the liabilities the firm owes, so th?!
; ent which is not due 10 hi
(6) Tofacilitate ) m.
provide ﬁni'-;:t:u;;l s F g Am""““ﬂ records and financial statement®
Shriihe ormation which help the business in : tional decisions
steps to be taken i ; making ratio
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(7) To satisfy the requirements of law: Entities such as companies, societies, PUb]{C
trusts are compulsorily required to maintain accounts as per the law governing I'J1!::I[‘
operations such as the Companies Act, Societies Act, and Public Trust Act ete. Main-
tenance of accounts is also compulsory under the GST Act, 2117 and Income-tax Act,

1961.
Q. 8. Explain: Single entry system of accounting [June 2002 (5 Marks)]
Or
“Single entry system of book keeping is an unscientific, incomplete & defective
system,” CommentL. [June 2005 (4 Marks)]

Ans. Single entry system is development by certain business houses for their convenience
and for more practical approach. They reject strict rules of the double entry system and
maintain only bare essential records. Small merchants usually adopt this system. Joint
stock companies cannot adopt single entry system as they are required to maintain the
accounts as per Double Entry System under the Companies Act, 2013.

Salient features single entry system:

(1) Maintenance of personal accounts: Usually under this system, personal accounts
are maintained while real and nominal accounts are avoided.

(2) Maintenance of cash book: A cash book is maintained which usually mixes up both
personal transaction and business transactions.

(3) Dependence on original vouchers: In order to collect the necessarily information,
the original vouchers are referred.

(4) Suitability: The system is suitable in case in case of small proprietary or partnership

CONCErms.
Advantages single entry system:
(1) Single entry is a simple method of recording business transactions.
(2) Itis mainly suited to small business concerns with limited number of transactions,
(3) Under single entry system, accounting records can easy to maintain as their mainte-
nance does not acquire and adequate knowledge of the principles of book keeping.
(4) Itis comparatively less expensive than double entry system of books keeping.

(5) Ascertainment of profit or loss is much easier. It is ascertained by comparing the

financial position of the business at the close of the accounting period with that at
the beginning,

Q. 9. Write a note on: Contingent liabilities [June 2005 (5 Marks)]

A.Lnsl. Contingent Liabilities: These are not actual liabilities but their becoming actual
liability depends on the happening of certain events. If such events do not occur, no lia-
bility is incurred.

Ligbjhly in respect of pending suit is a contingent liability because it is only if and when
suit is lost that the liability will be incurred.

Bills discm:lmed with a bank are also a contingent liability because if the acceptor fails 10
meet the bill on due date, the firm will become liable to the bank.

Treatment of contingent liabilities: Contingent liabilities are not shown in balance sheet.
Usually a fool note is appended at the balance sheet for such liabilities.

—— @ NNVINXVI—
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Exam

¢ Liabilities under guarantee.
o Claim against the
+ Bopus claim filed worker
¢ Liahilities on bills receivable

Q. 10. Distinguish between:

Ans. Followng are the main points of di

ples: Following ane some cxam

PART [ : CORPORATE

company not acknowle

ACCOUNTING

ples of contingent liabilities:

dged as debis.

pending order of Court.
discounted but not matured.

Book Keeping & Accounting  [Dec. 2009 (4 pg arks)}

fference between book keeping & accounting

Cpoints i Book keeping "‘“"“”‘i"g_____h_ﬁ
— Book keeping is mainly concernad | Accounting 1S the art of recordin,
with recording of financial data re- | classifying and SUMMAriZing in g,
lating to business in a significant and nificantmannerand in terms of mop,
orderly manner. transactions and event which are j,
= part at least of a financial characte,
and interpreting the results thereof
Transactions | It is concerned with the recording Itis concerned with the summarizing
of transactions. of recorded transactions.
Work The work of book keeping is mainly | The work of accounting “q“imﬁ
routine and clerical nature. level of knowledze, conceptual under. |
standing and analytical skill.
Base Book keeping is base foraccounting. | It is considered as the language of |
business. _
Finanocial Financial statementsdo not formpan | Financial statements are prepared
statements | of this process. in this process on the basis of book
keeping records.
Sub Geld Thereis no sub field of book keeping. | There are several sub-fields of like
financial accounting, cost accounting,
_ management accounting.
Fimancial | Financial position cannot be ascer- | Financial positionisascertainedonthe
sl Lainad through book keeping. basis of accounting process.
Q. 11. State the advantages of sub-division of Ledger. [June 2019 (5 Marks)]

ml Mh:mmg: ol sub-division of ledger are:
- Easy todivide work: As a result of sub-divisi i ciently
by the concerned emplayee. of sub-division, records can be maintained effi

2. Easy to handle: As a resuh of sub-division, the size and volume of!cdgerisreduccd-

3. Easytocollect informa

of transaction can be found out casily.

‘-mh‘!hﬂ.ofmj“aku:

minimized
5. Easy 1o compute: As 2 resul
tofl
compiied quickly which is very he

tion: From the different classes of ledger any particular P
As a result of sub-division chances of mistakes 3

b-division, the calculations in accounting M3y be
€7y helpful to the management.

6. Fixation of responsibility: .
o different emplovees i ty: Duc 1o sub-division, allotment of different types ﬂf“.'-:.JTJ"
is done for which concerned employee will be respﬂﬂﬁibh'
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) INTRODUCTION T0 CORPORATE
ACCOUNTING

— THEORETICAL QUESTIONS = ' -

Q. 1. What are the provisionsrelating to laying and adoption of financial statements?
Explain the law relating to authentication of financial statements.
[June 2004 (5 Marks)], [Dec. 2012 (5 Marks)]

Ans. Compliance with respect to Financial Statements [Section 129(/1)]: The financial
statements:
(a) shall give a true and fair view of the state of affairs of the company or companies.
(b) shall comply with accounting standards notified under section133.
(¢) shall be in the form provided in Schedule TI1.

Laying of financial statements at AGM [Section 129(2)]: At everv AGM of a
company, the Board of Directors of the company shall lay financial statements for the
financial year.

Consolidation of accounts [Section 129(3)): Where a company has one or more sub-
sidiaries, it shall prepare a consolidated financial statement of the company and of all
the subsidiaries in the same form and manner as that of its own which shall also be laid
before the AGM of the company along with the laying of its financial statement.

The company shall also attach along with its financial statement, a separale stalement
containing the salient features of the financial statement of its subsidiary or subsidiaries
in prescribed form.

The Central Government has been given power to provide for the consolidation of accounts
of companies in prescribed manner.

The word "subsidiary” shall include associate company and joint venture.

Provisions applicable to financial statements of a holding company shall also
apply to consolidated financial statements [Section 129(#)]: The provisions, which
are applicable to the preparation, adoption and audit of the financial statements of a

holding company shall, mutatis mutandis, apply to the consolidated financial staterents
of subsidiaries.

2.1
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dards [Section 129(5)1: Where the finay
|

. ing standards ref.
rements of a company do not comply with the accounting ndards referreg th
statemes apan) the

: » deviation fro . .
mrany shall disclose in its financial statemenls. the devi m the E‘-Ccauntin
-l 0 "

h deviation and the financial effects, if any, arising ol ;
of

Deviation from the accounting stan "
co
«tandards, the reasons for suc
such deviation.

Exemplion [Section 129(6)]:
plication. exempt any class or ©

The Central Government may, on its own or on
Jasses of companies from complying with any
requircments of this section oF the rules made there under, if-it is considered Necesgy,,
10 zrant such exemption in the public interest. Such cxemph_c:-]j may be granted cithe.

conditionally or subject to such conditions as may be specified in the notificatig,,

an gy,
of the

UnCOn
Disclosure of non-compliance with accounting standards [Section 129(5)]: Wher,
the Bnancial statements of a company do not comply with the accounting standards, 1h;
company shall disclose in its financial statements: ¢

. Deviation from the accounting standards.

- Reasans for such deviation

. Financial effects arising out of such deviation.

Q. 2. Who are responsible for keeping the books of account a company? What <3
the liabilities imposed on them for their failure in this regard?
[Dec. 2004 (6 Marks))

Or

Referring to the provisions of the Companies Act, 2013, explain whether the Com-
pany Secretary being a Chiel Financial Officer of the Company can be held liable
for maintenance of books of account of the company. [June 2016 (4 Marks)]

- Or

Chief Financial Officer is responsible to maintain books of account of the company.
Cumment. [Dec. 2018 (5 Marks))
Ans. Person responsible for keeping books of accounts [Section 128(6)]; Followin:
p=rsiins are responsible for maintaining the books of accounts:

{2 Manazing direcior

5) Whoale-lime director in charge of finance

t¢} Chis Financial Officer

td person . ; / 5 -
' zfﬂuggﬁﬁm l;wd by the Board with the duty of complying with the proV!

oy ngh the e ? for keeping and maintains of books of accounts l'aills llf-]'
m Provisions of Section 128, he shall be ishable with fi ‘hich sha
Rt be levs than 50,000 but which may extend to G.DUF:::.HI; R

Theretoze. a Company Secretary bei
: ¥ being a Chief Financial y can ¥
ol Officer of the compan}
lsble frr maintenance of books of accounts of the company.
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Q. 3. What are the provisions regarding filing of financial statement and other
documents with ROC?
Or

Give your opinion whether the Registrar of Companies can take financial statement

on record even if it is not laid before annual general meeting.
[Dec. 2006 (4 Marks)]

Ans. Adoption and filing of financial statements with ROC [Section 137(1)]: A copy
of the financial statements, including consolidated financial statement, along with all
the documents which are required to be or attached to such financial statements, duly
adopted at the AGM, shall be filed with the Registrar within 30 days of the date of AGM
in prescribed manner along with prescribed [ees.

As per Rule 12 of the Companies (Accounts) Rules, 2014:
(1) Every company shall file the financial statement with Registrar together with Form
AOC-4 and the consolidated financial statement, with Form AOC-4 CFS.
(2) Companies notified by the Central Government shall mandatorily file their financial
stalement in Extensible Business Reporting Language (XBRL) format.
Filing of financial statements even if not adopted in AGM: Where the financial state-
ments are not adopted at AGM or adjourned AGM, such unadopted financial statements
aleng with the required documents shall also required to be filed with the Registrar within
30 days of the date of AGM.
The Registrar shall take them in his records as provisional till the financial statements are
filed with him after their adoption in the adjourned AGM for that purpose.

Financial statements adopted in the adjourned AGM shall be filed with the Registrarwithin
30 days of the date of such adjourned AGM with prescribed fees.

Filing of financial statement in case of QOPC: OPC shall file a copy of the financial
statements duly adopted by its member, along with all documents required to be attached
within 180 days from the closure of the financial year.

J.luachfnent of accounts of foreign subsidiary: A company shall artach the accounts of
its foreign subsidiary along with its financial statements to be filed with the Registrar.

If the foreign subsidiary is not required to get its financial statement audited under law
their country, the holding Indian listed company can files such unaudited financial state-
ment. Where such financial statement is in a language other than English then translated
copy of the financial statement in English is required to be filed.

Financial statement to be filed even if AGM is not held [Section 137(2)): Where the
AGM of a company for any year has not been held, the financial statements along with
the documents required to be attached, duly signed along with the statement of facts and
reasons for not holding the AGM shall be filed with the Registrar within 30 days of the

last date before which the AGM should have been held in prescribed manner along with
prescribed [ees.

——pNNVINXVL
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| for taxation’? What factorg
~What do you understand by ‘provision S
%Kﬂ whﬁewﬂﬁmmg the provision for jaxation?  [Dec. 2009 (¢ Mﬂr‘i, hﬁ
ear the company has to pay advance (5, 2
ous year; This is based on the logic (h, o the
vance tax is as follows: 2y 4

Ans. Advance payment of tax: Each y
basis of estimated income of current previ
you earn’. Journal entry for payment of ad
[Date__|[Particulars

Advance Income tax Alc

To Bank Alc
(Being, Advance tax paid for the previous year

Dr,

Advance lax paid appears in balance sheet under the heading “Current Assets”

Provision for taxation: At the end of each previous year the company has to compute
1otal income and has to file return of total income, which is also known as self ﬂSSCSS[IIEmﬁ
Based on sell assessment the company has to make provisions for it in the final accoum;
by passing following journal entry.

Date Particulars Dr. (%) L@
Profit & Loss Alc Dr. XXX

To Provisions For Tax Alc

(Being, provisions for tax for the previous
year......) ‘

XKy

rAxMANNS

Provisions for tax appears in balance sheet under the heading “Current Liabilities”.
Factors are to be considered while estimating the provision for taxation:

- Whether income has correctly computed

- Whether income tax has computed as per applicable law.

- Whether capital gain 1ax is payable or not

- Whether rebates are available for double 1axation

Alter completion of assessment following entry is passed for the amount of advance tax
paid for the respective year,

Provisions For Tax Alc Dr. XXXX

To Advance Income tax Afc g
(Being, provisions for tax for the previous
vear...... )

Addiuunal n-.ijxnsuncnlrnhics required tobe passed on completion of assessment accordint
to the situation are as follows:

3

To Provisions For Tax Al
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Dale Pariiculars Dr. () Cr. (T)
When provision is more: Dr. XXXX

| Provisions For Tax Afc
' To Profit & Loss Alc
For balance tax liability: Dr. XXXX
Provisions For Tax A/c XXXX
To Liability for Taxation Ale

Q. 5. The power of directors to approve the financial statement can be delegated

mmittee of director or some of the directors. Comment.
B [June 2010 (4 Marks)]

Or
The Board of Directors of Grow More Limited, a public company, has duly dele-
gated its power to approve the financial statement of the company for the year
2014-2015 to a committee of directors. The said committee considered the financial
statement and approved the same before the financial statement were handed over
to the statutory auditor of the company. Will you accept such approval of financial
statement? [June 2012 (5 Marks)]
Ans. As per Section 134(1) of the Companies Act, 2013, the financial statement, includ-

ing consolidated financial statement, if any, shall be approved by the Board of Directors

before they are signed.
In terms of Section 1 79(3)(g), financial statement and the Board's report must be approved

in Board Meeting. The board of directors cannot delegate power ta approve the financial
stalements to a committee of directors,

Thus, Beard of Directors of Grow More Limited, cannor delegare its power to approve the
financial statement to a commnittee of directors.

Q. 6. Wrile a Short Note on: True & Fair View [Dec. 2011 (4 Marks)]
Or

Every financial statement of the company must give true and fair view of the state
of affairs of the company at the end of the financial year, [June 2019 (5 Marks)]

Ans. Books of account must give true and fair view [Section 128(1)]: Every company
shall prepare and keep at its registered office books of account and other relevant books
and papers and financial statement for every financial year which gives trie and fair view
of the state of the affairs of the company.
Financial statements shall give a true and fair view [Section 129(1)]: The financial
statements shall give a true and fair view of the siate of affairs of the company.
True and Fair view in respect of financial statement means:

(a) Financial statemenlts should comply with accounting standards notified u/s 133,

(b) Financial statement shall be in forms as provided for different class or classes of

companies in Schedule [11.

@NNVIVXVL




AAXMANNE

PART I ; CORPORATE ACCDUNTI.NG

2.6
rance or banking company orany ¢q

s ¥ a gl m 3
prto any otherclass of comp, Pan,

financial statement of any insu
any fo,

generation orsupplyol’clcct,ricily pto
f inancial statement has been sl'll-‘lrlﬁ'fd in or under the Act Zovey
Mip,

shall not be treated as not disclosing a true and fair vj,, "8
merely by the reason of the fact that they dtw of
¥ dong

1

(¢) Incaseof
engaged in the
which a form o
such class of company,
the state of affairs of the company;
disclose -

¢ In the case of an insurance
disclosed by the Insurance
opment Authority Act, 1999.

o In the case of a banking company,
disclosed by the Banking Regulation Act, 1949.

¢ In the case of a company engaged in the generation or supply of electricity,
malters which are nol required to be disclosed by the Electricity Act )ugf".‘"

& In the case of a company governed by any otherlaw for the time being in f, -
any malters which are not required to be disclosed by that law, Orce,

Q. 7. It Is not obligatory for every company

Comment.
rvation of books of accounts [Section 128(5)]: Every :

7 ; ry company is require
unts along with vouchers of last 8 financial years. e

company, any maiters which are not requireg
Act, 1938, or the Insurance Regulatory and Dme&,
' Evgl.

any matters which are pas
Y ALEROLTequired to by

to preserve ils books of acc
[June 2012 (5 M;::;i

Ans, Prese
to preserve bocks of acco
However, if an investigation has been ordered in respect of the company, the Central Goy
ernment may direct to keep the books of account for longer period. K

Thus, it is obligatory for every
b }‘m?i | gatory for every company Lo preserve books of accounts for at least § fi-
ﬂ.!.whmneumpanyhulhm:hoﬂiu.whsﬂmr -
) in Indla or abroad, the original
ﬁk;;:mmnfii records, ete. of the branch office will have to be n::ninl;ufldnzl
ce of the company. [June 2013 (5 Marks)]

Ans. As per Section 128(1) of the Companies Act, 2013, i
cnulnr.s c:;l be kept at branch. However, proper summarized return
s ically by

‘i;rl pcn cally by the branch office to the company at its registered office or the other
place where books of account are kepl.
Thus, itisi igi
e hm:{mam: to say that the original books of account, records of the branch office

o be maintained at the registered office of the company.

Q.9.Writea S :

bty ush:-:, Note on: Approval and Signing of the balance sheet and profit
Scoinam, [Dec. 2013 (4 Marks)

. _. e : Statement shall be signed only by the Chalrperson of the company

Bephaln Lune 2015 (4 Marks)

1

statement, including conselid
ted i
Buard of Directors before they are 2:::;131 statement, if any. shall be nppm\-cd by

n case of branch, books ol ac-
s are required to b
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The financial statements are signed on behalf of the Board by the following persons:
(¢) Chairperson of the company where he is authorized by the Board
Or
(b) Two directors out of which one shall be managing director, if any and
Chiel Executive Officer, Chief Financial Officer, Company Secretary (if they are appointed)

In the case of OPC, the financial statements are signed by only one director, for submission
to the auditor for his report.

Q. 10, Prepare a summarized form of statement of profit and loss account of a
company as per the Schedule II of the Companies Act, 2013.

[Dec. 2013 (5 Marks)]

Ans.: STATEMENT OF PROFIT AND LOSS

Name of the Company............

Profit and loss statement for the year ended ............ (Rupeesin...._.)
e Note | Current | Previous

o No. year year

Revenue from operations
Other Income

Expenses:

Cost of materials consumed

Purchase of stock-in-trade

Changes in inventories of finished goods, WIP & stock-
in-trade

Employee benefit expense

Financial costs

Depreciation and amortization expense
Other expenses

Profit before exceptional & extraordinary items and tax
Exceptional Items
Profit before extraordinary items and tax
Extraordinary Items

Profit before tax

Tax Expense:

(1) Current tax

(2) Deferred tax

Profit{(Loss) for the period from continuing operations
Profit/(Loss) from discontinuing operations

Tax expense of discounting operations

Profiv(Loss) for the period

Earning per equity share:

(1} Basic

L(2) Diluted

wNNVIVTXY




TARMANSB—

2.8 PART I ; CORPORATE ACCOUNTING

pem—— !, Will it ;
Q. 11. Mention the importance of ‘motes on accounts’. Will it convey Meaniy,, N

[Dec. 2014 (4
stakeholders? @ Marky)

Ans. One of the main objectives of the An nual Accounts ofa ;:;1:1);;;‘:’ nls :tIJ commy, Micy,
elfectively its strengths and weaknesses. The b:l.n: figures en ; i'ari)r uie\f le a‘”w“nls s
not sufficient by themselves to depict and explain the true :-‘n1 e of the .Siille
fairs of a company. It has, therefore, become ncccssa}}' to exp ;ﬂn an 1 ComMunicy)e
of the vital information through ‘Notes on Accounts.. By and lar ;c l e nolu.:s on ace
are explanatory. They elucidate the figures in the accounts and explain their signif;

t
of g
SOm
Olnyg
Cang,
Somelimes, these notes are clarificatory to meet the requirements 0{ law. Whether P
ticular note is explanatory or clarificatory will depend on the facts in each case and g,
manner in which it is stated. Notes on accounts form an integral part of the accouns o
a company and contain very interesting and vital information.

Contents of notes on accounts; The notes on accounts are intended to clarify and ehici.
date the financial position of a company as disclosed in its balance sheet and profit o4
loss account, Generally, the notes on accounts dwell on the [ollowing matters:

Basis of necounting

Significant accounting policies

Material changes in the method of accounting

Eifect of material changes in the method of accounting
Method of valuation of fixed assets

Method of valuation of trade and other investments
Method of providing depreciation

Valuation of inventories

Treatment of amount spent in foreign currency

Any disputed liabilities and claims against the company
Any major litigation pending by or against the company
Method of providing for retirement and terminal benefits
Remuneration paid to managerial personnel and their calculation thereol.

The abose list is only illustrative and not exhaustive, There could be many other items in
the Hmks of Accounts which may be required to be explained, clarified or amplified °
45 10 project  true and [air view of the state of affairs of the company.

oatare the key features of statement of profit and loss as per Schedule 1!
Companies Act, 20137 Dune 2015 (3 Marks)

panies Act 2013, all the companies will have
edule I11.

00000‘-000000.

i

waﬂmg 1o Section 129 of the Com
present its Ginancial statements in Sch
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The Schedule I has been formulated to keep pace with the changes in the economic phi-
Josophyleading to privatization and globalization and consequentdesired changes/reforms
in the corporate financial reporting practices. It deals with the Form of balance sheet,
statement of profit and loss and disclosures to be made therein and it applies uniformly
1o all the companies lor the preparation of financial statements of an accounting year.

It has several new features like:

¢ A vertical format for presentation of balance sheet with classification of Balance
Sheet items into current and non-current categories.

¢ Avertical format of Statement of Profit and Loss with classification of expenses based
on nature.

¢ Elimination the concept of “Schedules” and such information is now to be furnished
in terms of “Notes to Accounts”.

# It does not contain any specific disclosure for items included in Schedule VI under
the head, "Miscellaneous Expenditure”,

¢ Debit Balance of Statement of Profit & Loss A/c will be disclosed under the head,
Reserves & Surplus as the negative figure.

& Nochange in the format of cash flow statement as per revised schedule and therefore
ils preparation continue Lo be as per AS-3 on cash flow statement.

& [t gives prominence to Accounting Standards (AS) i.e. in case of any conflict between
the AS and the Schedule, AS shall prevail.

Q. 13. State how you would present ‘Cash & Cash Equivalents’ under the current
assets in the balance sheet as per Schedule IIT of the Companies Act, 2013.
[June 2016 (5 Marks)]

Ans. Cash and cash equivalents are required to be presented as given below as per Schedule
I of the Companies Act, 2013:

(f) Cash and cash equivalents shall be classified as:
(a) Balances with banks
(b) Cheques, drafts on hand
(¢) Cash on hand
(d) Others (specify nature).
(i) zmarked balances with banks (for example, for unpaid dividend) shall be separately
(fiF) Balancgs with banks to the extent held as margin money or security against the
borrowings, guarantees, other commitments shall be disclosed separately.

(u‘) chatnauon I‘E.Stlll:tlﬁns -'lr any
] ny, in I."CS]JECl Df Cash a“d ba-"k balﬂlICCS Sh
a.].]. be Scpa

(v) Bank deposits with more than 12 months maturity shall be disclosed scparately.

@NNVINXVL—
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B L Ty L "'"_'i_m_;!—& Advances’ u“‘l:‘l-‘?-\\.
ﬁf&wm would present ‘Short Tt‘"“&.hedxﬂe M1 of the Cumpani::“uul

b e
n#h&thhﬂ&eﬂuhmmwn} aspe Bt Mnrk:][i
my

presented as given belgy, as |,
Ans. Shogt-term loans “r

Schedule [11 of the Companics Act, 2013 .
4 vances shall be classified ast :
jving details thereof);

L

W
and advances are pequired 10 t

() Short-term loans and ad e
(&) Loans and adhances 0 related parties (8
(&) Others (spexify nature).

@i} The above shall alsa be sub-classified as:
(@) Secured, considered good
(&) Unsecured, considersd good
i) Doubtful. |

(i) Allowance for bad and doubtful loans and advances shall be disclosed under (s,
relevant heads separately.

(&) Loansand advances due by directors or ather officers of the company or any of e
cither severally or jointly with any other person or amounts du«:e by firms or S
companies respectively in which any director is a partner ora director or a mempe
<hall be separately stated.

Q. 15. Vibgyor Ltd. is unaware of the manner and details of presentation of ‘Long.

erm Loans & Advances' 10 be given in the balance sheet as per Schedule 111 of
the Companies Act, 2013, Advise the company with the contents and manner of its
o [June 2016 (S Marks)]

Ans.: Long-term loans and advances are required to be presented as given below as per
Schedule [T of the Companies Act, 2013:
(i) Long-term loans and advances shall be classified as:
(a) Capital Advances
(b) Security Deposits
{e) Loans and advances to related parties (giving details thereol);
(@) Other loans and advances (specify nature).
(i) The abeve shall also be separately sub-classified as:
(8} Secured, considered good
(B) Unsecured, considered good
{c) Doubtful.
w w&mmmnmﬁmw“l loans and advances shall be disclosed under !¢
Loans :
cither mﬁx u?md:;-u :«ffp;? ¥ oficens of the company or an of u:r:
B respectively in which amr' director is i due T uld
hw\m . a partner or a director or a member sh0
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Q. 16, What are the fundamental characteristics of Corporate Financial Reporting?
[June 2019 (5 Marks)]

Ans. Characterlstics of Corporate Financial Reporting:

(a) Relevance: Information is relevant when it influences the economic decisions of
users by helping them to evaluate past, present, and future events to confirm/correct
their past evaluations. The relevance of information is alfected by its nature and ma-
teriality (which is always the threshold for relevance). Information overload. on the
other hand, can obluscate information, making it hard to shift through the relevant
nuggels and making interpretation difficult.

(b) Reliability: Information should be free [rom material errorsand bias. The kevaspects
of reliability are faithful representation, priority of substance over form, neutrality,
prudence, and completeness.

{c) Comparability: Information should be presented in a consistent manner over time
and a consistency is maintained between entities to enable users to make significant
comparisons.

(d) Understandability: Information should be readily understandable by users who are
expecled to have a reasonable knowledge of business, economies and accounting
and a willingness (o study the information with reasonable diligence. The process
of producing useful information includes a number of decision points, which may
constrain the amount of information provided. These include;

(i) Timelines: A delay in reporting may improve reliability at the cost of relevance.

(if) Benefit v. Cost; Benefits derived from information should normally exceed the
cost of providing it

(iif) Balancing of qualitative characteristics: To meet the objectives of financial

statements and make them adequate for a particular environment, providers

of information must achieve an appropriate balance among qualitative char-

acteristics. The aim is to achieve a balance among characteristics in order to
meel the objective of financial slatements.

Q. 17. Explain the disclosure requirement as per Schedule II of the Companies
Act, 2013 with respect to “Short-term Borrowings”. [Dec. 2019 (5 Marks)]

Ans. 'Disclusure requirements of short-term borrowings: Following are the disclosure
requirements of short-term borrowings as per the Companies Act, 2013.
(1) Short-lerm borrowings shall be classified as:

(a) Loans repayable on demand

~ From banks
- from other parties

(b) Loans and advances from subsidiaries/holding company/associates/business
ventures

(¢) Deposits
(d) Other loans and advances (specify nature)

(if) Borrowings shall further be sub-classified as secured and unsecured. Nature of se-
curity shall be specified separately in each case.

BNNVITXVL
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2.12

. others, a mention the,..
(iii) Where loans have been guaranteed by dlrl‘CIOl'f; E;dr:r iy ereo
: be made and also the aggregate amount of loan

g broak: .

(iv) Period and amount of default in rcpn;.'meplt:lff-fiuziwsgm"' ing break-up of 5,
and interest shall be specified separately in eacll .

Q. 18. Explain the disclosures requirements as psr'icnl:l;d:::mmnzf-r?“?:a“jeﬂ o

“ lus™ an - gs”. b

2013 with regards to “Reserves and Surp e Markl"

il]

l'ih-':l]

Ans. e Companies Act, 2013 are as foll

Disclosure requirement as per Schedule LI of th i

Reserves & Surplus:
[. Reserves and surplus shall be classified as:
(i) Capital Reserves

(if) Capital Redemption Reserves

(i) Securities Premium Reserves

{iv) Debenture Redemption Reserves

{v) Revaluation Reserves

(vi) Share Options Outstanding Account

(vii) Other Reserves - (Specify the nature of each reserve)

(viii) Surplus i.e. balance in statement of Profit & Less disclosing allocalions and ap.
propriations such as dividend paid, bonus shares and transfer Lo/from reserves
(Additions and deductions since last balance sheet to be shown under each of
the specified heads) ¥

. A reserve specifically represented by earmarked investments shall be termed asa

‘fund’.

3. Debit balance of Statement of Profit and Loss shall be shown as a negative figure
under the head ‘Surplus. Similarly, the balance of “Reserves and Surplus”. after ad-
justing negative balance of surplus, if any, shall be shown under the head "Resenc
and Surplus® even il the resulting figure is in the negative,

Long - term Borrowings: )
1. Long-term bormowings shall be classified as:
{{) Bonds'debentures
{ir) Term Loans - from banks/from other parties.
(i) Deferred pavment liabilities
{iv) Deposits
{(v) Loans and advances from related parties
(v) Long-term maturities of finance lease obligations
tsi1) Other loans and advances {specify nature) )

2. Borrowings shall further be sub-classified as Yand red. Nature of &

cunty shall be specified separately in each case.

(25
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3, Where loans have been guumnll‘ud by directors or others, the aggregale amount of
such loans under cach head shall be disclosed.

4, Bonds/debentures (along with the rate of interest and particulars of rcdrmpllpﬂ ar
conversion, as the case may be) shall be stated in descending order of maturity or
conversion, starting from farthest redemption or conversion date, as the case may
be. Where bonds/debentures are redeemable by instalments, the date of maturity for
this purpose must be reckoned as the date on which the first instalment becomes
due.

5. Particulars of any redeemed bonds/debentures which the company has power to
reissue.

6. Terms of repayment of term loans and other loans shall be stated.

7. Period and amount of default in repayment of dues, providing break-up of principal

and interest shall be specified separately in each case.

Q. 19. Books of account have to be kept only at the registered office of the company.

As a corporate consultant give your comments in this regard.
i [June 2021 (3 Marks)]

Amns. Place at which books of accounts should be kept [Section 128(1)]: Every com-
pany shall prepare and keep books of account and other relevant books and papers and
financial statement at its registered office.

In case of branch, books of accounts can be kept at branch. However, proper summarized
returns are required Lo be sent periodically by the branch office to the company at its
registered office or the other place where books of accounts are kept.

NNVIXVL

All or any of the books of account and other relevant papers may be kept at such other
place in India as the Board of Directors may decide and where such a decision is taken,
the company shall, within 7 days thereof, file with the Registrar a notice in writing giving
the full address of that other place. :

As per Rule 2A of the Companies (Accounts) Rules, 2014, the notice regarding address at
which books of account may be kept shall be in Form AOC-5.

Q. 20. Give two examples on each of the following items:
{f) Change in accounting estimate
(i) Extra-ordinary items
iii) Prior period items [June 2021 (3 Marks)]
Ans.
(i) Example of change in accounting estimates:
(@) Changes in estimate of provision for doubtful debts on sundry debtors,
(b) Changes in estimate of useful life of fixed assets.
(if) Example of extra-ordinary items:
(a) Loss due to emhquakcr;ﬁl'dﬂmdi’su-ikc ete.
(6) Attachment of property of the company by the government.

I
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(iii) Example of prior period items:
(@) Applving incormect rate of depreciatio
(b) Omission to account for incmiﬁ
Q. 21. ABC Ltd. has not satisfied any conditions Sped‘ﬁhe:’ E :lsazemi?u 135—;[-']];“
Companies Act [or current financial year. The cum:ian:an sfled! L::,;cm'l 51ﬂleme;
as per XBRL Taxonomy for the previous financi yf - . stil] "Quirel
1o fle financial statements as per XBRL Taxonomy for the current financiyy,
[Dec. 2021 (3 M“rh]:

Ans. Filing of financial statements with Registrar in XBRL Format: As per Rule 3,
the Companies (Filing of Documents & Forms in Extensible Busm'ess Reporting Lang, .
Rules, 2015, following class of companies shall file their financial statements ap
documents under section 137 with the Registrar in Form AOC-4 XBRL as Per Annexy,
(1) Companies listed with any Stock Exchange in India and their Indian Suhsidjaﬁﬁ
(2) Companies having paid-up capital of ¥5 Crore or above.
(3) Companies having turnover of 7100 Crore or above.
(4) Companies which are required to prepare their financial statements in accordap,,
with the Companies (Indian Accounting Standards) Rules, 2015.
As per Rule 3(2), the companies which have filed their financial statements under Ry,
3(1) shall continue to file their financial statements and other documents though they ms,
not fall under the class of companies specified therein in succeeding years. '
ABC Lid. has filed financial statement as per XBRL Taxonomy for the previous financia
year and hence it must continue to file its file financial statement as per XBRL Taxonom

for succeeding years,
PROBLEMS & SOLUTIONS

Problem No. 1] Juplter Ltd. Issued 10,000 equity shares at 220 per share for ca!
and 20,000 equity shares to suppliers of plant costing 74,50,000. Assuming fac¢
value of shares at Y10 each, show the resultant disclosure in the notes to accounts
attached to balance sheet as per Schedule I of the Companies Act, 2013.

n in one Or MOIE Prior period,
pditure in one or more prigy ;
e Priog p'“"'ln(g

Blagy,
L‘ '-'IJ'I.L':

= _ [Dec. 2016 (5 Marks)
Ans.; Notes 1o Accounts of Jupiter Lid.;
Share Capltal
Authodzed Capital ?
Lesupd Capital i
| Equity Share Capital :
- 30.000 equity shares of T10 for cash _j_ggﬂﬁ
Substnbed Capita)
= 10,000 cqunp shares of ¥10 for cash 1,00,000 G
= 20,000 equiry shares of 210 for consideration other than cash 2,00,000 3'0&'&
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Reserve & Surplus
5;-;ug'1ic5 Premium
_ Received in cash (10,000 x 10) 1.00,000
- For consideration other than cash (20,000 = 12.5) 2,50,000 3,50.000

Problem No. 2] Following information has been obtained from Guru Lid. for the
year ending 31st March, 2018:
(1) Authorized, Issued and Subscribed Capital:

200 lakh Equity Shares of 10 each, out of which 100 lakh shares were issuf.d
as fully paid-up, 48 lakh shares were I8 each called-up and paid-up and 1.50
lakh shares were 78 called-up hut calls-in-arrear thereon of %3 lakh.

(2) Following are balances of some accounts:

— Capital Reserve %150 lakh
— General Reserve 240 lakh
— Securities Premium . 7130 lakh
— Statement of Profit & Loss (Dr.) 2115 lakh
— Forfeited Shares T2 lakh

You are required to prepare relevant notes to the accounts for the year ended 31st

March, 2018 as per Schedule I11 of the Companies Act, 2013. [Dec. 2018 (3 Marks)]
Ans,

Notes to Accounts of Guru Lid.:

1. Share Capital

Particulars Lin lakh
Authorized Capital 2.000

Issued, Subscribed & Paid-up Capital
Equily Share Capital

- 100 lakh equity shares of 710 1,000
- 48 lakh equity shares of T8 paid-up 384
- 1.5 lakh equity shares of 28 paid-up [1.5 x 8 - 3] 9
Forfeited Shares 2
1,395

2. Reserve & Surplus
Particulars | Rinlakh
Capital Reserve 150
General Reserve 40
Securities Premium 130
Statement of Profit & Loss (Dr) (115)
205

Problem No. 3] Following information is extracted from the Balance Chika
Lid. as at 31st March, 2019: ’ ik

BNNVINX V-
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E’é}ﬁ:r;ﬁ._réﬂum (2 in lakh) ooy
Term Loans 250
Capital Redemption Reserve 210
Unpaid Dividends 21
Securitles Premlium Reserve 115
Deferred Tax Liabilities 65
10

Interest Recelved in Advance
Statement of Profit & Loss (Debit) 118
Loans repayable on demand 32
9% Debentures 400 :
You are required to make the presentation of above information in the Releyy,
N 0 the accounts for the year ended as at 31t March, 2019 as per Schedule
of the Companies Act, 2013, The Relevant Notes should be related to:

(1) Reserves and surplus

(2) Non-current labllities

(3) Current llabilitics [June 2019 (3 Marks)]

Ans,

Notes to Accounts of Chika Ltd.:
1. Reserve & Surplus:
Partlculars Tin lakh |
Capital Redemption Reserve . 210
Securities Premium Reserve 115
Statement of Profit & Loss (Debit) {118)
207 |
2, Nan-Current Linbilities;
Particulars Tin lakh|
Term Loans 250
Deferved Tax Liabilities 63
¥ Debentures 4
5
715
3. Current Liabilities:
r{h&ﬂmhu ' Tin lakl’l|
Unpaid Dividends 21
Interest Received in Advance ] 10
Loans repavable on demand 3
___-——'-g]“i
Probletn N 31 R L. was
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Issned, Subscribed and Paid-up Capital:
10,00,000 Equity Shares of 710 ¢ach
1,00,000, 8% Preference Shares of ¥ 100 each

The Statement of Profit and Loss of the Company for the
2020 showed net profit before tax 260,00,000. The net
from previous year's Balance Sheet amounted to T
a pn:lll'iﬂ'l:ll‘l of 30% flor inc
surcharge & Cess) is 17.304%.
Following appropriation was propased by the company:
(a) To pay dividend on preference shares.
(b) To pay final dividend @ 20% to equity shareholders.
(¢) To transfer to general reserve 74,20,000.

You are required to show the
tails in the ‘Notes to Accounts')

2.17

.

1,00.!}[],000
1,00,00,000
year ended 31st March,
profit brought forward
12,00,000. The Company makes
ome tax. The dividend distribution tax rate (including

relevant items in the Balance Sheet. (Showing de-
[June 2021 (5 Marks)]

Ans.
Balance Sheet of R Ltd. [Extract]
As on 31st March, 2020
Particulars Note No. | Amount (T)
EQUITY AND LIABILITIES
(1) Shareholders Funds;
(a} Share Capital 1 2,00,00,000
(b) Reserve and Surplus 2 21.15,488
(2) Current Liabilities:
{a) Short-term Provisions 3 50.84.512
Total 2,72,00,000
Statement showing appropriation of profit:
Particulars Amount (%)
Profit before Lax for the year 2019-20 60.00,000
{-} Income-tax @ 30% i
Profit after tax : lfjogﬂn{?gg
{-) Appropriations: - bt
= Preference Dividend [1,00,00,000 x 89%)]
- Equity Dividend [1,00,00,000 x 20%] ulg-gg.ggg)
- Dividend Distribution Tax [28,00,000 = 17,304¢%%] 4'34, :
- Transfer to General Reserve (4,84,512)
Net Profit (4,20,000)
4,95,438

g NNVINAVL
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Notes (o Accounts of R Lid.:

1. Share Capital: e
Authorized Capital: :
20,00,000 Equity Shares of T10 each E'GG'OU.WH
200,000 8% Preference Shares of 1100 each Z'UU-UEI,:],' J
4,{]0.00'0[?
Jssued, Subscribed & Paid-up Capii ak :
10,00,000 Equity Shares (210 each fully paid-up) 1,00,00,0¢
{ 00,000 8% Preference Shares (¥100 each fully paid-up) I-Uﬂ.l]n:g:;
2. Reserve & Surplus:
Particulars Amoun ()
Profit carried brought forward from last year [ 12,0005
Net Profit 4,95,:52
General Reserve ___ig_[l 'J“ll
21,1545
3. Short-term Provisions: =
[Particulars Amount (1]
(1) Proposed Dividend
{a) Preference Dividend 8,00,000
(b) Equity Dividend 20,00,000
(i) Dividend Distribution Tax 4843512
{ur) Provision for Taxation 18.,00,000
50.84,512

Problem No. 5] State how you will treat the following transaction while preparing
the final accounts of a company for the year ending 315t March, 2020.
@ hﬂ:ﬁ@mmmwwma factory in back
. anea.
O S S e B 00 e painst e i
(iif) While preparing the accounts of the previous year closing stock was taken ¥
market price of 24,55,000 instead of cost price of 24,80,000.
 [une 2021 (3 Marks)

Ans.
(1) Subsidy 22.50,000 received from Government for installing a factory in bnck““lf‘i
area should be shown as a capital reserve or as a deduction from the cost of the a5

() The market value of the quoted investment i : 1

i 23,00,000 as against the €0

¥2.75.000. Disclose the market value oy in: s
mide fur the fall in the value, value in the balance sheet, no provision need

W |
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ot K i be dis-
(iif) No treatment is required to be made. The method of valuation of stock is to
closed in the Balance Sheet.

Problem No. 6] Following items were extracted from the Balance Sheet of Z Ltd.
as on 1-4-2019;

Particulars {7)
Equity share capital fully paid-up 12,00,000
12% Preference share capital 5,00,000
Securities premium 6,00,000
13% Debentures 9,00,000

. Profit before interest and tax is £12,00,000 for the year ended 31-3-2020.
- The Board of Directors of the company declares a dividend of 15% on equity
capital on 31-3-2020.
. The Company also decided to transfer for creation of general reserve @ 5%
of net profit.
- Tax rate is 30%,
Pass necessary journal entries to incorporate the Board’s recommendation.

[June 2021 (3 Marks)]

BNV IV ———

Ans.
In the books of Z Lid.
Journal Entries
Date |Particulars Dr. (7)] Cr. (?)
Profit & Loss Alc Dr 1,17.000 |
To Debenture Interest Afc 1.17.000
{Being, transfer of debenture interest to profit and loss
account)
Profit & Loss Alc Dr. 3, 24.900
Te Provision For Taxation Alc 3, 24,900

(Being, provision for tax @ 30% made on profit after

interest) [(12,00,000 - [,17,000) x 3094)

Proht & Loss Alc Dr. 37,905
To General Reserve Afc 37,905

(Being, transfer o general reserve)

((12,00,000-1,17,000 - 3.24,900) x 594]

Profit & Loss Alc Dr 60,000
To Preference Dividend Afc

: 60,000
{Being, preference dividend payable @ 129 on £5,00.000)
Profit & Loss Alc Dr 1, 80.000

To Equity Dividend A/c 1, 80,000

(Being, equity dividend payable @ 159 on 212,00,000)




' COMPANIES (ACCOUNTING STANDARD) RULES, 2021

Q. 1. Define “Small and Medium Sized Company” as defined in the Companies
{(Accounting Standards) Rules, 2021.

Ans. Small & Medium Sized Company [Rule 2(e)]: Srnall and Medium Sized Company
(SMC) means, a company —

() Whose equity ar debt securities are not listed or are not in the process of listing on
any stock exchange, whether in India or outside India.

(i) Which is not a bank, financial institution or an insurance company.

(iii) Whose turnover (excluding other income) does not exceed T 250 Crore in the imme-
diately preceding accounting year.

(iv) Which does not have borrowings (including public deposits) in excess of 250 Crore
at any time during the immediately preceding accounting year.

(v) Which is not a holding or subsidiary company of a company which is not SMC.

Explanation: A company shall qualify as SMC, il the conditions mentioned therein are
satisfied as at the end of the relevant accounting period,

- ACCOUNTING STANDARDS . :

Q. 2. Write a short note on: Significance of Accounting Standards
[June 2005 (4 Marks)], [Dec. 2005 (5 Marks)]
Or
Write a short note on: Objectives of accounting standards
[Dec. 2008 (3 Marks)], [Dec. 2017 (5 Marks)]
Ans. Objectives of accounting standards are as follows:
(i) To harmonize different accounting policies and practices use in a country.
(ii) To standardize accounting methods and procedures.
(iif) To reduce the accounting alternatives in the preparation of financial statements
(iv) To lay down principles for preparation and presentation.
{v) To establish benchmark for evaluating the quality of financial statements.

N |
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tements get creditable financial i"&’“’"ﬂlir,n

reas.
toreliminatealtogetherwidey,

{vi) To ensure the users of financial sta
(+#f) To attain international levels in the related 2

-counting Standards reduce toa considerable exten : arig;
i’:t;:ii.:?:‘:uming treatments used to prepare and Pﬂ“‘ﬁi’&féié’i‘fgze“}s. Thuys, l“:
basic o'hjﬂ-ctivcc:fam\cccmntingSLandard is Lo harmonize e niing p.r""c'tich
followed in the preparation and presentation of financial as to 1;,,:”.“%
intra-firm comparison.

Consider the following example:

'E:‘Hnllm ALtd. ___‘—B‘Ga-.

[ Prufits before depreciation T10 Crore m
Gross Block 10 Crore %10 Croy|
Net Block 29 Crore %9 Crur._.'
Depreciation method SLM WDV
Depreciation rate 10% 109
Depreciation amount 1 Crore 290 Laky
Profits after depreciation T9 Crore 29.10 Cmrn|

Thus, the profits of A Ltd, are lower by 210 Lakh as compared to B Ltd., because of .
depreciation method followed. Similarly, a change in an accounting policy, over a perigg
of time, by an enterprise renders intra-firm comparison a meaningless exercise.

Q. 3. Write a short note on: Generally Accepted Accounting Principles (GAAP)
[Dec. 2005 (4 Marks))

Ans. GAAP refer to the standard framework of guidelines for financial accounting used
in any given jurisdiction; generally known as accounting standards.

GAAP includes the standards, conventions, and rules accountants follow in recording an¢
summarizing, and in the preparation of financial statements.

Indian GAAP is nothing but a set of accounting standards that every company operating it
India has to follow when reporting its financial results, Generally Acceptable Accountini
Standards differ for each country as they incorporate policies and procedures that hav
1o be followed for financial disclosures as per the standards set in each country. ICAIL:
the body in India that has set the Accounting standards that need to be followed whil
financial reporting, all CAs, its'members, are an integral part of the corporate in Indi
have the responsibility to report and furnish the financial results as per the set standard:

Sa Indian Accounting Standards are termed as Indian GAAP. While US has its own
of accounting Standards termed as US GAAP; a non-US company when presenting !
financial results in US has to follow US GAAP.

This helps in that all companies follow uniform procedure in financial disclosures Whi¢
are widely acceptable and followed in the country:

Q. 4. What is the procedure for issue of Acco

: _______——-'
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Ans. Procedure for issue of AS in India by 1CAL:

i Determination of broad areas, by ASB, in which AS are required J
|

I Preparation of preliminary draft by Study Groups j
Consideration of preliminary draft by ASB & making revision il
required
1
Circulation of Drafl to Council, member of ICAI & other bodies
such as DCA, C&AG, CBDT, ICWAI, ICSI, RBI, SEBI, etc.
i
Meeting with the representative of specified bodies to ascertain
their views, finalization of exposure drafts
1
Issue of exposure drafts, for comments, 1o members of ICAL
specified bodies, stock exchanges, efc,
{
l Preparation of final draft by ASB in the light of comments received

-

Submission to Council of ICAI, consideration of the same by
Council, modifications carried out (if required)

1
l Issue of accounting standard by ICAI |

Q. 5. "Accounting standards are formulated in conformity with the provisions
of the applicable laws, customs, usages and business environment of a country.”

Comment. [June 2008 (5 Marks)]
Or
“Accounting Standards are mandatory for all companies.” Comment.
[Dec. 2009 (3 Marks)]

.-;ns. é-ﬂ.cv;:;:;‘mﬂlting standardsissued by the ICAl have legal recognition through the Companies
cl, s

The Companies Act, 2013 makes following provisions relating locompliance of Accounting
Standards:

(1) The financial statements of every company shall comply with the Accounting Stan-
dards. [Section 129(1)]
(2) Where the Profit & Loss Account and the balance sheet do not comply with the
Accounting Standards, such companies shall disclose, the following:
(a) Deviation from the Accounting Standards.
(b) Reasans for such deviation.
() Financial effect due to such deviation. [Section 129(5)]

@NNVILXV
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] — ; mrSR,:spansibi]il}' Stalemen indi.
(3) The Board's report shall also include a DIRTm;, e applicable Accounting sr:ﬂ:r“"‘in,

- : : u

therein that in preparation of annual acco . relating to maters o,
had been followed along with proper explanation E Crlal depg, “IT
[Section 134(5)] i :

s n, the Profit &

(4) The auditor’ reportshallalsostate whether, in s P PR T o,
and the balance sheet comply with Accounting ,rm:msmls.-' hereol 1$\er to ﬂhm-en'
negative or with qualification, it shall also stale te :

counting Standards Board. £,
[Dec. 2013 (3 Marks)], [June 2018 (s Marksj
|

Ans, Recognizing the need to harmonize the diverse ﬂCC_Oll“U“g policies and Practice,
present inTu:.c in India and keeping in view the [nternational f]C\'CIUmenls in the ficlq "
accounting, the Council of the 1CAL constituted the Accounting Standards Boary ( ASE-[
in April, 1977. ;
Following are the objectives of the Accounting Standards Board:
(@) To conceive of and suggest arcas in which Accounting Standards need 1o be devy
oped.
(b) To [ormulate Accounting Standards with a view Lo assisting the Council of (ke I1Cy
in evalving and establishing Accounting Standards in India. \
() To examine how [ar the relevant IFRS can be adapted while formulating the
Accounting Standard and to adapt the same.
(d) To review, at regular intervals, the Accounting Standards from the point of viey o
accepance or changed conditions and if necessary, revise the same.

Iy

Q. 6. State the objectives of the Ac

(¢) Toprovide, from time totime, interpretations and guidance on Accounting Standards
(1) To carry out other functions relating 1o Accounting Standards,

Q. 7. State the functions of National Financial Reporting Authority to provide for
malters relating to accounting and auditing standards,  [June 2016 (3 Marks)|

Ans. Constitution of National Financial Reporting Authority [Section 132(1)]: The
Central Government may, by natification, constitute a National Financial Reportirs
Authority (NFRA) o provide for matters relating to accounting and auditing standard
under Companies Act, 2013

muf ‘:Tjigixﬂ““ 132(2)): Functions of the National Financial Reportin2
- E:.:t; ::mm i !h'" c"“_':"?-l Government on the formulation and layiné

0f Siass of &@uﬁw :::;rurfﬁmﬁ s and standards for adoption by compan®

Uik ‘:-J n;smﬁﬂr and enforce the compliance ith Secounting standards and auditing

i) ::::-f;:: ;rh ti!u;lz‘;;:ili' i:;;:rq[ the professions associated with ensuring mmPﬁ-

& unxéanimh:r related Iﬂmmm for improvement in QU™

4 To perfuam such other functions ¢
prescnied aetens relatng to clauses (a), {b) and (c) as 2 i;e




—_————

CH. 3 : ACCOUNTING STANDARDS 3.5

Q. 8. What are the disclosure requirements with regard to ‘Significant Accounting

Policies"? [June 2017 (5 Marks)]

Ans. Toensure proper understanding of financial statements, itis necessary thatallsignificant
accounting policies adopted in the preparation and presentation of financial statements
<hould be disclosed. Such disclosure should form part of the financial statements. It would
be helpful to the reader of financial statements il they are all disclosed as such inone place
instead of being scattered over several stalements, schedules and notes.

ny need to follow following principles.

Inrespect of reporting ol accounting palicies, compa

1. All significant accounting policies adopted in the preparation and presentation of
financial statements should be disclosed.

2 Thedisclosure of the significant accounting policies should form part of the financial
statements and should be normally disclosed at one place.

3. Anychangein theaccounting policies which hasa material effect in the current period
or which is reasonably expected to have a material effect in later periods should be
disclosed. In the case of a change in accounting policies which has a material effect
in the current period, the amount by which any item in the financial statements is
affected by such change should also be disclosed to the extent ascertainable. Where
such amount is not ascertainable, wholly or in part, the fact should be indicated.

4. If the fundamental accounting assumptions, viz. Going Concern, Consistency and
Accrual are followed in financial statements, specific disclosure is not required. If a
fundamental accounting assumption is not followed, the fact should be disclosed.

0Q.9. Discuss the roadmap for implementation of Indian Accounting Standards (Ind
AS) to achieve convergence with IFRS.
Ans. The MCA, in 2015, had notified the Companies (Indian Accounting Standards (IND
AS) Rules 2015, which stipulated the adoption and applicability of Ind AS in a phased
manner beginning [rom the Accounting period 2016-2017.
Roadmap for implementation of Indian Accounting Standards (Ind AS):

(i) Foraccounting period beginning on or after 1* April, 2016: Following companies

shall comply with the Ind AS:

(a) Cur_npani.es whose equity or debt securities are listed or are in the process of
listing on any stock exchange either in India or out of India and having the net
worth of 500 Crore or more.

(4) Unlisted companies having the net worth of 2500 Crore or more.

(¢) Holdingcompanies, subsidiarycompanies, joint ventureor associale companies
of the companies mentioned at (a) or (b} above.

(if) For accounting period ending on or after 1* April, 2017: Following companies
shall comply with the Ind AS:

{(a) Listed companies having nel worth of less than 500 Crore.

NNV IVAVL—
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{7250 Crore or more but Jegg h

(h) Unlisted companies having networth o g,

f

Crure. __iare companies of the '
jale 1¢

() llalding. ;,ubsidial')‘. jGil’Il veniure ﬂnd 2550C Coyj

mentioned at or (b) above.

Onge a company 5[51[’!5 :tppl:_.-ing lndc
5 : alory cnleria sp

E::Itt.?nij::ti]::; c“;:::alianc}c with the Ind ASs for
later on does not apply to it.

Acompany may voluntarilyapply the
for the accounting period starting 0 ‘
cannot subseguently revert back to the preparation
Accounting Standards specified under the Companies

Py
y g

.naration of the financig)
; for the prepard al i,
JLSI':.L above, il will have to prepare (he ﬁt'r'tr.l

it ST |

all thesubsequentyears even if i}, tr:i""‘i
T,

Ind ,-HLszlorthc[11"2P'=H‘3“i'3'“0“}1'9ﬁﬂunc;ialh.h11
n or after 1" April 2015. However, such g o
nof financial statements by a4, : P
{Accounting Standards) Ruleg f;g(ur
5,20

t]r'ffl.

Q. 10 Explain: Features of International Financial Reporting Standards, ——.

Ans. Features of International Financial Reporting Sfﬂﬂfiﬂfdﬁ EFRﬁl are; ~
1. Single set of Accounting Standards based un_[:ur value tb :;11 k\muld enablp igr,
tionally 1o standardize and assure better quality on a global screen.
2. It would also permit international capital to I'Iow_ more [reely, enabling cq,
to develop consistent global practices on accounting problems.

mf'-'lr.._\_

3. 1 would be beneficial to the regulators too, as the complexity associated wi g,
understanding of various reporting regimes would be reduced.

4. For investors, it gives a better understanding to the ﬁﬂam_:iﬂl statements and agy
the investiment opportunities available in foreign countries other than their by,
country.

5. It also benefits the accounting professionals in a way that they will be able 104
their services in the different parts of world.

T PROBLEMS & SOLUTIONS =
Problem No. 1] Jeevan Lid. eamed a net profit after tax of 290,00,000 during t
year ended 31.3.2012. The company's equity capital is 10,000 shares of 710 ex
The company has also Issued 5,000, 20% convertible debentures of 220 cxb
convertible Into shares at par. Compule the basic EPS and diluted EPS as per ¥
20, assuming Income tax rate at 30%, . [June 2014 (3 Mark
Ans,

Calculation of EPS:
EPS = Pmﬁ"l available for equity sharcholder
Weighted average number of shares
~90,00,000
© 10000
= w00
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calculation of diluted EPS;
Net profit for the current year 90,00,000
(+) Saving in interest expenses due conversion of debenture in to shares 20,000
(-) Increase in tax due saving in interest expenses (20,000 x 30%) (6,000)
Adiusted net profit 90,14,000 |
[ No. of shares before conversion of debenture in to equity shares 10,000
i Additional equity shares due to conversion of debentures (5,000 = 20)/10 10,000
.- Adjusted shares after conversion of debenture in to shares 20,000

Adjusted net profit
Adjusted shares

Diluted EPS

90,14,000
20,000
= 450.70

Problem No. 2] From the following information, calculate diluted earnings per
share (EPS) of the company:

Net profit for the current year T83,00,000
Number of equity shares outstanding 20,00,000
Number of 10% convertible debentures of 2100 each 1,00,000
(Each debenture is convertible into 10 equity shares)
Interest expense for the current year £10,00,000
Tax relating to interest expenses 30%
) [Dec. 2015 (3 Marks)]
Ans.

Calculation of EPS;

EPS - Profit available for equity shareholders
Weighted average number of shares

83,00,000
20,00,000
= 4.15
Calculation of diluted EPS;
Net profit for the current year (affer rax) 83,00,000
(+) Saving in interest expenses due conversion of debentures in to equity| 10,00,000
shares

(-) Increase in 1ax due saving in interest expenses (10,00,000 x 30%) (3,00,000)
Adjusted net profit 90,00,000

wNNVIVAVL
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UNIT | ; ISSUE OF EQUITY SHARES

THEDRETICAL QUESTIONS

Q. 1. In case of under subscription of shares, questlon of returning the money does
not arise at all, [Dec. 2008 (3 Marks)]

Ans. Minlmum Subscription: As per Regulation 24 of the SEBI (ICDR) Regulations,
2018, the minimum subscription to be recéived in the issue shall be at least 90% of the
offer through the offer document, except in case of an offer for sale of specified securities.
In the event of non-receipt of minimum subscription, all application monies received

shall be refunded 1o the applicants forthwith, but not later than 4 days from the closure
of the issue.

BNV

Q. 2. Write a short note on: Issue of shares at discount [June 2009 (3 Mnrksli

Ans, Prohibition on issue of shares at discount [Section 53]: Except i provided in
Section 54 [issue of sweat equity shares), a company shall not issue shares a1 a discount.
Any share issued by a company at a discount price shall be void,

However, a company may issue shares at a discount to its creditors when its debt is
converted into shares in pursuance of any statutory resolution plan or debt
scheme in accordance w

RBI1 under the Reserve B

restruciuring
ith any guidelines or directions or regulations spevified by the
ank of India Act, 1934 or the Banking (Regulation) Act, 1949,
Penalty: Where any company fails to comply with the provisions of this section, such
company and every officer wha is in default shall be liable 10 a penalty which may extend
10 an amount equal to the amount raised through the Issue of shares at a discount or
5 lakh, whichever is less.

The company shall also be liable to re
12% p.a. [rom the
been Issued,

fund all monies received with Interest at the rate of
date of Issue of such shares to the persons to whom such shar es have

4.1
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Points

Calls-in-Advance

Meaning

A company may receive from 2
shareholder the amount remaining
unpaid on shares, This is known as
calls-in-advance.

C.

RS

Q. 3. Distinguish between; Calls-in-Advance &

[Dec. 2008 (3 Mark&]‘

. weencalls-in-advance & calls-
Ans. Followingare the main points of distinction betweencall &calls-in
=

rl'Quh
Calls-ln-Arreay '
When calls are made u

o

allotted, the s'h:lrchulde[:'snh:,?;f*s
the shares are bound to pay (},. 8
meney within the date fixed fnr:ca“:'
payment. If a shareholder rnak.ur'_'
default in sending the cal) m..-:si
within the appointed dage TE\
amount thus failed is ealled Ca-llq_inb
arrear, '

o

Interest

Regulation 18 of Table F of the
Companies Act, 2013 provides
that the Board may receive [rom
any member calls in advance and
may pay interest al such rate not
exceeding 1256 p.a. The Company is
liable to pay interest on the amount
of calls-in-advance from the date of
receipt of the amount till the date
when the call is due for payment.

Regulation 16 of Table__[?_‘;_ﬂ?'
Companies Act, 2013 pm\.id:
that, if a call is nol paid before o rJ:
the day appointed for payment,
shareholder shall pay interest froy,
the day appointed for paymen; 1;
the time of actual payment at 1pe
p-a. or at such lower rate, as (}
Board may determine.

Nature

Interest on calls-in-advance is
expenses and debited to profit & loss
accounL.

Interest on calls-in-arrear is income
and credited to profit & loss account

Q. 4, Write a short note on: Licn on a share

[June 2011 (3 Marks)]

Ans. Lien means to withhold the property of another for the lawful debis. 1t is equitabl
charge on the shares Lo secure any debts due from member of the company.
.;\5 per Table F 10 the Companies Act, 2013, the company shall have a first and paramoun
len:
(a) On every share (not being a fully paid share), for all monies (whether presently pay
able or not) called, or payable at a fixed time, in respect of that share.
(b) Onallshares (not b_cing fully paid shares) standing registered in the name of a singh
. person, for all monies presently payable by him or his estate to the company.
The Board of directors may at any time declare share ; ; ri exemp!
from the provisions of this clause, Bt RO Rl ortn part.<

The company’s lien, il any, on a share shall ex i . nuse
declared from time (o time in respect of Su:;? i Bl ik pasble ond bo

Lien never involves a reduction of capital beca ake
use i maks
ol o the shares are sold if the member
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Q. 5. Whal do you undersiand by ‘issue of shares at premium’. State the purposes
for which balance in the securitles premlum account may be applied.
[Dec. 2013 (5 Marks)], [June 2015 (5 Marks)],
[June 2016 (3 Marks)], [Dec. 2017 (5 Marks/J

Ans, A company may issue securities at a premium when it is able to sell them ata price
above face value. The Companies Act, 2013, does not stipulale any conditions orrestrictions
regulating theissue of securities bya company ata premium. However, itimposes conditions
regulating the utilization of the amount of premium collected on securities.
Securities Premium Account [Section 52(1)]: Where a company issues shares al a
premium, whether for cash or otherwise, a sum equal to the aggregate amount of the
premium received on those shares shall be transferred 1o a “securities premium account”
and the provisions of the Act relating to reduction of share capital of a company shall,
except as provided in this section, apply as if the securities premium account were the
paid-up share capital of the company.
Conditions relating to utilization of securities premium [Section 52(2)]: Securities
premium can be used by the company for the following purposes:

(a) Issuing fully paid bonus shares.

{(b) Writing off the preliminary expenses.

(c) Writing off commission or discount or the expenses on issue of shares or debentures.

(d) Writing off premium on redemption of redeemable preference shares or debentures.

(e) Buy-back of face value of shares and writing off premium on buy-back.

Conditions relating to utilization of securities premium in case of prescribed class
of companies [Section 52(3)]: In case of prescribed class of companies whose financial
statement comply with the accounting standards preseribed under section 133, securities
premium account can be used for the following purposes:

() Issuing fully paid-up bonus shares.

(i) Writing ofl expenses or commission or discount on any issue of equity shares,
(iii) Buy-back of face value of shares and writing off premium on buy-back.

Q. 6. Distinguish between: Securities Premium & Share Premium '
. [June 2014 (3 Marks)]
Ans. Sceurities premium account is a broader term than share premium. Share premium

account balance represents only premium on issue ofequityand preference shares whereas

Securilies premium account balance represents premium on issue of shares, debentures,
bonds and other financial instruments,

o PROBLEMS & SOLUTIDNS

Problem No. 1] Alex Ltd. forfeited 100 shares of 10 each Issued
::?:J:lnﬂl::twd at the time of application money) 'u':.:hl_iid; .nu:g;m ; :
ki it call money of ¥3 were not received ithﬁnalullmnuy sey of 22 is not
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These shares were originally '“"“t‘f i ']:' mtlmdlted as {8 paid-up,
r 1
quently re-lssued at a discount of T1 pe hare [June 2011 (3 Mnﬂ“)
|

Pass journal entries in the books of Alex Ltd.

Ans.:

Application {1+ 2)
Allotment

First call

Final call

ll!d!.u;,.u

—
{2 ]

I

In the books of Alex Lid,
Journal Entries

Date |Particulars Dr®)|  cry
Share Capital A'c (100 x 8) Dr. 800 [
To Share Forleited A/ (100+ 75) or (375-200) 1%
To Share Allotment A%c [(100 x 4) = **73] 32|
To Share First Call Aic (100 x 3) 300/
(Being, 100 shares forfeited for non-payment of i
allotment and first call as per Baands Resolution -
No....dated ...... )
Note: Share Copital Ac will be debited by called
up amount. Securities premium account will not
be debited as it is received and it will be deducted .
while calculating amount to be credited to Share |
Forfeiture A ¢ [
Bank A'c (100 x 7) Dr 700
Share Forfeited A'c (100 = 1) Dr 100
To Share Capital Ac (100 = 8) 800/
(Being, re-issue of 200 forfeited shares @ 27 per :
shares at? 8 paidup and discount on re-issue debited i
to share forfeited account) i
Share Forfeited Ac (175 - 100) Dr. 75 |
To Capital Reserve Al 75|
(Being. balance in share forfeiture account
transferred to capital reserve account)
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E;;Tp'pllcullun 22
On allotment ¥5 (Including premium)
On first call T3

On second and fAnal call 32

Applications were recelved for 45,000 sharcs and prorata allotment was made on
the applications for 36,000 shares. Money overpald on applications was employed
on aceount of sum due on allotment,

Ramesh, to who 600 shares were allotted, failed to pay the allotment money and
on his subsequent fallure to pay the first call, his shares were forfeited. Mohan,
the holder of 900 shares, failed to pay the two calls, and his shares were forfeited
alter the second call. A
Of the shares forfeited, 1,200 shares were sold 1o Krishna credited as fully paid
@ ¥9 per share, the whole of Ramesh’s shares being included. Pass the necessary
journal entries and prepare the cash book entries and prepare balance sheet.
[June 2013 (12 Marks)]

Ans.:
Application 2
Allotment (3+2) 5
First call 3
Final call 2
12
In the books of A Ltd.
Journal Entries
Date Particulars Dr. (%) Cr. (T)
Bank Ale (45,000 x 2) Dr 50,000
To Share Application Alc 90,000

(Being, application money received on 45,000
shares @ 22 per share)

Share Application Alc (See Nole 1) Dr. 90,000
To Share Capital Alc
To Share Allotment Alc ?gggg
To Bank Alc 15,000
(Being, application money of ¥ 60,000 '
transferred to capital account and 212,000
adjusted towards allotment and balance
refunded to applicants as per Boards
Resolution No... dated ......)
Share Allotment A/c (30,000 x 5) Dr. 1,50,000
To Share Capital Alc (30,000 x 3) ' 90,000
To Securities Premium Alc (30,000 x 2) 60,000

(Being, allotment moneydue on 30,000 shares
@ X5 per share including T2 [or securities
premium as per Boards Resolution No...
dated ...... i)

I
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Dale

Bank A/c (Note 2)
To Share Allotment A/c

(Being, balance allotment moncy received

excluding that of ijﬁ____'______.-—]—)r

Share First Call Al (30,000 x 3)

To Share Capital Afc
(Being, first call meney due on 30,000 shares

@33 pershareas per Boards Resolution NO-.--
dated ...... )

Bank A/c (30,000 —600-900) x 3
Share First Call Alc

(Being, first call money received exc

that of Ramesh & Mohan)

luding

Share Capital Afc (600 x 8)
Securities Premium Afc (600 x 2)

To Share Forfeited A/c (Note 1)

To Share Allotment Afc (Note 2)

To Share First Call Alc (600 x 3)

(Being, Ramesh’ share forfeited for non-

payment of first call & final call as per Boards
Resolution No.... dated ......)

NTING

P
Particulars ________,‘-——'5;”

Dr.

Dr.

1,35,240

90,000

85,500

4,800
1,200

Share Final Call Alc (29,400 x 2)

To Share Capital Alc
(Being, final call money due on 2,000 shares
@% 2 pershareas per Boards Resolution No....
dated ...... )

58,800

Bank A/c (29,400 - 900) x 2

Share Final Call Ac
(Being, final money received excluding that
of Pawan & Promod)

Dr

Share Capital Alc (900 x 10)

To Share Forfeited A/c (900 = 5)

To Share First Call Ale (900 x 3)

To Share Final Call A/lc (900 x 2)
{Being Mohan'’s share forfeited for non-
payment of first call & final call as per Boards
Resolution No.... dated ...... ) :

Dr.

Bank Afc (1,200 x 9)

Share Forfeiture Ale (1,200 x 1)

- Ttéglmrr Capital Aic (1,200 x 10)
{Being, 80shares re-issued @ 11 as
Resolution No..., dated ......) P

Dr.
Dr.

Share Forfeited A'c (See Note 3)

To Capital Reserve Ale
(Being, balance in share forfeiture accoun
transferied to capital reserve account) l

Dr.

57,000

9,000

10,800
1,200

3,240

Dr, (%)

85,500/

" 1440
(3] 2-?60
1,800

58,800

57,000
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I Balance Sheet of A Lid.
FQUITY & LIABILITIES £
| shareholders Fund
Share Capital (29,700 shares @ 2 10 each) 2,97,000
Securities Premium 58,800
share Forfeited Account 1,500
Capital Reserve ; g::g'
: 60,
ASSETS 2
Current Assels
Cash & Bank Balance 3-°U-gjg
3,60,5
lE:ute 1:
Sharcs Shares Application Application money appropriated towards
applied | allotted money Appllcation Final |Refund
Teceived. (CHF"BI) Allolment Flrat call call
36,000 30,000 72,000 60,000 12,000 - =
9,000 . 18,000 - 18,000
45,000 30,000 90,000 60,000 12,000 - 18,000
Caleulation for Ramesh:
[ 720 600 | *1440 | 1,200] 240] = = |
Calculations of shares applied by Ramesh:
For 30,000 shares — 36,000 shares
For 600 shares - 2
600 x 36,000
30000 - %0
Note 2: Calculation of amount to be received on allotment:
Total For Ramesh
Amount due on Allotment (30,000 x 5) 1,50,000 {600 x 5) 3,000
Excess application money adjusted towards (12,000) (240)
allotment 1.38.000 = 3960
Amount nol received form Ramesh (2,760) {
1,35,240
Note 3: Calculation of capital reserve on reissue of shares:
Share Forfeited A/c credited at the time of forfeiture for 900 share of Ramesh 1,440
Proportionate Share Forfeited A/c bal. for Mohan's share (4,500 x 600/900) 3,000
Amount debited on reissue (1,200 x 1) (1,200)
3.240

Problem No. 3] Y Ltd. forfeited 1,000 equity shares

sued at a premium of 20% (to be o Cabots
of allotment money of ¥4 per s

share. Qul of these, 600 shares were:

Pass the journal entries for forfeit

pnldat!heﬂmc of allotment) [
hare (including premium) and first

re-issued as fully paid-up for T8.50 shun.
maadmiuncnfrlﬁr;.pw m

e_u:h{ﬂ'

[Dec. 2013 (3 Marks)]

R
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Ans.:
Application iv
Allotment (2 + 2) 4 x
First Call 2 x
Final Call 3
12
" In the booksof ¥ Ltd.
Journal Entries
Date Particulars L) W
Share Capital Alc (1,000 x 7) Dr., 7,000
Securities Premium A/ (1,000 x 2) Dr. 2,000
To Share Forfeited A/c (1,000 x 3 300
To Share Allotment A/c (1,000 x 4) 4'“{';
To Share First Call A/c (1,000 x 2) 2.0
(Being, 1,000 equity shares forfeited of T7
called up fornon- pa}menml'allolmento[?-!
and first call of 22 per share as per Board’s
resolution No...... dated ...... )
Bank A/c (600 x 8.5) Dr. 5,100
Share Forfeited Alc (600 x 1.5) Dr. 900
To Share Capital A/c (600 x 10) 6,000
(Being, re-issue of 600 shares for ¥8.5 and
discount of 2 1.5 on re-issue debited to share
forfciwd accounl as per Board’s resolution
...... dated ......)
Sh:m.- I‘orl'cned Nc [Note I] Dr. 900
To Capital Reserve Alc 900
(Being, profit on re-issue transferred to
capital reserve)
Note 1: Calculation of capital reserve:
;hunf: For[:llclec credited at the time of forfeiture for 1,000 share 3,000
oportionate share forfeited balance fo 1,800
Share Forfeited A/c debited at the time urfﬁrgou:l‘:m (2.000,2600(1,000) ______L@Ql
Amount to be credited to cnpilu] reserve 900
_______.—-"'
m“'*wﬁm_.. l!w , tmu:'u (25 9
"" ﬂilﬂlﬂﬁ’l e 32 MMm-immdmAmi
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Ans.: Problem is not properly drafted, details of application money and call money is 'f‘”
clearly given in the problem. Hence, it assumed that our of 38 paid-up, T2 is application
money and T3 is the first call ntoney and accordingly problem is solved,
App]lC:lli.(il‘l 2
Allotment (3 + 2) 5 x
First call 3 x
Final call 2
12
In the books of A Ltd.
Journal Entries
Date Particulars Dr. (T) Cr. (T)
Share Capital A/c (360 x 8) Dr. 2,880
Securities Premium Alc (360 x 2) Dr. 720
To Share Forfeiture Alc (360 x 2) 720
To Share Allotment Alc (360 x 5) 1,800
To Share First Call Afc (360 x 3) 1,080
(Being, forfeiture of 360 shares for non-
payment of allotment and first call money)
Bank Afc (320 x 8) Dr. 2,560 3
Share Forfeiture Alc (320 x 2) Dr, 640 E
To Share Capital Afc (320 x 10) 3200| &
(Being, 320 shares issued at T8 called-up for 'é

210 per share fully paid-up)

Note 1:
Calculation of capital reserve:

(Amountpaid per share - Discount on reissue) x No. of shares reissued
(2-2) x 320 = 0 (zero)

Problem No. 5] Delhi Chemicals Lid. was registered with an authorized pital
f
¥15,00,000; consisting of 1,50,000 Equity shares of% 10 each. The u_um;n:: ism;:d

a prospectus inviting applications for 60,000 ' ;
esiys shares at a premium of 22 per share,

On application -T2

On allotment -5 (including Premium)
On first & final call 25

Applications were received for 80,000 shares, Letters of eV ra i g
the balance, 1o the applicaats of 12,000 shares. Pro rata allotment was made on
Excess money received on applications was utilized towards the allo
Pass the necessary entries in the Juumdofm,mmiﬁm

required note of ‘Share Capital’ in accordance with tha e o
of Companies Act, 2013, with the provisions of Sc
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Ans.
[n the books of Delhi Chemical Lid.
Journal Entries
[ e
Date ] Particulars = S Dﬂm
Bank Alc Dr 1,60,000 w
To Share Application A/c 1,60 ¢
(Being, application money for 80,000 shares 4
received at @ T2 per share)
Share Application Alc Dr. 1,60,000
To Share Capital Ale 120 -
To Share Allotment Alc v Dﬂr:
To Bank Ale 24 m( !
: Ban |
(Being, out of application maney, T1,20,000 ‘
pertaining 10 60,000 shares transferred toshare
capital account, excess application adjusted ‘
towards alloument and balance money on
12,000 shares refunded) |
Share Allotment Alc (60,000 x 5) Dr. |  3,00,000 f
To Share Capital Afe (60,000 x 3) 1,80,00
To Securities Premium Afc (60,000 = 2) 1.20,000
{Being, allotment money due @ 5 including
premium T2 per share on 60,000 shares)
Bank A/c (3,00,000 - 16,000) Dr. 2.84,000
To Share Allotment Alc 2,84,000
{Being, balance money due on allotment
received)
Share First & Final Afc (60,000 x 5) Dr. 3,00,000
To Share Capital Alc 3,00,000
(Being, first & final call due @ 25 per share
on 60.000 shares)
Bank A‘e Dr.|  3,00,000
To Share First & Final Alc 3,00,000
(Being, first & final call received)
_______--

Note No. 1]

|

[ 68,000 60.000
| 12 000 :
L S0000 | 60.000
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problem No. 6] Mithu Lid. forfeited equity shares of ¥ 10 each, which W:;E::E’p
nally issued at a premium of 20% to Guna. On these shares T9 per share i
(other than premium). Guna failed to payallotment money 5 (including pr i
and also the first call of 22 per share. Out of these shares 700 shares are re-

: : 1 entries for forfelture and
{o Naku as fully paid-up for ¥8 per share, Give journa m[]unc 2018] (3 Marks)]

re-issue of shares. .
Ans.:
Application 4 ¥
Allotment (3 + 2) SIS
First call _2 x
Final call 1
12
In the books of Mithu Lid.
Journal Entries
Date Particulars De X) Cr. (T)
Share Capital A/c (1,000 x 9) Dr. 9,000
To Share Forfeiture Ale (1,000 x 4) 4,000
To Share Allotment Afc (1,000 x 5) 5,000
To Share First Call A/c (1,000 x 1) 1,000

(Being, 1,000 shares held by Guna forfeited for non-
payment of allotment and first call money as per

Board Resolution No. ....... Dated ........)
Bank A/c (700 x 8) g Dr. 5,600
Share Forfeiture A/c (700 x 1) Dr. 700
To Share Capital A/c (700 x 9) 6,300

(Being, Forfeited shares re-issued to Naku as per

Board Resolution No. ....... Dated ........)

Share Forfeiture Alc [(4 - 1) % 700] Dr. 2,100
To Capital Reserve Alc 2,100

{Being, balance of Share Forfeiture Alc transferred
to Capital Reserve Alc)

Problem No. 7] Mudgal Ltd. offered 400 lakh equity shares of ¥ 10 each o the
public. The amount was payable as to 2 4 on application. ? 5 (Including premium)
on allotment and ? 3 on call. The issue was subscribed to the extent of (o and
one-fourth) 2-1/4th times. Applications for below 100 shares. (for 200 lakh shares
In total) were rejected. An applicant for 200 lakh shares was allotted 80 lakh
shares, The remaining shares were allotted on pro rata basis t6 other applicants,
The excess amount received on applications o the extent of allotment dues was
retalned. Sharcholders holding 16 lakh shares out of pro rata issue failed to pay
the ner mnnqmdmﬂmnuey,ﬁhihrumhrfgﬂnd.mhkhiqﬁty
shares were re-issued at 9 per share fully paid, .

Show the journal entries including cash transactions, [Dec. 2018 (S Marks)]

| — e e B
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Ans.
Application 4
Allotment (3+2) 5
First & Final Call <k
£
1n the books of Mudgal Lid
To Share Application Ae 360 I
(Being, Being application money received 900 lakh |
shares) '
Share Application Alc Dr. 3,600 '
To Share Capital Afc 160y |
To Share Allotment Alc LIy
To Bank Alc By
(Being, application money 21,600 lakh transferred '
10 capital account and 1,120 Jakh adjusted towards
allotment and balance 880 lakh refunded to
applicants as per Boards Resolution No. ..... dated
Share Allotment Alc (400 x 5) Dr. 2,000 .
To Share Capital Afc (400 x 3) 1,200 |
To Securities Premium Alc (400 x 2) BOI
(Being, allotment money due on 400 lakh shares @
25 per share including 12 {or securities premium as
per Boards Resolution No. ..... dated ...... )
Bank A/c [Nate 2] Dr. B36
To Share Allotment Ale 838
(Being, allotment money received)
Share First & Final Call Alc (400 x 3) Dr, 1,200
To Share Capital Alc 1,200
(Being, first & final call money due on 400 lakh '
L“:‘“ﬁlg P?riﬁhm as per Boards Resolution |
Bank A/c (400-16) x 3 Dr 1,152
To Share First & Final Call A%e 1,152 |
(Being, first & final call money received)
Share Capital A'c {16 x 10) Dr 160
Securities Premium Alc (16 x 2) d 2 i
To Share Fatfeiture Alc * 100
To Share Allotment Alc * ot 44




CH. 4 : ACCOUNTING FOR SHARE CAPITAL s
Dale Particulars Dr. Cr
1o Share First & Final Call Alc (16 3 3] 48
(Being, 16 lakh shares forfeited for non-payment of
allotment & first & final call as per Boards Resolution
No. ... dated ]
m___'_'_‘_‘———ﬁ' 90
Share Forfeiture A/c (10 x 1) 10
To Share Capital A/c (10 x 10) 100
(Being, 10 lakh shares re-issued @ 19 and discount
on re-issue debited to share forfeiture account as
per Boards Resolution No, ... dated i)
Share Forfeiture Alc [Note 3] Dr. 525
To Capital Reserve Alc 525
(Being, balance in share forfeiture account
transferred to capital reserve account)

Note I: (T in lakh)
Category | Shares | Shares |Application Application money appropriated |Refund
applied | allotted mun:zd towards —

recei tl
Afg::ff'm“;“ Allotment | -
L 200 - 800 - = = 800
I 200 80 800 320 400 = 80
11 500 320 2,000 1,280 120 = =
S00 400 3,600 1,600 1,120 - 880
Calculation for 16 lakh shares allotted on pro-rala basis:
[m 25] 16 | *100 6t | Yo e -]
Calculation of shares applied to whom 16 lakh shares are allotted:
For 320 lakh shares allotted — 500 lakh shares applied
For 16 lakh shares allotted — >
16;2;(}0 = 25 lakh shares
Note 2: Calculation of amount received on allotment:
Total For 16 lakh
shares allotted
Amount due on Allotment (400 x 5) 2,000 (16x3) 80
Excess application money adjusted towards allotment  (1,120) (36)
880 ** 44
Amount not received from 16 lakh shares allotted (44)
836

@NNVIVXVI
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Y . f share:
Note 3: Calculation of capital reserve on reissue 0

¥ . ares
Share Forfeited A/c credited for forfeiture of 16 Jakh sh

) -

Propartionate Share Forfeited A/c bal. for reissued 10 lakh shares mj
(100 x 10/16)

Amount debited on reissue . . IL[

32

Problem ing of Board of Directo =
. 8] During the course of the meeting 0 s ofy
Lid, it h:“uln .1.,=1L1 to forfeit the 500 shares held by Aasha on accoyy,

o

yment call amount of 34 per share. It has been informed that th, ¢
::It:l.ﬂp:ud lhem up value per share Is 710. Based on the resolution pa_g_:c;?&
the meeting of Board of Directors, shares of Aasha have been, forfeited. 1n lumh
300 forfeited shares are reissued at the rate of 9 per share. You are requireq

pass the Journal entries in the books of Yana Ltd. [June 2019 (5 Marks)
Ans.
In the books of Yana Ltd.
Journal Entries
Dale Particulars Dr. () Cr.(
Share Capital Alc (500 x 10) Dt 5,000
To Share Forfeited Alc (500 x 6) 3000
To Share First & Final Call Afc (500 x4) 2000

(Being, 500 shares forfeited for non-payment first &
final call os per Boards Resolution No.....dated ... 4]

Bank Ac (300 x 9) Dr 2,700
Share Forfeited Alc (300 % 1) 300
To Share Capital Afc (300 = 10) 3,000

{Being, 300 shares re-issued @ 9 and discount of 1
on re-issue debited to share [orfeiture account as
Boards Resolution No. .... dated ...... )

Share Forfeited Afc [Note T Dr. 1,500
To Capital Reserve Alc 1,500

{Being, balance in share forfeilure account
transferred to capital reserve account)

Note 1: Calculation of capital reserve on relssue of share:

Share Forfeited Alc credised at the time of foefeiture for 500 share 3o
Proportionate Share Forfeited Ac bal. [or reissued 300 share 1,808
(3006 « M0 200)

Amsunt debited on reissue {300
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Alternatively,
Capital reserve = (Amount paid per share - Discount on reissue) x No. of shares issued
=(6-1) =300
= 1,500

Problem No. 9] Aaru Lid. has issued 500 lakh equity shares of 710 each to public in
the year of 2017-18. The amount were payable as 12 on application, 2 on allotment,
73 on first call and the balance on second and final call. All the due amounts were
received except from the following:

— X who is helding 15,000 shares, on which allotment, first and second calls are

in arrear.

— Y who is holding 10,000 shares, on which [irst and second calls are in arrear.

— Z who is holding 5,000 shares on which second call is in arrear.
On 1st November, 2019, the directors forfeited all the above shares and reissued
them as fully paid to Annu as under:

Forfeited shares of X were re-issued at 11 per share, those of Y at 9 per share
and those of Z at 17 per share. Give the necessary joumal entries to record the
transactions relating to forfeiture and re-issue of shares. [Dec. 2019 (5 Marks)]

Ans,

Application
Allotment

First Call

Second & Final Call

|E’mu-

In the books of Aaru Ltd.

Journal Entries (T in lakh)

Date Partlculars Dr. Cr
Bank Alc Dr. 1,000
To Share Application Ale 1,000

(Being, application money received on 500 lakh shares

@ ¥2 per share)

Share Application Alc Dr. 1,000
To Share Capital Alc .

(Being, application money transferred 1o share capilal
account)

Share Allotment Alc (500 x 2) Dr 1,000
To Share Capital Alc :
(Being, allotment maney due on 500 lakh shares @ 22
rshare as per Board Resolution No. ..... dated
Bank Afc [(500 - 0.15) x 2] Dr. 999.70
To Share Allotment Ale ‘
(Being, allotment money received)

1,000

1,000

999.70

NN VILYYL
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e D
Date Particulars ______________-——-"“B_r'—-——]—ia-n—:__:h
Share First Call Al (500 x 3) #
To Share Capital A'c : k5|
(Being, first callpmnn-:y due on 500 lakh :-hﬂl".-'—“ @ 2:—; !
er share as per Board Resolution No. .- dated ...---
Bank Alc [(500 - 0.15-0.10) x 3] BRI 2 |
To Share First Call Ale M 1,49g %
cing, first call money receiv
g?l.':::g&‘cond & Final Call Alc (500 x 3) Dr 1,500
To Share Capital Alc 1.
{Being, second E final call money due on 5!3[] lakh S0
shares @ T3 per share as per Board Resolution No.
eees dated o )
Bank Alc [(500 - 0.15 - 0.10-0.05) x 3] Dr.| 1,499.10
To Share Second & Final Call Alc 1,499 1,
(Being, second & final call money received) "
Share Capital Ae [(0.15 + 0.10 + 0.05) = 10] Dr. 3.00
To Share Forfciture A/c 1.05!
To Share Allotment Afc (0.15 x 2) 0.3
To Share First Call A/c [0.15 + 0.10) = 3] 0.3
To Share Second & Final Call Alc 0.90
[0.15+0.10+0.05) = 3] |
(Being, shares forfeited for non-payment of allotment
and call money as per Board Resolution No. ... dated
,,,,,, )
Bank A/c [(0.15 % 11) « (0.10x9) + (005x7)]  Dr 2.90
Share Forfeiture Ale [(0.10 x 1) + (0.05 = 3)] 0.25
To Share Capital Afc 3.00
[(D.)5 « 0.10 + 0.05 x 10)] i
To Securitles Premium Aic (0.15 = 1) 0,15
{Being, forfeited shares are reissued as per Board
Resolution No. .....dated ...... )
Share Forleiture Ale (1.05 - 0.25) Dr (.80
To Capital Resenve Alc 0.80
{Being. balance in share forfeiture account transferred
16 capital reserve aceount)
—

Problem No. 10] Veena Lid. forfelted 300 equity shares of 100 each 80 per shar
(Including premium) being called up, which were issued ol"':l':'l ptﬂnlunfeor 10%
Shareholder of 300 shares had pald only 50 per share (including premium). Out of

o fokfelied. "mmm_wﬂrﬁwﬁythemmpsﬂrﬂm
called-up for 50 per share. Give necessary Journal Entries with regard 1o forfeilur
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Ans.
In the books of Veena Lid.
Journal Entries
(Date__ |Particulars pr.(]  Cn@)
™ |Share Capital Alc [300 x (80 - 10)) Dr. 21,000
To Share Forfeiture Alc [300 x (50 - 10)] 12,000
To Share Final Call Afc (300 x 30) 9,000
(Being, shares forfeited for non-payment of call
money as per Boards Resolution No. ... dated ...._.)
Bank A/c (200 x 50) Dr. 10,000
Share Forfeiture Alc (200 % 30) 6,000
To Share Capital Alc (200 x 80) 16,000
(Being, [orfeited shares are reissued as per Board
Resolution No. ..... dated ......)
Share Forleiture Afc [Nore 2] Dr. 2,000
To Capital Reserve Ale 2,000
(Being, balance in share forfeilure account
transferred (o capital reserve account)
Note 1: Securities Premium Alc will not be debited at the time of passing entry [or forfei-
ture of shares as there is not default in receiving premium. A
Note 2: Calculation of capital reserve on reissue of share: 7
%
¢ £
Share Forfeited A/c credited at the time of forfeiture for 300 share 12,000 %
Proportionate Share Forfeited Alc bal. for reissued 200 share _m
(12,000 x 200/300)
Amount debited on reissue (6,000)
2,000
Alternatively,
Capital reserve = (Amount paid per share - Discount on reissue) x No. of shares issued

= (40 o 30) x 200
= 2,000

UNIT Il: SWEAT EQUITY SHARES

THEORETICAL QUESTIONS

Q. ?.Allltﬁd Wﬂmmy Intends to i :
msh'_#u}m,’ os. Advise the company about the'conditions to be fulfilled for

5 [Dec. 2015 (5 Marks)]
Explain the issue of sweat cquity shares and their imitation and restriction,
[Dec. 2017 (5 Marks)]

[
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Ans. oo
Sweat Equity Shares [Sectlon 2(88)}: Sweat ‘fqmt-:i =
acompany loits directors or emplayees atd dls'mluln i
for providing know-how or making available nights
rights or value additions, by whatever name catie®: e weatsail
Issue of sweat equity shares [Section 54]: A compan? Cann:l salisﬁLc dlequn
a class of shares already issued, if the following conditions db ‘ h

{a) The issue has been authorized by a special resolution passed by (he cumpan}. i
the general meeting. : :

(b) Such special resolution should clearly specily:

- Number of shares
- Current market price
- Consideration and .
. Classes of directors or employees 10 whom such fql.:ll: shares are to he iSsugg
'mﬂtm‘hﬂn}'mu{d :lu'rr\.:apm,d {ium the duui omwnmchrtne Ll.ﬂ1-|I_a::|r!l-_‘—--qﬂ‘“:,_,:,l_lt‘.n]‘:tl
1o-commence-business: [Deleted by the Companies (Amendment) Act, 2017]

(d) A company whose shares are listed on a recognized stock exchange issuing SWeg
equity shares should comply with the SEBI (Share Based Employee Benefits & Sy
Equity) Regulations, 2021.

() Acompanywhose sharesare notso listed should comply with the Companies (Shy,
Capital & Debentures) Rules, 2014.

Rights, limitations, restrictions applicable to sweat equity shares [Section 54(2))
The rights, limitations, restrictions and provisions as are for the time being applicable ;
equity shares shall be applicable to the sweal equity shares issued and the holders of swex
equity shares shall rank pari passu (on an equal footing) with other equity shareholden

ares means equity shares issyy
L5

he nature of intellectual py Cag)

¥ shag,
E.I'LSI o

“n I. m “ m E
. of

THEORETICAL QUESTIONS

Q. 8. Write a short note on: Redemption of Preference Shares

: [June 2002 (5 Marks)
What are the conditions which must be fullllled for redemption of preferest
shares? . ' [June 2011 (6 Marks)]

Ans. Issue & Redemption of Preference Shares [Section 55):
(1) Irredeemable preference shares cannot be issued: N g \ chart
shall issue any preference shares which are mﬂm;?:mpany]j:mled &
A a o limited mfh.,“"“ shares can be issued: If authorized by its arti™®
company limited by may issue preference shares which are liable to 27

deemed within a period ¢
to prescribed m'.,‘ﬂn-mm exceeding 20 years from the date of their issue U°°

p'ﬂnll.; .

for consideration, other (% |
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(3)

(4)

(5)

(6)

(7)
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However, a company may issue preference shares for a period exceeding 20 years for
infrastructure projects, subject to the redemption of prescribed percentage of shares
on an annual basis at the option of such preferential shareholders.

As pet Rule 10 of the Companics (Share Capital & Debentures) Rules, 2014, a com-
pany engaged in the seiting-up and dealing with of infrastructural projects may issue
preference shares for a period exceeding 20 years but not exceeding 30 years, subject
to the redemption of a minimum 10% of such preflerence shares per year from the
21* year onwards or earlier, on proportionate basis, at the option of the preference
shareholders. The term “infrastructure projects” means the infrastructure projects
specified in Schedule VI,

Source of funds for redemption: Preference shares shall be redeemed:
(a) Out of the profits of the company which would otherwise be available for
dividend,
(k) Out ol the proceeds of fresh issue of shares.

{c) Partly out the profits of the company and partly out of the proceeds of fresh
issue of shares,

Paid-up value of redemption: Preference shares shall be redeemed only if they are
futly paid-up,

Capital Redemption Reserve Account; Where preference shares are proposed to be
redeemed out of the profits a sum equal 1o the nominal amount of the shares should
be transferred to the Capital Redemption Reserve Account.

Capital Redemption Reserve Accotint may be applied forissue of fully paid-up bonus
shares.

Premium on redemption of preference shares:

(€) In case of prescribed class of companies whose financial statement required
to comply with the prescribed accounting standards under section 133, the
premium, if any, payable on redemption shall be provided for out of the profits
of the company, belore the shares are redeemed,

(if) In a other cases, the premium payable on redemption shall be provided for:
(a) Out aof the profits of the company.

(b) Out of the company's securities premium account, before such shares are
redeemed.

(c) Partly out the profits of the company and partly out of securities premium
account.

Redemption of preference shares by issue of further redeemable preference
shares: Where a company is not in a pasition to redeem any preference shares or to
pay dividend, if any, on such shares in accordance with the terms ol issue (stich shares
referred as unredeemed preference shares), it may, with the consent of the holders of
3/4% in value of such preference shares and with the approval of the Tribunal on a
petition made by it in this behalf, issue further redeemable preference shares equal
to the amount due, including the dividend thereon, in respect of the unredeermed
preference shares, and-on the issue of such further redeemable preference shares,
the unredeemed preference shares shall be deemed 10 have been redeemed,

i NVIVA VL
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While giving approval. the Tribunal shall
crence shares held by such persons who have
redeemuable preference shares.

or> The issue of further red

Explanasion
preference s
capital of the company.

Q. 9. Distinguish between ‘equl

cemable

Ans. Following are the main points of distinction

hares shall not be deemed to be an

SN =
ty shares’ and ‘prefercnce

RPORATE ACCOU NTING
order the redemption forthwith o

Prt.f_

ot consented 1o the issue of Furyy,
£t

n

preference shares or redem

: pt
increase or a reduction, in ¢ On o

h(‘ Sh&r:

shares'. T
[Dec. 2016 (3 Markg),

between preference share Capity]
&

eqguity share capital:
[Points | Preference Share Capital | Equity Share ‘-‘m
 Meaning Preference share capital, with ref- | Equity share E:'I"il_:'-L “ﬂhre?e_r::"‘f
i erence o any company limited by | to any company limited by Sha.r:'
I shares, means that part of the jssued | means all share capital which js p,,
| share capital of the company which | preference share capital. '
carrics or would carry a preferential
| right with respect ta:
I {a) Payment of dividend, gither as
| a fixed amount or an amount
calculated at a fixed rate, which
| may either be free of or subject
I 1o income-[a%.
! {b) Repayvment, in the case of a wind-
} ing-up or repayment of capital, of
! the amount of the share capital
| paid-up or deemed 10 have been
paid-up, whetherornot, thereisa
preferential right to the payment
of any fixed premium or premium
onany fixed scale, specified in the
memorandum or articles of the
company.
Dividend Preference shares are entitled 1o a | Rate of dividend on equity shares is
fived rate of dividend. recommended by the board of direc-
tors in its report to the shareholders.
which isapproved by the sharcholders|
; al the AGM. |
Preference in I?__:ﬂ'?‘“d '5:_“ lhf_ preference shares is | Dividend on equity shares is F“i'ji
dividend npreference tothe equityshares. | only after preference dividend has
& ! been paid. =
Preference in | In case of winding-up, preference | In case of winding-up. equity share|
winding-up | sharc holders get preference over | holders get ¢ of capital after
equity share holders with regard ta | the mpn:fnnequ £ ferentce
'lhi: Fii.ﬂTIt'l'lt Uf E‘Slplul. pay L O capl 10 pl'lf
AT :hﬂldfl!. ___________.--""
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Polnls

l

Preference Share Capital

Equity Share Capital

T
cumulative-
ness

Dividend on preference share may be
cumulative.

Dividend on eguity shares 1= not cu-
mulative.

S
"Oﬁ“g nghl!

Voting rights of preference sharchold-

ersareresiricied. As per Section47(2),

apreferenceshareholder can vote anly

in following cases:

(a) Whenhisspecial nghisasaprefer-
encesharcholderare beinavaried.

(b) Any resolution forthe winding-up
of the company or [or the repay-
ment or reduction of its equity or
preference share capital,

(c) If preference dividend has not
been paid for a period of 2 years
or more,

An equity sharcholder can vole on all
malters alfecting the company.

Bonus &
right shares

No bonus shares/right shares are
issued 1o preference share holders

A company may issue rights shares or
bonusshares to the company s existing
equity sharcholders.

Redemption

Preference shares are liable 1o be
redeemed within a period 20 vears
from the date aof issue.

Equity shares cannot be redeemed
except under a scheme involving re-
duction of capital or buy-back of its
own shares.

Q. 10. What do you mean by Capital Redemption Reserve? How it can be utilized
as per Companies Act, 2013 and presentation in fnancial stalements?

[Dec. 2021 (3 Marks)]

Ans. Capital Redemption Reserve Account [Section 55(2)]: Where preference shares
are proposed 10 be redeemed out of the profits a sum equal 1o the nominal amount of the
shares should be transferred to the Capital Redemption Reserve Account.

Capital Redemption Reserve Account may beapplie
Transfer of certain sums to capital redemptio

(1) Where

d forissueof fully paid-up bonus shares,
n reserve account [Section 69]:
a company purchases its own shares out of free reserves or securilies premi-

um account, a sum equal to the nominal value of the shares so purchased shall be

transferred to the Capital Redemption Reserve Account and

shall be disclosed in the balance sheet,

(2) The Capital Redemption Reserve Account ma
up unissued shares of the com
paid bonus shares,

Presentation in financial statements: Capital Rede
in balance sheet on liabilities side under the he

details of such transler

y beapplied by the company, in paving
pany 1o be issued to members of the company as [ully

mplion Reserve Account will be shown

ad “Reserve & Surplus”,

NS AN e ——
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broblem No. 11] The summarized balance sheet of AB Ltd. as on 31.3.20,5 g
m 'Em ] n.
follows:
EQUITY & LIABILITIES 80,000 )
Equity Shares of 210 each 28 called-up (300) ,
Less: Calls-in-arrears 32 per share S et 100000 9,70
1,000, 11 Preference Shares of 2100 each FLtlY Ot
paid-up 50
Less: Calls-in-arrears on 250 shares O000) gy,
Securities Premium 5,304
Investment Allowance Reserve 55,00
Gencral Reserve 50,00
Profit & Loss (Strplus) 90,009
Trade Payables ___1__5‘_@2
4'ﬂnll}m
—300,00
ASSETS 3
Land & Building 1,50,00
Plants : _ 50,000
Investments (Face value 50,000) 45,000
Stock in trade 20,000
Trade Receivables 30,000
Cash at Bank 80,000
4'““"“
The company resolved (o:

(i) Realize lnvestments at €40,000.

(i) Forfell equity shares on which calls are in arrears.

(iif) 1ssue 500, 14% debentures of 2100 each at premium of 5%.

{iv) Forfelt preference shares on which the call money remained unpaid immeds
ately before the redemption of preference shares, holders of 200 shares paid
their dues before forfeiture,

(v) Re-lssue the forfeited preference shares at 250 each,
(1) Re-issue the forfeited equity shares at 212 each as 28 paid-up.

Pass necessary journal entries to give effect to the above. [Dec. 2012 (6 Marks)]
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In the books of AB Lid.
Journal Entries .
Particulars Dr. Q) Cr (¥)]
Bank Alc Dr. 40,000
Profit & Loss Alc Dr 5,000
To Invesiment Alc 45,000
(Being, investment sold at loss)
Equity Share Capital A/c (150 x 8) Dr. 1,200
To Equily Share Forfeited A/c (150 x 6) 200
To Call-in-Arrear A/c (150 x 2) 300
(Being, forfeiture of 150 equity shares for non-pavment
of Call-in-Arrear)
Bank Ae (500 x 105) Dr. 52,500
To 14% Debenture Afc (500 x 100) 50,000
To Securities Premium Alc 2,500
(Being, 500, 14% debenture issued at 5% premium)
Bank Alc (200 x 20) Dr. 4.000
To Call-in-Arrear Alc 4,000
(Being, Call-in-Arrear received on 200 preference
shares)
119 Preference Share Capital Afc (50 x 100) Dr. 5,000
To Preference Share Forfeiled Afe (50 x 80) 4,000
To Call-in-Arrear A/c (50 x 20) 1,000
(Being, forfeiture of 50, 11% Preference shares for non-
payment of Call-in-Arrear)
Bank Afc (50 x 50) Dr 2,500
Preference Share Forfeited Alc (50 x 50) Dr. 2,500
To 11% Preference Share Capital Alc . 5.000
(Being, Re-issue of forfeited preference shares @ 50 per
shares)
Bank A/c (150 x 12) Dr. 1,800
To Equity Share Capital Ale (150 x 8) 1,200
To Securities Premium Afc (150 x 4) 600
(Being, Re-issue of forfeited equity shares @ 12 cach as
T8 paid up)
Equity Share Forfeited Alc Dr. 900
Preference Share Forfeited Alc Dr. 1,500
To Capital Reserve Alc 2,400
(Being, balance of share forfeited account transferred to :
Capital Reserve Account)
119 Preference Share Capital Alc Dr | 1,00,000
To Bank A/c
| (Being, preference shares redeemed) L2000
General Reserve Alc Dr. 50,000
Profit & Loss Alc Dr. 50,000
To Capital Redemption Reserve Afe 1,00,000
(Being, amount transferred to CRR as per reguirement 2%
of Section 55 of the Companies Act, 2013}

e
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| _I"n_abitm—;tri-i]_!:\lracl of ledger balances of Kal
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includes the following:

2,000, 12%+ Preference shares of T100

Surplus

Securities premium

Under the terms of Issue, the prefrm:[n
| atapremivm of 104, The directors de ;
shares of 210 each at a premium of 5% for redem

You are required to ascerialn
necessary journal entries in the books of the company:

each, fully paid

shares are rcdce_mnhle on3l* Murch_ 2
‘:eh-u to make a minimum fresh issue ofeq
ption purpose.

the amount of fresh issue to be made and

B

pznﬂ L‘d. ason 31® Pﬂﬂrch' 23

2,00,
40'%
2 Uuﬂ
024
l-l[l.y

Ans.

In the books of Kalpana Ltd.
Journal Entries

[une 2016 (5 Mnfil?
_________‘_-‘-‘-!‘

Partlculars

@

AN AAN

Bank Adc (16,800 = 10.5) Dr.

T Equity Share Capital A/c(16,800 x 10)

To Securities Premium A/c(16,800x0.5)
(Being, 16,800 equity share of T10 issued @ 5%
premium at ¥10.5 as per Sharcholders Resolution
Nivdated caoi0)

Preference Shares Capital Ale Dr.

Premium on Redemption Afc Dr.
To Prelerence Sharcholders Afc

(Being, amount due on redemption of preference

shares to preference sharcholder as per Board
Resolution No. .. dated ... )

Preference Sharcholders Afc Dr.
To Bank A'c
(Being, amount paid to preference shareholders)

| Surplus A'e Dr.
To Capital Redemption Resenve Ale
{Being, amount transferred 1o CRR as per

Hrequinement ol Section 535 of the Compani
[ oray panies Act,

| Sevarities Premium A e Dr.
To Prenuum on Redemption Ave

| {Betsy, premunm onnedemyption of preference share
written off azainst securities premium account)

Dr. (%) m
1,76,400 |
1.68,000/

B.dog!

2,00,000
20,000
2,20,000

2,20,000

32,000

20,000
20,000
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Note No. I:
Free Reserves Capital Profits
" Surplus SP jCRf;
Balance 40,000 | Balance 12,000 32,00
premium on redemption (8,000) | Premium on (12,000)
redemption
32,000 -
For preference share capital (32,000) | On issue of equity 8,400
shares
¥ 8,400
Preference share capital 2,00,000) Premium on redemption 20,000
Out of surplus (32,000) | Out of SP (12.000)
1,68,000 8,000
Qul of proceeds of [resh {ssue (1,68.000) | Out of surplus (8,000)
1,68,000

No. of equity shares to be issued = = 16,800

10

Note: For the purpose of writing off premitm on redemption of prefevence shares only existing
balance in securities premiunt can be used.

Problem No. 13] Lily Ltd., having sufficient balance to the credit of general reserve
and 21,00,000 balance in securities premium account, decides to:
- Redeem 5,000, 10% redeemable preference shares of 100 each fully paid-up
at a premium of 5%; and
- Capltal redemption reserve arising as a result of redemption be utilized in al-
lotting the un-issued shares of the company as fully paid equity shares of T10
each by way of bonus to ils members. Show journal entries for redemption of

preference shares and issue of bonus shares, [Dec. 2016 (5 Marks)]
Ans.
Journal Entries
| Date Partlculars De{¥)| Crn(@)
109 Redeemable Preference Shares Ae (5,000«100) Dr.| 5,00.000
Premium on Redemption Afe (5,000 x 5) Dr. 25,000
To Preference Shareholders Alc 5.25,000
(Being, amount due on 10% preference shares at 35
| premium as per Board resolution No...... dated ..., )
Preference Shareholders Al Dr. | 5.25.000
To Bank Afc 5,25,000
| (Being, amount paid o preference sharcholders)
General Reserve Alc Dr. | 5,00,000
To Capital Redemption Reserve Ale 5,00,000
(Being, amount transferred 1o CRR as per requirement
of Section 55 of the Companics Act, 2013)

| TS~ R e
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I D
Date Particulars E}\r\
Dr. 25,000 | t.._";.

| Securitiss Premium A
To Premium on Redemiption Ac

|

|

|
mption of preference share | ‘ 3

{{Beinz, premium on rode

| swritten off from Securitics Premium Ac)
Capital Redemption Resenve Ac

i To Bonus to Shareholders A< S0

| {Being, 50.000 bonus shares of 210 declared 10 _e\i_ur_ing 100 g

| sharcholder as per Shareholders Resolution No. ...
dated ......)

| Bonus to Shareholders Ac Dr | 5.00,000

:. To Equity Share Capital A¢ 50
| | Being, bonus share issued 1o existing sharcholders) V0,0

Dr. 5,00.00{}.

—

Problem No. 14] Balance Sheet as on March 31, 2022 of AUs Rajvansh Ltd,

I EQUITY & LIABILITIES Note No.
(1) Shareholder’s Fund ?
(a) Share Capital 1 2,99,50
(b) Reserves & Surplus 2 43'{}[)[1
(2) Current Liabilities 3 I.TZIS[}U
TOTAL 520,000
0 ASSETS T e
(1) Non-Current Asseis 3,00,000
(2) Current Asseis {including Bank Balance of 2.20'(500
¥1,00,000) '
TOTAL 5,20,000
Note 1: Share Capital:
2,000 Equity Shares of T100 each 2,00,000
1,000 9¢¢ Redeemable Preference Shares of ¥ 100each  1,00,000
Less: Calls in Arrears T20 per share {300) 99,500
Total 2.99,500
Note 2: Reserves & Surpluses: i
General Reserve 30,000
Securitics Premium 18,000
Total 48,00
Nate 3: Current Liahilities: = .
Suppliers
500
Bills Payable 1'2; 000
Total ]
1,72.5'3”
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e —
of 1100 each at a premium of 5% for such amount as was necessary, s All Ih:

into account the utilization of available sourees to the maximum exient.
shares were subscribed and money received in full.

Pass nccessary Journal entries for liia_._hm: transactions. [June 2017 (5 Marks)]

Ans.
In the books of Rapansh Lid.

Journal Entries

Date Particulars Dr (?) cr.}) J1
9% Preference share Capilal Ac (25 » 160)  Dr 2,500 I
To Share Forfeiture A'c (23 x 80) Z.U‘LTU:
To Call-in-Arrear Alc (25 x 20) : 500 |
(Being, 25 preference shares forfeited for nem- | |
pavment of call) '
Bank A/c (675 x 105) Dr. T0.875!
To Equity Share Capital A'c (675 »100) | [ 67,500
To Securities Premium Alc (675 « 5) 3.3
(Being, 675 equity share of 100 issued &t
premiumof¥ 5 as per Sharcholders Resolution
No....dated ......)

|
|

9% Preference Shares Capital Ale Dr |

Premium on Redemption Ale Dc | 9.

To Preference Sharcholders Ale | 1.07.250

(Being, amount due on redemption of

preference shares 1o preference shareholder

as per Board Resolution No... dated ,..)

Preference Shareholders Alc Dr | 1.07.230
To Bank Alc

(Being, payment made 1o preference

sharcholders)

General Reserve Alc Dr 30,000
To Capital Redemption Reserve Ale 30,000

(Being, amount transferred 1o CRR as per

requirement of Section 53 of the Companies

Act, 2013)

Securities Premium Afc Dr. 9,750
To Premium on Redemption Alc 9.750

(Being, premium on redemption of preference

share written off against securities premium

account)

Wnrl:lng Notes:

No. of preference shares (o be forfeited = 50020 = 25
No. of preference shares to be redeemed = 1,000 - 25 = 975

! 1.07.250

U“ NVBRAVL——
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Capilal Profits
Cr
e 18,000 B
Balance 30.%000 ?jg;‘m o (9750) )0
For preference share capital (30,000) redemption
—— 8.250
On issue of 3,375
equity shares
11,625
: T 97,500 |Premium redemption >
Preference share capital (975 x 100) (97,500 x 10%) 9.5
Out of GR {30,000) | Out of SP 9,75
67,500 *"““*“m
Out of proceeds of fresh issue (67,300 ‘
Nil |
67,500
No. ol equity shares to be issued = e 675

Problem No. 15] Vanities Ltd. hasanissue 1,000, 12°% Redeemable Preference shar,
of 100 each, repayable at a premium of 10%. These shares are to be redeemed oy
of the accumulated out of accumulated reserve, which are more than necessary
sum required for redemption.

Show the necessary entries in the books of the company, assuming that the premi
um on redemption of shares has to be written off against the company's Securities

Premitita, [Dec. 2017 (5 Marks))
Ans.
In the books of Vanities Lid,
Journal Entries '
Date Partlculars Dr. %) ce. ()
10% l_‘ncfcn:nce Share Capital Alc Dr. 1,00,000
Premium on Redemption A'e Dr. 10,000
To Preference Sharcholders Al 1,10,00
(Being, amount due on redemption of
preference
shares to preference shareholder
Resolution No. ....... dated ) St
Preference Shareholders Alc
To Bank Ac Dr. 1,10,000 [ 1000
(Being. amount paid to preference shareh) 4 '
General Reserve Ale ___—_____‘iﬂ—l:%-
To Capital Redemption Reserve A g L9000 1,000

(Being, amount transferm 10 CRR a5 per

el S 5 ol e Gy |
Acl, 2013) |
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Date - Partlculars
Profit & Loss Alc Dr.
To Premium on Redemption Alc

{Being, premium onredemption of preference share
written of [orm profit and loss account)

Problem No. 16] Chandu Ltd. has issued 1,00,000 redeemable preference shares of
7100 each, on which full amount was called, are due for redemption at a premium
of 20%. The following balances are appearing in the books of the company:

4

9% Redeemable Preference Shares of 2100 each 1,00,00,000
Call-in-Arrears (on above Prefercnce Shares) 2,00,000
General Reserve 60,00,000
Securitics Premium 18,00,000
40,00,000

Development Rebate Reserve
It is ascertained that call-in-arrears are on account of final call on 10,000 shares
held by four members whose where about not be known. ? 10,00,000 of the Devel-
opment Rebate Reserve is free for distribution as dividend. Balance of General
Reserve and Securities Premium are to be utilized for the purpose of redemption
of and shortfall, if any, is to be made good by issue of equity shares of 10 each at a
premium of 25%. The redemption of preference shares was duly carried out. You

are required to give the necessary entries in the books of the company.
[June 2018 (5 Marks)]

Ans.

Only fully paid-up preference shares can be redeemed.

Thus, preference shares to be redeemed = 1,00,000 - 10,000 = 90,000 shares.
Face value of preference shares to be redeemed = 90,00,000,

Friee Reserve Capital Profits
GR DRR 5P DRR CRR
+ (Balance inP & L 60,00,000 10,00,000 | Balance 18,00,000 3000000 70,00,000

(-] For preference share capiial (60,00,000) (10,00.000) |(-) Premium on redemption  (18,00,000)
= (+] On issue of squity shares 5.00,000

5,00, 000

Preference share capital 90,00,000 |Premium on redemprion 18,00,000
{1 Owt of general resene {60,00,000) |(90,00.000 « 20:)
(-] Dut of development reserve (10,00,000) [(-) Out of securitics premiun { 14.00.000)

20,00,000 Nil
(-I Qut of proceeds of [resh (20,00,000)
issue

Nil
20,00,000

No. of equily shares 1o be issued = T 2,00,000

NNV
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lmhcbooksufﬁh::.nduhd.
Journal Entries -
T T S T
— — Dr|  25,00,000

Bank Alc (200,000 % 12,5 i
To Equity Share Capital A/c(2,00.000% 13
ToSecuﬂuestnﬂumNc{z.Uﬂ_,wa 2

(Being, 2,00,000 equnyshmurtmissuedprmﬁnm

of 22.5 per share as per shareholders ordinary

resolution No. .ooocec dated v ) 5

%% Prelerence Shares Capital Alc L.

Premium on Redemption A/c. Dr.
To Prefercnce Sharcholders Alc

(Being, amountducon 90, ,%m&ri:nccsharc's
o[ 2100 each along with premium o120 per share
as per Board resolution No. ... dated ...

90,00,000
18,00,000

IJE.DD,[}H{}

60,00,000
10,00,000

18,00,000

Preference Sharcholders Alc Dr.
To Bank Afc : .
| (Being, amount paid to erence sharcholders
General Reserve Alc Dr.
Development Rebate Reserve Alc _ Dr.
To Capital Redemption Reserve Alc
(Being, amount transferred to CRR as per
requirement of Section 55 of the Companies Act,
2013) g
To Premium on Redemption Alc
(Being, premium on redemptian of preference share

writen off against securites premium account)
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The share capltal of the company consists of 22,000 equity shares of 710 each al'!l:l
2,000 preference shares of 2100 each. Reserves and Surplus represent surplus in

statement of profit and loss. In order 1o facilitate the redemption of preference
shares at a premium of 10%, the company decided:

(i) To sell all the investments for 730,000,

(ii) To finance part of redemption from company funds, subject to leaving a bank
balance of 250,000,

(iif) To issue minimum number of equity shares of 10 each at 715 per share to
raise the balance of funds required,

You are required to pass necessary journal entries Including bank entries to record
above transactions. Narrations not necessary. [June 2019 (5 Marks)]

Ans.

In the books of Veena Ltd.
Journal Entries

Date [ Particulars Dr (%) cr. (%)
Bank Afc Dr. 30,000
To Investment Alc 25,000
To Profit & Loss Alc 5,000
(Being, sale of investment at profit)
Bank A/c (11,000 x 15) Dr. 1,635,000
To Equity Share Capital A/c (11,000 x 10) 1,10,000
To Securities Premium Afc (1 1,000 = 5) 55,000

(Being, 11,000 equity shares of 210 issued at 215
as per Shareholders Resclution No, ... dated ... )

Preference Shares Capital Afc Dr 2,00,000
Premium on Redemption A/c Dr 20,000
To Preference Shareholders Ajc 2,20,000

(Being, amount due on redemption of preference
shaves to as per Board resolution No, ... dated

Preference Shareholders Alc Dr 2,20,000
To Bank Afc 2,210,000
(Being, amount paid to preference shareholders)
Reserve & Surplus Alc Dr. 90,000
To Capital Redemption Reserve Alc 90,000
(Being, amount transferred (o CRR as per
requirement of Section 55 of the Companies Act,
2013)
Reserve & Surplus Alc Dr. 20.000
To Premium on Redemption Afc 20,000

(Being, premiumon redemption of preference share
written off against Reserve & Surplus)

BNNVILXVI
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| Note 1:
Dr. Bank Alc

, Preference Shareholderg

[ To Balance bid A.l'
To Investment Ac 110,000 (2,000 x 110)
To Equity Share Capital Alc e ¢/d
To Securities FremiEm Ac 55,000 *1.65 000 | By Balanc

* Bal. Fig, B
1,65.000 l, Ll'l(I |
No. ol equity shares to be issued = '_1_5_— =LHO00 gLy shares:
Note 2 -
Free Reserves Capital Profits
R&S x
Bulinee 92,000 Transferred from R & S 90,6
(+) Profit on sale of investment ___(5,000) :
1,20,000
{) Premium payable on redemption __ (20,000))
J 1,00,000
(-) For preference share capital (90,000)
.f —_— —
z 10,000
E Prelerence share capital 2,00,000 | Premium on redemption 20,0
(-) Dut of proceeds of fresh issue (1,00,000)| (2,00,000 x 10%)
90,000(-) Out of R&S (20,000
{-) Out of R&S balance (90,000) M
Nil

Problem No, 18] RG Ltd. had an authorized equity capital of 720 lakh divided int
shares of ¥100 cach, The paid-up a;ul:y capital was ?12,50,000, Besides this, tht
company had 9% Redeemable Cumulative Preference Shares of 210 each for 72,5000

Balance on other accounts were:

Securities Premium 128,000
Prolit and Loss Account 172,000
General Reserve 13,40,000

lm!udndInthdryAmll e : i
the books at a cost u:m,;;t Investments of the face value of 730,000 carri

Thecompany deddadw
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Give the necessary Journal Entries bearing in mind that the Directors wanted
a minimum reductlon in free reserves, while effecting the abo
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ve transactions.
[une 2021 (5 Marks)]

Ans.
In the books of RG Ltd.
Journal Entries
Date Particulars D ()] Cn(¥)
— | Bank A/c (30,000 x 105%) Dr.| 31,500

Profit & Loss Afc (34,000 - 31,500) 2,500

To Investment Afc 34,000
{Being, investment sold at loss)
Bank A/c (1,200 x 110} Dr.| 1,32,000

To Equity Share Capital A/c (1,200 x 100) 1,20,000

To Securities Premium A/e (1,200 x 10) 12,000
(Being, 1,200 equity shares of T100 issued at T110 as per
Shareholders Resolution No. .... dated ......)
Preference Shares Capital A/c Dr| 2,50,000
Premium on Redemption A/c Dr.{ 350,000

To Preference Shareholders Alc 2,75,000
(Being, amount due on redemption of preference shares as

cr Board resolution No. ... dated .....)

Preference Shareholders A/c (24,750 x 11) Dr.| 2,72,250

To Bank A/lc 2,72.250
(Being, amount paid to preference shareholders)
General Reserve Alc Dr. 70,500
Profit and Loss A/c Dr.| 359,500

To Capital Redemption Reserve Alc 1,30,000
(Being, amount transferred to CRR as per requirement of
Section 55 of the Companies Act, 2013)
Securities Premium Alc Dr.| 40,000
Profit and Loss A/c Dr. 10,000

To Premium on Redemption A/c 50,000
(Being, premium onredemption of preference shares written
off against securities premium account)
Capital Redemption Reserve Afc Dr| 1,30,000
General Reserve Afc Dr| 2,12,500

To Bonus to Equity Shareholders Alc 3,42,500
(Being, 3,425 bonus shares of ¥100 each declared to existing
shareholderin the ratio of 1:4as per Shareholders Resalution
No, ...... dated ......, )
Bonus to Equity Sharehelders Alc Dr.| 342,500

To Equity Share Capital Alc 3,42.500
{Being, bonus share issued to equity shareholders) 4

__—
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Note 1: Capital Profits
r v =
: GR Pl /‘.m

s =1 300 | Balance ] <5.000 1 Ry
IE i . 340,000 I’:,Fm" () Om pssue of equiny -"h‘_'u-'-"s |2.ij .1&_&“,‘

(- Loss on sale of iovestment " 9.200 (- Premium on redemption  (40,000)
o0 (-} Banus =AU = o
llﬁi Premicm on redempion -__”_5%:*{_'}-' R_J “LI-]-P.Q:,
) . .{“
L (-} Prefonence skare cpial (70300} ——'it"&l i
! 269500 A
H-) Boms tssue _2,12.500),
| 57,00
| Preference share capital 2 50,000 | Premium En redemption S0y
-} 01 of proceeds of fresh {1.20.000) {25,000 = 2) i
Lasne N
1.30.000 | (-) Out of securities premium (i

H-) Out of P&L balance (59.500)|(-) Out of P&L _m&;
1) Ot of General Rsemve (70500} =
| Nl

MNote 2: There are no sufficient CRR and General Reserves 1o issue bonus shares in '.F-;
ratio of 4:1 which means 4 bonus shares for every | share held. Therefore, quesiioy, h-:
been solved assuming bonus in the ratio of 1:4 i.e. 1 bonus shares for every 4 share hgjz
Further, it can be mentioned that there is no sufficient CRR and General Reserves 1oy,
bonus in the ratio of 4:1, therefore, such issue cannot be made.

No. of bonus equity shares to be issued = (12,300 + 1,200) x & = 3 425

Problem No. 19] Beta Ltd, had issued 10,000 Redeemable Preference Shares of 110

each fully called, due for redemption at a premium of 10%. The following balances
appeared [n the books of the company:

@
Redeemahle Preference Share Capital 10,00,000
Call-In-Arrears (Redeemable Preference Shares) 20,000
General Resenve 6,00,000
Securitics Premium £0,000
Forelgn Project Resenve 4,00,000
It I»s ascertained that:
Calls-in-arrears are on account of final call on 1,000 shares held members
hose whersabots senot koo, 11,0000 ofhe Fralgn Projecs Reserve s
Is to be utllized for the parmoss - o\ General Reserve and Securitics Premiv?
- b the purpose of redemption and the shortfall s to be mad=
redemption of preference shars
You are required 1o glve necessary i, e 20 2_1(5____1"!_“3.1."—]-!

Only fully paid-up preference shares can be red |

\
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preference shares that can be redeemed = 10,000 - 1,000 = 9,000

4.35

!]gncﬂ.
In the books of Beta Lid.
Jourmnal Entries
—— | Particulars ] o] ___cr (0]
pate
= | Bank AJc (21,000 = 10) pr|  2.10,000
To Equity Share Capital Ale 2,10.000
(Being, 21,000 equity share of t10issued at par as per
shareholders ordinaryresolution No. ....dated .. ... )
Preference Shares Capital Alc Dr. 9,00,000
Premium on Redemption Afc Dr. 80,000
To Preference Shareholders Afc 9.90,000
{Being, amount due on preference shares as per
Board resolution No. ...... dated ....... ) |
Preference Sharcholders Alc Dr 9,90,000
To Bank Alc 9,90,000
(Being, amount paid to preference shareholders on
redemption)
General Reserve Alc Dr. 5.90,000
Foreign Project Reserve Alc Dr. 1.00.000
To Capital Redemption Reserve Alc 6,90.000
(Being, amount transferred to CRR as per
requirement of Section 35 of the Companies Act,
2013)
Securities Premium Alc Dr. 20,000
General Reserve Alc Dr. 10,000
To Premium on Redemption Afc 90,000
(Being, premium on redemption of preference share
written off)
Note 1;
Free Rescrves Capital Profits
Balunce 6,00 :Oi 1 DUFPR al: i g
(-) Fremium on redemplion llllfl IT.JDO} .00,000 {B) ;lnnel 80,000 1.00.000
I ) Premium on redemption 130 000} -
5,90, =
() Preference share capital is.auc,lom (1.00,000) N A
Nil Nil
T e o
(5.90.000) | {-) Oul of secunties premiwm (80,0001
(-) Out al Foreign Project Reserve tIJBIEIDDcI:F.:: s tm.m:;
3 G e 2.10.000 ;
ol fresh [ssue (2.10,000)
Nl
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UE 5 ISSUE OF BONUS SHARES

UNIT IV: RIGHT ISS

THEORETICAL QUESTID

* and what are the 5
Q. 11. What do you understand by ‘bonus shares i 2005'-'1‘*5111.138&\
issuing bonus shares? (1 May ¢

Ans. Bonus shares are shares issued by a company free of cost to its existing sh,,
on a prorata basis out of free reserve. '
Example: A company has the following capital structures:

1,00,000 Equity shares of 2 10 each mll{l_r,r,_

Securities premium account 1,on o
Profit & loss account 5,005,
The company decides to make a bonus issue on l:_-i_ (the shmholdcm will recejye 1 r;-.
share for every 4 shares) by making use of Securities Premium Account and Profis 5..
Loss Account. Therefore, the company requires ¥2,50,000 (21,00,000 from Secury,
Premium Account and 21,50,000 from Profit & Loss Account) to issue 25,0gg bo
shares of T10 each.

Advantages of Issuing Bonus Shares:

(1) Fund llow is not affected adversely.

|
eh"‘ldﬁ

(2) Market value of the Company’s shares comes down to their nominal value by iss,
of bonus shares,

(3) Market value of the members shareholdings increases with the increase in numbe
of shares in the company.

(4) Bonus shares is not an income, Hence it is not a taxable income.
{5) Paid-up share capital increases with the issue of bonus shares.

Q. 12. Write a short note on: Capitalization of profits & reserve 4
[June 2010 (3 Marks]
HTes ge undistributed profits which they want to distnb
among their existing sharcholders. Instead of distributing these profits as dividend. 1
issue fully paid-up shares to them free of charge in proportion to their existing sh¥
holdings. ‘I_'hEs_e shares are called Bonus Shares, As a result of this issue, the comps®’
issued capital increases whereas the assels of the <Ompany remain intact.

ue of bonus shares is called the “Capitalization of I

Ans. Somelimes companies have lay

Undistributed Profits” of the co

mpany,
SR L aULS ensures pre-g ts 0
holder Discuss. N T e
Ans. To presenve the shamhnld:mw ' i

S : ¢ dividend, liquidati oting 1%
pre-emptive rights are olften recognized, but their Exi?:ﬂ:“l;q:fdﬂ:g;n :—,:1 be el



P e

CH. 4 : ACCOUNTING FOR SHARE CAPITAL

4.37

by provisions in the articles. However, Section 62 of the Companies Act, 2013 secures
re capital by the

shareholders pre-cmptive rights with regard 1o the further issue of sha

company.

Further issue of share capital [Section 62()]: Where at any time, &

2 share capital proposes Lo increase its subscribed capital by the issue ©

such shares shall be offered to:

(1) Existing sharcholder in proportion to the paid-up 2
sending a letter of offer. Such right issuc is subject to the following conditions:

(a) The offer shall be made by notice specilying the number of shares offered and
limiting a time not being less than 15 days or such lesser number of days as
may be prescribed and not exceeding 30 days from the date of the affer within
which the offer. if not accepted, shall be decmed to have been declined.

(b) Unless the articles of the company otherwise provide, the offer aforesaid

be deemed to include a right exercisable by the person concerned Lo renounce

the shares olffered to him or any of them in favour of any other person; and the
notice shall contain a statement of this right.

After the expiry of the time specified in the notice aforesaid, or on receipt of

earlier intimation from the persen to whom such notice is given that he declines

to accept the shares offered, the Board of Directors may dispose of them in such
manner which is not disadvantageous to the share holders and the company.

(2) To employees under a scheme of employees stock option by passing special resolu-
tion and complying with prescribed conditions.

(3) To o!hcr persons, if it is authorized by a special resolution, either for cash or for a
consideration other than cash, if the price of such shares is determined by the val-
uation report of a registered valuer, subject to the compliance with the applicable
provisions and any other preseribed conditions.

Q. 14. State the conditions to be fulfilled for issue of bonus shares by a company.
[Dec. 2013 (5 Marks)], [Dec. 2016 (5 Marks)]

Or

What are the conditions to be complied by the company to issue bonus shares?
[Dec, 2018 (5 Marks)]

company having
{ further shares,

share capital on those shares by

shall

L]

(c

Or
rcl:atm n:-;.;he main sources of issue fully paid-up bonus shares as per Companies
i : [Dec. 2021 (3 Marks)]

Ans,
::!ilil:;l;:.lobr:rl:;m [Section 63(1)]: A company may issue [ully paid-up bonus shares

(a) Free reserves

(&) Securities premium

(c) Capital redemption reserve

BNNVIVKVI
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2 v n{\':blu
However, revaluation reserve created by the

bonus issue,

jon 63
Conditions for issue of bonus shares [Secti®

. L hares:
fullowing additional condition for bonus sh

{1) Bonus issue is authorized by its articl
(2) Bonus issue is made on the recomm
general meeting of the company.

Company has not defaulted

(3) '
deposits or debt securities jssued by it.

(4) Company has no
contribution, gratuity and bonus.
(5) Bonus issue can be made only on ful
(8)
(7)
The company which has once ann

Company also has 10 comply

Bonus shares shall nat be issued in lieu of divi

issue, shall not subsequently withdraw the same. [Ru

& Debentures) Rules, 2014]

U
PART I: CORFORATE ACCO

ation ol assets cannol L

endation of the

in paymenl of int

{ defaulted in payment of statutory dues of the employ

ounced the decisionof its Board recommendip

) _

\

NTING

u
Seq foy !
M

(2)]: A company sha]| Comy,
¥
¥y,

Board and aulhm-j-_,“”[
I

rr||.

eresl or principal in respecy o
Hy,
i

=08 likeyy

ly paid up shares.
with other prescribed conditions.

dend.

g2 l""'I'Iu.

le 14 of the Companies (Share Cai

15, Distingulsh between: Bonus Shares & Right Shares
¢ s (3 Marks)], [Tune 2018 (5 Maris

[June 2011

===

Ans.

Following are the main points of distinction between bonus shares & right shares:

Paint Bonus Shares

Right Shares

Bonus shares are shares issued by a
company free of cost lo ils existing
shareholders on a prorata basis out
of free reserve.

Meaning

When company issues further sham
to existing shareholder in ratio d
their holding such issue is knowna
right issue.

Cash flow In case of bonus issue there is no

cash flow.

In case of right issue there is cast
inflow 1o the company.

Consideration| Company does nol receive any

consideration in case of bonus issue.

Company received consideration &
shares are issued against cash.

Authorization |Bonus issue is made on the
recommendation of the Board and
authorization from general meeting

of the company.

In case of right issue authorizai
form members through ordinan
special resolution is necessary:

Market value |[Issueofbonus shares does not affect

the market value of the company.

1
Right issue of shares affects 1"
market value of the company.__—

It is governed by Section 63 of the

Companies Act, 2013,

: i
It is governed by Section 52 ol ¥

Companies Act, 2013. __—
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B P ROBLEMS & SOLUTIONS

problem No. 201 The Balance Sheet of Zed Lid. as on 31* March, 2020 was as follows:

z

- I ASSETS

LIABILITIES

Issued & Paid-Up Capital: Freehold Property ng-m

2.{] 000 Equity Sharesof ¥ 10each  2,00,000 Siock I, -m

Prl)ﬁt & Loss Account I.Bﬂ.gﬂﬂ Sundry Debtors :,g,m
1,20,000 80,

10% Debentures (X 100) i 1100000 Cash At Bank

sundry Creditors

6,00,000 6.00,000
1t was resolved al the annual general meeting:

' (i) To pay a dividend of 10% and corporate dividend tax @ 12.5% and surcharge
of 109 and 2% education cess.
(if) To issue one bonus share for every four shares held.
(iii) To give existing sharecholders the option to buy one share of T10 @ T 14 for
every four shares held prior to the bonus issue.
(iv) To redecm the debentures at a premium of 5%. All the debenture holders
took up the option.

Pass necessary journal entries. [Dec. 2010 & June 2012 (9 Marks)]
Ans,

1
4

Right shares to be issued = 20,000 x

= 5,000 shares

; |
Bonus shares to be issued = (20,000 + 5,000) x T 6,250 shares

In the books of Zed Lid.
Journal Entries

Date Particulars Dr(2) Ce (%)
Profit & Loss Alc Dr, 22 805
To Dividend Ale (2,00,000 x 10%%) 20,000

To Corporate Dividend Tax Alc 2,805
(20,000 x 14.025%)
(Being, dividend @ 10% on paid up capital was
declared as pershareholdersresolution No. ... dated |
-« and corporate dividend tax @ 14,025% payable
on it provided in accounts,)

Dividend Alc Dr. 20,000
Corporate Dividend Tax Afc Dr.|. ~ 2,805
To Bank Afc 22,805
(Being, dividend declared and corporate
.________Lli-.-idencl tax paid.)

)T — . RS
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} '; ; CL \TS OGU ]_4]__ ——
Bank A/c (5,000 x
To Share Capital A/c (5,000 X 10) "
To Sccurities Premium A/C IS-UEh“ ;sc.sue i
(Being, 5,000 equity shares ofT10ea o
al¥l 4pershnren5pershmthﬂfdel’5 reso
No. .....dated ...
Profit & Loss Alc
To Bonus Lo Shnrrhp]dcr.s:A:counL _
(Being, issue of 6,250 bonus shares in ralio
of 1:4 as per sharcholders resolution NO. v

Bonus to Shareholders A/lc _
To Equity Share Capital A/c
(Being, balance of bonus to shareholder

6% Debenture Alc , i
Premium on Redemption of Debenture Alc

To Bank Alc
(Being, 1,000 Debentures are redeemed along

with premium @ 5%}

dated .....) )

transferred to equity share capital account. =
I

Dr.

Profit & Loss Alc
To Premium on Redemption of
Debenture Alc '

(Being, premium on redemption of debenture

adjusted against profit & lossaccount balance.)

Dr,

— [ gy

70,000

62,500

62,500

1,20,000
6,000

6,000

62 %

|.26£E[

by

Calculation of corporate dividend tax rate:

Basic mle
(+) Surcharge (12.50 x 10%)
(+) Education Cess (13.75 x 2%)




=2 R

CIL 4 : ACCOUNTING FoR SHARE CAPITAL i

.--"'"_'_-_-_-_
The company wanted 10 issuc bonus shares (o i1s shareholders @ one share for
every LWO shares held,

Necessary resolutions were passed, Requisite legal requirements were complied with.
You are required to;
(a) Give effect to the proposal by passing journal entries in the books of A Ltd.

(b) Show the amended Balance Sheet. [Dec. 2011 (6 Marks)]
———
Ans.
6,00,000
Existing No. of shares = e 80,000 shares

Calculation of number of bonus shares to be issued:

80,000 x ;— = 40,000 shares

In the books of A Ltd.
Journal Entries

Date * | Particulars Dr. ) Cr ()
== Equity Share Final Call A/c (80,000 x 2.5) Dr. 2,00,000
To Equity Share Capital A/c 2,00,000
(Being, share final call of 2.5 due on 80,000
equity shares as per Boards Resolution No,
v dated ... )
Bank Alc Dr. 2,00,000
To Equity Share Final Call Afc 2,00,000
(Being, share final call money received)
Capital Redemption Reserve Alc Dr. 1,350,000
Securities Premium Afc Dr. 1.50,000
General Reserve Alc Dr. 1,00,000
To Bonus to Sharcholders Alc 4,00,000
(Being, 40,000 shares @ 10 issued as
bonus shares 1o existing sharcholder as per
sharcholders Resolution No. .....dated ........)
Bonus to Sharcholders Ale Dr. 4,00,000
To Equity Share Capital Alc 4,00,000
(Being, balance to bonus to sharcholders
account transferred to share capilal account)
Balance Sheet of A Lid.
EQUITY & LIABILITIES = 2
Shareholder’s Funds
Equity Share Capital (1,20,000 Shares of 10 each) 12.00,000
Plant Revaluation Reserve 20,000
Development Rebate Reserve 2,30,000
2,50,000

Investment Allowance Reserve

P NNVIVNVL—
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[ General Reserve 2'[]“-6:‘"
Non-Current Liabilities ;
Current Liabilities

o |
e = ==y NURL) r;"rjp\

Non-Current & Current Assels N

Sundry Asscts

17 0
Bank Bal;mcc —— _LDI:WI
== —— I 9 | rJfJ_‘[F,.

ProblemNo. 2| FitnessLid s planningtoraisc fundsby making ights issucp
shares topart financeits expansion. The existing equity share capitalof the gopy
240 lakh and the market value Is ¥45 per share. The company offered iy 3y
holders the right to buy 2 shares at T12 each for every 5 shares helg Yoy &:
required to calculate -

(i) Theoretical market price per share after the rights issue;
(i) The value of rights and

({ii) Percentage increase in share capital [Dec. 2015 (5 Ma.rkyd
Ans.

Market value of 5 shares already held by a shareholder (5 x 45)
‘idd_- The price required to be paid for acquiring two more share (2 x 12) D

Total price of 7 shares

[i 51

=

()

!

r |

TANMANM
=

Average price of one share = = 3557

Market Value - Average Price = Value of right
45-35.57=943
Alternarive formula;

Right shares ; .
T ights price - New issue price
Total shares alter fght issue * (Cum rightpeice price)

2
7
The company otfered to its shareholders the right to buy 2 for every 5 shares held.

Hence, percentage increase in share capital = 2/5 x 100 = 40%

Problem No. 23] Followlng is the extract of balance sheet of Sunrise Ltd. 25
MeMahoih | T st ol S

{45-121=943

| 40,00 107 Pefreoce share o 10 cac 4001
s ol T 0,

|l| m “W! shares : each, ; _. 13,5 i

© General reserve ;’gg.ﬂﬂ"

| Seeurities premlum 40,0

¢ Surplus -~ I Bn 200¢
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mmny ma_dt._eThe final cﬁ :Tu.so per share from uﬂ;l_i?; Emholdcl‘! and

duly received it. Thereafter, it was decided to capitalize its reserves by '“.u“:g :llJ:'s
gus shares at the rate of | share for every 3 shares held. Capital reserve Hicit
280,000 being profit on exchange of machinery. Pass journal entries wit h nt‘ﬂfi‘l;r}]'
assumptions. [June 2016 (5 Mariks)

Ans.

Amount required for bonus issue = 18,00,000 x = 6,00,000

In the books of Sunrise Lid.
Journal Entries

Date Particulars Dr. 3)! Cr. @),
Equity Share Final Call A/c (1,80,000 « 2.5) Dr. 4,350,000 |
To Equity Share Capital Alc 4.50,000
{Being, linal call due on 1,80,000 equity shares @ 2
each as per Board Resolution No. ........dated ........ )
Bank Alc Dr. 450,000
To Equity Share Final Call Alc 4,50.000
(Being, final call received)
Surplus Alc Dr. 3,20,000
Securities Premium Afc Dr 40,000
General Reserve Afc Dr 2,00,000
Capital Reserve Alc Dr +0,000
To Bonus to Shareholder Ale 6,00,000
(Being, bonus issue approved to shareholders in 1
share for every 3 shares held)
Bonus to Shareholders A/c Dr 6,00,000
To Equity Share Capital Alc 6,00.000
(Being, balance to Bonus to Shareholders A/c credited
to Share Capital Alc)

FProblem No. 24] Following is the extract of the Balance Sheet of Prasann Ltd. (an
unlisted company) as on 315t March, 2018;

PARTICULARS ()
Authorized Capital:
12,000 10% Preference shares of 7100 each 12,00,000
2,00,000 Equity shares of 710 each 20,00,000
32,00,
Issued, Subscribed &t Paid.up Capifal: =
12,000 10% Preference shares of 7100 each fully paid
-up 12,00,000
1,20,000 Equity shares of 210 each %8 pald-up 9,60,000
Reserves and Surplus: i
Securities Premium (Collected otherwise than in cash) 50,000
Capital Redemption Reserve : 75,000
= i
7 % Loss (Surplus) 3,50,000

| T s S —

WNNVIUNYL




PORATE Accou NTING

)

444 PART1:COR ] I =4
72 per share on 1,20 oo
final call @ 0 eqn
On 11 April, 2018, the company 456 i,y i, 2018. Thereafter, the ¢
shares. The call money was received by of bonus issuc at therate of one sha,
decided to capitalize its reserves by ualill there should be the minimup, redy, Cly
every three shares held.ltwnl-i dﬁ(ﬂsd::]l}llﬁ} iy
t and loss 3
in the balance of profit an e oaksofthe companyand preparetheq
Show nmml_yjouma] :nh‘lﬁm c zulsaﬂﬂrbﬂn“ issue. [JI.I.[IE 2019 (5 M ll'aq
of the Balance Sheet as on 30th April, atly ]
Ans.
In the books of Prasann Ld.
Journal Entries
Dr. (2)
Date Particulars Crpp
: 2 i
142018 | Equity Share Final Call Alc (1,20000x2)  Dri}  2:40,000
To Equity Share Capital A/c . 2,40,
(Being, final call of ¥2 per share on 1,20,000 Eq-“"é‘l
shares due as per Board Resolution NO. «...... date
2042018 [Bank Alc Drf 240,000
To Equity Share Final Call Ale _ 240,04
€ (Being, equity share final call money received) i
z Securitics Premium Alc Dr. 50,000
z Capital Redemption Reserve Ale Dr. 75,000
2 General Reserve Ale Dr. 2,25,000
Proht & Loss Alc Dr. 50,000
To Bonus to Sharcholders Alc 400,08
(Being, 40,000 shares @¥] 0issued as bonus shares to
equity shareholders as per Sharcholders Resolution
No, .... dated .....)
Bonus 1o Sharcholders Ale Dr. 4,00,000
To Equity Share Capital Alc 4,00,0%
(Being, balance to bonus to sharcholders account
transferred 1o share capital account)
Balance Sheet of Prasann Lid. [Extruct]
EQUITY & LIABILITIES Note !
Shareholder's Funds
Equity Shares Capital of 210 each 28,0000
Reserve & Surplus 300,00
Notes to Accounls:
1. Share Capital:
Auihorized Capuzal: S———
12.000 10°¢ Preterence shares “rﬂ*ﬁh‘\_—ﬂ .
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2.00,0

[ssu

particulars
W]mms of 210 cach

ed. Subscribed & Paid-up Capital:
12,000 10% Preference sflml‘cs of 1100 cach fully paid-
1,60,000 Equity shares ol T10 each lully paid-up
(Out of above, 40,000 shares are issued as bonus shares)

up

)

IV AL il
32,00,000

o T
28,00,000 |

4.45

20,00,000

12,00,000
16,00,000

2. Reserve & Surplus:

Particulars

(3

profit & Loss (Surplus)

3,00,000

3,00,000

UNIT V: UNDERWRITING

= ——— THEORETICAL QUESTIONS =

Q. 16. Write a short note on; Firm Underwriting

What do you mean by ‘Firm Underwri

Or

net liability of the underwriters?

[June 2001 (5 Marks)]

ting’? How is it treated while computing the
[June 2019 (3 Marks)]

Ans, Firm underwriting refers to a definite commitment by the underwriter(s) to take
up a specified number of shares or debentures of a company irrespective of the number
shares or debentures subscribed for by the public. In such a case, the underwriters take
up the agreed number of shares or debentures.
Firm underwriting is in addition to unsubscribe shares or debentures, if any. While
computing the liability of the underwriters, the firm underwriting can be dealt with in any
one of the following manners in the absence of any specific instructions.

(1) Firm underwriting shares are treated as unmarked application:

Particulars A B c Total

Gross liability XXXX A0 XXXX XXXX

Less: Marked application {xxx) {xxx) (xxx) {xxx)

Less: Unmarked application (xxx) (xxx) (xxx) (xxx)

(in gross liability ratio)

XXXX [xxx) XXX XXX

Credit for over subscription (x0x) XXX (xxx) XXX

XXX XXXX X00X x0xx

Add: Firm underwriting XXX 28 X X%

Net liability AAXA XXXX XXXX XXXX
Unmarked application e
Add: Firm underwriting S
XXX

Total unmarked application

BNNVINY VL
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PARTI: C : -
mnrkc‘l application:

4.46

o ated a5 —_—
(2) Firm underwriting shares are {ré 5 B C HTF-
Particulars ] ANXN XXRx [ O
R, LARX (t\)‘ﬁ) f.'\I.\'.\x) :?\
Gros bl —— —|
rAs; vlar applicaton o _ . 0y
(including firm underwriting) (o) () (xxxx) Ly
Less: Unmarked application — XX XXNX —X,
e oe XXX
( e XAXX {xxxx) i
P AN e =
Credit for over subscription o S oo |y
i xR XXy fy,
. 3o b e e e —
Add: Firm underwriting == e o
e = T

Net liability =i ——
i & unmarked applicag;, =
tween: Marked applications iong |
g,:l,m:ﬂ:,ﬁ shares. [June 2003 (3 Marks)], [Dec. 2008 (3 Mark;i‘l
: - ~ctive undenwriter are called g ..
Ans. Applications bearing the stamp of the pespective URGeTEs Marl,
appl imF:]PmL while application received dim:q:,- h\ company which do not bare Stamy
any underwriter are called as unmarked application.
Marked applications as well as unmarked applications are re
gross liability while calculating net liability of underwTiter.

. 18. Distinguish between: Underwriting Commission and Brokerage.
Q [Dec. 2008 (3 Marks)], [Dec. 2012 (4 Marky)

quired 1o be deducteq

—

Ans. Underwriting Commission: Underwrilers undertake the to find buyers whe 4.
willing to buy shares or debentures and guarantees the sale of shares or debentures g,
the amount paid to underwriters is known as underwriting commission, i
Brokerage: A broker undertakes only to find buyers who are willing to buy shares
debentures and does not guarantee the sale of shares or debentures and amount paid:
brokers for their services is known as brokerage.

Q. 19. State the conditions for payment of underwriting commission as per il

Companles (Prospectus & Allotmeat of Securities) Rules, 2014.
[June 2021 (5 Marks|

Ans.
L'nc!emﬂting Commission: The amount payable to the underwriters for underwrilic
lhcf issue of shares or debentures of a company is called underwriting commission. It
paid al specified rate on the issue price,
I'n whlﬂﬂ:ﬂiﬁ:::"lﬁng :nil:lmlssiﬂn can be paid [Section 40(6)]: A company ma F
autmlhultﬂuﬂdiliuns = mPfMy % m'::::lt;:llilon with the subscription to its securities subjett*
Payment of und mmission: .
&‘.:lhﬂ.ml of S:c:“n-l:glﬂﬂ O As per Rule 13 of the Companies (Prospe”
RSO auhscﬁpti;; 3:114. A Company may pay commission to any perY’ :'
&l}&nhu{ or cundjﬁuna!_ Sub}fﬂ 1o the fﬁ“ﬂ\\ lg;;b?cnpﬁuﬂ loits Secuﬁﬂfﬁ. “'hﬂ‘ 2
(¢) The pavment of commission shall be aumglh IR fas
ed by the company’s articles ol *
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) The commission may be paid out of
or bf)fh-
-ate of commission pai aores :
(c) The rate n paid or agreed (o be paid shall not exceed:

3 nge EO, . : -
) !nic.'l!ie of shares: 5% of issue Price or rate authorized by articles, whiclever
is less. \

- In case of debentures: 2,59 of
ever s fess.

(d) The prospectus of the company shall disclose the follow ing:
- Name of the underwriters,

Proceeds of the issuc or the profit of the company

issue price or rate specified in articles, which-

- Rate and amount of the commission payable (o the underwriter.

- Number of securities which is to be underwritten or subscribed by the under-
writer absolutely or conditionally,

(e) There shall not be paid commission to any underwriter on securities which are not
offered to the public for subscription.

(f) A copy of the contract for the payment of commission is delivered to the Registrar
at the time of delivery of the prospectus for registration.

— s PROBLEMS & SOLUTIDNS S

Problem No. 25] Super India Ltd. issued 75,000 equity shares. The whaole of the
issue was underwritten as follows:

A - 50%, B - 25%, and C - 25%.
Applications for 60,000 shares were received in all, out of which applications for
15,000 shares bear the stamp of A, those for 7,500 shares that of B and those for

15,000 shares that of C. The remaining applications for 22,500 shares did not bear
any stamp.

Delermine the liability of the underwriters. [June 2013 (5 Marks)]

Ans, Statement showing underwriters liability

Particulars A B C Total
50% 25% 25% 1004

Gross ]iabilit_y 37,500 18,750 18,750 75,000
(-} Marked application (15,000)| (7.500)( (15,000)| (37.500)
(=) Unmarked application (11.250)] (5.625)] (5.625)| (22,500)
11,250 5,625 (1,875) 15,000

Credit for over subscription of C (50:25=75) (1,250) (625) 1875 1
Net [iability 10,000 5,000 -] 15,000

Pl'ﬂbl_em No. 26] A company incorporated on 1* January, 2013 issued a prospectus
ll}_W!ﬂug_'applimtinm for 5,00,000 equity shares of T10 each. The whole issue was
fully underwritten by four underwriters:

Underwriter - A:  2,00,000 shares

Underwriter-B:  1,50,000 shares

Underwriter- C:  1,00,000 shares
iter — D; 50,000 shares

wANVIVAVI




INTING
4.48 PART 1 : CORPORATE Accov
ked applicag:,
ol'whlch mar pp Cationg .
Applications were received for 4,50,000 Sheres hhr
as lollows:
Underwriter — A: 2,20,000
Underwriter - B: 20,000
Underwriter - C: 1,10,000
Underwriter - D: 10,000 [D 2
vidually. ec. 2013 (5
Find out the liability of each underwriter Inct M&rka]]
Ans. ) '
Data given in problem can be arranged as follows:
 _
Firm Marked Total
Underwriters Application | A lication | |
A : 2,20,000 2,20,000
B » 90,000 90,000
C ) 1,10,000 1,10,000
D E 10,000 |_____]_0_22'1
B 4,30,000 4.30,000
Unmarked application (4,50,000 - 4,30,000) 20,000
4,50,000
€, | Shares not applied [Bal. Fig.] 50,000
< | No. al shares issued 5,00,000
% Statement showing underwriters liability:
T | Particulars A B < D Total|
Gioss liability 2,00,000| 1,50,000( 100,000 50,000 | 500,00
(-} Marked application (2.20,000)| (50.000) | (1,10,000) | (10,000) | (4.30.000
(-} Unimarked application (20:15:10:5) (8,000) (6.000) (4,000) (2,000} (20,000
Credin for A (155 = 200 (28.000) 54,000 (14,000) 38,000 50,000
Credit lor C (155 = 20) 28,000 (21.000) - (7.000) |
- (10,500) 14,000 (3,500) gl
{+) Fum underwriting - 22,500 - 27.500 50,000
Net habilivy - .. - A
- 22,500 B 27,500 50,000

Problem No. 27] Sun Lid. issued 1,00,000 equity shares. The whole of the issue W
undenaTitten as follows:

Marigold 5%
Lotus 25%
Tulip 30%
Lily 10%

) for 80,000 shares were received in all; out of which applications
20,000 shares had the stamp of Marigold: 15,000 that of Lotes; 2,000 that o ™
lip and 8,000 of Lily. The remaining 15,000 applications did pot bear 20y S0
| Determine the liability of each underwriter =~ [pec. zen(sM‘f"’“

b
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.*“"5' _ 2
pata given it problem can be arranged as follows:
Firm Marked _\I
Um:l.em—rllﬂm Application | Application —-—_T(EJ
W = 20,000 20,000
Lotus : 15,000 15,000
Tulip 3 22,000 22,000
Lily = 8,000 8,000
i - 65,000 63,000
{*}Unmm-kud application (80,000-65,000) 15,000
: ) 80,000
ghares not applied [Bal. Fig ] 20,000
shares iss 1,00,000
No. of shares issued 00,
Ls-mshowing underwriters liability:
Particulars Marigold Lotua Tulip Lily Total
35% 25% 304 10%% 100%
ss Liability 35,000 25,000 30,000 10,000| 1,00,000
Emsnrkcd application (20,000)| (15,000)| (22,0000 (8.000)| (65.000)
() Unmarked applicatlon (35:25:30:10) (5250 (3750)] (43000 (1,500)| (15.000)
Net liability | 9750 6250] 3500 so0|  20.000

Problem No. 28] Metal Ltd. issued 1,25,000 shares of 2 10 each to public, The issue
was underwritien by Gold, Silver, Bronze and Copper as under:

Gold 30%, Silver 25%, Bronze 25% and Copper 20%.
The issue was firm underwritten by the underwriters as under:
Gold: 4,000 shares; Silver: 6,000 shares; Bronze: Nil; Copper: 15,000 shares.

Publicsubscription excluding firm underwriting butincludingmarked applications
were 90,000 shares. The applications were marked as under

Gold : 24,000 shares

Silver + 20,000 shares

Branze ¢ 12,000 shares

- Copper  :24,000 shares
Ascertaln the liability of each underwriter, assuming firm underwriting shares be
Areated as unmarked applications, [Dec. 2016 (5 Marks)]

Ans, Data given in problem can be arranged as follows:

T Firm Marked
-—Unm——__;h: Application | Application otal
Gold 4,000 24,000 28,000
Silver 6,000 20,000 26,000
Bronze ¢ 12,000 12,000
Copper 15,000 24,000 39,000

25.000 80,000 1,05,000
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x 1
Underwriters Application | Appli

Shares not applied [Bal. Fig.)
No. of shares issued

i jability:
Stat t showing underwriters liab
atement showing  Gold| Silver| Bronze C“Ppcr"\\

& 30‘,{; 25':4" 25% 20% Tuh
Gross liability 37,500] 31250 31.250| 2500071
ross liabiliry (24,000) (20,000) | (12,000) (24,000) RS

(-) Marked application

(-) Unmarked application (10,500)| (8.750)| (8.750)| (7.000)| |,

30:25:25:20 1
§ 2l 3000] 2,500 10,500] " (6000)( -
Credit for Copper (30:25:25 = 80) GOSOISMLETIE (I 875)) 6000, Y

750 625 8,625 : “‘“l-a;
.l
{+) Firm underwriting 4.000 6,000 . 15,000 | EiuJ.

Net liability s bohucs ] ()

Calculation of net unmarked application:

3750]  6625]  B.625] 15000] i

Unmarked application 10,000
Add: Finn underwriting 25,000
35,000

Problem No. 29] M Litd. issued 30,00,000 equity shares of ¥10 each at par. 0y
these 12,00,000 shares were issued to the promoters and the balance offered,
the public were underwritten by three Underwriters A, B & C in the Ratio of 2.1
with o firm underwriting of 60,000, 50,000 & 70,000 shares respectively. Total s
scription received 15,38,000 shares including marked applications and excludi
the firm underwriting. Marked applications were as followed:

A 3,00,000

B 3,50,000

C  5,00,000

Unmarked and surplus applications are to be distributed in the gross liability
Ans,

In given problem wonding used is “excluding firm undenvriting”
Data given in problem can be arranged as follows:

A 60,000 | |
o oo 200000 | 360,000
‘ 3.50000 | 4,00,000

L ?ﬂ m . L]
I[ | . 500000 | 570,000
i 1.80.000 11.50,000 | 13,30.000
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Unrﬂafl‘

ghares 10t applied (Bal. Fig.]

Unden\‘ﬂ“’" Applill:l:liﬂn Ap&;:irc:tlun Total
~d application (15,38,0000- 11,50,000) | 348,000
17,18,000

82,000

18,00,000

No. of shares issued to public

4.51

ethod 1 Underwriters liability - when firm underwriting is treated as unmarked

p]jcatlon

W A B [ Total
Gross liability 400,000 6,00000] 800,000 13100.000
(-) Marked application (3,00000)| (3.50,000)| (5.00,000)f (11 ,50,000)
) Unmarked application (2:3:4) (1,26,222)] (1,89,333) (2.52.445)| (5,68,000)
(26,222) 60,667 47555 82,000

Credit for over subscription of A (3:4) 26,222 (11,238) (14,984) -
- 49,429 32,571 82,000

(+) Firm underwriting 60,000 50,000 70,000 1,80,000
Net liability 60,000 99,429 1,02,571 2,62,000

* Calculation of net unmarked application:

Unmarked application 3,88,000
Add: Firm underwriting 1,80,000
5,68,000
Method 2: Underwriters liability - when firm underwriting is treated as marked
application:
Particulars A B c Total
Gross liability 4,00,000 6,00,000 8,00,000 18,00,000
{-) Marked application (including (3,60,000)| (4,00,0000| (5,70,000)| (13,30,000)
finn underwriting)
{-) Unmarked application (2:3:4) (86,222)| (1,29,333)] (1,72.445) (3,88,000)
(46,222) 70,667 57,555 82,000
Credit for over subscription of A (3:4) 46,222 (19,809) (26,413) -
- 50,858 31,142 82,000
(+) Firm underwriting 60,000 50,000 70,000 1,80,000
Net liability 60,000 1,00,858 1,01,142 2,62,000

Note: Students have to solve the problent only under one of the method.

g;;shlﬂmm '30] Pina Ltd, issued to public 2,00,00,000 cquity shares of 210 each at

which was payable 16 per share on application and the balance on

\ent, The issue was underwritten by Poova Underwriters Ltd. for a maximum
‘as per section 40(6) read with Rule 13 of the Companies Act, 2013.

‘I:Im : wfwusua,mﬂeqmyshamandlhemthdmhukw

! Jl!u':mlrkﬂ at 10.15 per share.

nl.td.Anhunduhbcwuthm shares were quoted

PNNVINAVI
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You are required to prepare the

Writer.

PART I : CORPORATE ACCOUNTING

pecessary ledger accounts

Ans

Calculation of underwriting commission:
2,00,00,000 x 12.5 x 5% = 1,25,00,000 i.e. 12,500 thousand
No. of shares taken by Poova Underwriters Ltd.:

2,00,00,000 - 1,45,00,000 = 55,00,000

P

¢, 2018 (5

)

Calculation of loss on Quoted Price:
Cost of shares taken (55,00,000 x 12.5 = 6,87,50,000)
(-) Underwriting commission
(-) Quoted Price (55,00,000 x 10.15 = 5,58,25,000)
Loss
) it iy (7
Dr. Underwriting Commission Alc £
To Equity Shares in Pina Lid. A'c | 12,500 By Pina Ltd. Alc Ny
12,500 T
Dr. Equity Shares in Pina Ltd. T
To Pina Lid. Ac 68,750 | By Underwriling Commission Alc | 1755
By Profit & Loss Alc %
By Balance c/d 35,41
68,750 68,78
Dr. Pina Lid. Alc €
To Underwriting Commission A'c | 12,500 By Equity Shares in Pina Ltd. Ale | 6878
To Bank Afe 56,250
68,750 64,14

e——— = A 1 Py
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- 7
:i:a given in problem can be arranged as follows:
Firm Marked I
ﬂdtf_"“"d/m':ﬂ Application | Application L
R 90,000 16,50,000 | 17,40,000
S 60,000 6,00,000 6,60,000
T 30,000 4,50,000 4,.80,000
1,80,000 |  27,00,000 | 28,80,000
arked application 1.50,000
Lig 30,30,000
shares not applied (Bal. Fig.) 1,20,000
No. of shares issued [45,00.000 x 70%] 31.50,000 .
Um;Ierwriler's liability - When firm underwriting is treated as unmarked application:
Particulars R 5 T te’
Gross liability (3:1:1) 18,090,000 6.30,000] 630,000 31.50,000
{-) Marked application (16,50,000) [ (6,00.000)| (4.50,000)| (27,00.000)
(-) Unmarked application (3:1:1) (1.98,000) (66,000) {66.000] (3.30.000)
: : ot [S(3-1 42,000 (36,000) 1.14,000 1.20.000
Credit for over subscription of S (3:1) 7 000) G0 19.000) =
(+) Firm underwriting 15,000 | 1.05.000 1,20,000
Net liability 90,000 60,000 30,000 1,80,000
105,000 60,000 1,35.000 3.00.000
* Caleulation of net unmarked application:
Unmarked application 1.50,000
(+) Firm underwriting 1,80,000
3,30,000

Calculation of underwriting commission:
R = |8,90,000 x 10 x 2% = 3,78,000
$=6,30,000x 10 x 2% = 1,26,000
T =6,30,000 x 10 x 2% = 1,26,000

Problem No. 32] XYZ Ltd. issued 1,50,000 equity shares of 210 each to public. The
Issue was underwritten by A, B, C and D as under:

A 30%, B 25%, C 25% and D 20%

The issue was firm underwritten by the underwriters as under:

A: 6,000 shares, B: 8,000 shares, C: Ail, D: 16,000 shares

Public subscription excludin g firm underwriting but including marked applications
were 1,10,000 shares. The marked applications were as under:

30,000 shares

17,000 shares

H.DD_II shares

Doy
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Ascertain the habiliry of cach anderwriter (No. of shares). assuming o
writing shares be treated as unmarked applications: L '2“20(?1"\
Ans, ! 3
Dotz givenin prohlem can be arranzed as follows: -
i Marked Total
| Underuriters | del '
G | Application | Application ——
' A ' 6.000 30,000 36,000
{ B S 000 23.000 31,000
1 L -
C = 17,000 17,000
D 16,000 25,000 41,000
' 30.000 | 95.000] 125,000
Unmarked application (1.10,000 - 95.000) 15,000
1,40,000
Shares not applied [Bal. Fig] 10,000
No, of shares issued 1.50,000
Underwriter's liability - When firm underwriting is treated as unmarked ap,);
- alj
Particulars. _ O T D z
Groas liability (30.25:25:20) 45000 37.500| 37.500] 3000p| Tog
(-) Marked application (30,000)| (23,000)f (17.000)| (25,000)| (5o "
) Unmarked application (30:25:25:20) | (13:500)( (11250)| (11250)| (9,000)| 302"
Credit for over subscription of D 1.500 3,250 9,250  (4,000) _-_‘_T[Tﬁ‘-‘
(30.25:25) (1,500)| (1.250)| (1.250)| 4,000 "
-] 2000] 8,000 = iin
{+) Firm underwriting 6,000 8,000 - 16,000 30:{[;.
Net liability 6,000 10,000 B,000 16.000 40,0

* Calewlatlon of vet unmarked application:

Unmarked application 15,000
(+) Firm underwriting 30,000
45.000
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’\“2 given in problem can be arranged as follows:
2 Firm Marked

| pnderwTite™ | ppplication | Application Total
X 1,600 2,000 3,600
y 600 4,000 4,600
A 2,000 1,000 3,000
4,200 7,000 11,200
Unmarked application (10,000 - 7,000) 3,000
14,200
hares nol applied [Bal. Fig.] 5,800
No. of shares issued 20,000

4.55

Method 1 - When firm underwriting is treated as unmarked application:

Total
culars X Y Z ot
f;?f.fs Tiability 12,000| 5,000( 3,000 20,000
() Marked application (2,000)| (4.000)| (1,000)| (7,000)*
(-) Unmarked application (12:5:3) (4,320)| (1,800 (1,080)| (7,200)
£ 5680 (800)] 920 5.800
Credit for over subscription of B (12:3) (640) s00| (160) <
' - e 5,040 - 760 5.800
{+) Firm underwriting ’
Net liability 1,600 600 2,000 4,200
6,640 600 2,760 10,000
* Calculation of net unmarked application:
Unmarked application 3,000
Add: Firm underwriting 4,200
7.200
Method 2 - When firm underwriting is treated as marked application:
Particulars X Y A Total
Gross llability 12,000 5,000 3,000 20,000
(-) Marked application (including firm underwriting) | (3,600)f (4,600} (3,000} | (11,200)
(-) Unmarked application (12:5:3 = 20) (1,800)| ' (750) (450)| (3,000)
6,600 (350) (430) 5,800
Credit for over subseription of B&C (800) 350 430 -
_ 5,800 : 5,800
(+) Firm underwriting 1,600 600 2,000 4,200
Net Liability 7.400 600 2,000 10,000

NOTE: Students have to solve the problem only under one of the method.
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ACCOUNTING FOR DEBENTURES

—

Q. 1. Write a short note on: Loss on issue of debentus

Ans. IT a company issues debentures at par or at a discount which are redeemable at a
premium, the premium payable on redemption of the debentures should also be treated
as capital loss and as such it should be dealt with in the same manner as discount on
issue ol debentures,

Redemption of debentures at a premium is a known loss at the time of ssue of debentures
as the terms of issue generally contain such provision for redemption. As such, it would

be prudent to wrile off such loss during the life time of the debentures.

Q. 2, Distinguish between: Shares & Debentures [June 2009 (5 Marks)]

Ans. Following are the main points of distinction between shares & debentures:

Points Shares | Debentures

Status Sharcholders are the owners of the | Debenture holders are the creditors
company. ol the company

Voting rights | Sharcholders have voting rights. Debenture holders have no voling

rights. ]

Rote of Dividend on equity shares is paid at a | Debenture interest 1s paid 4t a pre-

income variable rate, determined fixed rate.

Treatment Dividends are appropriation of | Interest on debentures is the charge

[ against profit | profits. against profits,

Types

There are only two kinds of shares -
equily shares and preference shares.

There are different kinds of deben-
tures, such as Secured’ Unsecured,
Redeemable Irredeemable, Regis-
teted! Bearer. Convertible Non-con-
vertible, ete

Balance sheet

Inthe company’s balance sheet, shaves

In the company’s balance sheet,

Presentation |are shown under “Sharcholders|debentures are shown under “Non.
s Funds”, Current Liabilitles”,
Conversion  [Shares cannot be converted into| Debentures can be converted inio
debentures in any circumstances. | shares as per the terms of issue of
debenture.

5.1
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Points Shaes '
-| Debentures cannol be o7
Forfeilure Shares can be [orfeited for ﬂ‘ﬂ‘:‘ non-payment of call mq 3L

teg s
Ney [s
savment of allotment and call mone _ -cal m, .

Liquidation | Atthe timeofliquidationsharcholders| A ll:;c‘:;m:rzf 'lr;til:ldm] ion, deps
are paidat last, afterpaying debenture !-]}?nre'.holdms pCHoll b“fcrc
holders, creditors, eic. & .

iv urchase of debentures for ;
Q. 3. Gv_m the journal entries for p e Em%h
cancellation. M%JI
l:lelerﬁu

Ans. If authorized by its articles of association, a company can buy its own de
the open market for immediate cancellation.
Accounting entries in such a case will be as follows.
(a) Where no sinking fund exists:
[Date Particulars Dr. (%)
On purchase and cancellation of debentures:
Debentures Alc Dr.
To Bank A'c
Note: If there is any difference between the nominal value of the debentures cancells
and the price paid for them, the same has to be treated as profit or loss on cancellatiz
and should be credited or debited to “Profit on Redemption of Debentures Accoupt’
Thus, the entry for this will be as follow.
In case of profit:
Debentures Alc
To Bank Alc
To Profit on Redemption of Debentures Afc
In case of loss:
Debentures Alc

Loss on Cancellation of Debentures Afe
To Bank Alc

Cr,m

Dr.

In case of profit:
Profit on Redemption of Debentures Afc

To Capital Reserve Alc Dr.
et

Profit & Loss Ale
Capital Reserve Alc Dr
Securities Premium A/c Dr

To Loss on Redemption of Deber, Dr
lures Ale —‘_/
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—] ansfer of profits B T TR T —_—T |
f:laﬂlfrlhlc for dlvlr:lcmh l::[ljjl;i:i:mm]d mal ! | |
profit & Loss Appropriation Alc Dr I | |

To Debenture Redemption Reserve Ae -1 ! !
h’;’ﬁﬂrﬂg debenture redemption fund exists:

— |On sale of debenture redemption fund Invrstmienis : ____1]
on pmﬁl: . | !
Bank Alc Dr. | I

To Debenture Redemption Fund Investment Ac i

To Debenture Redemption Fund A .

On sale of debenture redemption fund investments ]

on loss! ' | -

Bank Afc Dr l

Debenture Redemption Fund A/c :

To Debenture Redemption Fund Investment A< ] |

On purchase and cancellation of debentures: '

Debentures Alc Dr rl

To Bank Alc i

On purchase and cancellation of debentures at profit: ' |

Debentures Alc Dx ! ! .

To Bank Alc ' | :

To Debenture Redemption Fund Alc ' I |

On purchase & cancellation of debentures at loss: . I

Debentures Alc De! .

Debenture Redemption Fund Afc Dr | l

* ToBank Alc ! i
On transfer of the nominal value of the debentures 5 :
cancelled to general reserve: |

Debenture Redemption Fund Alc Dr| 1 l

To General Reserve Alc i ]

Q. 4, Explain ‘cum-interest’ and ‘ex-interest’ in case of purchase of own debentures?
P ' [Dec. 2012 (4 Marks)]

Ans, Ifihe le.]'C]'I.ESE pﬁcg for the debentures includes interest tor the v.‘.’\pu-;'d P\!ﬂl}d, the
quotation is said to be “Cum-interest’.

I, on the other hand, the purchase price for the debentures excludes the interest for the
expired period, the quolation is said to be “Ex-interest’.

Elﬂmple: 1f a company purchases of its 9%¢ Debentures ol 2100 each at T93 cach on Ist
August, 2019 the dates of payment of [nterest being 30th September and 31st March, the
lreatment of the same for sCum-interest” and “Ex-interest” quotations will be s follows:
In case of cum-interest quotation: Il the purchase price of ¥95 is taken to be the cum-
interest price, it implies that this includes the interest for the expired period of 4 months
(ie. from 15t April, 2019 to 31st July 2019 which amounts:

—————— NN
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100% 9% % ~—2— _ 3
12

Therefore, the price actually paid for the debenture should be taken at (95 - 3) = 793
The accounting entry in such a case should be as follows:

Date |Particulars D) crgy)
If debentures are purchased for immediate
cancellation . .
Debenture Alc Dr. 100
Debenture Inlerest Alc Dr, 3 )
To Bank Alc 9

To Profit on Cancellation of Debentures Alc

If debentures are purchased as investment: :
Investment in Own Debentures Alc Dr 92
Debenture Interest Alc Dr. 3
To Bank Alc 95
When these own debentures are cancelled in future:
9% Debenture Alc Dr. 100
To Investment in Own Debentures Alc 92!
To Profit on Cancellation of Debentures Alc _§

In case of ex-Interest quotation: If the purchase price of 295 is taken to be the ex-interest
price it implies that this does not include the interest for the cxpired period of 4 monihs
(i.e. from April, 2019 (o 31st July, 2019 which amount to

4
£l —
100 x 99 12 =3

In this case, the price of 95 represents the price actually paid for the debentures and the
company is required to pay T3 for every debenture as interest in addition Lo the purchase
price of 3 for every debenture as interest in addition 1o the purchase price of 795
Therefore, the company Is required to pay (95 + 3) = ¥98 for every debenture in total. The
accounting entry in such a case should be as follows:

If debentures are purchased for Immediate
cancellation
Debentures Aic Dr, 100
Debenture Interest Afc Dr| 3
To Bank Al 98
To Profit on Cancellation of Debentures Afe 5
II debentures are purchased as investment:
Investment in Own Debentures Afe Dr 95
Debenture Interest e Dr 3
To Bank Alc 98
When these own debentures are cancelled in future: |
¥ Debenture Alc Dr. 100
To Investment in Own Debentures A/c 93
To Profit on Cancellation of Debentures Ale J
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Note: The profit on cancellation of debenture being capital profits transferred 1o ‘Capital
Reserve Account.

o _._______———____-
Q.5 Explain with examples “interest accrued and due” and “interest accrued but

oot d ge”. How are these items shown in the balance sheet? [Dec. 2015 (5 Marks)]

5. Interest o7 debentures is a charge against the profits. Interest is normally payable

hall-yearly and it is calculated at the fixed percentage on the nominal value of debentures

issu‘?d- :
Acompany is liable to deduct TDS at the prescribed rate from the gross amount ol interest

pa_,rablc and to pay it to the Government.

F the debentures are tax-free, the income-tax on such interest will be paid by the company
1 behalf of the debenture holders. However, the interest paid by the company has
p for calculating the interest expense of the company.

jisell 0
10 be gl’OSSEd u
Accounting Entries: Following entries are required to be shown in the books of the

company to deal with interest on debentures.

Date Particulars Dr (2) cr )
On interest becoming due:
Debenture Interest Al Dr. 100
To Income-tax Payable Alc 10
To Debenture Holders Afc 90
On payment of interest to the debenture
holders:
DPebenture Holders Alc Dr 90
Income-tax Payable Alc Dr. 10
To Bank Alc 100
On transfer of interest to P & L Ajc at the
end of the year
Profit & Loss Alc = Dr. 100
To Debenture Interest Alc 100
Interest Accrued and Due (outstanding): Suppose acompany hasissued 13.5% Debentures
for® 10,00,000 interest is payable on 30th September and 315t March. The company will
pay 67,500 in every & months. Suppose, the company closes its books on 31st March,

the interest due on that date may be unpaid. In that case, there will be a liability which
Will be recorded by the entry:

On Interest becoming due:
Debenture Interest Afc

To Debenture Interest Qutstanding A/c 67,500

Interesy accrued but not due: Suppose, in the example given above, the company closes

IS books on 31st December. Interest up o 30th September must have been paid but

that Up 1o 31st December is not yet due. For proper accounting, however, interest from

5t Oc(ober to 31st December (3 months) must be taken into account, Interest for

l‘;':!h a period is termed as ‘Interest accrued but not due’, The entry for recording this

eresy is:

Dr 67.500

BANVIALT
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On interest becoming accrued: '

> Dr.| 33,750 I}

Debenture Interest Afe (10,00,000 x 13.5% x 32) : ' !

To Debenture Interest Accrued but not due Al * 33,750 I

Note: “Interest accrued and due” and “interest accrued I?,ul' not due” both are shoyn in
balance sheel under heading “Other Current Liabilities”.

Q. 6. What are the provisions regarding creation and adequacy of Debenture R, |
demption Reserve (DRR) in each of the following cases: l
i
|

(i) Listed company.
(if) Unlisted company. |
({ii) Other companies including manufacturing and infrastruciure companies, ’
[June 2016 (3 Marks))

Or

Elaborate the provisions with respect to creation of Debenture Redemption Resery,
(DRR). [June 2019 (5 Marks)]

Ans. Debenture Redemption Reserve [Section 71(4)]: Where debentures are issugg
by a company, the company <hall create a debenture redemplion reserve account oul of
the profits of the company available for payment of dividend and the amount eredited 1p
such account shall not be utilized by the company except for the redemption of
debentures.
Provisions of the Companies (Share Capital & Debentures) R les, 2014 inrespect of Debentiire
Redemption Reserve are given below.
Creation of DRR [Rule 7(a)]: Debenture Redemption Reserve shall be created out of
profits of the company available for payment of dividend.
DRR for listed company [Rule 7(b)(iii)): For listed companies, Debenture Redemption
Reserve is nol vequired in the following cases:
{A) In case of public issue of debentures -
A. For NBECs registered under section 45-1A of the RBI Act, 1934 and for Housing
Finance Companies registered with National Housing Bank.

B. For other listed companies.
(B) In case of privately placed debentures. [For companies specified in sub-items A & B]
DRR for unlisted company [Rule 7(b)(iv)]: For unlisted companies ~
(A) For NBFCs registered under section 45-IA of the RBI Act, 1934 and for Housing Fi-

nance Companies registered with National Housing Bank, Debenture Redemption
Reserve is not required in case of privately placed debentures.
(B) Forother unlisted companies, the adequacy of Debenture Redemption Reserve shall
be 10%¢ of the value of the outstanding debentures,
DRR un]}-Fnrnun-cqn\rrUbleporunn[Rul: 7(c)]: In case of partly convertible debentures:
Debenture Redemption Reserve shall be ereated in respect of non-convertible portion @
debentures.

i
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Following are the main points of dig;
ption of debentures;

Redemption of Preflerence Sharey

Redemption of preference shares is
payment to owner of the company,

FOR DEBENTYRES

The dmount gre
Company excepl

5.7

dited 1o Debenture Redemption
for the purpose of redemption of

Rcdcmptltm of Prelerence shiares & Redemption of

[June 2018 (4 Marks)]

Action between Redemption of shares &

Redem n of debenturces

Redemption of debentures amount
o repayment of loan as debenture
holders wha are creditors of the
company,

Preference shares are liable 1o
be redeemed within a period not
exceeding 20 years [rom the date of
their issue.

However, a company engaged in
the setting-up and dealing with of
infrastructural projects may issue
preference shares for a period
exceeding 20 years but not exceeding
30 years, subject to Lhe redemption of
a minimum 10% of such preference
shares per year [rom the 21st year
onwards or earlier, on proportionate
basis, at the option of the preference
sharcholders, i

Redeemable debentures are required
1o be redeemed within  period
specified in offer document.

Preference shares shall be redeemed:

{a) Out of the profits of the company
which would otherwise be
available for dividend.

(b) Out of the proceeds of a fresh
issue of shares,

(c) Partly out the profits of the
company and partly out of the
proceeds of a fresh issuc of
shares.

Debentures can be redeemed owt
of Debenture Redemption Reserve
which is created out of prulits of the
company which would otherwise be
available for dividend.

| Where

| nominal

preference  shares  are
proposed to be redeemed out of
the profits a sum equal to the
amount of the shares
should be transferred to the Capital

| Redemption Reserve Account,

For the purpose of redemption of
debentures the company is required
to comply with creation of Debenture
Redemption Reserve.

———— - secured {rredeemable debentures. Comment.
§ Sampany may e [Dec. 2018 (5 Marks)

@ NNV
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Ans,

Perpetualfirredeemable Debentures: If the debentures are issued subject to rede n-,r,“r
on the happening of specified events which may not happen for an indefinite per lod, o
winding-up, they are called perpetual/irredeemable debentures. i

As per Rule 18(1)(a) of the Companies (Share Capilal & Debentures) Rules, 2014, an

of secured debentures may be made, provided the date of its redemption shall not ey

10 vears from the date of issue.

However, [ollowing classes of companies may issue secured debentures for a mﬁﬁd:

exceeding 10 vears but not exceeding 30 years: !
(i) Companies engaged in setting up of infrastructure projects. :
(i) Infrastructure Finance Companies. '

(iif) Infrastructure Debt Fund Non-Banking Financial companies.

(iv) Companies permiited by a Ministry or Departiment of the Central Governmeny g
by RBI or by the NHB or by any other statutory authority to issue debentures for,
pt't‘l.ud ucctdmg 10 years.

Thus, after the commencement of the Companies Act, 2013, no company either public ¢
privale can issue perpetual or irmedeemable debentures.

- PROBLEMS & SOLUTIONS S _

ISSUE OF DEBENTURES

SRl ¢
o §

Problem No. 1] Roshan Limited issued 125 debentures of the face value of 7 2,00,000
at 10% discount on 1st January, 2020. Debenture interest after deducting tax al
source @ 10% was payahle on 30th June and 31st December every year

All the debentures were to be redeemed afier the expiry of 5 years period at 5%
premiun.

Pass the necessary journal entries. [June 2012 (6 Marks)] i
Ans. !
In the books of Roshan Limited .!
Journal Entries .‘
{Date { Particulars Dr (3) :
112020 !Bank Ac(2.00.000 x 90¢¢) Dr. | 1,80,0000 | J
Discount on Issue of Debenture Afe (2,00.000 = 105%) Dr 20,000
Loss on [ssue on Debenture Alc Dr. 10,000
: To 12% Debenture Alc 2,00. Lmln| |
I ‘ To Premium on Redemption of Debenture Alc 10,000
E ile:rrg. issued 12% debennures of the face value of T2,00,000 f
§ at 10¢z discount redeemable at 5% premium) N

.4
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59 |
lculars T {
ﬁ%nlurc Interest Alc - - “,' @ Il
3062020 D | 12,000 | |
To Bank Afe \ | 10200 |
To Tax Deducted at Sources Asc ! i 1,200 | l
(Being, debenture interest paid after deduction i TDS) l. 1 i
50,6:2020 |Tax Deducted at Sources Al Drl  1.200] W
To Bank Ac 5 | 1200] |
(Being. TDS paid 1o government. ) II I. -
31.I2102l] Debenture Interest Afc Dc [ lE.DCfJ'i Ii lt
To Bank Aflc l w.gm‘l
To Tax Deducted at Sources Alc \ | 1200 1 |
{Being, debenture interest paid after deduction of TDSI | |
31.42.2020 | Tax Deducted at Sources Ale l 1 zm[ | |
To Bank Alc 1,20-[1[, !
ﬂiﬂg, TDS paid to government.) 1 : |i
11,12.2020 | Profit & Loss Alc u.mﬂ} \ l
To Loss on Issue on Debenture Alc . 20001 |
To Discount on Issue of Debenture Alc ! 4.000] 2
(Being, proportionate loss & discount onissue of debenture l E
written off) =
31.12.2020 | Profit & Loss AJc S De | 24,000 Z
To Debenture Interest Alc ! 24,000 P
{Being, transfer of interest to profit & loss account) | !
31.12.2014 | Debenture Alc Dr. | 2.00,000|
Premium on Redemption of Debenture Alc 10.[‘001
To Debenture Holder Alc | 2.10.000
{Being, amount due on redemption of debentures) |
31,12.2014 | Debenture Holder Alc Dr | 2,10.000}
To Bank Alc \ 2.10,000
\_ (Being, amount due on redemption of debentures paid)

Note: Entry No. 2 to 6 will be repeated for the next 4 years and then last two entries will be
passed.

Nq.tll"mml.td.imwﬁﬂﬂm. llﬁéabm!mu!?lmmhal a

\ Iﬂm of journal entries how you would record the above issue.
50 show how they would appear in the balance sheet. [Dec. 2012 (6 Marks)]

‘*.'.
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In the books of Fortune Lid.

Journal Entrics
‘&:c | Particulars pr. @) Cr
Bank A/c (2,00,000 x %0%) pr.| 73500
Loss on Issue on Debenture A'c Dr. 7.000
To 129 Debentures Alc 70,000
To Securities Premium Afc 1,500
To Premium on Redemption of Debentures Afc 7,000
(Being, issued 129 debentures of the face value of T100 each
at 5% premium redeemable at 109 premium)
EQUITIES & LIABILITIES 1
Sharcholder's Funds: i
Securities Premium 3,500
Less: Losy on Dssue on Debeniures (7,000}  (3,500)
Non-Current Llabilitles:
129 Debentures 70,000
Premium on Redemption of Debentures 7,000
73,500
ASSETS T
Currcnl Assels:
73.500

Bank Halance .
' 73,500/

Problem No. 3] 8 Lid. ssued 10,000, 12% debentures of 7100 each at a discount of
§%. These debentures are redecmable at a premium of 109 afier 5 ycars.
You are required to show —

({) Journal entry on issuc of the debentures and
() The loss on lssue of debenture account over the period.[Dec. 2014 (3 Marks)]

Ans.
In the books of S Lid.
Journal Entrics
[Date| Particulars Dr(?) cr ()
Bank A/c (10,000 x 95) Dr; |9.50,000
Discount on Issuc of Debentures A/c (10,000 = 5) Dr,| 50,000
Luss on Issue of Debentures A/c (10,000 x 10) Dr. |1,00,000 !
To 12 Debentures Ale (10,000 x 100) 10,00,000 }
To Premium on Redemption of Debentures Afc (10,000 x 10) 1,00,000
{Being, 10,000, 12% Debentures ol Z 100 issued ut S% discount which
| are redeemable at 10% premium.) e

——J
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Lewss on laspe of Det cr

Crilure A'c -

pr. ._.--———__'.—-—"‘_"—'—-—-_._,.__'_____ — :
?;I:Tf = ::rilT::;Ti:: af #0000 Year | |B.'" Profit e Lesss Ac ED.U”U|

cde . !

Debentures Ale | By Bl s | 50,000 |

| 1.00.000 i 1,00.000 |

"r.jrz Tﬂ B:l]ﬂnl:c b-'rd Eﬂ.[l'(.‘(” 'lrt'ﬂrz iB:' Ffl'.lrjl. & Loss Alc ! 10'{‘[“(} !
] | By Balance o'd ! 60,0600

| 80,000 ! 20,004) '

—————

year3 |To Balance b/d 60000\ Year 3 |ByProfit& LossAc| 20,000 |
— | | By Balance cd - 40,000

60,000 | &0, 000 |

AL | 60000

vear4 |To Balance b/d 10,000\ Year4  |ByProfit& LossAc| 20,000

By Balance c'd | 20 000 |

40,000 . 20000

Year5 |To Balance b/d 20,000 | Year5 | By Profit & Loss A'c 20,000

! |

20,000 [ 20,000]

Problem No. 4] Cheer Lid. is Interested In lssuing 10,000, 12% debentures of T 100
LT , You are required lo pass necessary journal eniries in each of the following
situations:
(a) Tssued at 10% discount and redeemable at par.
(B) Issued at 5% premium and redeemable at par.
! hnuul al par and redeemable at premium of 54,
| Issued at discount of 5% and redecmable at premium of 10%.
) lasued at premium of 10% and redeemable at premium of 20%%.
[ [Dec. 2015 (5 Marks)]

In the books of Cheer Lid.
Journal Entries
_ | Particulars | Pe@)f Cr(T)
(@) | Bank Afe (10,000 x 90) De| 9.00.000
Discount on Issue of Debenture A/c (10,000 x 10} De| 1.00.000
To 12% Debentures Afc (10,000 x 100) 10,00,000
(Being, 10,000 debentures issued at 10% discount which
e redeemable at par)

®) | Bank A’ (10,000 105) Dr. 10.50,000
To 12% Debentures Alc {10,000 = L00) 10,00,000
_Tﬂ Securities Premium A/c (10,000 x 5) 50,000

LBein e o 'mi
0 [ g 10,000 debentures issued at 5% premium

hich are redeemable at par)

Lot}

e —

MYV oo
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(€) | Bank A/c (10,000 x 100) Dr.[10,00,000]
Loss on Issue of Debenture Afe (10,000 % 5) Dr| 50,000
To 12% Debentures Ade (10,000 < 100) 10,00,60n
To Premium on Redemption of Debentures Alc 50,000
(10,000 = 5)
(Being, 10,000 debentures issued at parwhich are redeemable
3% premium)
(d) |Bank A/c (10,000 x 95) ~ Dr| 9,50,000
Discount on Issue of Debenture Afe (10,000 x 5) Dr. 50,000
Loss on Issue of Debenture Alc (10,000 = 10) Dr| 1,00,000
To 12% Debentures Adc (10,000 = 100) 10,00,000
To Premium on Redemption of Debentures Ale 1,00,000
(10,000 = 10)
(Being, 10,000 debentures issued at 5% discount which are
redeemable 1096 premium)
i¢) |Bank Alc (10,000 « 110) D {11,00,000
Loss an [ssue of Debenture Ade (10,000 < 20) Dre| 2,00,000
T 129 Debentures Ale (10,000 « 100) 10,00,000
To Secunities Premium Afc (10,000 « 10) 1,00,000
To Premium on Redemption of Debentures Ale 2,00,000
{10,000 = 20)
(Being, 10,000 debentures issued at 10% premium which
are redecmable 200 premium)

| Tark Al (12,000 7 281 Dr. 3,00,000

Problem No. 5] X Lid. made an Issue of 10,000 12% debentures of T100 each as

follows:

¥23 on Application

€25 on Allotment

'whﬂmw 5 i allotted 10,000
were received for 12,000 shares and the directors /|

debentures rejecting an application for 2,000 debentures, The money recelved on

application for 2,000 debentures rejected was duly refunded. All the calls were

made and duly received. Show the necessary Journal Entrles and Cash Book 10

record the above trunsactlons, __ [Dec, 2017 (3 Marks)]

Ans.

In thie books of X Lid,
Teirnal Entries

e r—

“prin)| __ cr

T 12% Dghenture Application Alc 3,00,000

(s, spgeliv alion poticy ppoeived oo 825 [rip 1 200K)
_idabentisren)

welrae) e . SR
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: Particulars . -
. Cr (T)
pate 1290 Debenture Appm\r"*"—-—————__-l Dy, (X} =3
: = Dr | 3.00,000]
fo 12% Debenture Ale (10,000 , 25) | ! 2,50,000
To Bnnf‘ Ale (2,000 « 25) ‘ | £0.000)
(Being, application money of 10,000 dehe | {
@ ¥25 transferred 10 12% Debenture ALM::L::‘II l
application money of 2,000 debentures refunded | |
1o applicants as per Boards Resolution Ne. | 1
dated ...... ) |
129 Debenture Allotment Ale Dr | 230000]
To 12% Debenture Alc l i 2 20,000
(Being, allotment money due on 10,000 debentures | | !
@ ¥ 25 as per Boards Resolution No.__ dated o) I
Bank A/c (10,000 x 25) Dr. ‘ 2,350,060 |
To 12% Debenture Allotment Ale , 2,50.000
(Being, allotment money on 12% Debenture received) | |
12% Debenture First & Final Call Al Dr 1 5001460 |
To 12% Debenture Alc | | 5,000,000
(Being, first & final call money due on 10,000 | :
debentures @ T50 as per Boards Resolution !
No. .......dated ......) | |
Bank A/c (10,000 « 50) Dr. ! S, 00,000
To 12% Debenture First & Final Call Ale | 500000
(Being, first & final call money on 12% Debenture | |
13 received) ! | {
Dr. Cash Book (Bank Column only) Cr
|T012% Debenture Application Alc 3,00,000 | 12% Debenture Apphication A EU.I'JUU_i
10 12% Debenture Allotment Are 2,50,000
To 12% Debentyre First & Final 500,000 | By Balance o/d 10,003 () \
Call Ac : |
e e
e 10,50,000 {10.50.600 |

No. 6] Aman Ltd. Issued to the public 16,000, 10% Debentures of 7100
Ml!ntbf_l&.m-mmtpapbkhnpﬂkmnkntmpuﬁm
' plication and balance amount at the time of allotment. The issue
W by Gama Lid. for commission at the rate of 1% of nominal
debentures underwritten. The whole of the lssue was subscribed by
of the public at large. The company pald underwriting commission
of 10% Debentures of €100 each.

¢ Journal entries In the books of Aman Lid. for the abovy
jnurualm-lnh _ Umzﬂmmts- tnm-_ﬂ

wh NV L
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In the books of Aman Lid.
Joumal Entries

Datc Particulars Dr (1)} C:_@
Bank Avc (15,000 = 50) Dr.| 8,00.000 |
To Debenture Application AT S.UU.QJJ-I]'
(Being. recespt of application moncy on 16,000 10% Debentures |
of 230 per debenture) |
10r%e Debentime Applicetion AT Dr.| $.00,000
To 11 Debentioes AT 8,00,000
(Beingz, application money transferred 1o 106 debentures
scoount)
' Debenture Allotment A'c (16,000 = 38) Dr.| 7,683,000
| Discusznt on Ivsos of Debentures Alc (16,000 « 2) Dr 32,000
| To 17 Debentures Ac 8,00,000
i Being. allstment money dise on 16,000 debentires & 148 per
| debenturs at a discount of 2 per debenture)
i | Bank Ac Dr| 7.68,000
F | To Debenture Allotment Alc 7.68,000
z i | { Bring, allotment money recsived)
= | { Underariting Commission Alc (16,000 = 100 = 1%) Dr. 16,000
) ! Tes 1P Debentures Alc 16,000
T | | (Beingz, underwriting commission paid to Gama Ltd. by issue
| Lo 107« debenures)

DISCOUNT ON ISSUE OF DEBENTURES

Problem No. 7] Moon Lid. issued 5,000 debentures of 100 each at a discount of
10/4. The expenses on lssue amounted 10T 20,000. The company wants to redeem the
debeniures at Mnuoffl_.m,m(!ﬂchjurmmmmdnzwhh the end of 5th year.

mmmmwwmmmmmbym
[June 2016 (5 Marks)]

Ans.
Discoaint on issue of debentures = 5,000 « 100 # 10 = 50,000,

fexpenses an issue of debeniures = 20,000
Tital armount of discount and expenses is 70,000. It should be writlen off each year
secording t the ratios of the amounts outstanding.

e

[
mmmmug
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m_ 2,000
m 70,600
piem No- 8] Josh Lid. issued 2,000, 100, o

debentures
These debentures are red g of 2100 each a1 a discount
J:mﬂd . Efmable al a premijum of 10 afler 8 vears. You
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‘/,:nj‘f_’ﬁbn. ntures ou nulhla_ndm‘_—h"““‘-—--__.._ ———=
: 4,060,000 w 1
ik 3,00,000 A =.000 ‘
7 :_‘Jﬂ‘,f}[}-’] 3 & 000 ’
i | 100,000 ; 4.000 |
|

m how journal entries on issue of debentures, E
i Compute the loss on issue of debentures 10 be accounted aver the j

o [Dec. 2016 (5 Marks)]
Ans. |
foral discount = 2,000 < 10 = 20,000 !
s Debentures Ratio - |
_ oulstanding ; off f
| 2,00,000 7 2500 {
2 2,00,000 ) .
3 2,00,000 2 5o
4 2,00,000 3 2508 E
5 2,00,000 2 2300 E
; 2,00.000 2 2500 2
7 2,00,000 2 2200 3
§ 2,00,000 2 2500
Lins an issue of debentures = 2,000 « 10 - mlcm_]é_ ———
E%' Debentures outstanding Ratio Discount written off
Z.GQ,DUU 2. l_:m
: 2,00,000 2 2500
'5 2,00,000 2 23500
2,00,000 2 25
: 2,00,000 2 2,500
. 2,00,000 2 2,500
2,00,000 2 2.500
16 20.000
In the Books of Josh Lid.

' Journal Entries
—[Particulars oY Y
Bank AJc (2,000 x 90) Dr| 180,000
Discoun) on Issueof Debentuns Ade (2,000 100 Dr 20.000
Loss on Issue of Debentures Ale (2,000 x 10)_ Dr. 20,000
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PART I : CORPORATE ACCOUNTING

_______________,_-—,__r._-—-—-—-

= fas
Dr. (X) Cr (2)
2,00,000

20,000

s Particulars
To 124 Debentures A< (2.000 x 1))

To Premium on Redemption ol

1

Debenturmes AT (2,000 = 100
jssue of 2,000 107 Jebenmes of 7100

Being. the )
at discount of 105 redeemable at 10%¢

{each isuad

| premiumasper Boand Resolution No..... SUEE e
Dr.

Erndof | Profit & Loss Ac
Year 1 i To Discount O
| (Beine, discount on

dated ooee- )

a Issue of Debentures Al
pure witen olf)

jssue of debe

End ol !T‘rhﬁ'l & Loss A'c

|
' ' To Lass on Issue ol Debentu

Yearl |

l | {Being, loss on issue of debeni

Dr.

res AT

\re wrilien off)

Note: Enmry No. 2 & 3 will be repeates

{ af year em

Froblem No. 9] On 13t July,
cach al a disco
ings of ¥ 10,00,000 on 31

Calculate the amount of discount on

year on 31st March,

2023 a company
unt of 109 The debentures wene red
st March each year

debentures to be wrill

2,500

L —————

1 for next 7 more years.

issued 50,000, 9% debentures of 100
eemable

by five annual draw-

en off at the end of each
[June 2018 (5 Marks)]

Ans. Total discount

- 50.000 = 10 = 5,00,000
ritten off for different years:

Calculation of discount 1o be w
Year end- Period Debentures | Equivalent | Ratio Discount to be
ing outstand- | monthly written off
i= ing amount
31.3.2024 1.7.2023 10 31,3.2024 50,00,000 4,50,00,000 45 1.36,364
31.3.2025 1.4.2024 10 31.3.2025 40,00,000 4,80,00,000 48 1,45,455
31.3.2026 | 1.4.203510 31.3.2026 30,00,000 3,60,00,000 36 1,09,091
31.3.2027 1.4.2026 10 31.3.2027 20,00,000 2.40,00,000 24 72,727
31.3.2028 1.4.2027 10 31.3.2028 10,00,000 1,20,00,000 12 36,363
L — 165 500,000
s = e
Problem No. 10] In April 2019, a company issucs 12% 710,00,000 debentures at
297 but redeemable at T104. Redemption will be carried out by annual drawings
of 72,50,000 (face value) commencing at the March 2020

You are required to show:
(1) The Journal eniries on Issue
(2) Thelosson jssue of debentures account

of debentures; and

over the period. [Dec. 2020 (5 Marks)]

Ans.
Journal Entrics

Partlculars
Bank A/t (10,000 = a7}
Discount on Issue of Debenture A/C {10,000 x 3)

Loss on Issue of Debentures Afc (10,000 = 4)

Dale




e
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s

Problem No. 11} Anjali Ltd. issued 12,000, 13% debentures of 100 each ata discount
of 6% on 15t July, 2017. The debentures are repayable in three equal instalments of
! 5,I:ul:,ﬂl]ll.'i each on the 30th June every year Books of account of the company are
tlosed on 31st March every year. You are required to show the Discount on Issue
of Debentures Account over the period, [Dec. 2021 (5 Marks)]
Ans.

Iolnl discount = 12,000 x ¢ - 72,000

5.17
= TParticulars
’w!—- To 12% Debentures A {10,000, ot Dr. (T) Cr. (1)
TU |‘|l:r[|iu mon Rl'LIL'HlD‘]‘IU” ”| ” J} |0.00.UOG
ehenture Ay, 40,000
(10,000 x )
Being. the issue of 10,000 124, deben 2 .
:.l discount of 3% redeemable o L;:t;\rniiultrm each issued
gesolution No. ..... dated ... ) M 3 per Board
f.:nl to be written-off in varipys years:
pisc
Debenture outstandin
~ Year ——_R_"'_“E__ Discount writlen off
’iﬁﬂ 10,00,000 100 e
3|-3-15'3] ?.Dﬂ.ﬂﬁﬁ 75 9":00
31-3-2022 20,000 [ 50 6,000
2,50,
-3-]-_1__2_0_23 50,000 3_ 5 3,000
T —— 2500 30,000
goss on issue of debentures 10 be written-off i various years:
“Year Debenture outstanding Ratio Loss written off
31-3-2020 10,00,000 100 16,000
31-3-2021 7,50,000 75 12,000
31-3-2023 2,50,000 25 4.000 2
250 40,000 z
z

Caleulation of debentures outstanding for various years:

Perjod Debenture | Month | Product
| nntmmding
1-7-2017 10 31.3-201(8 12,00000 | 9 1,08,00,000] 1,08,00,000
1-4-2018 10 30-6-2018 12,00000 | 3 36,00,000 il
1,08,00,000
1-4-2018 1o 31-3-2019 8,00000| 9 72.00,000
1-4:2019 10 30-6-2019 8,00000| 3 24,00,000 66,0000
: 1-4-2019 10 31-3-2020 400,000 9 36.00,000
12020 5057 14:2020 t0 30.6-2020 400000 3 12.00,000]  12.00.000
%‘“Un of discount to be written off for different years:
Year En din Ratio Discount to be written off
2018 108 27,000

108 27,000
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Discount 1o be wl‘|1ll.':|‘_n][

Ratio
31-3-2020 50 15,000
31-3-2021 12 3.000
268 72,000 B
-[—)r’ Discount on Issue of Debentures A/c ¢
1-7-2017 [To 13% Debentures Alc 72.000[31-3-2018 |By Profit & Loss Alc 2-}"6‘:;_3
31-3-2018 By Balance c/id 45,009
14-2018 |, 72,000 . ‘ ',rﬁ}}]‘ﬁﬂ
0 Balance b/d 45,000|31-3-2019 | By Profit & Loss Alc | 27 pog
31-3-2019 | By Balance o/d 18,000
45,000 45,007
14-2019 | To Balance b/d 18,000 31-3-2020 | By Profit & Loss Ale | 15,00p|
31-3-2020 |By Balance c/d 3,000
1-4-2020 |To Bal: 1#.000 [ 18,000]
o Balance b/d 3,000(31-3-2020 By Profit & Loss Afc 3,000
3,000 3.060]

Problem No. 12] S Lid. issued 5,000, 14% debentures of ¥100 each on 1st Apri),
2016 at a discount of 5% repayable at a premium of 109 after 5 years out of the
profits of the company. On 1st April, 2021, balance in the Debenture Redemption
Reserve Account stood at 71,70,000. You are required Lo give journal entries in the

books of the company both at the time of issue and redemption of debentures,
[Dec. 2021 (5 Marks)]

RRCTEENN =

Ans.
1n the books of S Lid.

Journal Entries

Dr. (T) Cr. (2)

Date Particulars
1-4-2016 | Bank Afc (5.000 = 95) Dr.| 4,75,000
Discount on Issue of Debentures A/e (5,000 = 5) Dr. 25,000
Dr, 50,000

Loss on [ssue of Debentures A/c (5,000 = 10)
To 14% Debentures A/e (5,000 = 100)
To Premium on Redemption of Debentures Afc
(5,000 = 10)

{Being. issue of 5,000 debentures of ¥100 each at discount
of 5% redeemable at 10% premium as per Board Resolution
No. ..... dated......)

14-2021 | 14% Debeniures Alc Dr.| 5,00,000
Premium on Redemption of Debentures Afc Dr 50,000
To Debenture Holders Alc - 5,50,000
(Being. the amount due on redemption of debentures)

I
j 1—2-2021 | Dehenrure Holders Alc
L

5,00,000
50,000

Dr.| 550,000
5,50,000

To Bank Adc
| {Beingz, amount paid to debenture holders)
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)

Particulars : Dr.()]  Cr(Y)]
pebenture Redemption Reserve pje Bet 1 -r'u,ﬂ'
] .l 1,10,
Profil & Loss Ae br| 330600
To General Reserve Aje ; ‘ i 5 00,000
. inal value of debers ! fA |
(Being, the nomina | Gebentype, redeemed durine
the year transferred 1o pener| Teserve ar_cw—,.e,'m'd - : J

pﬂ;ﬂ'rulﬁ ISSUED AS COLLATERAL SECUR_]ﬁEaﬁ"m P T e

——"No. 13] X Ltd. borrowed 25,00,000 frg bank wal
p:pbkmﬂu of 12% and deposited 14% depenr - ' heduled i

; collateral security. Pass the journal enjrieg regarding the issue of debentures as
;mm[ security and also show the above ftemg i 11 company’s balance sheet.
[Dec. 2013 (5 Marls)]
e
Ant In the books of X L4,
Joumnal Entries
Date Particulars | br)l Cr(T)
—  [Bankak Dc|  2500,000]
To Bank Loan Alc 25,00,000
(Being, loan taken from bank)
Debenture Suspense A/ Dr.| 40,00,000
To 14% Debentures Alc 40,00,000
(Being, 14% debenture issued as collateral
security as per Board Resolution No. .....
dated ......)
. Balance Sheet of X Ltd. (Exiract)
Asat ...
EQUITY & LIABILITIES T
Non-Current Liabilities
14% Debeniyres 40,00.000
Bank Loan 25,00.000
&5,00,000
2
40,00,000
25,00,000
65.00.000

TS Y TR ; overdraft of 25,00,000 on 31st March,
bk e e L o e e
Security,

- in the balance sheet as on 315t Ma
nal enniumd.mﬁ_{; Marks)], [June 2019 (5 Marks)]

wNNVIVXY ]
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Ans.
In the books of Mars Ltd.

Journal Entrics

[Date Particulars De®) _Cr@))
31.3.2022 For taking loan:
Bank Afc Dr. 5.00,000
To Bank Overdraft Alc 5,00,000
(Being, bank overdraft taken) =
31.3.2022 |For issuing debenture as collateral
security:
Debentures Suspense Afe Dr. 6,00.000
To 12% Debentures Afc 6,00,000
(Being, 6,000, 12% Debentures of 100 cach
issued as collateral security as per contra)
Balance Sheet of Mars Lid. (Extract)
Asat 31.3.2022
EQUITIES & LIABILITIES X
Non-Current Liabilities:
Bank Loan 5.00,000
(Secured by issue of 600, 125 Debentures of ¥ 100 each as collateral sectirity)
6,000, 125 Debentures of T100 each 6,00,000
{issteed as colluteral security as per contra)
ASSETS £
Non-Curreni Assets:
Debentures Suspense Account 6,00,000
(issued as collateral security as per conira)
Current Assels:
Cash at Bank 5,00,000
Problem No. 15] Aarvi Ltd. has availed a loan of 2150 lakh from Bank of India and
' 50,000 debentures bearing

issued to the Bank of India as collateral security - 2,
Interest rate of 9%, and of the face value of 7100 each.

From the above Infarmation, you are required to:
(1) Pass the necessary journal entries in the books of Aarvi Ltd.

(2) Show the presentation of the position in the Aarvi Ltd.'s Balance Sheet, as per
Schedule II1 of the Companies Act, 2013, [June 2019 (3 Marks)]
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Ans: I \ I
ourng| Entries (T 1 ki) ‘
T ulars e —_—
.D-'.t"r partlc l D‘l‘_r Cr ’
|
—[Bank A Dr|  150] 5 &
To Bank Loan Ajc | & { 50| !
(Being, loan taken from Bank of India) i 1 i
Debenture Suspense Alc el 2 Eh: |
To 9% Debentures Alc 1 | 50! |
(Being, 9% debentures issued as collateral security as | | !
Mrd Resolution No, ... dated ) ] i |
ks Balance Sheel (Extract) [
EGUITY & LIABILITIES [ tinlakh|
Non-Current Liabilities |
i g Debentures 1 250
Bmk Loan st :_5_0
400
ASSETS ! tinlakh
Non-Current Assets 1 A
Debenture Suspense Afc | 50| =
Current Assels =
Bank Balance 150 E
+00 ]
CONVERSION OF DEBENTURES INTO SHARES
Problem No. 16] On 10th April, 2022, Zenith L1d. issued 12,500, 12% debentares
0L¥100 each at ¥98. Holders of these debentures have an option 1o convert their
ngs into 14% preference shares of 2100 each at a premium of ¥25 per share
alany time within three years. On 31st March, 2023, holders of 2,500 debentures
Rotifie their intention to exercise the option.
oW tl!gjou.m.] entries relating to the issue and conversion of debentures in the
3 of the company. [Dec. 2013 (5 Marks)]
Ans,
In the books of Zenith Lid.
Journal Entries
Particulars L) Cn (@)
Bank Alc (12,500 x 98) Dr. (12,25,000
iscount on Issue of Debentures Alc (12,500 x 2) Dr| 25,000
To 12% Debenture Alc 12,50,000
12% Debenture Afc (2,500 x 100) De| 2,50,000
To Discount on Issue of Debentures Afe 5,000
Ta 14% Preference Share Capital Afc (1,960 x 100) 1,96,000
To Securities Premium Ale (1,960 x 25) 49,000
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"M ”Prrfrnm thares 1o be issued: ; = S

o . [
e wa ot off dedmestimren 1o for comperrred (2,505 # 100, 430,00
i : TR fir
I Erimtirnget allcrned G P s e (2 560 ¢ 2] e i
& " I AL F 1
WO Etenms recmmend can besaar o fhe deensts = &
Fare wally e b ffa
=) Presosen @ 39 —_ 2
B oris e of = r— 12%
4 e = __.{__.
; 245 .
b of predicencr o be Bmwd « ————— = 1544

Profiem Yo 17] 0= 112 Nomemler, 2013 § Lid bosed 10,030, 8- Debentures of
7100 eaci.
Thewe dehemcares were redeemable a1 29« premism on st (kiober, 2015 by the
way of either camverting [=on 8% Preference Shares of 7[00 e2cl at 3/ ¢ premipe,
o o b pald io caab Uy to 1ot Ociober, 2515 the holders of 7,545 debentures had
eiesTise ey option for ¥e Preference Shares asd resmaining were paid in cash,
1y Find cua the com=nal value of preference shares issued to debecture holders,
i} Gise necessary jrarzal estries. [Dec. 2018 (5 Marka)]

Az

iz b boosin o 5 Led.
Jerarnad Frtnies

Lty Particsiam Dr(?) Crir

% Dhelbemtoes Ao (50500 « 156 D | 1600 005
Pormiuns om Fedempiios of Ddbentees A (30000« 205 Dr 200,000
T Derremnuzr :i'ﬂ.,. kit 12 06 0505

L I ey due ot tedeemrtung of detemture 3t | 206

S S T R 13 Dz %4150, .
T ¥% Pefvrsce Share Capical X0 (7250 « 1007 7

T Seourisiey Premmses Lic 17 260 « 305 | 2
Bring. Sswr of 7286 meierence shores of W0 exch at a !
|

e of P55 om commenenn of §% debhenmures) !

Dcbrmocre Holders A Dr: 236200

Tz Baok Lc ; | 256,200
{Bietmg. redemaption of 2135 debentires & T120 in cash) I

m Presasers Ac Dr' 1.00.@00,
To Prosmem on Radempins of Debenturss Ae [

Emmmnrrm;mmufpm&mshamhmzm |
i sypnen? wounties preminm) r I J

Nsote: Calculation of number of preference shares 1o be issued on conversion of 87
Debentures:

Cait
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A detmtures (1455 , 16, ———
/;T;':::,_— 7 Ak SO

i ST 0 redermption U7 24 % i s
PITF st payable 1 debmttiune befdier, L 22 ”',
T = P o . — T 4 4
o it Preference SHiares = jg i, T b s a e — g i
IP;E‘ - ’

yﬂj’ _ 7260 Prefesencs chares
133

mummmm}m R = i

——

—5, h!#]bmmm@' 1 e ST T
en)h 4 o P 1000 ench a1 T 97 eom
wbnhuu Illlﬂj'-m"lmmm Interet is payacie

» journal entries in the books of the compary [June 2516 {3 Marksi)

~— Particulars : D) Cc %)
s 3524 | Debenture Pedemnption A
{ Debenture InteTest A'c

HES. i

I|lt(“

, -
l | Ter Bank A'c 1'» S0n,
| | (Beinz, the p.:r:!".asc of 200, 17% Determures @ 357 exch =
¢ !E“’ﬂ interest for immedate cancearinn -
(72024 |12% Debentures A'c D= 5 00 f
T 1 v S d
] $ To Debenture Redemmozion Ac 1A R 5
| To Profit on Cancellation of Debenmaes Ac 1200 P
im:mg.ﬂemm"harjrmafzw_ 1% Debemnmeand profren
‘ icancellation transferred 1o profit on cascellation aocra—rt)
Neae |:
(Com interest price paid (200 = 97) 15 500
m ¢ 2
200 » 100 x 12% x = (a0

price ' T8.500] ]
: 19] ABC Ltd. had 210,00,000, 6% Debentures of 1100 cach as on 3151 |
d in the open market following debentures for immediate
2y ﬂwnehntmu @ T97/(cum-interest)
1,800 Debentures @ ¥99/(ex-Interest)

books o [June 2017 (5 Marks)]
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Ans,

PART I : CORPORATE ACCOUNTING

In the books of ABC Ltd-
Jowrnal Entries

ILilr

Particulars

1.7.2023

Debenture Redemption Ale
Debenture Interest Afe

To Bank Afc
(Being, purchase of 1,000, 6% Debenture @ 297 each

cum-interest lor immediate cancellation)

6% Debenmres Al

To Debenture Redemption Alc

To Profit on Cancellation of Debentures Alc
{Being, the cancellation of 1.000 &% Debenture
and profit on cancellation transferred to profit on

cancellation account)

Dr
Dr

= e
Dr.

30.9.2023

Debenture Interest A/e (9,000 x 100 x 6% x 6/12)
To Bank Afc

(Being, the interest paid on 9,000 debentures @ 6% for
& month ending 30th September)

(

29 2. 3024 | Debenture Redemption Afc
Debenture Interest Ac

To Bank Alc
Being, purchase of 1,800, 6% Debentures @ 99 each

ex-interest for immediate cancellation)

Dr.
Dr.

(

29.2.2024 | 6% Debentures Alc

To Debenture Redemption Alc
To Profit on Cancellation of Debentures Alc
Being, the cancellation of 1,800 6% Debentures

and profit on cancellation transferred to profit on
cancellation account)

Dr

31.3.2024

(

Debenture Interest Afc (7,200 x 100 x 6% x &6/12)

To Bank Alc
Being, the interest paid on 7,200 debentures @ 6% for

6 month ending 31st March)

11.3.2024 | Profit & Loss Afc

To Debenture Interest Afc

(Being. the interest on debentures for the year
transierred lo profil & loss account)

31.3.2024 | Profit & Loss Afc

To General Reserve Alc

(Being, the nominal value of debentures redeemed
during the vear transferred to general reserve account)

31.3.2024

"Profit on Cancellation of Debentures Ale

To Capital Reserve Alc

(Being. profitoncancellationof debentures transferred

95,500
1,500

1,00,000

27,000

1,78,200
4,500
1

1,80,000

21,600

54,600

2,80,000

6,300

Dr (T) Cr. (%)

97.009

95,500

1,78,200

4,500

27,000

82,700

1,800

21,600

54,600

2,80,000

6,300

| to capital reserve account)
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cum interest price

T——leebentures)

Hole 1;;:;-'&[ price (1,000 = 97)

cum 3
000 = 6% x ——
yanterest LO9.060 % 0% 575

price (1,800 x 99) 1,78,200|

te 2
:,:-i nterest

(-) Interest |:I ,80,000 = 6% x

=—iem No. 20] On Ist April, 2020 Kapil Ltd. had made an issue of 2,000, 6%
s ures of T100 each. The Company during the year 2021-2022 purchased for
Ilation 500 of these debentures. The company paid 795 per debenture for
400 debentures and Y98 per debenture for the rest. The expenses on purchase
Eﬂmtﬁd 1o T200.

Pass journal entries in the books of the company. [June 2017 (3 Marks)]

Ans.
In the books of Kapil Ltd.
Journal Entries

e |Particulars De(¥)! Ce (@)
Debenture Redemption Ale (400 = 95) Dr. 38,000
To Bank Alc 315,000

(Being, 400 6% Debentures purchased for immediate
cancellation)

Debenture Redemption Alc (100 x 98) Dr. Q800
To Bank Afc 9.800

(Being, 100 6% Debentures purchased for immediate
cancellation)

6% Debentures Alc Dr 30,000
To Debenture Redemption Alc 47,800
To Profit on Cancellation of Debentures Alc 2,200

(Being, the cancellation of 50062 Debenture and profiton
cancellation transferred to profit on cancellationaccount)
Elpﬂnm Al De 200
To Bank A/c 200
(Being, expense incurred for purchase and cancellation
(Of debentures)
fit on Cancellation of Debentures Alc Dr. 200
To Expenses Afc 200
ing, expense incurred for purchase and cancellation
of debenpyres sel-off against profit on cancellation of

PNAVINYLL
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Date | Particulars /—/—_[.}T
Profit on Cancellation of Debentures A/C

To Capital Reserve Ac B e
(Being, balance of profit on cancellation of debentt

account transferred 1o €3 jtal resenve account)

pentures of 2100 each a
Problem No, 21] Fortune Ltd. had 4000, 12% De e Son |y |
April, 2018. As ;.uuggm of the lssue, the company purch the l‘.:;llm,..,h.lg d: .

benture in the open market for immediate cancellation:

1st May, 2018 800 Debentures at cum-interest %98
1st January, 2019 1,sonnemnuudcu9=-1ﬂ'm“ R100.25 ¢y
st March, 2019 400 Debentures at ex-interest 198.50 cag),

The company closes its books on 31st March each year Assuming that debengyy,
interest was payable half-yearly on 30th September and 31st March, show g,
following accounts in the books of company:
(i) 12% Debentures Alc
(if) Debenture Interest Alc

(ii{) Profit on Redemption of Debenture Ale [June 2019 (5 Marks)] |
Ans,
Dr. Debenture Redemption A/c (&
1-5-2018 |To Bank Alc [Nore 1] 77,600 1-5-2018 |By 12% Debentures Afc 77 600,

1-1-2019 |To Bank Afc [Nore 2] 1,55,600|1-1-2019 |By 12% Debentures Afc| 1,55.600]
1-3-2019 |To Bank Afc [Note 3] 39,400]|1-3-2019 |By 12% Debentures Afc 39,400,

2,72,600 2,72,600,
Dr. Debenture Interest Afc : Cr
1-5-2018 | To Bank A/c [Note /] 800[31-3-2019 |By Profit & Loss A/c 34,000

30.9-2018 | To Bank A/c [Nore 4] 19,200
1-1-2019 |To Bank Alc [Nore 2] 4,800
1-3-2019 | To Bank A/c [Note 31 2,000
31.3-2019 |To Bank Afc [Note 5] 7.200

34,000 34,000
Dr. 12% Debentures Alc L
_-—-'"----.
1-5-2018 |To Debenture 77,600 1-4-2018 |By Balance c/d 4,0000
Redemption Alc Redemption A/c
1-5-2018 |To Profiton Cancellation 2,400
of Debentures Afc
1-1-2019 | To Debenture 1.55.600
Redemption Alc

1-1-2019 |To Profit on Cancellation 4,400
of Debentures Alc

1-3-2019 |To Debenture 39.400

Redemption Alc .
,_—""—/




CH. 5 : ACCOUNTING FOR DEBENTURES 5.27
32019 [To Profit on Cancellation e
= ol Debentures Alc
To Balance c/d
—
| 4,00,000 4,00,000
pr. Profit on Cancellation of Debentures Alc Cr.
31-3-2019 | ToCapitalReserve Alc|  7,400[1.52018 [By 12% Debentures Alc 2,400
[Bal. Fig.) 1-1-2019 | By 129 Debentures Alc 4,400
1-3-2019 | By 12% Debentures A/c 600
| 7,400 7.400
Note 1: .
cum interest price (800 x 98) 78,400
|
(-)Interest |:Bﬂ.000 x 129 x i2 } (800)
Ex-interest price 77.600
Note 2:
Cum interest price (1,600 x 100.25) 1,860,400
3
(<) Interest [].60.000 x 129 = ?] (4,800)
Ex-interest price 1,55.600
Note 3:
Ex-interest price (400 x 98.5) 39,400
(+) Interest [[40.000 % 129% x 52 ] 2,000
\Cim interest price 41,400

Note 4;

Debenture interest payable on 30th September; 2018:
(4,000 - B00) x 100 x 129% x 6/12 = 19,200
Note 5:

Debenture interest payable on 30th September, 2018:
4,000 - 800 - 1,600 — 400) x 100 x 12% x 6/12 = 7,200

PURCHASE OF DEBENTURES AS INVESTMENT

_
; e 13:‘0.22] Puva Ltd. has issued 15,000, 10% Debentures of 2100 each on 151

! ?ur 2018-19 the following transactions were exccuted in respect of

B VNVINXY]
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ey _______—-——'—'—'-'____—-_—— r Bl \
= On 18t July, 2018, 3,500 own debentures WEre purchased at 195 {"'"“"ltrq., ]

from upen market and cancelled them. 3
= On 318t October, 2018, 2 mdﬁbﬂllﬂ“f*mﬁ“d‘m al t99
Interest) fmumg:;mm;l[tfljnﬂulﬂﬂm IMF"’"‘M"““‘”' Were h]:?\
31st December, 2018 at 1104 (cum:interest). n
- huﬂmondahenlmwmhhwrﬂ'ﬁ“ms'mmhrwh‘

Y journal entries for the yearended
Ou are required to pass the necessary o e sy,
2019. Ignore Tax Deducted at Source (TDS) Pﬂf"“““ i (Dec. ; 3
2019 (5 M,
Mark,
In the books of Puva Lid.
Journal Entries
Date  |Particubars D= &
147-2018 | Investment in Own Debentures Alc [Note 1] Dr.| 3,32,500 =
Debenture Interest A'c Dr. 8,750
, To Bank A'c 34125
| (Being, purchase of 3,500, 10% Debentures @ 295 each
I‘ ll.'t—iﬂ!.tl'ml'
i 1-97.2018 .l“":' Dechenture A 3,50,000
| i Tolnvestment in Own Debestures Alc 33250
" i To Prufit ea Cancellation of Debenture Al 17,500
{ |(Being, the cancellaticn of 3.500 Own Debentures and
{ 'prodit oo cancellation transfered to profit on cancellation
5 debenrures oo
| 2005-2018 De:'r_::::rc Imterest AC(11500 « 100 « 10P2 x &'12) Dr. 57,500
| ! ToBa=k Az 57,500
(Beirg, debennire interest paid on 11,500 debentures G '
. le“a:I:zhnm:'.!hﬂ:l@i&hSq:mh)
'31-16-2015 Izvestment in Own Debennzes Ac [Vaze 2] Dr| 2,30,800
i Debemnze Imeresz A Dr. 2,000
ToBank Ac 232,500
((Being, purchase of 2400, 10°: Debentures @ 197 each |
| cum-iztarest)
'31-12-2918 - Bank Ac {Noe 3] |
(] Bn 1
T2 Debentore Interest A ¢ i g 150
Tﬁhmhmnwk [.3[_505
(Bewng, sal= of 1,000, Our g
| . : Debentires @ 2104 each cum-
3i-12-2013 '_I:rmmu:u. 52 O Debemnes 4 ¢ = !
' ToProfil on Cancalloroy dm‘»’?ﬂk Dr. 5333 538
mmmwnmm“ fet '
debentures accraing) on caacellation
__—_‘-“_-_———_____-________.—-'-_'.‘.‘.‘/
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F_--—'. —_‘-._-_.___-_-——ﬂ
/__,-:——'_'-' rlrtkl-llan m—_i'_‘____EI'_!:L

l”_’;j.?(lw pebenlure Interest A'c (10,50 « 106 , 152, . & 77 Dx X7
M To Bank A'c (9,100 # 106 » 104 , 613, 35 506

5.29

CH. % MEOUNTING VOE Ly g NTLRES

Tos Interest on Own Debentures A 7 =
(04060« 100 » 106% » 613,
(Being. the interest on 10,500 debentures paid ard
interest on 1,400 Own Debentures credited in interest crami
debentures account)
3[-03-20|9 Profit on Cancellation of Debertures A - 22 533
To Capitz] Reserve Alc f 22413
(Being. profit on cancellation of debentures tramsferred 1o
capital reserve account)
31.03-2019 | Profit & Loss Ac Dri 1.18250
| 1182350

To Debenture Interest A'c
(Being, balance in debenture interest transferred to profit| .
and loss account) 4 !
31.03-2019 | Profit & Loss A'c Dr| 118230 |

To General Reserve Alc : | L. i
(Being, amount equal to face value of debentures cancelled | !

transferred 1o general reserve account) A
Note 1: 2
[Ex-interest price (3,500 x 95) 532:-00! ;
3 &
{+)Interest | 3.50,000 = 10% x = ] { 5,730; i
Cum interest price I 341230
Note 2:
Cum interest price (2,400 x 97) 232800
(-)Interest | 2,40,000 x 109 x %] (2.00:0)
Ex-interest price 230,500 |
Note 3:
Cum interest price (1,000 x 104) 1.04,000
() Interest [l.m.nou x 106 x —13;— (2.500)
(Ex-interest price 1.01.500
Note 4;
s:‘b.m of Gwn Debentures 1,01,500
Cast of Own Debentures (2,30.800 x 1,0002,400} (96.167)
Profit on Cancellation of Debentures 5.333

h_—_—___‘
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e ed 118 own 1,000 g, -
Problem No, 23] On Ist July, 20202 compasty purchss %D

tures of 100 each for 188,360, You are re

(i) These 9% debentures are cancelled fmm e ebtasi
sy 2 b the company arc Kept ns n\"-'htll.'le
{ii) These 9% debentures, purchased by [Dee. 2021 (3 %

B UMy

n,

Ans,
Journal Entries

Date |Particulars _____-—-—-——l—)—“-':i}_m ,
(i) | Debenture Redemption Ale Dr.] 88,360 .
To Bank Alc , . 88,3401 |

(Being, the purchase of 1,000 debentures for immediate .
cancellation) I
9% Debentures Alc : Dr.| 1,00,000 i
To Debenture Redemption Afc 883

To Profit on Cancellation of Debentures Alc 164
(Being, the cancellation of 1,000 debentures and profit ,
transferred 1o profit on cancellation of debentures account ) i
(ii) | Investment in Own Debenture Ale Dr.| 88360 "
To Bank Alc 88340 |
(Being, the purchaseof ! 000owndebenturesasinvestment) A

REDEMPTION OF DEBENTURES WHEN THERE IS SINKING FUND

Problem No. 24] Following balances appeared in the books of N Ltd. on 15t April,
2024:

t
12% Debentures . B,00,000
12% Debenture Sinking Fund 6,00,000
12% Debenture Sinking Fund Investments 6,00,000

(10% Govt. Bonds of 27,20,000)
Annual contributions of ¥1,28,000 to sinking fund is to be macle on 31s1 March
every year '
On 31st March, 2025, balance at bank was ¥4,00,000 afier receipt of interest.
The company sold the investments at 80% and debentures were redeemed
You are required to prepare: '

(i) 12% Debentures Alc

(ii) Debenture Sinking Fund Alc

(iv) Bank Alc mﬂm@hh)wm 2016 (4 Mal‘k-’}lli

__ [Dec.z016{4
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; CIL 5 : ACCOUNTING FOR D) NTURES 5.31
|
" .
rr ! Ans In the beseoks of N Lid.
| or 12% Debenture Are €r
i "ﬂTﬂﬁ; To Bank A/c B00,000| | Tlaii_"-iiﬁ;_,.lz:;l—,._.j . I ',la'ﬂ]fﬁ
1 o600 1 5500
5_r,_--—--—‘ Debenture Sinking Fund Alc Cr.
F5173.2025 | To Debenture Sinking 24.000] 142024 T Paloreeivd 500,000
H i Fund Invesiment Alc 31.3.2025 |By P& L Appropriation Ac | 128,000
31.3.2025 | To Genernl Reserve Me | 7,76,000] 31.3 2025 {Annual contnbution)
[ 4 (transfer) [Bal. Fig.] By Interest on Sinking 72,000
Fund Investrment Ac | |
! §.,00,000 { B.00.000
| | Dr. Debenture Sinking Investment Fund Alc Cr.
©  [1.42024 |To Balance brd 6,00,000 31.3.2025 | By Bank Alc 5,76,000
(Facevalue¥7,20,000) (7.20.000 = 80F)
i 31.3.2025 | By Debenture Sinking 24,000
i Fund Ac
! [Loss on sale)
| : 6.00,000 | 6.00,000
i Dr. Bank Alc Cr
| 31.3:2025 | To Balance b/d 3,28,000( 31.3.2025 | By 12% Debenture Ac | 8.00.000
(4,00,000 — 72,000) |
i 31.3.2025 | To Interest on Sinking| 72,000 31.3.2025 | By Balance od 1.76,000
Fund Investment Alc [Bal Fig.]
I 13132025 | To Debenture  Sinking| 576,000
Fund Investment Alc
; (7.20,000 = BD%)
: 9.76.000 9,76,000

Nﬂ.l!] On 31st March, 2024 the following balances stood in the books

10,00,000
10,65,400

3,56,300
3,20,340
3,08,550

80,210

at par
9
T109
2103

DNV L—
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: remium of 5¢; &5
On 31st March, 2024 debentures Were T'dl;iﬁ; :fiompany. “ Yoy n
uired i accounts in
req 1o prepare important Dune 2014 (7

—“Pﬁﬂ‘ﬂ\l
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5.32 PART | : CORPORATE ACCOUNTL

Ans.
tures A/c

Dr. 8% First Mongﬂsf_?f_b_"ﬂ___ - &
; lance b/ L
31.3.2024 | To Bank A'c 3132024 |ByBa | m"”'-m;ﬂ
|
10,00,000 EZ—% .
Dr. Premium on Redemption Alc G
= " =0, 31.3.2024 | By Debentures B
R0 BRDs 5009 Redemption SU-‘J’.‘ii
Fund A/c I
ﬁ | i
50,000 E
Dr. Debentures Redemption Fund Afc 3
[31.32024 [To Premium on Redemp- 50,000{3132024 |By Balance bid ?‘Eg;;;j- {
tion A'c :
31.3.2024 |To General Reserve Ac 10.73400/313.2024  |By Debentures Redemp- 58,000 |
tion Fund Investment | |
At |
——
11,23,400 11,23 401
—
Dr. Debentures Redemption Fund Investment Alc ol
31.3.2024 | To Balance h'd 10,65.400/31.3.2024 |By Bank Alc :
- &% Haryana Electricity - 6% Harvana Electricity| 3,50,000
Board Bonds Board Bonds i
- 5%« Punjab Water Board - 5% Punjab Water Board| 3.64,000
Loan Loan L
- #% Rajasthan Gint. - 8% Rajasthan Govi.| 327000
gy Loan i
- 7% Gurgann Gramin -7% Gurgson Gramin| 82400
Bank Loan Bank Loan
31.3.2024 |To Debenture Redemption 54,300
Fund Aic
11,23,400 11,2340 |

PrnhlemNmﬁIFnlhvlngm tearnd inithe books o Ltd, as o8
15t April, 2023: s appeared in the books of Bright

(a) Sinking fund account 750,000

{b) Sinking fund Investment account?48,000(10% go

yalue T45,000) securities, no

fund investment 2cc9
" Dune 2015 (5 Mar!

A



CH. 5: ACCOUNTING Fop DEBENTURES 533
AnS:
In the books of Brighy .44,
o 12% Debentyre A/ Cr.
-','ﬁﬁii_ To [];:]bcnlure :{utd:r Ml 30000] 13201 | By Balance bid | 100,000
; : ce o
142023 |To Balan __—-—Qu__l ;ux =
U I-m'_.._al
lb-;-""' Sinking Fund Alc Cr
. "ﬁ‘fﬁ'ﬁ— To Premium on 3000\ 142023 |By Balance bd 50,000
Redemption 14.2023 | By Sinking Fund 1,060
Debenture Alc Irnestment Alc |
(30,000 x 10%) {
142023 |To General Reserve Alc | 30,000 '-
142023 |To Balance c/d 18,000 '
51,000 . 51,000
or Sinking Fund Investment A'c Cr.
[1.4.2023 |To Balance b/d 48,000| 1.42023 |By Bank (Sale) 33.000
{Face Value 745,000) 142023 | By Balance c/d 16.000
14.2023 |To Sinking Fund Alc 1,000
(Profit on sale)
49,000 49,000
Dr. Debenture Holder Alc Cr.
1.4.2024 |To Bank Alc 33.000| 1.4.2024 |Bv 12% Debenture A'c 30,000
1.4.2024 |By Premium on Re- 3.000
demption Debenture
Ac
i 33,000 33,000
Calculation of profit or loss on sale of investment:
| Sale price investment (30,000 x 110%) 33,000
., 30,000 x 48,000 (32,000)
45,000
on sale of investment 1,000

SNV L
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= follows:
On the same day, the Investments Were sold a3
oy and

(a) the 5% State Development Loans st
b) 6% N ds at par
() 6% National Defence Bonds al Par mdeemfd at a premium of 2,59, An““‘l

On July 1, 2024, all the Debentures Were Interest.
contribution for redemption Was 250,000. Ignor*

2 inkin Fund Inve
Prepare 77 Mortgage Debentures, SUCEE L gane 2017 ?Esmy,:“:ﬂ‘
counts., __;\i\l!
Ans.
2 2o MongageDebentwreAe ¢
30.6.2024 | To Bank Alc 3062024 | By Balance bid %
% |
25 Premium on Redemption _Aic___——-——-_.. : !
30.6.2024 | To Bank A/ 10,000 30.6.2024 | By Sinking Fund Alc m
——

10,000
Dr. Sinking Fund Alc G
30.6.2024 |To Sinking Fund 30,000(30.6.2024 | By Balance h.Fld m
Investment Alc 30,6.2024 |By Bank Afc (income) 14,50,
30.6.2024 | To Premium on 10,000|30.6.2024 |By Proft & Loss Alc 50,0001
(Annual contribution) |

Redemption Alc
30.6.2024 | To Discount on Issueof| 25,000
Debenture Afc
10.6.2024 | To General Reserve Afc | 3,65,000

4,30,000 4,30,000!
Dr Sinking Fund Investment A/c ; Cr
30.6.2024 | To Balance bid 30,6.2024 |By Bank Afc
- 5% State Development | 1,90,000 - 58 State Development | 1,80,000
Loan (2,00,000) Loan
- &% National Defense | 2,00,000 {2,00,000 x 90%%)
Bond (1,80,000) - 665 National Defense | 1 80,000
Bond
30,6,2024 | By Sinking Fund A/c 30,000 ¢
3,90,000 3,50,000 |
Problem No. 28] Following balances appeared In the books of R Ltd. on 1.4.202%
12¢% Debentures -18,00,000
Sinking Fund =1,00,000
Sinking Fund Investment - %7,00,000 (R -
8 S0k by 105 27,50,000 securtd
year, On 31.3,2024, balance at bank was ¥ 1’-’-”*“.““”“'{*“:-_’:;;‘“”“: m“hL The

sold the investments




4

CH. 5: ACCOUNTING kg DEBENTURES

sln‘d“g Investment Fund Accoyp

5.35

(iﬂ
pank ccount
E!__Q_,_,—-—é— [June 2018 (5 Marks)]
Ans:
In the books of g Ltd.
Dt 12% Debentures Ae Cr.
"ﬂﬁ? To Bank Alc =) 8,00,000 14.2023 |Bs Balance bid [ 800,000
8,00,000 ‘ 5.00.000
E]';."’—r-d Sinking Fund A Cr
W To Sinking Fund 23000\ 1.4.2023 |By Balance bd 7.00,000
Investment A/c 3132024 By P & L App. A {.20.000
31,3.2024 | To Premium on 80,000 (Amnualcontribition)
Redemption of 3132024 | By Interest on Sinking |  75.000
Debentures Alc Fund Investment A
31,3.2024 | To General Reserve Ale | 7,90,000
(Transfer) [Bal. Fig.)
8,95,000 5.95000
Dr Sinking Investment Fund A/c Cr
1.4.2014 | To Balance b/d 7,00,000 | 31.3.2024 |By Bank A'c £,75.000
(Face value 7,50,000) 31.3.2024 | By Sinking Fund Alc 25,000
(Loss on sale)
7,00,000 7.00.000
Dr. Bank Alc Cr.
31,3.2024 [ To Balance bid 350,000 3132024 [By 12% Debentures Ac | 3.00,000
31,3.2024 | To Interest on Sinking 75,000 | 31.3.2024 | By Premium on £0,000
Fund Investment Alc Redempticen of
31.3.2024 |'To Sinking Fund debentures
Investment 31.3.2024 | By Balance c'd [Bal Fig.] | 2.20.000
Ale (7,50,000 x 90%%)
11,00,000

Froblem No. 29] The Balance Sheet of Z Lid. as at 31-3-2018 supplied the following
Information;

lledemptlon Fund Account
benture Redemption Fund Investment Account
mtribution to Debenture Redemption Fund

ﬁcb:ntmﬂ were redeemed on 31-3-2019, when investment were sold for
ﬂﬂ.-oon

T

14,00,000
10,00,000

10,00,000
1,40,000

[Dee. 2019 (3 Marks)]

ANV ILAY L—
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S:36 PART [: CO
Ans,
i Alc
25 Debenture Redemption Fund C
I
1-4-2018 |BY Palance h’dN o N
31.1.2019 [By P& LApP-AT 1.4% .
(Annual Contribution) 00g ]
¢ Debenture
31.3-2019 |By Interest on 4
Redemption Fund 0,1y
Investment Alc
(10,00,000 x 13%)
31-3-2019 |To General Reserve A'c |16,70,000 31-3-.2019 | By Debenture Redemption s mﬂm
[Bal. Fig.) Investment Fund A/c
16,70,000 TE?EEE.
P Debenture Redemption Investment Fund Alc '---,E:_ |
1-4-2018 |To Balance b/d 10,00,000]31-3-2019 | By Bank A/c | 14 000
31-3-2019 | To Debenture Redemption 4,00,000
Fund A/c
14,00,000 145056,

TANALANAG—
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6 . RELATED ASPECTS OF COMPANY ACCOUNTS

p———

UNIT | : SHARES WITH DIFFERENTIAL RIGHTS

0. 1. Board of directors of Progressive Ltd. decides to issue equity shares of the
company with differential voting rights. Examining the provisions of the Companies
Act, 2013, state the conditions to be complied with by the company in this regard.
[Dec. 2016 (8 Marks)]
Ans. Shares with differential rights: Shares with differential rights means shares issued
with differential rights as to dividend, voting or otherwise in accordance with Section
43(a)(ii) of the Companies Act, 2013,
Conditions for issuing shares with differential rights: Rule 4 of the Companies (Share
Capital & Debentures) Rules, 2014 provides that no company limited by shares shall issue

equity shares with differential rights as to dividend, voting or otherwise, unless it complies
with the following conditions:

(1) Authorization from AOA: The article of association authorizes the issue of shares
with differential rights.

(2) Resolution: The issue of shares is authorized by an ordinary resolution passed at
a general meeting of the shareholders.

However, in case of listed company the issue of such shares shall be approved by the
shareholders through postal ballot.

(3) Limit on voting power: Voting power in respect of shares with differential rights of
the company shall not exceed 74% of total voting power including voting power in
respect of equily shares with differential rights issued at any point of time.

(4) Trackrecord of profits: The company having consistent track record of distributable
profits for the last 3 years.

(5) Nodefaultin financial statements & annual returns: The company has not default-
ed in filing financial statements and annual returns for 3 financial years immediately
preceding the financial year in which it is decided to issue such shares.

(6) No subsisting default in certain matters: The company has no subsisting default
in following:

(@) Payment of a declared dividend to its equity shareholders.
(5) Repayment of its matured deposits.

6.1
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s that have beeqp,,,
(¢) Redemption of its preference ghares of debenture Me dy, fiy |
redemption.

{d) Pay m:r}u of interest on deposits o debeabireh

(e) Payment of preference dividend.
(7) Nodefaultsin respectof dividend, term

in following:
{a) Dividend on preference shares.

blic financial institution or gy,
(b) Repayment of any term loan from 3 pu Sy Sele I
ﬁn;’:ﬁial institution or scheduled bank that has become repayable o j, 4

f.‘l':.'t
pavable thercon.
{¢) Dues with respect 1o statutory paymenls re
authority,
(d) Increditing the amounl in [nvestor Educa
Government. y .
However, a company may issue equity shares \'Ir'il:h differential rights upon eXpiry d
5 years from the end of the financial Year in which such default was made g4 ™ |

(8) No penalty under certain laws: The company has not been penalized by Court g |
Tribunal during the last 3 vears of any offence under the following laws: :
(a) RBI Act, 1934
(b) SEBI Act, 1992
{c) Securities Contracts (Regulation) Act, 1956
(d} Foreign Exchange Management Act, 1999

(e) Any other special Act, under which such companies being regulated by sector
regulators.

Q. 2. As a Practicing Company Secretary, advise your cllent company regarding |
the maiter relating to Issue of shares uitll‘dlﬂumﬂddghtl, to be inclided in u::
Board of Directors Report. ; [June 2017 (4 Marks)| .

Ans. Disclosures in Bua.rdil Report: As per Rule 4(4) of the Companies (Share Capital |
& Debentures) Rules, 2014, in case of issue of shares with differential rights, the boarddf
directors shall disclose in the Board’s Report, the lollowing details: ' I

(1) Number of shares allotted with differential rights.

(1F) Details of the differential rights relating (0 voting rights and dividends
{ifr) Percentage of the shares with differential i '

is issued at any point of time and percentage of voting

rights which the equity share capita] wi differenti g
total voting right of the ngg-g:ﬂi_:lﬂm ':"[:l}munﬂ right shall carry to (¢
() Price at which such;}mhn“b&n o capilal,
(v) Particulars of promoters, .

direcig "
are issued. 2 Urh'g' Managerial Personnel to whom such shar®

Joans efc.: The company has noy defyy
ly

Jating 1o its employees o 8
any

tion & Protection Fund to (h, Ceny "
i

"
)
=
z
&
=
=
5
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ATED ASPECTS of COMPANY ACCOUNTS 6.3

_ change i_n LUI’JFIH], lifl the company
s djl‘h.'rf-'””“l voling rights,
0 Di]ulfd EPS calculated in
i )
v iy pre and post issue sharel
{vtt

Consequent 1o the issue of equity shares with

dccordance wij
: rdance wiih he applicable accounting standards.
1oldi i 2 i

NE pattern along with voting rights.

UNIT Ii: BUY-BACK pf SHARES

:onditions which
3, State the con €h are required to be satisfied by a company [or the
g,,pose of buy-back of shares.  [June 2003 (5 Marks)], [I;nc.. 2010 (8 Marks)]

Or ;
r;numﬂ'-“e the ci.mdhlnm that must be satisfied in order 1o buy-back of shares
according to section 68(2) of the Companies Act, 2013, [Dec. 2018 (5 Marks)]
A Buy-back [Section 68(1)]: A company may purchase its own shares or other
bpcciﬁed securities oul of:

{a) Freereservesor
(b) Securilies premium account or
(c) Proceeds of the issue of any shares or other specified securities.

However, no buy-back of any kind of shares or other specified s shall Be e
out of the proceeds of an earlier issue of the same kind of s} mor ﬂm‘e Lt ok b
specified securities,

Conditions for buy-back of shares [Section 68(2)]: No company shall purchase its own

" shares or other specified securities, unless -

(1) The buy-back is authorized by its articles.

{2) Aspecial resolution has been passed at a general meeting of the company authorizing
the buy-back where buy-back is above 10% but up to 25¢% of the ageregate of paid-up
capital and free reserves of the company.

However; for buy-back up to 109 of paid-up capital and free reserves of the company
Board Resolution is sufficient.

In respect of the buy-back of equity shares in any financial year, the reference to 25%
shall be construed with respect to its total paid-up equity capital in that financial year.

(3) The ratio of the aggregate of secured and unsecured debts owed by the company
after buy-back is not more than twice the paid-up capital and its free reserves. i.e. 1o
say —

Secured + Unsecured Debis
Paid-up Capital + Free Reserves
. The Central Government may, by order, notify a higher ratio of the debt to capital
and free reserves for a class or classes of companies.
(4) All the shares or other specified securities for buy-back are fully paid-up.

(5) The buy-back of the shares or otherspecified sccurities listed onany recognized stock
exchange is in accordance with the SEBI (Buy-Back of Securities) Regulations, 2018.
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T athﬂr Spec
rdance W

ified securities for unlisteq

ith the Companies (Share Cpul,:lit

(6) The buy-back in respect of shares O apld

company and private companies IS 11l -
& Debentures) Rules, 2014 -
(7) No offer of buy-back shall be made “'}lblllﬂ—
of the closure of the preceding offerc;c b
be gap of 1 year between o buy-bacts months [Section 68(8)).

i rnext 6 : s
Prohibition of issue of shares n{s&}ql; ?hn;'e[:or i specified securities, it shal] :ru
a company completes a buy-back oL 1

ities including L
G s or other securities including a]jq
make a further issue of the same kind of Sharﬁ-; specified securities within a peﬁmem :
of new shares wis 62(1)(a) [i.e. night isstie] or other P od of
6 months. ;
i T 1 ¥ S\\'Ea !
Exception: However, bonus issue, conversi : . 3 Iy
equ iﬁf or conversion of preference shares or debentures “:0 ec-lmtii]];arl:l:s e allowey
; in ci ection : No com e
Prohibition for buy-back in certain mumstll:hm [ e pany shyj |
directly or indirectly purchase its own shares or other Spec N ,
(a) Through any subsidiary company including its own subsidiary companies;
(b)) Through any investment company or greup of invesiment companies; or
(¢) Ifa default, is made by the company, in the repayment of deposits, mtercs‘t paymen; |
thereon, redemption of debentures or preference sh_e.res or payment of dividend (g |
any sharcholder, or repayment of any term loan or interest payable thereon to any |
financial institution or banking company.

However, the buy-back is not prohibited, if the default is remedied and a period of 3 years |
has lapsed alter such default ceased to subsist. '

a period of 1 year reckoned from the
back, if any. I simp le words, there shou:;

on Qf warrants, SI.OCk Oplion Schcmcs
|
|

| |
No company shall, directly orindirectly, purchase its own shares or other specified securities |

in case such company has not complied with the provisions of following sections -
- Section 92 [Annual Return]

- Section 123 [Declaration of dividend]) |

- Section 127 [Punishment for failure to distribute dividend) l
- Section 129 [Financial Staterments) ;

L
Q. 4. As a matter of pmdgnull.ﬁm:_d,‘_ﬁ“__ reserves shoul be d—t;—lh: !
case of buy-back of shares, i =i i Il:m" ulﬂ-‘l!ls (3 Marks)] |
Ans. Buy-back [Section 68(1)]: A co =T

securities out of mpanymay purchase its own shares or Dl}l\fﬂ‘SP':':jﬁ'sd |
{a) Free reservesor |
(b) Securities premium account or
{c) Proceeds of the issue of any shares
or othe i n |
However, as a matter of prudence, whole nf&m; SP: ified securities. .
o hu}-_bdd of shares and the fnu"“'ing adjustm es should not be utilized in the ¢
to arrive at the net amount available for the ents should he made apainst free rese’
- Unamonized miscellaneoys expend; m:ﬂ'puse of buy-back-

- Unamortized deferred revenys eXpendityre.
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_ purchased goodwill,

_ Contingent liabilities likely to Mature

A : and n .
_ Any diminution of long term investm Ol provided,

€N not provided.

--"""""_h__b K e T [June 2010 (3 Marks)]
. The buy-back may be misused by the ¢g iz : :
Jl:‘n:::saluse of the following reasons: Tporate entities at the cost of innocent investor

@) Tt will provide Dppununfty for insider trading. The promoters, before the buy-back
may undcrstale_c the S by manipulating accounting policies in respect of depre-
ciation, valuation of inventories efc,

This would lead 1o a fall j i
- all in the quoted prices of
shares and the promoter would buy then at low quotations. In this way, the insiders

would earn extra money when the company buy-backs these shares at a highest price.
(if) Buy-back lead to artificial manipulation of stock prices.

Q. 6. “Measuring the shareholders’ value” is the objective of Good Corporate
Governance. Comment on the statement, how buy-back of shares achieves it
i [June 2017 (5 Marks)]

Ans, Good corporate governance calls for maximizing the shareholder value. When a
company has surplus funds for which it does not have good avenues for deployment

assuring an average retum on capital employed and eamnings per share, the company’s
financial structure requires balancing.

Objectives/benefits of buy-back: Varios objectives/benefits for buy-back are given below:
1. To improve Earnings Per Share (EPS).

To improve return on capital and return on net worth

. To enhance the long term shareholder value.

» To echance consolidation of stake in the company.

. To prevent unwelcome takeover bids.

- To return surplus cash to shareholders,

To achieve optimum capital structure. _

. To support share price during periods of sluggish market conditions.

+ To service the equity more efficiently.

. To provide an additional exit route to shareholders when shares are under-valued or

The dan? jy traded: : : d byvarious other factors relating to the company,

such 21!?:;_::;: :ﬁﬁgﬁifﬂ;} I:f;?:l‘::nuzaum. sourcing of funds. cost of capital and

°Plimum allocation of funds generated.
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Problem No. 1] Hardnut Ltd. wants 10 3_“5:::1::
11
?lr::l-fllly “Lares are £60 Crore, Preference g

has equity share capital of 7100
reserves of 200 Crore. Partly pal
capital of fuce value 2 100 fully pal
about the quantum of shares that

Ans.

(i) Calculation of possible amount of buy-

According to the proviso (o Sect
authorize buy-back of securities
free reserves of the company.

(100 Crore + 60 Crore + 200 Crore) x 10% =
Thus, maximum number of equity shares tha

ACCOUNTING

k its cqiﬂu’ shares. Tht,,‘. COm
¢ of T10 fully paid-up) andprn"‘l'

kﬁ ou :
740 Crore. The company seeks your o,
g:: be bought back. [June 2015 (5 Mal‘k;]]

back by passing board resolutiop,;

ion 68(2) of the Companies Act, 2013, the Boarg
not exceeding 10% of total paid-up equity capital qpy

30 Crore.
t can be brought back by passing boarg

resolution is 3 Crore equity shares (30 Crore/10).

(i) Calculation of possible amoun

tof buy-back by passing shareholders resolutiog

According to Section 68(2) of the Companies Act, 2013, shareholders by passing spe-

cial resolution can approve buy-

back up to 25% of paid-up capital and free reserves,

In respect of the buy-back of equity shares in any financial year, the reference to 25%

shall be construed with respect
yer,

to its total paid-up equity capital in that financial

{100 Crore + 60 Crore + 200 Crore) x 25% = 90 Crore.
Further, buy-back of equity shares in any financial year should not exceed 25% of |
the total paid-up equity capital of the company.

(100 Crore + 60 Crore) x 25% =
Thus, maximum numberofequity sha

40 Crore.
res that canbe brought back by passing sharcholders
a

resolution is 4 Crore equily shares (40 Crore/10).

Problem No. 2] Premium Ltd. is considering buy-back of its shares without using
any proceeds of shares or other specified securities. The balance sheet of Premium

Ltd. shows the following status as on 31st March, 2018:

Asset/Liabilities ’ Amount

Share Capital:

1,00,000 Equity shares of T10 each (fully paid-up) ¥10,00,000

Free reserves

Unsecured debl ::':g'ﬁ

bl ¥ {]
Deltrml::lht maximum quantum of buy.back £15,9,000 ders
ck of shares with the sharehold?

approval as on 1st April, 2018, : s )
Py [Dec. 2018 (5 Marks
Ans. . ¢

Following conditions of Section 68 of

calculate maximum limit up to which buy-back

the Compapies Act, 2013 required to be observed

can be made by the company:
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he buy-bnc_k of equity shares in any financ

W T d-up equity capital in that financig] ;::Egﬁ?;’ ?];lgd:g;z wﬁ 25?,93@5 i

{2) 25% of the aggregate of paid-up capital and free I'Eser\r- : es of the cam' ')’

! '{Q-IQ,DU.OUU +%5,00,000) x 259, = !335_000] B

. The ratio of the aggregate of secured

0 }f}::r'buy-back is not more than twice b kvt detits owed byhe comEsny
Buy-back is out of free reserves and hence 4 um : f th
share bought back shall be transferred (o Ca;ita] ;qe]é:]n:;ﬁt:: mncmmalnm :ﬂcgtg)? :
Let the nominal of amount shares to be buy-back be 'y’ (equal amount will be trans-
kﬂfd 10 CRR)

Secured + Unsecured Debts
- ‘Paid-up Capital + Free Reserves
Let the amount to be buy-back be x'.

<2

py 22,00,000
10,00,000 — x + (5,00,000 -x) 2
22,00.{]{)ﬂ 5 = 3u'm.nau —d4x
- 8,00,000 o

x =32,00,000

 Since, out of the above three calculation minimum amount is 2,00,000: 1
um face value of shares that can be brought is ¥2,00,000. hence

0. of shares = 22,00,000/10 = 20,000 equity shares.

e

l
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_\ |
Notes: . l
Note 1: Share Capital: 0 each 2.9 |
240 lakh fully paid-up Equity Shares 41 40
Note 2: Reserve & Surplus: 3 :
Security Premium 5y
General Reserve f
Capital Redemption Reserve 409 :
Profit & Loss Account —-_1___3‘32_
5 ___‘-'EEE |
Note 3: Current Liabilities: :
Trade Payables 149 |
Other Current Liabilities W ‘
e
Note 4: Current Assels: : f !
Current Investments 143 ]
o Inventories 1,200 E
5 Trade Receivables 520
s Cash in Bank 1,480
% 3,48 |
| Additional Information: |
(i) On 1st April, 2018, the company announced buy-back of 25% of its equily ,
shares @ ¥ 15 per share, For this purpose it sold all its current investments |
for T 150 lakh, | 1'
(if) On 10th April, 2018, the company achieved the target of buy-back. :
(if) On 30th April, 2018, the company issued one fully paid-up equity shares of |
210 each by way of bonus for every four equity shares held by .—;api[a]jz.aﬂbﬂ
of reserves. .
You are sequied o prepars Balance Shetaffr bonus ssue s per Schedulell
A [Dec. 2018 (5 Mar&s? ._
Udyog Ltd. :
As on 315t March, 2018 b
[ EQUITY & LIABILITIES ___.-l@’ ‘
Shareholders Funds ——_‘——ﬁ—_\___—_—_{fy
Share Capital (2,400 - 600 + 450) 228
Reserve & Surplus <8
Security Premium ; 9 |
Profit & Loss Account ol

-
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Nil

6.9
CﬁPila] Redemption Reserve
on-Current Liabilities 550
12% Debentures
current Liabilities 1,500
Trade Payables
other Current Liabilities 1,490
390
|
Told =z 6,502
'ﬁmnt Assels (¥ in lakh)
Fixed Asscls =
current Assets 4,052
[nventories’
Trade Receivables lggg
cﬂSh& Bank(l.‘lBD 4 150—600—300} 730
Total 6,502
Note 1:
= Free Reserves Capital Profits
GR P&L SP CRR
Balance 530 340 | Balance 350 400
Profit on sale of investment i 2 | (-) Premium on redemption (300)
342 50
(-) Buy-back of equity capital (530)  (70) | Transfer from GR, P&L 600
Nil 272 | (-) Bonus issue (450)
550
Equity capital to be brought back 600 | Premium on redemption 300
() Out of General Reserve (530) | (-) Out of securities premium (300)
70 Nil
() Out of P&IL (70)

FE"‘“‘—
ote 2: Calculation of bonus shares to be issued:

2400~ 600 x 14 = 7 450 Jakh
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jon by clrculation_f_c:rh];‘ T,
passed resolution : uy.pa
Board of directors of your company id-up share ':aP‘fﬂ-l and g
of shares li:ihcu:tzn}t of 9% of the company s F:;ihe proposal with refer 1, !

i €n !
serves. You are required to examine the validity [June 2019 (4 .‘i,;arc;:'i '
the provisions of the SEBI Regulations. -H-\‘\:].]\ :I
Ans, :

ith SEBI Regulations

As per Section 68(2) of ['};.,- C.:;mp;niislﬁtlf?&g;‘:?i‘:‘:I:I?tal paid-u;gu Cquir;l- L':I};fr;.g

f di i ized to buy-ba : : ing.
e e ot by g g
Under Section 179(3)(b), the Board of Directors °f.“°°mpa"f-nas of lhch-:;:[dlo DUy by
of securities as per Section 68 by passing resolution at meeti = Tt bavh S
Therefore, in the present case, the Board of D@rr:clors areauﬂanlt:ze lo '1:1}‘d ?l]'C]'i the shay,
of the company up to 10% of the paid-up capital and I‘.n:e ]’ES&H&S.EI‘U‘:'I €d Lhe fﬁ-‘-n]u_.tiun ;
authorizing the buy-back is passed at the Board meeting an.d not by cm:l:llar Tesolutig, |
As per the facts given in case, the board of directors of Pious 1.'ld' desires o hll.‘-’-ba;k'
9% of paid-up capital and free reserve. This can be done by passing Board R
board meeting, Z
Total shares that can be brought back by passing Board Resolution are calculated a5 folloye |
[XS Crore (Paid-up Capital) + T3 Crore (General Reserve)] x 9% = 20.72 Crore
No of shares = 0.72 + 10 = 0.072 Crore shares i.e. 7,20,000 shares

The company should also comply with the other conditions specified in Se
the SEB] (Buy-back of Securities) Regulations, 2018,

Problem No, 5] An extract of Balance Sheet of Airrath Aviation Ltd., comprises of

g |
and

£

csoluliona_. '

£

ction 68 angd

Equity Share Capital 230,00,000 of T50 each
12% Preference Share Capital 5,00,000 of T500 each
14% Debenture capltal %15,00,000 of 2500 each
(/) Ascertain the maximum share ' ity sharet |
that can be bought buk?:ﬁ M“:Pﬁ'l‘nd the number of equity share
() What In meant by buy-back through tendey ot it kol
SEBI (Buy-Bac
Securitles) Regulations, 2018 Dune 2022 (5 Marks)
Ans, B —

et Th'clbuy‘l.mc-k nr_cq,““!"{shﬂm inany financiaf year should not exceed 25% of its 102
paid-up equity capital in (ha ﬁn:mr:inl)‘tm'. [230,00,000 « 25% = ¥7,50,000)
(2) 25% of the aggregate of paid-up capiia and free res, s
[(30,00,000 + 0) « 256, - ”'50'0'}0] 'cnfcs of the company;
{3) The ratio of the BEErRALe of yecy _ | |
alter buy-back is not more thap l\i’fr:ti ‘Lllredp:?d_u _dcbls m:.‘:.'d by the Cc:mpaﬁ.‘
_.Secured + Unsecured Depy Peapital and jts free reserves.
Paid-up Capital « Fyee Reserves ~ <2
Let the amount 1o he hU.'a'-bnck b"f.
~15,00,000 ;

30,00,000 -5 "2
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15,00,000 = 60,00,000 — 7,
45,00,000 = 2¢
+ = 22,50,000

since, out of the above three caley]

: alions mi
pack of equity shares having nomin

T'Ii[rj_um - 2 . 3 -
al amouny dmount is ¥ 7,50,000; hence buy

of27,50,000 is possible.

ity share that can be broughy hact _7.50,000 :
No. of equity ) rought back - 50 = 15,000 equity shares
Tender Ol_i'cr: Tendc_r_otle:- means an offer by 5 company to buy
other specified securities through a =

: ; -back its own shares or
s citer of offer from the holde
specified securities of the company.

TS of the shares or other
Acompany may buy—b.ack its 5]"“‘_"'5 orother specified securities from its existing security-
holders on a proportionate basis, g

Reservation for small shareholders:

Highe
small shareholders:

rof the following two shall be reserved for
(a) 15% of the number of securities which the co
(b) Number of securities entitled as per their sh

Problem No. 6] Following balances Were shown in the Balance Sheet of Geeta Ltd.

as at 31st March, 2019:

Particulars

mpany proposes to buy-back or
areholding,

R in lakh)
500 lakh, Equity Shares of 210 each fully paid-up 5,000
50 lakh, 8% Preference Shares of 10 each 78 paid-up 400
Capital Reserve 1,950
General Reserve : 2,500
Securities Premjum Reserve 4,000
Surplus 210
12% Debentures 1,800
Non-Current Investments at cost 3,200
Cash and Bank 2,800
Md-"iﬁlml Information:
3(1)_‘l'he €ompany passed a resolution in the Board of directors' meeting, to buy-
}:aqk 20% of its equity share capital at T 45 per share. For this purpose, it sold

(3 8 investments of ¥ 2,200 lakh for 2 2,500 lakh. 4
:u’--_l.nﬂuded in its investments were “Investments in own debentures” costing

% 150 lakp (face value ? 180 lakh). These debentures were cancelled as per

T of directors’ meeting’s resolution.
B el 0 puss nccessary joumnal entries fthe books of Geeta 1.1

ik [June 2019 (5 Marks)]
-'\n__-_‘\'__
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brought back transferred 1o CRR as per mmmﬂaf
Su:::imb&ufth:Ca@amesM!ﬂB}

mdmuﬁtmﬁmﬂwwummmof

1,000
3.500

4,500

1,000

180

Riy
TR
2,300
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»—-“"—'—_Irs;gd & Subscribed Capital;

2,50,000 Equity Shares of 10 each ful i
2,000, 109 Prelerence Shares S - 200

(3100 each fully paid-up; issued for 5 200
(b) Reserves and Surplus; € Purpose of buy-back)
Capital Reserve i
General Reserve - A0
Securities Premium 200
Profit & Loss Account 2'%00
(2) Current Liabilities: RAES
Other Current Liabilities 1,400
Total 13,800
IL ASSETS R
(1) Non-Current Assets:
{a) Fixed Assets
Tangible Assets 9,300
{2) Current Assets:
(a) Current Investment 3,000
(b) Cash and Cash Equivalents 1,500
Total 13,800

.The Company passed a resolution to buy-back 20% of its equity capital @ 350 per
share. For this purpose, it sold all of its investment for222,00,000. You are required
l0 pass necessary journal entries and prepare the Balance Sheet after buy-back.

|| L. [June 2021 (5 Marks)]
Ang,

In the books of D Lid.

Journal Entries (X n '000)
E Particulars Dr. Cr.
Bank A/c Dr. 2,200
Profit & Loss A/c Dr. 800
To Investment Alc 3,000
(Being, sale of investment at profit)
Equity Share Capital A/c (50 x 10) Dr. 500
Securities Premium A/c (50 x 40) Dr. 2,000
To Equity Sharcholders Alc (50 x 50) 2,500
(Being, amount due on buy-back of equity shares as per
~— | Shareholders Resolution No. ... dated ......)

w NNVIVX VL
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Dr.
| Date | Particulars Dr. 2,500 3
i Equit'_;3 Shl'.:r:holdcrs Ale b 2'3':'3! |f
To Bank A'c uv- i
{Being, amount paid lot‘qllilF'SHMChﬂlddsunl - Dr. 500 i J
General Resenve A€ ke Smi i
To Capital Redemption e { equity shares f
{Being, amount equal to face valuc 0 eq._mémcnl <f !
brought back transferred to CRR 25 perred !
|l. section 68 of the Companies Act, 2013)
Balance Sheet of D Lud.
As on 31st March, 2020
EQUITY & LIABILITIES (R in "0gg)
Sharcholders Funds ‘
Issued, Subscribed & Paid-up Capital: _
Equity Share Capital (2,500 - 500) 2,01]@!
Preference Share Capital g - 200
Reserve & Surplus ‘
Capital Reserve I.E]ﬂﬂi
General Reserve (3,000 - 500) 2,500,
Securities Premium (2,200 - 2,000) 200/
Profit & Loss Account (3,500 - 800) 2,700 |
Capital Redemption Reserve 50&'
Current Liabilities {

Other Current Linbilities 1,400, ¢
Total 10,500 L
______—-ﬂ

— @00 |

Non-Current Assels ;

Tangible Assels 9'30;:; {::
Current Assets I l
Cash and Cash Equivalents (1,500 + 2,200-2 500) I b

I

|
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5, officers or employees (e be
- -cll.!["b.D e [ Cnefj or 1 }
j":' the securities offered by 1, Company o =]I‘lglu 10 purchase o subscribe at a futiire
ey \

e : "e-delermined price
ue of Employees Stock Optign [Sectign 6202 l.rmuud price.
ployees under a scheme of employee ) A com
1“ .

; S stock gy

omplying With specified conditions 0K OPlion by
comp. =

o unlisted company issuing employee siock
;\“hc Rule 12 of the Companjes (Share Capii
Listed company issuing employee stock o
Rule 12 of the SEBI (Share Based Emp]
ExﬂmPI": X Ll.d.. grants its employee a right to subscribe 1
price of share is T140. Employee cap EXercise such right
If after two years price of the share js 7 180, the e

< mployee will exercise the o lion and can
take 1,000 shares at T50, Assume that there js no lock-i i H
sell the shares immediately, Tota]

pany can offer shares to
' Passing special resolution and

Options hag (4 comply with the provisions
al & chcnlures} Rules, 2014.
PUions hag 1 compl

y with the provisions of the
O¥ee Benefits g Swea £

t Equity) Regulations, 2021,

000 shares at 250 when market
after 2 years,

Q. 8. Write a short note on:

——

Employees Stock Purch

ase Scheme (ESPS)
[Dec. 2008 (4

Marks)], [Dec 2012 (4 Marks)]

In simple words, under the Em ployees Stock Py
anoption to purchase shares on the spot at a discount price,
Important provisions relating o ESPS are summarized below:

¢ Shares under ESPS can be issued as a part of a public issue.

* The company’s are free o determine the price of shares to be issued under an ESPS,
* Sharesissued under an ESPS shall be locked-in for a minimum period of | year from
the date of allotmen(. :

* No vesting periods for ESPS as shares are offered on the spot.

i’u'nglﬂnsuish between: Sweat Equity Shares & Employees Stock Option Scheme

08) [Dec. 2010 (4 Marks)), [June 2015 (4 Marks)]
Ang, Fnllowing are the main points of distinction between Sweat Equity Shares & ESOs:
oints Sweat Equity Shares | Employees Stock Option Scheme
5 (ESOS)
L x - Sweat equity sharesmeans equity [ Employee stock option means the

i a company to|option given to the whole-time
?&agﬁegiidofyempluy;s at a|directors, o[]:‘i'c;rslur cmp]!.czﬂf-:s of a
. discount or for consideration,|company, whic lgl"‘risssrhcu 5 Cﬁl:’”l:

ther than cash [or providing O.EE i b b 'nbt 3
o ; making available [right to purchase or subscribe at a
klrla\'.-:'.m\]\' or tureof intellectual | future date, the securities offered

Elih;f‘:; ll'l";ﬁ’; orvalueadditions, | by the company at a pre-determined

BNANVIWXVL
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Points

Sweat Equity Shares

How regulated

Issue of sweal n:q_uil}' —Sh-'ll I'L:]::
regulated by Section 33 USEBI
Cumpanir.-s:\ct.lﬂlSandlh:f s
(Share Based Employee Bencli®
& Sweat Equity) Rc_gulau::-ns:
2021 and the Companies (Share
Capital & Debentures) Rules,

2014,

Issue

_______—l—._:_____-.
Sweatequity sharescan be |5surcd
at discounted price or free lor
know-how and services 10 the

company.

COL'-?-'TU"G

Employees Stock Option g

2021.

——_____—_M__—____-__-—_-‘-._

(ESOS) he%

lssucofsln;""j"‘“"d"'r““‘p]”.‘-‘ﬁnslork
option plan is |‘L'gulla.lcd by Seci|
2(37) of the Companies Act, 2013&[":[ |
the SEBI (Share Based Emp %

Benefits & Sweat Equity) R"'Ellhljg:;

Employee stock options can
issued with conversion right a4,
determined price. The issue ppe,!
can be less than the intrinsic valug
of the shares.

=

Consideration

The consideration can be partly
cash and partly IPRs/value
addition or fully non-cash
consideration.

The consideration has to be paid "
cash.

Sweat equily shares are mainly
intended to be issued to build up
equity for directors or employees
with technical capability but with
meager [inancial resources.

Employee stock options can be used!
for multiple purposes - as a 1alen
retentjon lool, as an incentive, asa
remuneration mechanism.

Lock-In-Perlod

Sweat equity shares have
compulsory lock-in-periad of
3 years.,

The company shall have the freedom
to specily the lock-in period for the
shares issued pursuant to |:.'.'urclsti

of ESOS.

Q. 10, i)_i;i—lﬂnhh between: Em
Stock Purchase Scheme [m}’h’m

tock Optlon Scheme (ESOS) & Employed

[Dec, 2012 (4 Marks)]

Ans, Following are the main points of difference betwee

n ESOS & ESPS:

Employees Stock Option
Scheme (ES0S)

llmplﬂ)rc 51b£k np“'nn Rhm;:“ mm [ESPSJ !

means a scheme under which a
Company grants employee ok
option” direcly or theough 5 trust

Employees Stock Purchasé '

Employee stock purchase scher™ |

means i public issue or otherwist
through a trust where the trus! n}i-‘ :
undertake secondary acquisitio”” |

Under ESOS, emgloyem om——toP Pusposes of the scheme.

: B8 are
an Gption o gasrchyee énen
ala

|

£ ..-__..__._.__.‘_...'EEE"MM s 8T gy
0 1 exercing of o

later date i ¢, after yeuiy, !
The “r-'“'ipiﬂg Ty riod

l':.k-mpcrmd[md; ) | ’m::::

100 U year from the date of allotmes

UM“_ESPS. employees arc E‘g
“N Option to purchase shares ©°
P9t st a discount price. Z

!i

t.

:

/|

Sharey Issued under an ESF?J;P:; i

(

be s

whked-in for 4 minimum
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e Employees = :
1s ock O
poln Scheme {(ESQ Pton

S) Employees Stock Purchase
B iesiie | ESOShastohe ] Scheme (ESPS)
ic issue O beapprove e .
P“bl by 'Lh(.‘compan}r in SQHEI':;-E?EF;I;:}: Shares under ESPS can be issued as
by passing special &

: 4 part of 4 Ic issue.
“50]ut10n_ I p public issue
cannot be part of

u

- ic issye.
W Minimum vesting Period for ESog
dod iS one year,

Novesting periods for ESPS asshares
are offered on the spol.

compensation A company has 1o constitute | There i5 no s

- i - E
Co ittee Compfi'nsa'tlnn Committce for ESPS. h R
admll‘lISll‘al.mn&supcrinlcndcncc

.__|of the ESOS, g
Q. 11. What is employee stock option plan? Explain the importance of such plans
in the modern time.

[Dec. 2017 (5 Marks)]
; 1 [Sectlicm 2(37)}: Employee stock option means the option
given to the whole-time directors, officers or employees of a company, which gives such
directors, officers or employees the benefit or right (o purchase or subscribe at a furure
date, the securities offered by the company at a pre-determined price.
Issue of Employees Stock Option [Section 62(2)]: A company can offer shares o
employees under a scheme of employees stock option by passing special resolution and
complying with specified conditions,
Anunlisted com
of the Rule 12 o

Ans. Employee Stock Option

pany issuing employee

stock options has to comply with the
f the Companies (Share

provisions
Capital & Debentures) Rules, 2014,
Listed company issuing employee stock oplions has to comply with the provisions of the
Rule 12 of the SEBI (Share Based Employee Benefits & Sw

Important Advanta
1

eat Equity) Regulations, 2021.
ges Employees Stock Option:

+ Stock options provide an opportu
the growth of the company,

2. Stock Option creates long term wealth in the hands of the employees.

3. They a;

¢ important means to attract, retain and motivate the best available talent
or the company,

41 C€reates a common sense of ownership between the company and its cmployees.

- Dur ing the 2023-2024, the board of directors of CARE Auto-
mﬁu laﬂlgiﬂt::l{alhniﬂs'h:ued shares to employees under Employees Stock

on Sch Ms. Excellent has recently joined the Board of the company and

i 's Report for the year ending 31st March, 2024 in [Dec.mzul? Aﬂﬂse“ et

Ang "“‘_— : Capital & Debentures) Rules, 2014, the

B%' y Per Rule 12 f the Companies (Share Capi : i )

%k of irucufrs ,ﬂfmﬁoiﬂ%wcmm Reponrt following details of the Employees

1 Scheme (ESOS):

nity to employees to participate and contribute in

i
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{a)
1b)
ic)
(d)
{e)
)
(z)
(th)
(i)

i)
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pART I : CORPORATE AccONT!

Options granted

Opuions vested !
Options excrcised
Total number of shares
Options lapsed

Exercise pricc

Variation of terms of options

Money realized by exercise of options

Total number of options in force
Employee wise details of optiors granted 10°

(i) Key Managerial personnel (KMP)- - |
¢ of options in any one year of opj, |
R

(ii) Any other em lmetwhortcci\'ﬁagﬂﬂ .
B A e r more of options ganu:d during that year.

amounting 1o five percent O : :
(iii) 1dentified employees who were granted opion. during any one year, cquiy,
or exceeding one percent of the issued capital {excluding outstanding warrpy
and conversions) of the company at the time of grant.
10 be made in the explanatory statemen |

arising 353 result of exercise of option

Q. 13. Give the W-Mrﬂﬂﬁ'ﬂd

annexed to the notlce for special resolution 1o be passed by shareholders of a com
mmwmdzmpmmkopﬂnm [June 2019 (5 Marks)]
Ans. Following are the disclosu
for passing of the resolution fora

1.
2

£ ® N W

10,
1.

12

res in the explanatory statement annexed 1o the notiz
pproving scheme of Employee Stock Option Scheme

Total pumber of stock options Lo be granted.
itled to participate in the Employee Std

Identification of classes of employees enli
Option Scheme.
Appraisal process for determining
Option Scheme.
Requirements of vesting and period of vesting.
Maximurmn period within which the options shall be vested,
Exercise price or the formula for armiving at the same.
Exercise pericd and process ol exercise.
Lock-in peried, if any.
sMaximurm number of options to be granted per employee and in aggregalt:
Method """hi":d::‘ ""”“:“"') shall use to value its options.

jons whic ion v
ﬁ:’:::::‘ua;] rnl: ployment tc:pﬂ mi" employees may lapse e.g:
specificd time period within w : joné
lhT event of a proposed mﬂ -,ﬁhkh“. 1’;“-‘“91"1:“51:12{ c:r;;: :1]:::: \r:;:ﬂr‘:;'; ;':e.

f
the cligibility of employecs 1o/l he Employee Stod i

in case of ter®

N wege e A

f.:

-
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Astatement Lo the effect tha

tthe COMmpg
any

ing standards.

1

shal] tomply with the applicable account-

— D ¥
m

¢ : . Sapital divided ; hares of Z10 each.
1st April, 2021, I: granted 5,000 shares em;ﬂu“e:i ;:l:::ﬂpli::s at 240 per
jhﬂ-r", when the m L price was? 130 per share, The oplions were (o be exercised
n 16th December, 2021 ang 15th March, 2022, The employees exercised their
options for 4,500 shares only; the remaining upions lapsed. The company closes its
pooks on 31st March every year. Show journal entries i the books of the company.

[Dec. 2015 (5 Marks)]

Ans.
Journal Entries

Date Particulars | De )] Cr.mi
16.12.2021 | Bank A/c (4,500 « 40) Dr. | 150,600 { i
10 Emplayees Compensatian Expenses A/c (130 - 40) « 4500 Dr | 4,035,000 | |
1532022 To Equity Share Capita) A/ (4,500 x 10) | ' 35000/
To Securities Premium Alc (4,500 . 120) | ' -Tx_-'.f)_U{n}‘

(Being, shares issued 1o the employees 2gainst the options yested | :

to them in pursuance of Emplovee Stock Option Plan) i

3132022 [Profit & Loss A/c E: $.05.000
To Employees Compensalion Expenses Alc ; 4.03,000

(Being, transfer of employee compensation 1o Profit & Loss Ale) | |

roblem No. 9] On 15 January, 2024, Tullp Lid, offered 100 shares of 2 10 each 1o
each of jts 500 employees at T30 per share, The employees were given time up to
3Ist March, 2024 10 accept the offer: The sha;

1olock-In-period of 2 years from the

(@) The markel price of shares of the company on the grant date is 250 per share.
(i) Due to post vesting restriction on transfe

 Miares Is estimated at 240 per share,
wﬂo!l 31st March, 2024, 400 employees accepted the offer and Paid¥30 pershare.,
U are ulred to pass cessary journal entries to record the allotment of shares
In the hogpe & e il [Dec. 2016 (5 Marks)]
Q"‘—-L_._____— .
8. Fair vy lie of an option = 740-230 =710
ber of employe
Umber f shares j

r of shares, the fair marke value of

s accepting the offer = 400 employees

ssued = 400 employees « 100 shares = 40,000 shares
E:i”“'“c OFTESOP = 40,000 shares « 710 = 24,00,000
fécognized in 2023-2024 = 74,00,000

(o)

.

_m
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6.20 PART | CQRPDIUTE ACCOUN
In ‘he books chUIJjP le.
al Eniries
Journa Dr. () %
Date Particulars Dr. | 12,00,000 |
1.1.2024 | Bank Alc (40,000 x 30) _30)x 40,000 Dr. | 4,00,000
Employees Compensation Expenses AC (:i 10) 4
'i'u Equity Share Capital Ale (40.00 00
To Securities Premium Ale {40'00? xzal?;ﬂ?ata premium | 2-00,%
{Bcing,:han.-sinucdtolhecmpin}'eﬁagnlns |
of 230 per share) Dr. | 4,00,000
11.3.2024 | Profit & Loss Alc i Expenses Ac a0
To Employces Compensation : 0, g |
(Being. (ransfer of employee compensation pxpenses 10 Profit |
& Laoss Alc)
 Trobier No.10] XYZ Lid. granted 2,000 0ptione A7 1st April, mlli::l““ (noming
value 710 each) when the market price was ?170. The h:sl:l.ngpel M: as two ang
half years (2%), The maximum exercise period was myem.!n:h ;t ¥, 2017, 509
vested options lapsed and 1,200 options were exercised on une, 2018.
Remainlng 300 options lapsed at the end of exercise period, Pass necessary joury]
J entries. [Dec. 2020 (5 Marks))
E Ans.
5 Fair value of an option =¥ 170 - ¥50=1120
-r
= Fair value of ESOS = 2,000 shares x 120 =% 2,40,000
Expenses recognized in 2015-2016 (full year) = 196,000
Expenses recognized in 2016-2017 (full year) = ¥ 96,000
Expenses recognized in 2017-2018 (half year) = ¥ 48,000
However, in 2nd year 500 options lapse; hence remaining options are 1,500.
Fair value of 1,500 Options = 1,500 x 120 = 1,80,000.
C‘;’;"{]’L‘Lﬁrﬁ bgnzluail;; in Employees Stock Option Outstanding A/c up to 2nd year = 96,000
+ " =1, ¥
:{Eglgdd-"i"ﬁso%l’m“s (o be reversed by transfer to General Reserve A/C = 192,00
In the books of XYZ Ltd.
Date ' o &8
1.04 2015 | Employecs Compensation Ex ; : ——
Ay Dr| 96,000 |
To Employees Stock Option Outstanding Alc gﬁ,ﬂr;
(Being, compensation expense . E
options granted to employees ag djmmm“ : in respect of 2,000
on straight line hasis over 2.5 of €120 each, amortized
= years) . =2
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=)
= Parﬂc:lirs v Dr.(7)| Cr(3)]
L 1 oss Alc
13,2016 Brof - . Dr.| 96,000
1 To Employees Compensation Expenses Alc 96,000
(Being, }ransfcr of employee CoOmpensation \ransfer to Profit &
Loss A/c)
12017 | Employees Compensation Expenses ol Dr.| 96,000
- To Employees Stack Optinn Duthlandmg Ale 96,000
(Being, ?ompcnsﬂlion eXpense recagnized in respect of
2,000 options granted to employees ay discount of ¥ 120 each
amortized on straight line basis over 2 5 vears) '
Ly1.32017 Proht & Loss Alc Dr| 96,000
: To Employees Compensation Expenses Alc 96,000
(Being, transfer of employee compensation transfer to Profit &
Loss A/c)
1052017 | Employees Stock Option Outstanding A/c bl 12,000
' To General Reserve Alc 12,000
(Being, 500 vested options lapseand excess expenses tobe reversed
by transfer to general reserve account) [see working]
30.09.2017 | Employees Stock Option Qutstanding Alc Dr.| 34,000 =
To General Reserve Alc [(170 - 50) x 300] 36,000 | Z
(Being, balance in Employees Stock Option Outstanding Ale z
on lapse of another 300 Options transferred 1o general reserve 'a
account)
30.6.2018 | Bank A/c (1,200 x 50) Dr.| 60,000
Employees Stock Option Qutstanding A/c (170 - 50) x 1,200 Dr | 1,44,000
To Equity Share Capilal Afc (1,200 = 10) 12,000
To Securities Premium Afc (1,200 x 160) 1,52,000
(Being, 1,200 shares allotted 1o employees under ESQOS at a
premium of ¥ 160 per share, ¥ 50 per share received in cash
| balance being ESOS entitlement)
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7 A | CONSOLIDATION OF ACCOUNTS

- - THEDRETICAL QUESTIONS

0. 1. Under what circumslances, a company is required to present a ‘consolidated

financial statement'? [Dec. 2003 (4 Marks)]
Or

Consolidation of financial statements is mandatory for all companies including

unlisted companies and private companies. [June 2017 (5 Marks)]

Ans.

A company is required to present a ‘consolidated financial statement’ if it is holding
company and other is subsidiary of earlier company.

Consolidation of financial statements [Section 129(3)]: Where a company has one or
more subsidiaries or associate companies, it shall, in addition to financial statements,
prepare a consolidated financial slatement of the company and of all the subsidiaries and
associate companies in the same form and manner as that of its own and in accordance
with applicable accounting standards.

Such consolidated financial statement shall also be laid before the AGM of the com pany
along with the laying of its financial statement.

T:'l!.‘ Central Government has been given power to provide for the consolidation of accounts

ol companies in such manner as may be prescribed.

Srtcmenl containing salient features of financial statements of subsidiaries:

g ¢ Company shall also attach along with its financial statement, a separate statement

aﬂf&l:umng the salient features of the financial statement of its subsidiary or subsidiaries

Asn Assaciate company or companies in prescribed form.

3 I:"31"[:’“-1135*r‘iflhe Companies (Accounts)Rules, 2014, the statement containing the salient
alure of the financial statement of a company’s subsidiary, associate company and joint

Venture shall be in Form AOC-1,

QEE::.':“’T of consolidation of accounts [Rule ﬁlf The calmsoli.dfllion ol financial statements

app"C:E{“Dﬂny shall be made in accordance with the provisions of Schedule 111 and 1he
€ Accounting Standards.

c'l;ncasc of a company covered under section 129(3) which is not I:n:qui.n;-d to prepare

Solidated financial statements under the Accounting Standards, it shall be sufficient

7.1
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idate ancial stateme
idated financ! s -

‘ 5 50]
il the company complies with provisions of o
in Schedule 111,
Provisions in respect of pre
spect of preparRuites itions:
shall not apply i it meets the following condition L iy owned subsidiary of 5
(i) It is a wholly-owned subsidiary, oF lsinclg.di"g those not otherwise Q“Iills‘; or
he prool of delivery of

bers.
tobjectto the company not prege

ad ﬁnﬂnciul siatements by g Comp
:lnl.

ation of consolidat

company and all its other memas and for which t
vole, having been intimated in writing
intimation is available with the com
consolidated financial statements. ed or are not in the process of |j
5§ . e isted or are 93 Istin
i i  whose securities are not 1is Bo
(ii) Ttis a company whose sec de India. A

R i
any stock exchange, whether in India or ouls lidated f .
intermediate holding company ﬁ]c:s}fo:}llso : all.c bm““‘?-la] Stalg.
gistrar which are in compliance with the applca le RCCuunlinﬂ

Slgy,

pany, don© i,

(fif) Its ultimale or any
ments with the Re:
Standards.

Provisions in respect of pre LED P

is also not applicable in respect ol consolidation

having subsidiary or subsidiaries incorporated ouls

commencing on or after 1st April, 2014.

Thus, consolidation of financial statement is mandatory

cases where such provisions do not apply as stated above.

od financial statements by a company
of financial statement by a COITI]J;m!.
ide India only for the financial ye;

paration of consolidat

for all companies except in thos

Q. 2. 1ssue of bonus shares by the subsidiary company does not affect the cost of
[Dec. 2009 (6 Marks)]

control. Coonment.

Ans. Issue of bonus shares by the subsidiary company does not

This can be discussed under following two headings:

(1) Issue of bonus out of pre-acquisition profit: This will not affect cost of control

because share of holding company in pre-acquisition profit is reduced and on the
other hand paid up value of the shares held by them is increased.

(2) Issue of bonus out of post-acquisition profit: This will not affect cost of control

because share of holding company in post-acquisition profit is reduced and on the
other hand paid up value of the shares held by them is increased.

Q. 3. Distinguish between: Holding and Subsidiary Companies. :
" [Dec. 2010 (4 Marks)]
g companf

affect the cost of contrdl,

Ans. Holdingand Subsidiary companiesare relative terms. Acompany is a holdin
of another il the other is its subsidiary.
Hl]ldl.ng Company ISECIIGII 2(4‘6]]' Hﬂ]d]ﬂg company, in relation to one or
companiecs, means a company of which such companies are subsidiary compﬂﬂjes'
Subsidiary Company [Section 2(B7)]: Subsidiary com : - other
! 3 ; 1o any

company (that is to say the holding company), means a ET[:J';: l'iﬂ"‘.‘:]?;h the holdiné
company — pany

(a) Controls the composition of the Board of Directars or

(k) Exerciscs or controls more than 50% of ¢ i . .
rogether with one or more of its mmdiir;f‘;?;i\gzrg power either at 1t8

more othef

own of

4
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er, preseribed class or elaec

o Sses of - :

“‘L‘;idiilfi“s bevond the prescribed limit ldlng “irmpmes baltingh Sae Skt
subs iti ¢ / :

sition of a company i
The Ti?igzrump:uw il that ntllwr}-:r::r]:i';::i'r‘::l Direcigrg shall be deemed 10 be controlled by
th Ji Y by exerc i itatits
ZI:C“:“G“ oo e il b5 Cise of some Power exercisable by it at its
"'_-—--._-_-—

: ority of the directors.
at is ‘cost of contrg]’ |
fhc:l?Wh " the context of preparing consolidated balance

[June 2014 (5 Marks)]
T —

In aclUﬂ] Pm'f:“ce' it rflrcly.hl_?l.jm'}s th“' the cost ofacquisition of shares in the subsidiary
company Agrees exaclly with intrinsic yalye of the shares o the date of acquisition.
i(the price paid by the holding company for the shares acquired in the subsidiary company

js more than the intrinsic value of the shares acquired, the difference should be treated
as Cost of Control. Tt may be Goodwill or Ca

pital Reserve and calculated as shown below:
[Cost of Control _____:I““f
L-c;s[_u[ Investment e
() Face value of shares {xxx)
{~) Pre-acquisition dividend (xxx)
{-) Pre-acquisition profits (xxx)
Goodwill/(Capital Reserve) XKXX
?-5 How are pre-acquisition losses of subsidiary companies shared and accounted
or?

[Dec. 2014 (3 Marks)]

e of acquisition of shares
the holding and minority

Ans, Accumulated losses of

the suhs:idim-y company up to the dat
by the holding company are called pre-acquisition losses, Bath
must share such losses in proportion to their holdings.

The minority shareholders shar

¢ of such losses should be deducted from the amount of
Minority Interest, But the holding company's share of such Josses should be treated as
capital loss and deducted from ‘cost of control’,

0.6. When dividend is declared and paid by a subsidiary company out of pre-
quisition and post-acquisition profits, how will the same be dealt with in the
books of a holding company? [Dec. 2015 (3 Marks))

Ans, Treatment of dividend declared a
Subsidia

Isha.re. 0
15 whig)

nd paid by a subsidiary company: When g
'Y company pays a dividend, the holding company will naturally receive its due

nreceipt, the holding company will naturally debit the bank account; the question

laccount is 1o be credited.

(m Diﬂde“d received out of pre-acquisition profits/period: It should be treated as
Capital receipt and credited to Investment Alc,

(2) Dividend out of post-acquisition profits or period: It should be treated as revenue

INcome ang credited to the Profit & Loss Alc,

- L.
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Q. 7. Distinguish between: Subsi

diary Com

Polnis

Sul Com
acompany

Meaning

Subsidiary company means
in which the holding company ':ﬂ'n'-""'l?
the composition of the Board ©

Directors or cxercises or co ntrols I‘_ﬂﬂn‘
than 504 of the total voling puwcrcuhcr
at its own or together with one or more

of its subsidiary companics. ]
0

Holding
of Paid-up
capital

Holding company holds more than5
share capital in subsidiary company:

Control

Holding company has major control in
subsidiary company.

ned

Section

o
The term ‘subsidiary com pany’isdefi

¢ Associate Company 5 .y
ot [Dec. 2016 (5 py
“rk‘ll
inction betweet

Ans. Followingare the main pointsof 22—
A3

inSection (87}, _ _— —

Problem No. 1

December, 2020:
LIARILITIES

Equity Share (Y100 each fully paid-up)
General Reserve

Profit & Loss Account

14%¢ Debentures

Creditors

ASSETS

Fized Assels

Stock
Deblors

n%pcl.nrwusmmpm

Equlty
Bank

Hud.;cq;ﬂmd
showed

of 5 Lid-

2020, goods OT58

Shares in S Lid. @ 280 per share

] Following are the balance she

1,500 shares oS Ltd.on Ist May, 2020, Thc proBi an drﬁiﬁ?‘ﬁ '
Mﬂﬁ“"@ﬂwlmmﬂum Marsh |

n.ubsidiﬂl',"' & associatle comp,
El.ln}. H

Associate Compan
A55D\T—i-.1lc‘f'-'l]'1-'lpﬂl'l_\'ill relation oang
company, means 2 company in i
(hat other company has a signif ic
influence, but which isnot a sub“d‘f&ql
company of the company having ia

influgnce and includes a joint \'n-::::]?ﬂ

QUNTING ‘
I
f
|

Ty

company: _ Do
In associalc companics, one ;;_IT];;-.
held's more than 20% but less than 5[;2'1
of share capital. S v ¢ |
In associate u:Dmpa_nir:s, one E‘:‘_"‘H{-‘;ﬁ_«:"’ :
hasonly significant m”uen“‘““"rﬂfhu}} |

nv but not major control. I

com
The term yespciate company' is defined
in Section 2(6). ‘

in Section 2(0). |

PROBLEMS & SOLUTIONS
B e

— —--|=l

S ofH L. & S Lid. as at 315t |
SLd |
() (19 A
5,00,000 2,00,000 |
1,00,000 :
80,000 (1,00,000)
: 1,00,000

___15.000
_7.55.000

3,50,000

H Lid.

4
2z
1,50,000

90,000 40,000
60,000 30,000
60,000 1
1,20,000 @

—=13.000.
7.55,000

35,000

During

4
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aid 72,000 only to S Ld, R ===
:n"";::d l;' H Ltd. on which H Lid, m?f 1ors of § Lid. include 720,000 for goods

sUPP  of this, An item of plant (inclisdeg g+ O £ 2:000. Half of the goods were

P
sold in fixed assers) of S Ltd. had book value of
'ls'mﬂ. It was io be revalued al ?2[1.001] on 1| J.-“ml'}'. 2020 (ignore d!pl"t‘l‘l‘ﬂﬁﬂ"]'
Npmgmnmlidntedbalmulhulum 3151 December, 2020

[June 2011 & June 2013 (9 Marks)]
R [Dec. 2021(8 Marks)]
Coﬂlml R.ﬂﬁﬂ:
No. of shares held by holdin 100 1.500
Total shares of subsidiary 7" = T go5— % 100 =75%
Consolidated Balance Sheet of H Lid. & S Ltd.
As on 31.12.2020

OUITY & LIABILITIES ; T 8.
-Egh.l.rm‘ Funds | | :
Ghare Capital (H Ltd.) ; 5.00,000
General Reserve (H Ltd.) ; 1.00,000
Adjusted P & L Balance | 100,000
Minority Interest | |

. For Shares 26,250 | |

- For Debentures L 40,000 | cb..‘.iﬂi
Current Liabilities ; :
Trade Creditors |

- HLud. 73,000

- SLid. 43,000
(-) Mutual Debts (20,0000 1.00,000

| 872250

ASSETS i 2l 2
Non-Current Assets
Goodwill 08,250
Fixed Assels

- HLid. 250,000

= SLhid, 1.50,000
(#) Revaluation Profit 3.000] 5.05.000
Current Assets
Stock in Trade

+ HLud. #0.000

ST 40,000
(=) Stock Reserve (See Note) {1.000)}  1.29.000
Debiors

- HL, SRV

- STt 30,000
&) Mutual pebts (20,000)|  70.000

|

——gSNA L
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: UNTL
7.6 PART 1; CORPORATE atey
=
EQUITY & LMBI[II'IE.‘S/ !
Bank 75,000 '
- HLd 25,000) 0
: ; =y
Working Notes: 0)
Lud.
Dr. profit & Loss Alc (3 e Cr
To Balance bid 1,50,000{ By Prt;ﬁl d:;;g = _TEF.EE‘
3 Ci u
T : X 4,000 By Balan Oy
o Goods lost (6,000 - 2,000) -_-TE?(EU‘
240
Analysis of profits of S Ltd.: _

g b —————— | HLtd.|Minority ﬁhﬁﬂf
Particulars 75% 25% 100
Pre-acquisition/Capital Profit: 3750 1250
Revaluation profil on fixed assels ! : 3,000
Opening P & L balance (1,12,500) | (37,500 (1,50,000)
Goods lost (3,000} (1,000)| (4,000
Profit during the year (54,000 x 4/12) 13,500 43000 18,000

(98,2500 | (32,750)] (1,31,000)
Post-acqulisition/Revenue Profit: |
Profit during the year (54,000 x 8/12) 27,000 9,000 36,000,
27.000] 9,000  36.000]
Minorily Interest Shares| Debentures
Share Capital 50,000 40,000
Share of profits:
Pre-acquisition {32,750)
- Post-acquisition 9,000 -
26,250] 40,000
Cost of Control Shares| Debentures
Cost of Investment 1,20,000 60,000
(=) Face value of shares (1,50,000) (60,000)
{+) Pre-acquisition Joss 98,250 i
Goodwill 68,250 <
Dr. . = l;!.dju_r.ll:d Profit & Loss Ale (H Ltd.)
To Stock Reserve [Nole 1,000| By

(20,000 x 50% x 10%) s i
To Balance c/d 106000 S ELAEOLE el Ay
oo NS 1.07,000
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: ation % .
o {; Caleulation of profit % fqr stock reserye.
2,000

ofil ==
profl % 100 = 20,000 * 100 = 11,

Sale price

em No. 2] The balance sheets of Ch : - — =
:::II:: 31st March, 2022 are as follows; anderma Ltd, and its subsidiary Tara L1

| EQUITY AND LIABILITIES

Chanderma Tara Ltd.
) sharcholders’ funds: Lid.
(a) Share capital- issued, subscribed
& paid-up:
Preference share capital 10,00,000 .
Equity share capital
(2 100 each fully paid-up) MD_ s0/0680) "1 S nantlis i e
{b) Reserves and surplus; 2
General reserve 34,00,000 i
i 3600000  70,00,000 10,80,000 11,40,000
(2) Cusrent Liabilities:
(a) Trade payables 10,00,000 o
- (b) Bills payable O lonoose B A g
-1.40,00,000 33,23,000
ITASSETS o
{1) Non-current assets:
{a) Fixed assets;
- 35,60,000 7,00,000
Propertics 37,60,000 4,00,000

' Plant and machines
{4} Long-term investme nt;

12,000 shares of Tara Ltd. on 1st 18,00,000 -
April, 2021

(2) Current assets:
(a} Inventorics

14.00,000  87,20,000  9.13,000 20,13,000

13,60,000 5,06,000
(b) Trade receivables and cash 21,20,000  34,80,000  8,04,000 13,10,000
1,40,00,000 33,23,000
The other information are:

{i) Surplus of Chanderma Ltd, includes dividend of 10% received from Tara Lid,

{it) On 15¢ April, 2021 surplus of Tara Ltd. stood at 27,75,000 and general reserve
0t 30,000, Chanderma Ltd, revalued plant and machinery of Tara Ltd. at the
€ of purchase of shares by 22,00,000 more than its book value,

II'IWIIIGIT of Chanderma Ltd. includes T 80,000 of inve ntory at cost purch d
M Tara Ltd. Further, trade receivables of Tara Ltd. Include 22,40,000 for

the sale to Chanderma Ltd. on which Tara Ltd. makes a profit of ¥60,000.
( Tara 144, made a bonus Issue during the year out of pre-ncquisition profits
, for ¥6,00,000. This is not recorded in the books,

~—=-1I€ consolidated balance sheet. [June 2014 (8 Marks)j

B
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o PART 1 : CORPORATE ACCOUNTING
Ans,
Control Ratio:
1
h..nT-. of shares held by holding _ 100 12,000, (0 = 80%
otal shares of subsidiary 15,000 T
Cﬂnsclid.a[ed BCII:II'II:E .Shl:'31 Qrchﬂﬂdf[m:l le & Tara Ltd.
As on 3lsL March, 2022
—
EQUITY & LIABILITIES L
Shareholder’s Funds g
Pl'c[{:l‘uncc Share Capital (Chanderma Lid.) I(},uucm
Equity Share Capital (Chanderma Lid.) 50,00,09q
Gupuml Reserve (Chanderma Ltd.) 34,00,ggq
Adjusted P & L Balance (Chanderma Lid.) 38,48 wl
Minority Interest 5 (.gl.:m
Capital Reserve 2,[;4'%
Current Liabilities I
Trade Payables
- Chanderma Lid. 10,00,000
- Tara Lid. 4,41,500
(=) Mutual Debts (2,40,000) | 12,0150
Bills Payables
- Chanderma Ltd. -
- Tara Ltd. 241,500  2,41,500
1,54,63,000
ASSETS T i
Non-Current Assets :
Land
- Chanderma Lid, 35,60,000
- Tara Ltd. 7.00,000 42,60,000
Properties
- Chanderma Ltd. 37.60,000
- Tara Lid. 4,00,000| 41,6000
plant & Machinery =
. cChanderma Ltd. 14,00,000
- Tara Ltd. : 9,13,000
(+) Revaluation Profit 2,00,000 15,[3.[5"]':|
Currcnt Asscts
Inventories
3 C]uu;_l-:(nl-rna Led. 13,60,000
~ Tupd L 5,06,000 o0
(=) Stock Resene (20,000)| 18:46==
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CH. 7 : CONSOLIDATION OF Accounts
'\r;jl:l].L'B & Cash {
frade R 000 |
cl'sil"'jmﬂa 21,20,
" el M)
ra LUd- sy
A Th!um,—u pebis (2.40.000) | 26.84.000
-F [_‘] N 1.54.63 04
i
Z tes:
Working No
General Reserve Alc (Tara Lid,) __Cr
pr By Balance bid i 30.000 !
By Profit & Loss Alc '| 30.000 i
palance c/d | 60,000 (Transfer) L___,_J
L 60,000 60.000 ;
= Profit & Loss A/c (Tara Lid.) Cr.
T,:,-D]vidfnd Alc 1,50,000 | By Balance b'd 7.,75.000 Ji
7o Bonus Shares 6.00,000 | By Profit during the year [Bal Fiz.]| 4.85,000
To General Reserve 30,000 I
To Balance c/d 4,80,000
12,60,000 12.60.000
Analysis of profits of Tara Lid.:
Lid. 20¢ 100%
b o B0%e
Pre-acquisition/Capital Profit:
Revaluation Profit 1,60,000 40,000 2,00,000
Opening General Reserve 24,000 6.000 30,000
Opening Profit & Loss Alc 6.20,000 1.55.000 7,735,000
Dividend (1,20,000) (30,000)| (1,50,000)
Bonus Shares (4,80.0000 | (1.20.000)! (&6,00.000)
2.04.000 51,000 2,55.000
Post-acquisition/Revenue Profit:
P’f’“‘ during the year 3,88.000 97,000 4.85,000
:_jl lljceslmm Ju:'.s‘ been acquiredon 1.4.2021 all the profit
F'the year will be posr acquisition profir)
e 3.88.000] 97,0001 10,85.000
Interest 2] [Cost of Control T
SHare Cact
e Capital 4,20,000 | | Cost of Investment 18,00,000
re of Profits: (=) Face value of shares (16,80,000)
l’“’'il':iill.lish.ic:'n 51,000| | (-) Pre-acquisition profits (2,04,000)
L Posl-acqujsiliun $7.000 ] | (<) Pre-acquisition dividend L (1.20.000)|
5,68,000 | | Capital Reserve | (2.04.000)]

NNV L
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Since bonus issuc was not recorded in the books of subsidiary (Tars Lid.), it will haye o
recorded. Since opening balance of general reserve is not sufficient bonus mus;y haye Obe
done out of balance of Profit & Loss A'c. Net effect of this is that, before solving prn'}:fal1| '
we have 1o adjust the balance sheet of subsidiary i.e. Tara Lid. as follows: “n
= Iﬂin.'.lsing share capital of Tara Lid. by 6,00.000 and '

Dr. ) .

‘?r‘—r'——-—~.__.____-_~'-_d iusted Profit & Loss A/c (Chanderind Ltd |

a Pn:—-acki’-‘in‘:l‘.c'n Dividend | 120,000 |By B‘“t‘m“,c fit of |
11.50.000 x 509 | By Share in prohit 0 ;

| To Stock Resen e (80,000 = 25%) subsidiary ! )

To Balance cd i — : F

E

- Decreasing Profit & Loss A'c by ¥6.00,000. !
Hence. new balance of Tara Ltd. for: Share capital = ¥21,00,000 (15,00,000 + 6,09 o, |
& Profit & Loss A'c = 24,580,000 (10,50,000 — 6,00,000). Further both holding & mjp -/ |
will get bonus issue; hence it will not affect control percentage. k- ',

Problem No. 3] The balance sheets of H Ltd. and its subsidiary S Ltd. nsm }
Maurch, 2023 are given below: {
I EQUITY AND LIABILITIES _HLd Sk
(1) Shareholders’ funds: T z T — i ]
{a) Sharecapital-lssuecd, subscribed & = :
paid-up:
Equity share capital
(T 10 each fully paid-up) 15,00,000 3,00,000 |
() Reserves and surplus: |
GCeneral resenve 6,00,000 2,25,000 |
Surplus 3,00,000 9,00,000 75,000 3,00,000
(2) Current Liabilities: '
Trude payables 4,50,000 1,50,000 |
28.50,000 _7,50,000
Il ASSETS

(1) Non-curreni assets:
{a) Fixed assets:

({) Machinery 9,00,000 2,70,000 i

(if) Fummilure 1,50,000 51,000 x|

(iii) Other asscts 1320000 23,70,000 4,29,000 7,50.000.

{(b) Long-term investment: = i
2.400 shares at 200 cachin § |
i 3ssu000 aSUE |
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w,rrel

ood
'~ aajance in general reserve and statemeny of profit and loss (Cr.) of Lid. st
(i) E:Iﬂ 5,000 and 245,000 respectively on the date of acquisition of its 80° ¢ shares

py H Ltd

iy Machioery (book value £ $.00,000) and furniture (bookk value 260,000) Of Ltd.
"

revalued at 24,50,000 and 245,000 respectively for the purpese of fixing
::::;ﬁce of its shares. Book value of other assets remaining un

calues are 10 be considered for consolidation purpose.

changed, These

he above balance sheets and additional information, prepare a comlldal::;; ‘
From " heet as at that date, [Dec. 2014 (8 Mar! |
.——"'—’__——_—_
Ba Consolidated Balance Sheet of H Ltd. & § Lid. ;
Ason 31.3.2023 !
7Y & LABILITIES ; o |
r-"'-'--_-_-__ |
ghareholder’s Funds i
Equity Share Capital (H Ltd.) 15,00.000] |
general Reserve (H Lid.) ﬁ.Uﬂ.lJ‘DO .‘
ﬁjuslfd P&L Balance (H Lid) 4.33-33?0 |
Minority Interest 1,44.450 ;
Current Liabilities z
Trade Payables z
- HLd. 4.50,000 ,
- STt 150,000  6.00,000 [B
32.78,250
ASSETS £ T
Non-Current Assels
Goodwill 36,000
Machinery
- HLud. 9,00,000
- SLud. 2,70,000
(+) Revaluation Profit (4,350,000 - 3,00,000) 1,50,000
(=) Depreciation on increased value (1,530,000 x 10%) (15,0000 13.05,000
Fumniture
= HLud, 1,50,000
- SLhid, 51,000
(=) Revaluation Loss (45,000 - 60,000) (15,000)
E:‘?hnfpre-:iaﬂon on decreased value (15,000 x 15%) 2250|  1,88250
er Asgels
- HLid. 13,20,000
* 5L, 4,29.0000  17,49.000
32,78.250

i"'
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B PART I : CORPORATE ACCOUNTING
Waorki ng Notes:
Dr. s Ld)
[ - General Resernve Alc L d
By Balance b —'\‘.—F\Q

Profit & Loss Alc (transfer)

LT“ Balance o'd 2,25.000) BY

L____-_-—
o Profit & Loss Alc (S Ltd)
To General Reserve Alc 150,000 By Balancebd
To Balance o/id 5,000 | By Profit after acquisition
2,25,000

Analysis of profits of § Ltd.:

HLd.| Minority] 5.

Particulars 805 20% :‘a
Pre-acquisition/Capital Profit: B
Revaluation Profit on Machinery 1,20,000 30,000 1,50,00y
Revaluation Loss on Furniture (12,000) (3,000) (15,000
Opening General Reserve 60,000 15,000 75,000
Opening P & L balance : 36,000 2,000 43,000

2,04,000 51,000 2,550q]

Post-acquisition/Revenue Profit:

Depreciation on increased value (12,000) (3.000)| (15,000

1,800 450 2,250
1,44,000 36,000] 1,80.000)
1,33,800 | 33.450i 1,67,250]

Depreciation on decreased value

Profit alter acquisition

Minority Interest 2] [Cost of Control ?
Share Capital 60,000| |Cost of Investmenl 4,850,000
Share of profirs {-) Face value of shares (2.-50,000.:'
- Pre-acquisition 51,000| |(~) Pre-acquisition profils (2,04,000
- Post-acquisition 33,450
1,44,450 Goodwill

Dr Adjusted Profit & Loss Ale (H Lid.)
[~ By Balance b/d
To Balance c/d 4,33,800 | By Share In profit of subsidiary
4,33,800

Rate of depreciation Is calculated as follows:
Balance sheet value of machinery is¥2,70,000, whereas book value at the time ol reve
i-;.t 3 00,000. Thus, depreciation of 30,000 has been provided.

¢t value of furniture is 51,000, whereas book value at the time of reve
reciation of 9,000 has been provided.

|_r11iull

]n[]ﬂﬂis
Balance she

7 60,000. Thus, dep

|
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CH.7: CONSOLIDATION oF ACCOUNTS 7.13
0000 o
| gachine T 300,000 100 =10%
BT 9,000 <
pumiti’ = 760,000 St
. No. 4] Prepare the consolidated balag ing balance
: PI:::::T; H.Ltd. and S. Ltd.: ce sheet from the following
F & (% in '000)
f i EQUHYAND LIABILITIES H Ltd. S Lid.
(1) Shareholders’ funds:
(a) Share capital
Equity share capital of T10 10,000 2,000
(b) Reserves and surplus:
' Reserve fund 1,000 600
Surplus 4,000 1,200
(2) Current Liabilities:
{a) Trade payables 2,000 - 1,200
(&) Other current liabilities (bills payable) B 300
17,000 5,300
i IHASSETS
I (1) Non-current assets:
(a) Sundry assets 8,000 1,200
(b) Investment (1,50,000 shares in S Ltd. at cast) 1,500 -
+ {2) Current Assets
! {a) Inventories 6,100 2,400
1 (b) Trade receivables 1,300 1,700
; () Other current assets (bills recejvables) 100 -
! 17,000 5,300

Following additional information is also given;

) 8 Ltd. has earned all the profits only since the above 1 hares were
U 50,000
acquired by H Lid. i 5 > 5

() On the date of acquisition of these 1,50,000 shares by H Ltd., S Ltd. had bal.
r ance in the reserve fund of 26,00,000.

(i) The bills payable of § Ltd, were in favour of H Ltd, which had discounted
Jm;m} ﬂf ﬂlem-

(iv) Sundry assets of § Ltd. were undervalued by 2,00,000. Stock of H Ltd, jq-
udes goods of ¥5,00,000 purchased from S Ltd. on which S. Ltd. made a
"—j_rfﬁ_tﬂiiiﬁ_on cost. Qune 2015 (8 Marks))

e
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ACCOUNTING

Ans, Sheet of H . & SLid.
Consolidated Balance N .
EQUITY & UAB[LIT[ES/ _
Sharcholder's Funds 10 %[
Equity Share Capital (H Ltd.) fﬂu -
Reserve Fund (H Lid.) 4‘3'““;
Adjusted P & L Balance (H Ltd.) ‘6 0
Capital Reserve 1 Um
Minority Interest !
Current Liabilities
Trade Payables 2,000
- HLid. 1,200 ,
= S L“.L 3|2m
Other Current Liabilities (bills payable) ;
= HLul 300
- SlLud, (100) o
(=) Mutual debt ‘—-—iﬁ—ﬁ
- [ §
ASSETS (Rin '00p)
Non-Current Assels
Sundry Assels 8,000
- HLid.
1,200
S 200/ 94
(+) Revaluation profif 4
Current Assels
Inventories
- HLu :igg
- SLlud i
{-) Stock Reserve __@Q]_ 8,400
Trade Reccivables 5%
- HLud 1,3
3,000
- SLud 1,700 )
Other Current Assets (bills recetvables) \
- HLud. 100
- SLud - )
{~) Mutual debt (100) _._.E-Eﬁ I
—a
Working Notes:
Dr. Reserve Fand Ale (S Ltd) ;___..57
r By Balance brd [Bal. Fig.]
To Balance ¢'d g ﬁ._..--'-‘ﬁ
__-_.__-r"—"
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Su

plus Ale (S Lud ) &
By Balance bid [Bal. Fig.) i

HNNVIVXY]

By Profit after acquisition 1,200
1,200
Anal}”s of profits of S Ltd.: ( in '000)
H Lid.| Minority Total
particulars 75% 25% 100%

parti 5 &

“qujsitioru‘Capital Profit;
qealuation profi 150 50 200
opening general resere 450 isol 600
600 200 800
l,ﬂl“_m:.;u.nisitlc:mfl?h:w«:rme Profit:
profit after acquisition 900 300 1,200
900 | 300 1,200
_',;.;..-Q'Z_rd'j"__m_mmt Tin'000] [Costof Control ¥ in '000
Share Capital - 500| |Cosl of Investment 1,500
Share of profits: () Face value of shares (1,500)
. Pre-acquisition 200| |(-) Pre-acquisition profits {600)
. Posl-acquisition 300

1,000 | Capital Reserve (600)
Dr. Adjusted Profit & Loss A/c (H Lid.) Cr.
Ta Stock Reserve (500 x 209%) 100 | By Balance bid 4,000
To Balance cfd 4,800 | By Share in profit of subsidiary 900
4,900 4,900

Profit % for stock reserve: Profit is 25% on cost that means it is 20% on sales.

Problem No. 5] The extracts of balance sheets of H Ltd. and § Lid. as on 31st
March, 2024 are given below:

?mmm LIABILITIES H Ltd. 5 Ltd.
) ' 3 T
. lﬂj eqllty :luu l:.nphnl th 10 each 53001000 2luulnm
)} Reserves and surplus:
. Securities premium 50,000 10,000
. General reserve 1,00,000 50,000
‘Surplus 75,000 20,000
@ Current Liabilitles:

. anble_g _ 80,000 40,000
r ' 8,05,000  3,20,000
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1L ASSETS

(1) Non-current assets:
(a) Fixed assets:

7.16 PORATE ACCOUNTING

510,000 35,
Tangible asséts 0%
(b) Long-term Investment 2,95,000
(15,000 equity shares in S Ltd. at cost) 8,05000 337
e hllde 3.20,%
1st March, 2024. O
H Ltd. acquired shares in S Ltd. op 315t }
You are required 10 calculate —
(a) Minority interest and 2014
(B) Goodwill/capital reserve [Dec, (5 Ma"kl]]
Ans.
Analysis of profits of § Ltd.:
HLd | Minority[ g
Particulars
5 5% 25% 100%
Pre-acquisition/Capital Profit:
Securities premium 7,500 2,500 10,000
General resenve 37,500 12,500 50,000
Surplus (P & L balance) 15,000 5,000 20,000
60,000 20,000 £0,000
Post-acquisition/Revenue Profit: 2 e
| -|
Minority Inlerest ¥| |Cast ol Control 1
Share Cpital 50,000( |Cost of Investment 2,95,000
Share of profits: () Face value of shares (1,50,000)
- Pre-acquisition 20,000 ((-) Pre-acquisition profits (60,000)
- Pusl-acquisition =
70,000] | Goodwill 85.000

Calculation of minority interest by shortcut method:
Caleulate net assets of S Lid.

Net Assets = Total assets - Outsiders liability
= 13,20.000 - 40,000
= 2,80,000

Minority interest = 2,80,000 x 25% = 70,000

Prublem No. 6] Prepare the consolidated : -
sheets of Happy Lud. and Joy ua..._,,,_;:‘r“l‘hﬁ&mth following balant®

__—'————.___'___________________,.,-

£




r

CH. 7 : CONSOL

/m; LIABILITIES

I Eghwhomgrs' funds:
(1 ) Equity share capital of 210 g5¢h,
i :;] Reserves and surplus

i General reserve
[ Surplus

current liahilities

IDATION OF A OUNTS

TOTAL
(1. ASSETS

1.] Non-current assets

Fixed assets

[nvestments (in shares of Joy Lid.)
(2 Current assets

(a) Inventories

(b) Trade receivables

(c) Cash and bank

Following additional information is also given:

Joy Ltd. at a cost of 218,000.

TOTAL .

7.17
Happy Ltd.  Joy Ltd.
7 T
4,00,000 1,50,000
2,10,000 13,000
1,50,000 80,000
40,000 59,450
8,00,000 3,02,450
E Ed
3,96,000 1,45,000
1,80,000 -
1,02,000 62,050
97,000 82,200
25,000 13,200
8,00,000 3,02,450

(i) Happy Ltd. acquired shares of Joy Ltd. on 1st April, 2022 when Joy Ltd. had
surplus of 66,000 and general reserve of 29,000,

(if) Trade payables of Happy Ltd. included a sum of 224,000 payable to Joy Ltd.
for purchases made from Joy Ltd. on which it charged a profit of 26,000,

(iif) Joy Ltd. declared and paid interim dividend @ 8% on 2od June, 2022.
(iv) Inventories of % 1,02,000 of Happy Ltd, included unsold goods purchased from

[June 2016 (8 Marks)]

Ans,
I Percentage o
| fild by holding company in subsidiary.

[ shares held in subsidiary is not given hence it is assumed that 100% capital is

| |EQUITY & LIABILITIES z 2
i Shareholders Funds
i Eq““}' Share Capital (Happy Ltd ) 4.00,000
A;Iﬂrml feserve (Happy Lid.) 2,10,000
Justed Profit & Loss Alc (Happy Ltd.) 1,63.500
Capital reserye 45,000
Current Liabilities
Trade Pavables
* Happy g, 40,000
- Joy Lid. 59,450
&) Mutua) gty (24,000)| 75450
8,93.950

.
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7.18 PART 1 - CORPORATE ACCOUNTE
_—__-—_______—-‘___—-—_——__‘_-_‘_‘_‘—h.
e ——
ASSETS o
Non-Current Assels
Fixed Assets 3,96,000 'g’
Happy Lid. 145,000 ﬁ%
Joy Lid. e 1 5|4|.%,
Current Assets
Inventories 1,02,000 |
- Happy Lid. 62,05 |
= Jay Lid. (4 é{JDU 1
(-) Stock reserve === 59,5501
Trude receivables 97 ‘
- Happy Lid. ’.UDD ¢
- Joy Lud. 82,200 |
(=) Mutual debr |-23:000)] 1,55
Cash & bank =
Happy Lid. 25,000
Joy Lid. -_L]'ﬁgﬂ, 38,200
8,93 935
Working Notes:
Dr. General Reserve Alc (Joy Lid.) G
By Balance b/d [Bal. Fig.] 9,00
To Balance o/d 13,000 | By Profit & Loss Afc 4000
13,000 13,000}
t
Dr. Profit & Loss A/c (Jov Ltd.) G
To General Reserve Ale 4,000 By Balance b/d 66,000,
To Interim dividend 12,000 | By Profit during year 30,000, I
To Balance o/d £0.000 !
96,000 06,000 |
Analysis of profits of § Ltd.:
H Lud. | Minority
Particulars
Im m I [
Pre-acquisition/Capltal Profit: !
Opening general resenve 9,000 = 'i',ﬁﬂl !
Opening P & L balance 66,000 . ==____rfﬂs_% t
75,000 -] D=
Postl-acquisition/Revenue Profit; | ‘
Interim dividend [Note 1] (12,000) i “LQEI:I”
Profit during the yvear 3[||Iﬂ
L _ 30,000 = =00
e 18,000] -] 1%
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N OF Accouns 7.19
et Costof Conteor :
gilie Cost of Investment 1,80,000
EJlﬂﬂ' G.Iri-'-"ﬂﬁ’s_ o (=) Face value of shares {1,50,000)

a Fl".-"'ﬂl::q.uﬁ] 2 1"‘] Prt_‘-:l;;q“ih“inn Fl"(lﬂls I‘_?S,GODJ
post-acquisition

Capital reserve (45,000)
pr. Adjusted Profit & Loss Alc (Happy 11d.) Cr.
To Stock Reserve 4.500| By Balance bid 150,000
(18,000 x 25%) [Note 2] By Share in profit of subsidiary 18,000

1o Balance ¢/d 1,63,500
68,000 1,68,000

Calculation of profit % for stock reserve:

Profit _ 6,000 e
Sleprice 0 24000 X 100-25%
Note 1: Since inferim dividend has been
:‘;r.ren'm divined will be deducted from p

Note 2: Cost of purchase of K Tappy Ltd. is sale price of Joy Lid. hence profit percentage has
{0 be taken 25%.

paid by subsidiary after it becane subsidiary, entire
ost-acquisition profit,

Problem No. 7] From the foll

balance sheets of a holding company (H Ltd.)
.and its subsidiary (S Ltd.) on 31.3.2022, prepare a consolidated balance sheet:

Liabilities HLd? SLdT Assets HLd? Skd.?
Share Capital @10) 5,00,000 2,00,000 Goodwill 30,000 10,000
General Reserve 80,000 60,000 Machinery 3,00,000 1,50,000
Profit & Loss Alc 90,000 70,000 Stock 80,000 50,000
Sundry creditors 50,000 40,000 Debtors 1,20,000 1,60,000
Outstanding 20,000 10,000 Cash at bank 20,000 10,000
Expenses Investments:

16,000 shares in S 1,90,000 L
. Ltd. B,
Total 7,40,000 3,80,000 Total 7,30,000 3,80,000
rcacontrol was acquired, S Ltd, had 740,000 in general reserve and 230,000 in
Profitandloss account, Immediately on purchase of shares, H Ltd. reccived 16,000
25 divj from 8 Ltd. which was credited to profit and loss account. Debtors of
B4, nclide £20,000 due from & Lid, wherers s e et include 2 15,000
Queto the difference being accounted for by a cheque-in-transit.
i [June 2017 (8 Marks)]
g
Ang,
Contro) Ratio;

No. of shares held by holding « 100 = 16,000 % 100 = 80%
tal shares of subsidiary 20,000

wNNVIVYVE
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Lid. & S Ltd.
Consolidated Balance Sheet % I;zz
r -.
EQUITY & LIABILITIES _____—————-—"'—P_—_i___h‘““\\;
Sharcholder’s Funds 5 i
Equity Share Capital (H Lid.) 00,y
Genernl Reserve (H Ltd.) i Elﬂ-(]u]
Adjusted P & L Balance (H Lid.) 38.']{(]
Minority Interest 56.{1]: ;
Current Liabilitles :
Sundry creditors 50,000 |
= H Lid. 40,000
- SLd Lol
: 15,0
(=) Mutual debt {(; Ogg)
(=) Chegue in transit 22,001 70
Outstanding expenscs |
- HLu 20,000 :
- SLid. | 10.000| 3gqp
8,84,
4 :
ASSETS i
Non-Current Assets i
Goodwill
- HLud. fg-ggg J
- SLiud ’
(-) Capital Reserve (26,000)| 14,00
Machinery
= H Ltd. 3,00,000
- S L 1,50,000| 4,50,00
Current Assels
Stock ,
- H Lud. 80,000
- S L 50,000 1.30.000¢
Debturs £
. ML 1,20,000
- SLd 1,60,000
=) Mutual debt (IS.HUUJ u:ﬂ
{-) Chegue in transit (5.000) 2.60.
Cash at bank ;
- lI le Zﬂ.uﬂu
I- S L‘I.I ID.I'JUO 30'01'
L (o

|
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L OF A.U_{‘;l,';n-s 7.21
k s of profits of 8 Lid.:

Y —
el Hud.| Minorty|  Total
7 scqulslllumCaP"ﬂ] Profit; e o !
fre » General Reserve
g fit & Loss Ale 2000 o o
gpening P 24,000 6,000| 30,000
pividend (16,0000|  (4,000)] (20,000
- o ——— | 40,000 10,000 50,000
post- acquisit jon/Revenue Profi:
profit alter acquisition 64,000 16,000 30,000

| 64000] 16,000 80,000

TR —— - ]

Mlﬂﬂ’t Cost of Control T
Share Capital Cost of Investment 1,90,000
Share of profits (-) Face value of shares (1,60,000)
» Pre-acquisition () Pre-acquisition profits {(40,000)
. Post-acquisition (-) Pre-acquisition dividend | (16,000)

| Goodwill/(Capital Reserve) | (26,000)

Dr. General Reserve Alc (S Lid) Cr.

By Balance b/id 40,000
To Balance c/d 60,000 | By Profit & Loss Alc 20,000
| 60,000 60,000

Dr. Profit & Loss A/c (S Ltd.) Cr.
To Dividend 20,000 By Balance bid 30,000
To General Reserve Ate 20,000| By Profit after acquisition 80,000

i To Balance ¢/d 70,000
-' . 1,10,000 1,10,000
! Adjusted Profit & Loss Alc (H Ltd.) Cr.
:’ Pre-acquisition dividend 16,000 | By Balance bid
9 Balance ¢/g 1,38,000| By Share in profits of subsidiary
1,54,000

‘--T_“——u_______
Divideng Teceived by H Ltd. = 16,000
Lid. holds gog, shares in S Lid.
ce, dh’ldﬂ'“d t]l:c:lared h_‘|' S L[d, = 16,000 x 100/80 = 20;000

T —T T — il
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7.22 PART | : CORPORATE ACCOUNTING
.as on 31s
Problem No, 8] The Balance Sheets of H Ltd- and S Ltd m
are given below: = lu,j
L Lt
& e
I. EQUITY AND LIABILITIES
(1) Sharcholders Funds:

(a) Share Capital:

Equity Shares of 1100 each fully paid-up 2,500 gy

(b) Reserves and Surplus:

General Reserve 600 25
Profits 2 300 200
(2) Current Liabilities:

Trade Payables 450 ____'a'_il;
Total 3,850 __1:5_“_2‘
II. ASSETS ]
(1) Non-Current Assets:

(a) Tangible Assets:

Land and Building 1,670 720
Plant and Machinery ER T} 289
(&) Long-term Invesiment 980 -
(6,00,000 Shares in S Ltd.)
(2) Current Assets 760 ___5_'.1
Total 3,850 1,580
H Ltd. acquired the shares in S Ltd. on 31st March, 2017. On that date Generl
Reserve and Profits of S Ltd. stood at 2 50 Lakh and Z 120 Lakh respectively.
Land and Building (Book Value ? 800 Lakh) and Plant and Machinery (Book V¥
we 7 340 Lakh) of S Lid were revalied at 7980 Lakh and ? 310 Lakh r vell
book value of remaining assets were unchanged. -
You are required mmmdﬂﬂanuﬂwﬂhy@wm" 'lgNatem,tctﬂ"‘“'
[Dec. 2018 (7
Ans.
Control Ratio:
No. of shares held by holding < 100 . Slakh
Total shares of subsidiary - _E'Eih‘— x 100 = 75%

b
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7.23
Consolidated Balance Sheet of HLd & S L
ik LIABILITIES - 7] =
:hnrgllﬂld“rls l'u.“ds
1 Fquity ghare Capital (H Lid.) 2.500
[;eneml Reserve (H Lid.) ; 600
idjusied P & L Balance (H Ltd.) ' 424.875
inority [nterest | 346.625
current Liabilities I
Jrade Payables
_H LT_d 430
. sLu. ! 330 780
R r 4.651.5
[ G
" |Non-Current Assets : |
Goodwill 65
Land & building d
- HLtd. 1,670
- SLid. 720
(+) Revaluation profit 180
() Depreciation on increased value (18) 2,552
Plant & Machinery
- HLtd. +0
- SLid. 289
fj} Revaluation Loss (30)
() Depreciation on decreased value 4.5 703.5
Carrent Assets
- HLid. 760
* SLid, 571 1,331
B 4,651.5
~2bsls of brofits of s Ltd.:
| HLd | Minority|  Total
: Prb“"Wlsit:h:mz.fl::apiml Profit:
E"ﬂﬁon Profit on Land & Building 135 45 180
: Sation Loss on Plant & Machinery (22.5) (7.5) ‘@ﬂ
|
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g Lwd.| Minority K
Particulars 5%  25%| W
: 12,5 s
Opening General Reserve (90) 30 ]-J_
Opening P & I balance -'"""g_l; 105 L“\%
Post- isiti fit:
ost-acquisition/Revenue Pro “3.5] (4.5) -
Depreciation on increased value 3375 i15s (1)
Depreciation on decreased value '”5 e 4z
Profit during th 18
b Daans| 46| i
Minority Interest | 7| [Cost of Conirol 1
Share Capital 200| |Costof investment %0
Share of profits (-) Face value of shares (600),
- Pre-acquisition 105| | () Pre-acquisition profit (3151!
- Post-acquisition 41.623 ____‘-'
346.625 Goodwill(Capital Reserve) &l
Dr. General Reserve Alc (SLtd.) Cc
By Balance b/d 150
To Balance o/d 250 100
250 =
Dr. Profit & Loss Alc (S Lid.) i 4
100 | By Balance bid 120
To Balance cd 200 | By Profit after acquisition 18
- I
Dr Adjusted Profit & Loss Afc (H Ltd.}
By Balance b'd
To Balance c/d 424.875 | By Share in profits of
subsidiary
[ 124875
| Rate of depreciation is calculated as follows:
. Balance sheet value of Land & Building is ¥ 720 Jakh (e I
T , whereas book value 2L 1, 4
ginning os::\j:n; fﬁﬂﬂhihmus. depreciation of ? 80 lakh has been P/
= Bataﬂrc ¥ L) H:an] - et __a]uc
O bagaaming of the Yoo was ML S Ity whereas hack L 2
provided o tion of 2 51 lakh

4
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BO
g & puilding = _bl';ﬂ_ % 100 = 10%

51

FUrﬂill.Ire = m x 100 = 152;

/.———;,T'gTBeta Ltd. is a subsidj of Al =
;:::t:flﬁﬂﬂ Limited as at 31s1 Marcl;ﬁu]g: pha L1d. Following is the Balance

iculars ;
i :::r:;ruff AND LIABILITIES e -
! I shmholdel‘s Funds
| (a) Share Capital: Equity Shares of 210 each 300
l (b) Reserves and Surplus (Statement of Profit and Loss) 250
2 Non-current Liabilities: 85¢ Debentures 200
| 3, Current Liabilities 160
Total Equity and Liabilities T 910
ASSETS - g i
1. Non-Current Assets:

Tangible Assets:
Land and Building 270
Plant and Machinery 150
2. Current Assets
Total Assets 910

On Ist April, 2018, Alpha Ltd. acquired 24 lakh equity shares of Beta Ltd. at a cost
0f2 460 lakh, On that date, Statement of Profit and Loss of Beta Ltd. showed a
aredit balance of 7 180 lakh and Land & Building was revalued by Alpha Lid., at

20% above book value of 7 j
of Lth.ul:u 300 lakh (but no such adjustments are shown in the

You are required to calculate:
(1) Cost of Control

A.:{;) Minority Interest | [June 2015 (5 Marks))
Contro) Ragig:

No. of shares : .

 Tow Ry holdng | o0 2t B 00 < 90k

shares of subsidiary 30 lakh

4
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Analysis of ta Ltd.: e
_ of profits of Beta —ﬁ;h:ﬁd__ Minority \
Sarticrlacs 80% 20%|  Tog
it D .
Pre-acquisition/Capital Profit: e 5 '
Opening Profit & Loss Alc : 7 i 1y
Revaluation profit on Land & Building ________]-g—z- 7 _\\?BEJ
Post-acquisition/Revenue Profit: _‘_H—\-\:
6 {
Profit during the year > 14 m‘
Depreciation on increased value of Land & (39 Kk2) (l'.'i
Building |
51.2 28]
Minority Interest t| | Cost of Control 3
Share Capital 60| | Cost of investment a8
Share of profits (-) Face value of shares {240
- Pre-acquisition 48| |(~) Pre-acquisition profit (192!
- Posl-acquisition 12.8 . !
120.8/| | Goodwill |
Dr. Profit & Loss A/c (Beta Lid.) - (i3
By Balance b/d 180
To Balance o/d 250 | By Profit during the year ?u.
250 o
Balance on 1.4.2018 00
Depreciation for 2018-2019 [Bal. Fig.] {30)
Balance on 31.3.2019 270
Rate of dcpr‘:cial.iot‘ll- x 100 = 10%
Problem No. 10] From the following Balance Sheets of Viva Ltd. and 1‘{:
prepare the cumllihhdnﬂmmqhminmmhof“mLm v/ Il‘
qu.[l'ﬂd the -lmmot;lin Mﬂﬂh‘m nunbm 2018. Balance Sheet as @
March, 2019:
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INTS 7.27
//' Amount (7)
jculars Viva Ltd. Jiywn Ltd.
capital 30,00,000 6,00,000
Ehnl:.aj Reserve 4.00,000 —
it and LosS account 6,00,000 2,10,000
dry creditors 5,00,000 1,90,000
por sl and Building 24,00,000 4,00,000
]’WI and Machinery 4,00,000 4,00,000
nt Assels 11,60,000 2,00,000
., 5.40,000 —
" 400 shares of 7100 each of Jiyu Ltd.)
rofit and loss account of Jiyu Ltd. had a credit balance of 7 90,000 on st
1::“‘: 2018. Dune 2019 (5 Marks)]
MI“' ¥
control Ratio:
No. of shares held by holding 5 - > x 100 = 90%
Total shares of subsidiary 6,000
Consolidated Balance Sheet of Viva Ltd. & Jivu Ltd.
|[EQUITY & LIABILITIES | t] z
Shareholder's Funds
Equity Share Capital (Viva Ltd.) 30.00,000
General Reserve (Viva Lid.) +.00,000
{Adjusted P & L Balance (Viva Ltd.) 6,54,000
Capital Reserve 1.35,000
Minority Interest 31,000
Current Liabilities
Sundry credilors
* VivaLyg, 5,00,000
* Jdiyu Liq, 1,90,000 6,90.000
49,60.000
) T ¥
N“""Cl-lrrem Assets
and Building
Viva Lid, 24,00,000
%\ 4,00,000 | 28,00,000

wh A WYV L
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7.28 PART I : CORPORATE ACCOUNTING
Plant and -"rliiCh.incr}‘ b —__\
- V'l\'a le_ ) -OUU !
- Jivu Lid. 4,00,000 3-00,{,,
Current Assets | i
- \"'i\-'ﬂ le l].ﬁﬂ,ﬂﬂﬂ
. 2,00, '
- Jivu Ltd. ,___U?ED___IE_%
Analysis of profits of Jiyu Ltd.: -
Viva Ltd.| Minority _'_“"‘:r-n.,
Particulars 90% 10% : ut.]}
i)
Pre-acquisition/Capital Profit: _-_h'__""‘“l
Profit during the year (1,20,000 x 6/12) 54,000 6.000| _ eogy|
1,35,000 15,000 1,500
Post-acquisition/Revenue Profit:
Profit during the year (1,20,000 x 6/12) 54,000 6,000 60,000
54,000 6,000 60,000
Minority Interest “27| [cost of Control 1
Share Capilal 60,000 | | Cost of investment 5,40,000
Share of profits (-) Face value of shares (5.40,000
. Pre-acquisition 15,000 | |(-) Pre-acquisition profit (1,35,000
- Post-acquisition 6,000 ,
i (1 35,000)
81,000 |Capital Reserve ;
e
Dr. Profit & Loss Afc (Jiyu Ltd.) |
By Balance b/d
To Balance c/d 2,10,000 | By Profit during the year
2,10,000
[LLES S e
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Adjusted Profj, & Lews Alc (Viva Lud )

A | By Balance b'd | 6,00,000
B;l.|‘cl“':e dd 6.34!-00 |I B‘." Sh—iﬂ't i-I'I pmﬁts (.l[ i 54'000
.TIJ S1-|-Ib.':iI:|i;'|r],' |

(a) Fixed Assets - Tangible

3,00,000 1,00,000
(b) Non-current investment

i
|
|
!
- 6.54.000 I
| - |
1em No- 11] Following are the Balance Sheets of H 1.4d. and its subsidiary S l
sﬁbﬂns:h!mh, 2018: |
| pARTICULARS Hud  SLtd. | |
3 @) ()
| EQUITY AND LIABILITIES _
I, shareholders Funds: _
~ (a) Share Capital (equity shares of 210 each) 5,00,000 2,00,000 !
(b) Reserves and Surplus 1,00000 50,000 | |
(2) Current Liabilities:
Trade Payables 80,000 60,000
Total 6.80,000 3,10,000
1. ASSETS
(1) Non-Current Assets; E
z
®

1,80,000 -
(12,000 equity shares in S Ltd,
acquired on 31* March, 2018 at cost)
{2) Current Assets 2,00,000 2,10,000
Total 6,80,000 3,10,000
On31st March, 2018SL.td

! revalueditsfixed assetsat? 1,50,000 and current assets of
. $1,60,000, Trade payables of H Ltd, include ? 20,000 due to S Lid.

Prepare the consolidated Balance Sheet of H Ltd. and its subsidiary S Ltd. as on
st March, 2018 with Notes to Accounts and working notes.

MR [June 2019 (7 Marks)] (Old)
Ans,

Contr] Ratio:
No,

> of shares helg by holding : 12,000

= ——— x 100 = 60%
*al shares of subsidiary " 20000

— Consolidated Balance Sheet of H Ltd. & S Ltd.
?lllm & LIABILITIES 3 7
]'Iiu!hﬂldel-'s Funds

3 1 Shave Capia (1 11q) 5,00,000
Husieq Re

Serves & Surplus (H Lid.) 70,000
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R
EQUITY & LIABILITIES m
Minority Interest il
Trade Pavables 80,000
= H Ltd. 60,0(}0
- SLid. (20.000)| 15
(=) Mutual debt "79\0\{]‘
T
ASSETS o
Non-Current Assets
Fixed Assets — Tangible R 00000
" 3 L:l' 1,00,000 !
- SLid |
50,000 |
(+) Revaluation profit 4-50.%0.
» ll
Current Assels 500,000
- HLid
2,10,000
- SLud. s
(=) Revaluation loss (50, 00}
() Mutual debt (20.000) |  3,40,000
7.90,000
Analysis of profits of S Ltd.:
Hltd.| Minority Total
Particulars ﬁ‘ﬂ% 40% 1@;
Pre-acquisition/Capital Profit:
Revaluation profit on fixed assets 30,000 20,000 50,000
Profit before acquisition 30,000 20,000 50,000
' 60,000| 40,000 1,000
T’osl-ncquislliunﬂlcvcnue Profit:
Revaluation loss on current assets (30,000)|  (20,000) 'ﬂ%
0,0
(30,000)[ (20,000 G975
’_____,_..--"_:'f
[ Minority Interest ¥] [Cost of Control B
| Share Capital 80,000 | |Cost of investment Lsoll)ﬂﬂl
Share of profits (~) Face value of shares (g )
- Pre-acquisition 40,000( | () Pre-acquisition profit (&ﬂ‘ﬂm
- Post-acquisition (20,000) -‘—_—/‘},
N
m Goodwill/(Capital Reserve) f/)
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l‘l:::“l & Logg Ale (s Lid.) cr.
]; W Hmuishmn 50,000
| | o Batance /4 %ﬁ-—%ﬁ% [Bal. Fig,)

000 50,000
mmmfii Lid.) ~
%ﬁmm By Balance by 1,00,000

palance ¢/d 70,000 l
T 100,000 [ 1,00,000]
— |
From the ce Shee i i ;
g ::2': .-f:ﬁslfi]daled Ba]agfiaghecl of Itlaftiia?g:ligjﬁ g;r::;;,,n Freabeins
Balance Sheets of HLtd, and § Led.
As on 3154 March, 2019
particulars H Lid S Lid.
. () )
LEQUITY AND LIABILITIES
(1) Shareholders Funds
(a) Share Capital 5,00,000 2,00,000
(Equity shares of 7100 each)
(b) Reserves and Surplus:
General Reserve 60,000 40,000
. Profit and Loss Account 30,000 10,000
[2)Non-Current Liabilities
(a) 129% Debentures of 2100 each (secured) — 1,00,000
) Current Liabijities
(@) Trade Payables;
Creditorg 40,000 25,000
Bills Payable 12,000 8,000
. f?)'_Shnn-term Provisions 29,000 20,000
Er F 6,82,000 4,03,000
L ASspTg
%(I)-Hﬁg-culmu; Assets
(@) Fixeq Assets — Tangible
P

me.ncﬂy 3,50,000  3,20,000
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H Ltd,
Particulars Sy
(b) Non-current Investmenis: 1,80,000 .-
Shares in S Lid. “i
(1,500 shares @ 2 120 each) 36,000 :
12% Debentures 5 J
(400 debentures in S Ltd. @ T90 eac -
(2) Current Assets 35,000 : |
(a) Inventories — Stock 5..04}0 :
(b) Trade Receivables: ﬁﬂ.{}d[} !
Debtors 10 000 0,00
Bills Receivables ) 8,009
(c) Cash and Cash Equivalents s
Cash in hand Sy e 30,001
Total 6,82,000 m
e
Additional Information: - |
() When H Ltd. acquired the shares of S Ltd., the General Reserve and Profy g
Loss Account of § Ltd. showed a balance of ¥ 30,000 and ¥ 4,000 (Dr.) respe,
tively. !
(b) Creditors of S Lid. include 7 10,000 for goods supplied by H Ltd. at a projy
of 20% on sales, Half of the goods were still in stock on 31st March, 2019,
(¢) The Bills accepted by H Ltd. were all in the favour of S Ltd. !
() Plant and Machinery were overvalued by 220,000.  [Dec. 2019 (8 Marksj]

Ans,

Control Ratio:
No. of shares held by holdin 1,500
Total shares ufsuisidjnr}'g AiL00= 2,000 £ 100=175%
Consolidated Balance Sheet of H Lid. & S Ltd.

EQUITY & LIABILITIES I
Sharcholder’s Funds
Equity Share Capital (H Ltd.) 5,00,00
General Reserve (H Ltd.) 40,000
Adijusted P & L Balance (H Ltd.) 4700
Minority Interest
- In shares 57.500 it
. In debentures 60,000 14777
Current Liabilities =
Creditors

‘-"///
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W— 40,000

" gud: 25,000

) Mutus! ;1‘9*" (10,000)|  55.000

gils Payable

L 12,000

. sLud 8,000

¢y Mutual debt (8,000) 12,000

short-term Provisions

. HLd- 40,000

. sid. 20,000 60,000

8,51,500

[SETS ?l E
%ﬂu_;ent Assets

Goodwill 21,500

plant and Machinery

- HLid. 3,350,000

- SLtd. 3.20,000

{-) Revaluation loss (20,000) ©.30,000

Current Assets

Inventories — Stock

- HLwd. 35,000

- SLd. 15,000

1) Stock Reserve (10,000 x Y4 x 20%) (1,000) 49,000

Debtors

- HLd. 60,000

* Slud, 30,000

) Mutual deby (10,000) 80,000

Bills Receivaple

T HLug, 10,000

* SLtg, 8,000

O Mutual gep, (8,000) 10,000

hand casp Equivalents

“Hig 11,000

T Sy, 30,000 41,000
| \\_‘_h 8,51,500

L
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Analysis of pr i
s of profits of § Lid rf_m Minority
Particulars 75% 25% ;r;‘]I:
_—-—'_'-_---_. =
Pre-acquisition/Capital Profit: (s 500} (5.000) \
:;cvnlluation Ir_:-sT on Plant & Machinery 22,500 7.500 {2306%4
cni reneral reserv
=ran 0 i |
B alance 4500 1,500 Dﬂﬂ,
_________———.-———'—'_'___ ﬁuﬂ[ﬂ
Post-acquisition/Revenue profit:
o 8,000 6,000
Profit after acquisition ___-_1_—— . 24,
[ P [ o0 6,000 E‘z‘i‘?‘é
—
[ Minority Interest | Shares | Debentures Cost of Control i
Share Capital 50,000 60,000 [ Cost of investment T
Share of profits - In shares 1,80,000
- Pre-acquisition 1,500 -| |- Indebentures 36,000
- Post-acquisition 6,000 —| | (=) Face value of shares | (1,50,000)
57.500 60,000 | |(-) Face value of (40,000)
debentures
(-) Pre-acquisition profit {4,500)
Goodwill 21,500
Dr. General Reserve A/c (S Ltd.) Cr
& By Balance b/d |
To Balance c/d 40,000 | By Profit & Loss A/c [Bal. Fig.]
40,000 j
Dr. Profit & Loss Alc (S Ltd.) (e
To Balance b/d [Loss] 4,000 | By Profit after acquisition
To General Reserve Alc 10,000 [Bal. Fig.}
To Balance c/d 10,000
24,000 .
- (05
Dr Adjusted Profit & Loss A/c (H Ltd.)
To Stock Reserve 1,000 | By Balance b/d 30.£ :
To Balance c/d 47,000 | By Share in profits of 18,
subsidiary
48,000
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Whu Balance Shcemm?ud‘uon‘ii-os_znzo Were s
" r,,]lﬂwﬁ’ Balance Sheets of Jy Ltd, and § 1.1d,
1 As at 31st March, 2029
| paticutars Hid o SLd
() )
| EQUITY AND LIABILITIES
|| | (1) shareholders Funds
.I (a) Share Capltal
| Equity share of ¥100 each 6,00,000 2,50,000
! (b) Reserves and Surplus
| General Reserve 1,00,000 60,000
Profit & Loss Account 1,50,000 90,000
(2) Current Liabilities
(a) Trade Payables — Creditors 70,000 60,000
(&) Other Current Liabilities
Income-tax 60,000 70,000
Total 9,80,000 5,30,000
1, ASSETS
{1) Non-Current Assets:
~ (a) Fixed Assets
(i) Tangible Assets:
Machinery 150,000 1,08,000
Vehicle 1,230,000 50,000
Fumniture 50,000 30,000
(ii) Intangible Assets - Goodwill 60,000 40,000
(6) Non-current Investment
5 2,000 Equity Shares in S Ltd. (at cost) 3,80,000 —
* | 2) Current Assets:
(@) Inventories - Stock 70,000 1,40,000 |
(b) Trade Receivables - Debtors 60,000  1,00,000
(¢) Cash and Cash Equivalents - Bank 80,000 _ 62,000
Tota] 9.80,000 5,30,000
Mditiony Information:

‘ig H L. acquired 2,000 equity shares of S Ltd. on 1.4.2019.

Profit and Loss Account of S Ltd. had a credit balance of 2 30,000 and
~~—hat of General Reserve ? 50,000 on the date of acquisition.

B
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(iii) On 01.06.2019 S Ltd. declared # dividend o:']teo:;::epur:: -ii:iq]l‘ﬂﬂ!i“" b

12% on its share capital, H Ltd. credited th rofi ang
Account. A

(fv) S Lid. owned ¥ 20,000 for purchase "rsm;ks‘fb“:: .I::nl;m =il

held on 31,03.2020. H Ltd. made profit of 1,20 uim th

‘V) &inchi_ncry standing in the books of 5 Ltdﬁoﬂ‘; 11,20, on the dﬂl{! of ac

sition of shares, were re-valued at € 1,44,000. 4

td, and SLtd. on 3 1.03.202¢

Prepare a consolidated Balance Sheet of HL
Litine 2021 (s sl
)

S[uq .

Ans.
Control Ratio:

No. of shares held by holding B 2,000 « 100 = 80%

Total shares of subsidiary 2,500
Consolidated Balance Sheet of H Ltd. & S Ltd.

EQUITY & LIABILITIES . n

Sharcholder’s Funds B

Equity Share Capital (H Lid.) &,00,000

General Reserve (H Ltd.) 1,00,000

Adjusted P & L Balance (H Ltd.) 2,00,08;

Minority Interest . 84320

Current Liabilities

Trade Payables — Creditors

- H Lud. 70.000

- SlLid. 60,000 1,30,000

Other Current Liabilities — Income-tax

- HLid. 60,000

- SLud. 70,000  1.3000

12,4400

—

Non-Current Assets |

Intangible Asseis:

Goodwill : i |

- HLud 60,000 f

s SLa 40,000 aﬁ!

. Goodwill on consolidation 96,800 b__]_,ga_é/
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_ 1 3 2
ﬁnj,rbh: Asselsi LI— ‘
Mﬂ‘:hmﬂy | |
| pud | 150,000
|, sud 1,08.000 |
| 1 Revaluation profi | 24000]
| H pepreciation on increased value (24,000 « 10%) | (2.400)| 2.79.600
- [ehicle ; |
. HLuWd ‘ 1.30,000 |
_sLtd ! su.nm’. 1,50.01}0‘,
Furniture r—1
. HLu. | 50,000
. sLid. 30,000 | £0,000
Current Assets
[nventories — Stock |
. H Ltd. 70.000 l: B
. SLtd. 1,340,000 l é
(-) Stock Reserve [20,000 x 20%] s.000! 2.06000| Z
Trade Receivables — Debtors r
- H L. 60,000
= hEL] 1.00.000|  1.60,000
Cash and Cash Equivalents - Bank
- HLid. £0.000
AL 62,000|  1.42,000
| 12,44,000
Analysis of profits of S Ltd.:
HLtd.| Minority Total|
acquisition/Capital Profit:
Uation profit on machinery 19,200 4,800 24,000
Opening General Reserve 40,000 10,000 50,000
;!::‘"S Profit & Loss 24,000 6.000 30,000
i ' (24000)|  (6.000)|  (30,000)
e 59.200 14,800 74,000
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r/ﬁi.' Minority %
Particulars A 20% -—\&l
Post-acquisition/Revenue Profit: wr [[,920) (480) o
Depreciation on increased value of machinery 80,000 20,000 1 D;m”
Profit during the year [Nore 3] 78,080 19,520 -__‘9?%
— 7| [Cost of Control E
Minority Interest == T v
Share Capital 50,000 | | Cost of investment 3'1,1,['-000=
Siore of profics (-) Face valu.e_lu.f sha.rc.s (230'0%.5
e ternitatian 14,800 | () Pre-acqu?sfu.nn dividend (24'000]!
Post-acquisition 19,520| | Fredcaiiition profit (59.20_'”'
[ 81320] |Goodwil 96,80
Dr. General Reserve Alc (S Ltd.) o
By Balance b/d 50,000
To Balance c/d 60,000 | By Profit & Loss A/c 10,000
60,000 60,000
Dr. Profit & Loss Alc (S Ltd.) &
To Dividend (2,50,000 x 12%) 30,000 | By Balance b/d 30,000
To General Reserve Alc 10,000 | By Profit during the year 1,00,000,
To Balance c/d 90,000 [Bal Fig.] [
1,30,000 1,30,000
Dr Adjusted Profit & Loss A/c (H Ltd.) (03
To Pre-acquisition dividend 24,000 | By Balance b/d ljam?i
[30,000 x 80%] By Share in profits of 78,080
subsidiary
To Stock Reserve 4,000
To Balance c/d 2,00,080
2,28,080 228080

Note 1: Calculation of profit % for stock reserve:

In problem profit percentage on cost is given, but we have to take profit perceﬂ’lﬂf-c of

sales, which is calculated as below:

25
125

Cost + Profit = Sales
100 + 25 =125

x 100 = 205
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! 7.39
B
(] |
| Pt 1.4.2019
{ o fgnceon 1 1.20,000
| gepreciation for 2013-2020 (Bal. Fig,) (12,005
b pe 000)
| palance O7 31.3.2020 77&"&}7
I reciation = ——_———-]2'000 I
l picﬂfdtplccm = 1.20.000 * 100 = 117,
Nol¢ 3 :
B oot Ltd. acquired shares at the first dae of the financial vear. enti
bad iy —dl, €nline

by the S Ltd. during the year will be treated a6 Post-acquisition profit profit earned
) 100 profit.

Froblem No. 14] Shiva Ltd. purchased 4

October, 2018. From the following info Gy il e i aton

rmatj :
i tatecest: on of Chandu Ltd., calculate minority
31" March, 2018 31 March, 2019
5,000 equity shares of Y100 each 5,00,000 5,00,000
General Reserve 20,000 20,000
profit and Loss Alc 5,000 351000
Discount on issue of debentures 10,000 ID.DGO
On Ist April, 2018 Land & Building and Plant & Machinery of Chandu Ltd. were
12,00,000 and ? 5,00,000 respectively. On the date of acquisition Shiva Ltd.
nn]ued Land & Building at ¥ 2,20,000 and Plant & Machinery at ¥ 4,553,000,
[Dec. 2021 (5 Marks)]
Ans,
Control Ratio:
No. of shares held by holding 4,000
Total shares of subsidiary  ~ 0~ 500 ¢ 100 =80%
Dr. General Reserve Alc
By Balance bid
To Balance ¢/d 20,000
20,000
Dr.
Profit & Loss Alc
By Balance bid 3,000
To Balance o/d 35,000 | By Profit during the year 30,000
35,000 35,000

Yy HRVL—————
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Analysis of profits of § Ltd.: mm 3
Particulars _.--—B"ﬁb_ 20 \lm*
Pre-ncquisition/Capital Profit: (8,000) (2,000) l (1o |
Discount on issue of debentures - 16,000 4.000 2;}&3,!
Revaluation profit on Land & Building 36000)| . 9.000)| (4B
Revaluation loss on Plant & Machinery 16,000 4000 | 26000',
Opening General Reserve 4,000 1,000 SID{]D
Opening Profit & Loss g
Profit during the year (30,000 x 6/12) ,__._].2-'—0-02-_————-3'000 15 0ig
PR ! 4,000 1,000 50
Post-acquisition/Revenue Profit:
Profit during the year (30,000 x 6/12) 12,000 3000 15
. ] 0]
Minority Interest l
Share Capital ! 1,00,000
Share of profits
- Pre-acquisition 1,000
- Posl-acquisition 3,000,
1,04,000|

ADVANCED PROBLEMS & SOLUTIONS

d. holds 80% shares in its subsidiary Tulip Ltd. From
rity interest at the end of each year:
0000n

Problem No. 15] Orchid Lt
the following information calculate mino|
— Share capital of Tulip Ltd. was 210,00,000 (¥10 each) and reserves ¥2,00,
the date of acquisition on 31st March, 2020.
_ Fully paid bonus shares were issued by Tulip Ltd. on 31st March,
ratio of 2 bonus shares for every 5 shares held.
— Profit and loss of Tulip Ltd. for the various years are:
Profit/Loss (%)
31st March, 2021 :3,00,000
31st March, 2022 :(1,00,000) (loss)
31st March, 2023  :2,00,000
31st March, 2024 :2,50,000 (includingprofit of 250,000 on revaluation ofassets

[Dec. 2016 &JMM

2021 in the

4




CH. 7 CONSOLIDATIgY, ¢ ACCOUNT
INTS

are of minontty for different years iy profits;
!

Cumulative profig 5 the end

(2,00,000 + 3,00,000- 55
(1,00,000 - 1,00,000) - g
(0 +2,00,000) = 2,00,000
3|j3.2f'34 (2,00,000 + 2,50,000) = 4,50,000
Sons share capital = 10,00,000 x 2/5 .

. ﬂ'no#fh‘ interest for different years:

00,000) < 00,000

**4,00,000

_shﬁm ol profits (capital & revenue)

3.00,000] 2

Note: Capital held by minority = 10,0000 » 4,00,000 x 20¢%

2

7.41
Calculativn of| Share of
share minority
1,00,000 « 207, | 20,000

|0 = 200 | Nil
|2.00,000 » 202 | 40,000
430,000 « 200, | 90,000

31320221 31320237 31.3.2024

80,000\ 2380000/ 2,580,000

Nil | <0000 | 90.000

80.000| 320000/ 370,000
= 2,80,000.

“Problem No. 16] Following are the

profit & loss accounts of H Ltd. and S Lid. for

the year ended 31st March, 2022:
H Lid. S Ltd. HLd S Lid.
'To Opening Stock 1,00,000 ~ By Sales 800,000  6,50,000
To Purchases 500,000  4,00,000 By Closing Stock 1,50,000  1,00,000
To Productive Wages  1,50,000 1 00,000
ToGross Profitcid  2,00,000  2,50,000
950,000  7,50,000 9,50,000  7,50,000
ToSundry Expenses 75000  1,00,000 By Gross Profitbed ~ 2,00,000  2,50,000
To Debenture Interest - 6,000 By Debenture 3,000 -
Interest
To Provision for 60,000 70,000
Taxation
To Net Profit o/d 68,000 74,000 :
2,03,000  2,50,000 2,03,000  2,50,000
To Preference = 3,000 By Net Profit bid 68,000 74,000
T Proposed Dividend 20000 20,000
ToTaxon distributed 3000 3,450
Profit @ 150,
ToBalanc, g 45,000 47550 = TP
68,000 74,000 68,000 74,000

(1

&-'n.l-ur‘ also given fdl]owing additional information:

(1) y Ltd. holds 1,500 equity shares 0f 2100 each in § Ltd. whose capital consists

%w shares of 2100 each and 6% 500 cumulative preference shares

.

NN VIAVIL-
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. ures 0f T1,00,0
of T100 cach, § Lid. has also issued 6% debent 2 um

H Ltd. holds ¥50,000.

(2) The shares in S Lid. were acquired by H Ltd. on hltn-::l-:]]f 21:;: ]:lm the h&;
tures wer:ar:qul.redﬂﬂ lﬂAFﬂzﬂll.SLtd.wﬂ po ¢d on lst&hu.
2021. osting T50,000

(3) During the year S Ltd. sold to H Ltd. g0ods M:Mt e d‘}m Selly
price of 275,000. Onc fourth ol the gmuﬁd at cost to the holding com Iq

31st Mmh,zuzz.'l'htgunds“uval (e Pan":

closing stock purposes. : (7 M‘-"h]]
Ans.

Consolidated Profit & Loss Alc
| Pariicalary ML sm:m Hid| S Led [ adjug]
{ To Opening Stk | 100,000 = 1 1.00.000|By Sales SD0.00015-9.000 f'-'ﬁ-ﬂﬂuﬁ‘]‘.-};a
[ To Purchase Esm 0 | 4,000 (75,000 sJE.MiEFﬂMi-‘LE-S‘-ﬂ‘k 150,000 1.00.000| (6,250) Uyre
| T Productive 11.59,000] 1,00 005 -| 250,000 i
{0 wages ! I | !
T2 Groas Profi lz,m_m:i:janni (8250)| +43750 |
i 320000750 000 (311551 16.18.750 5.50.000|7.50,000 (51.256) | 14,1375
T Sumdey [ 75.000] 10000 T3 75 000 | By Gross Prefi bid [2,00.0001 250,000 (6.250)] 44335
2 Epemas ’ "
| T ch\:.‘.!,_'cl'_zil - 6000, 13.006) 3 (i} | By Debenture [n. | 3.000 —| (3.000) |
T Promiatom forr | [k s v .'J_—’)")JJI 4 130,000
' =z i - - '
i T Profis oid | gaono; 7400G) (835051 155750
' Tt 2 550 1325011 4417501 203.000]2.50.000] (9.230)] 44375
T Pred Dividend | T -i J,r.m;'syrnahd £3.000] 74,000| (6250)| 13559
{Fo Prosmsed | 20000) 200060 (15000 25.006{By Proposed 15,000 (15,000 :
Dmdend | : [ Divdend

}
ity '
| | o
diarde {30000 1z30 -
# ] (]
i

|
! ne.-'sal 120000 » 75%)
|

i
E ! ' | _
| ey 475551 (22501 151300

13.000] 74,000(121.250)] 13535

T aio0n TeOM 2135 135730 :
To izimrment A i ] ] "By Profs bd s0.000] 47.550| 16,250)| 10155
| ] |
Pop-accpaaiticn; | 3758 - L 5
ik Loand i |
| - TR 1 !
- Copizad Prodit 5 -y LFie -f LS
Tos Ml ita -1 1psER) (sen| 18328
fenores ! | { |
o Padamee of to | SH2%6] 26746 cataE) 7830
badasce Wt ! : ] } [
U sO00n) 47550 (255 1.5.300] eofrA| 47.550] 162501 =

Seock reserve = 75.000 » 14 » 113 = 6,250
Pre-scguisition dividend = Proposed dividend of 215,000 # 3/12 = 3,750 i
Capial Prof (Profiz for the period 142021 10 30.6.2021) = 47,550 x 75% = 3/12 = 8,
Ghore of profit 1o Minonty Interest = 47.550 » 23% = | 228
stock rescrve has been pet-off as under;
. H Lid. share = 6250 # 75% = 4,588 wetoff against A "
. Share of minorily skarcholder = 6230 2254 = | <62 ol i inority 0

 ad




8 FINANCIAL STATEMENT ANALYSIS

/’“,;[/M-m_'t note on: Interest Cover/Debt Service Ratio

L}
B

1
| ¢ [lune 2001 (5 Marks)]
g
| Ans.
| ; : EBIT
Debt Service Ratio =
mh._resf_ Cover or rr—

fheinterest coverage ratio shows how many times interest chzrges are covered by funds
| jatare available for payment of interest. An interest cover of 6 to 7 is considered
asonable by financial institutions. A very ratio indicates that the firm is consenvatve
i using debt and a very low ratio indicates excessive use of dzbt

2. Write short note on: Liquid Ratio/Quick Ratia/Acid Test Ratio
B [Dec. 2001 (5 Marks)]

Ans.

Liquid Assets
Current Liabilities
The ideal liquid ratio is taken as 1:1. _ =
ltis ascertained by comparing the liquid assets to current lisbilities. Liquid assets u
include cash in hand, cash at bank, sundry debtors excluding ha:i'dc}:ﬂs and readily mar-
ketable investments. Prepaid expenses and stock are not taken as liguid assets.

iqui ili i i jthi iod. The bank over-
Liquid liabilities mean liabilities which are payable withina short period. L
draft (if it continues to be a permanent mode of financing) and credit facilities will be
@iduded from current liabilities in such a case.

%am note on: Return on Investment (ROI)  [fune 2002(5 h

| Or

High return on investment (ROI) indicates efficient 3 SLE T o0, (4 Marks)]

e — haco

Ans, Return on Investment (ROI) Elin t‘jhci;‘lc::;:;::cd to be one of the most important
nis i, i -ed. This ratio ; : sl used

o hﬂ;u:ccﬁ.]:::?llc;:: Tl!l?gim]] cfficiency with w hich capitalassels are

Liquid Ratio =

mpaoy is caming on its in-

NNV
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ratio indicates ineffectjye

s 8
re of profitability and i USE

i o1 : - W
A high ratio indicates efficient use of assets and lo oty
efy) Iy

. i . : casu
Sels. Return on investment is also an important 2
mmter-firm comparison.

This ratio is calculated as under;

Operating profit (EBIT) . 100

Return on Investment =
1] Capital Employed

Q. 4. Explain any four advantages of ratio analysis. [Dec. 2002 (4 Moy
the technique of ratio analysis.

ke
Ans. Following are the advantages attributed (o e

(1) Simplifies financial statements: Ratio analysis 51mpl1ﬁt_35 i Comprcl‘@hsiun
financial statement. Ratios tell the whole story of changes in the financia] conditio,
of the business,

(2) Analyze past and forccast future: It helps to analyze and Undersla.nd finang
health and trend of a business, including past perfm.-ma.nce and makes it Possiblg
forecast of future periods. They diagnose the financial health by evaluating liabiljy,
Solvency, profitability etc. ]

(3) Decision making and cost control: It serves as a useful tool in management congyg
process [or decision making and cost control purposes.

(4) Role: 1t plays a significant role in cost accounting, financial accounting, budgetary
control and auditing.

(5) Summaries accounting figures: It summaries the accounting figures in order
make them more understandable in lucid form. They highlight the inter-relationship
which exists between various segments of the business expressed by accounting
slatements.

(6) It helps in the identification, tracing and fixing of the responsibilities of managerial
personnel at different levels.

Q. S. What are the objectlves of financial statement analysis? r
 [Dec. 2008 (6 Marks)]

Ans. The relationship between two accounting figures is known as ratio. Ratio analysisis
process of comparison of one figure against another, which helps to make proper analysis
about the strength and weaknesses of the firm’s operations.
The calculations of ratios are a relatively easy and simple task but the proper analysis
and interpretation of the ratios is the important task Ratio analysis is a very power
analytical tool useful for measuring performance of an organization. Ratio analysis
extremely helpful in providing valuable insight into a company’s financial picture. Ralios
normally show a business strength and weaknesses,
Objective of Ratio Analysis:

¢ To show relative strengths and weakness.

@ To helps 1o analyze the past performance and to

¢ To allows interested parties like shareholders i
analysis to make an evaluation of cenain

make further projections. >
vestors, creditors, governme?
aspects of a firm's pe'fcmaﬂcc,
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atrates on the inter-relatignghi '
: Cﬂ:zits_ hip amang (e figures appearing in financial
ol
stal®

10 P,-uvir.le an casy Way o compare presen,
¢

; areas in which busj i 5
Todepict theare . busu‘u,:ss s Competitively advantaged or disadvantaged.
To dclcmﬁncs the financial condition and Performance of the firm

: itable correctiv
|ps to take sui clive measures whe " i
e are unfavorable (o the firm. n the financial conditions

0.6 m;tlnguisb between: Return on capital employed & Return on net worth

[Dec. 2010 (5 Marks)]
m—
I

llowing are the main points of difference between return on capital employed &

Performance with past.

Return on capital employed i

Return on net worth
E———"""1 This ratio shows how much a com-

Meaning . ¢ v This ratio expresses the net profit in
pany 1§ €arning on Its investments | terms of the shareholders funds.
i.e. capital employed.

.P.le.llﬂ Operating Profit (EBIT) 0 Profit After Tax (PAT) I

j x

x
Capital Employed Net Worth

Importance | It reflects the overall efficiency with | It indicates the return generated on
i which capital/assels are used, the net worth of firm.

—

Q. 7. A firm having high current ratio may not necessarily be treated as being
favourably placed as regards payment of its current liabilities. Comment.
: [Dec. 2015 (5 Marks)]

Ans,

et ratls = Current Assels
Current Liabilities & Provisions
The ideal Current ratio is taken as 2:1.
This ratio measures the short-term solvency of the company.
Current Assets are those assets, which can be converted into cash within a year.
nt Liabilities and provisions are those liabilities that are payable within a year.
slmﬁunce: A very high current ratio will have adverse impact on the profitability of the
E3 Nization, A high current ratio may be due to high level oflm't:n'.ory, inefficiency in
tclion of debyors, high balancesin cash and bank accounts without properinvestments.
S iLis correct 1o say that firm having high current ratio may nqt_n_eccs.snnly be treated
Mg favourably placed as regards payment of its current iabilitics.

| it PROBLEMS & SOLUTIONS

o No. 1] From the following information make out a statement of propri-

wxh\'l\l\ 1
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2.5 \
Current ratio 1.5
Liquid ratio 0.75
Proprietary ratio (fixed assets/proprietary upt) 260,000
Working capital 240,000
Reserve & surplus 210,000
Bank overdraft
There is no long term loans and fictitious asset. [Dee. 2009 (¢ Marhj
e Balance Sheet
EQUITY & LIABILITIES < Q
Shareholder’s Funds: !
Share Capital 2,00,000 |
Reserve & Surplus 40,000 2,40 00q,
Current Liabilities:
Bank Overdmft 10,000
Other Current Liabilities 30,000 40,050
2,80,0g|
ASSETS X 1
Non-Current Assets:
Fixed Assels 1,80,000
Current Assels:
Stock 40,000
Other Current Assets 60,000 1,00,000
2,80,000

Calculation of current assets & current liabilities:

Current assets
Current liabilities

Current ratio =

X
2h5="—
¥
25y =x
Current asscts ~ Current liabilities = Working capital
x -y = 60,000 '
2_5-‘- - _‘l' = 60.000
1.5y = 60,000

s 60,000
¥ = Current liabilities = T = 40,000
v = Current assets = 40,000 x 2.5 = 1,00,00p




Current Assels — Stock
Current Liabilities

=x + 1,00,000
0.75y + 1,00,000

o 60,000 T
etary fund = 025 - 2,40,000
ed assets = 2,40,000 x 0.75 = 1,80,000

Fund + Current Liabilities = Fixed

Assets + Current Assets

—.jﬂm‘l—
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Balance Sheet as ©

(%
Oog)

LIABILITIES
Paid-up capital (40,000 equity shares ot T0eact) - .
Retained carnings ;20
Debentures : 0
Creditors . 1§
Bills payable 3 ::
Other current liabilities

Ty
ASSETS :
Net fixed assets 80¢
Inventors 400
Debtors 175
Marketable securities 15
Cash X 30

I3
Price per share: T15
Industry’s average ratios are:
Current ratio 24
Quick ratio 1.5
Sales Lo inventors d : 8 timey
Average collection period 36 :;];;

Debt to assets :

Debt cquity zl

Times interest enrned

Net profit margin

Price to earnings 15 |

Return to total assets 11%

From the above facts and figures, you are required to:

(i) Calculate the relevant ratios and interpret them to identify the problems

ureas.

(i) Based on the ratio analysis, as a Compan e a report f&
consideration of your board of directors Jﬁssjrrfm;.ﬁme m:;pnlil
respect of identified problem areas and giving suggestions to solve them:

[June Zﬂlmq-kﬂ]’
Ans. _____E-p-[-ﬂ‘]
Partlculars Formula AG Ltd, Indus- Comment
g
Current Current assets 700 o is sligt
ratio "urrent liabilitie e 240 | Current ratio 15 3%,
Cu liabilities 280 ly high as comP® " ;,
industry a\fcl‘ﬂg_‘:hi?ﬂrl
| This is due (o i
L

of stock.

A
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Formula

AG Ly,
Indus- Comment

Quick assets 300 : _
Current liabilities ‘2}'6‘ =1.07 15 | This ratio shows how
much time liquid as-
sets are to current lia-
bilities. Ratio is less as
compared to industry
average ratio. But at
same time it is noted
that difference in quick
ratio and current ratio
is high which indicate
that heavy accumula-

tion of stock.
Shles g] —l—éﬂ.i.=4 B This ratio shows the

Stock 400

movement of stock.
The ratio is week; as
stock remains without
movement for 108 days

1
T x 360 = 90 days 45 days

where as for other firms
in industry it remains

for just for 37 days.
Debtors LIS Thiz ratio sh ey
——— % 360 rato shows the av-
Credit 1,600 To00 * 260 =40days| 36 days erage collection period.
sales Ratio is satisfactory as

compared to industry
average ratio. It is in-
dicating that company
takes 40 days to collect
the money from debt-
ors whereas other firms
in industries are taking
36 days.
Total 700 40% | This ratio is the rela-
debis x100 = 46.67% tion between borrowed
———— x 100 | 1,500 funds and total assets.
Total This ratio is used to as-
RS certain the soundness
of long-term financial
policies of the business.
The ratio is satisfactory
as it is near to industry
average ratio.

Debt 700 2 This ratio shows the

; relation between bor-
Equity 620 rowed funds and own-

ers capital. It is also
o

—pNNVINXVL—
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Particulars

Formula

AG Lid-

Times
interest
earned

EBIT
Interest

b
L
(=]

"

Ln
w
(51

o
un

(=

ACCOUNTING

__E-"’__-*—_“-\\
known as cxterna|_-

ternal equity i, "
Debt-Equity Rﬂti;)
used 1o ascerrajy Ths
soundness of long_.[e :
financial policies of LZ:
business. The ry;, .
low which shoyg th
long term ﬁnancing Dal
tions are not Proper],

availed by the COMpapy

This ratio shows hoy,
many times intereg
charges are covered by
funds that are availah),
for payment of interpg
A very ratio indicatesl
that the firm is conger.
vative in using debt and
a very low ratio indi.
cales excessive use gf

debt.

Price 10
earnings

Market price 15

EPS

3.075

This ralio measure the
number of times the
EPS to share price of 2
company.

This ratio reflects the
market’s  assessment
of the future eamings
potential of the com-
pany. This ratio is low
as compared to indus-
try average ratio which
indicates low ecar
ing potential and less
market’s confidence It
the company’s cquily:]

Retum lo
ttal assets

Total assets

Net profit

123
1,500

e ® 100« 8 20

11%

This ratio reflects n¢t
profit margin on L}f‘
total assets. The rati
is less than industry 3"
erage ratio and ]!cnl:‘
position is not satisf®

tory. —
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B.9
_——"No. 3] Followin are th
plem No 4 L © ratlog 1,
1:: Lid.: the trading activities of National Trad-
ptor's velocity 3 monihy
velocity B monthy
tor’s velocity 2 months
fit ratio 259
ross pre
G profit for the year endegd 315t Dece R
g stock of the year is 210 9gq more ll: lh;zm amounting to ¥4,00,000.
amount 10 ¥25,000. Bills payable amqyns = ;’m m';nptnlnz stock. Bills receivable
Fmd out: J g
(i) Sales

(i) Sundry debtors
(jii) Closing stock
(iv) Sundry creditors

[June 2011 (6 Marks)]

Ans.
calculation of sales:

Eratl Gross profit i

A =
Gross prolit ratio Sales = 100
,00,000

0

X

x=Sales = 16,00,000
Calculation of debtors:

Debtors veloci s Account receivable
Credit sales

x 12

L
16,00,000
* = Account receivable = 4,00,000

Debitors + Bjj|s receivable = Account receivable
T+25,000 = 4,00,000
*=Debtors - 3,75,000

x 12

Caleulation of closing stock:

Saleg 16,00,000
©) Grogs profit 25% _(4.00,000)
Cost of £oods sold 12,00,000
Slﬁck_ \Felmity o A\remge Slack o 12

Cost of goods sold

wNNY NXYVi—
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8= x 12

T
12,00,000
X = Average Stock = 8,00,000

Opening stock = x
Closing stock = x + 10,000

Opening Stock + Closing stock

Average Stock = >

8,00,000 = x4+ (x 1-2] 0,000)

16,00,000 = 2x + 10,000

15,90,000 = 2x

x = Opening stock = 7,95,000

Closing stock = 7,95,000 + 10,000 = 8,05,000

Calculation of sundry creditors:

Opening stock + Purchase - Closing stack = Cost of goods sold
7,95,000 + x - 8,05,000 = [2,00,000

x = Purchase = 12,10,000

Creditors velocily = ‘;ﬁ?::::j: x 12

x
2= 210000
x = Accounls payable = 2,01,667
Creditors + Bills payable = Account payable
x + 10,000 = 2,01,667
x = Creditors = 1,91,667
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8.11
ired o prepare:
mﬂ of ::I-A‘: l’:::urup;,m,}. on th
(a} statement showing working ca ': basix of above detail
(B) (o make a provision for contingenciey @ | s i"Irement, if the company wants
such provision. 10% of neq working capital including
e [Dec. 2011 (10 Marks)]
b ' B
alance Sheeq
.u-""-—-_-_
ﬁwl‘smm l . :
5hnr¢h”’d"'5 Funds (Net Worth)
Capital
S | 781,250
s T 468750 | 12,50,000
yon-Current Liabilities 08,4 2,50,
Term Debts
Ién.:ftm Liabilities 6,253,000
7.50,000
A',ssl E 26,225,000
AS 'fs ? 5 !
Non-Current Assets
Fixed Assets R
Current Assets; 3.00,
Stock e
Debtors 5-;,000
Cash & b ; 00,
ank [Bal. Fig.] g —
=
Statement showing workin : ; 26.25,000
g capital requirement:
Cument Assers e
() Curreng Liabilities - P
Gross W, ’ (7.50,000)
; orking Capital B
’j i ¥ ]
Nélcunur_lgcncy @ 10% of net working capital {3,75,000 x 10/90) 31.667
Wworking capital A

tion of stock:

Sales

Hg 30,00,000
795 profit 259, (7,50,000)

" olgoods solq 22,50,000

Stget-
tock Wmover yjo = _ Cost of goods sold
Stock
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TAXMARAD

ACCOUNTING

B.12 PART | . CORPORATE
22
&s .50,000
X

x = Stock = 3,75,000 T
Calculation of current assets & current liabilities:

Current Assets
Current Ratip= ——— 88—

Current Liabilities
(5w
y
1.5y =x
- C t Assels - Stock
Liquid Ratio = .

Current Liabilities

1.5v - 3,75,000

v
ly = 1.5y - 3,75,000

0.5y = 3,75,000

¥ = Current Liabilities = 7,50,000

Current Assets = 7,50,000 x 1.5 = 11,25,000
Calculation of debtors:

Debtors

Debt collection period= ————— —
Credit Sales

x12

X
> = —
= 3000000 <2
x = Debtors = 5,00,000

Calculation of fixed assets:

Cost of goods sold
Fixed assets

Fived assets 1o turnover ratio =

22,50,000
x
x = Fixed assets = 15,00,000
Calculation of net worth:

L5s=

Fived assets to net worth = _M_,_A,__m_
Net Worth

15,00,000

1.20 e —m——

¢ = Net Worth = 12.50,000




4 CH.&: F[ch]‘u- ST‘TEHL\TANA
LYsis

(ation of long term debts:
o _ _ Long Term pe
ng Ratio = bis
ot = Sharcholder's Fyngs
x
457 1250000
_ ng-m-mnebls 6,25,000
. ~Jation of reserve & capital:

+ Reserve = Net worth

1=7,81,250
7,81,250 x 0.6 = 4,68,750

8.13
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EQUITY & LIABILITIES s \

Net Profit 2,40,000 t

Reserve & Surplus 60,000 .

Debentures S2,00,000 1 1 zruﬂ,mﬂ

Current Liabilities

Creditors 3,00,000 i

Other Current Liabilities 1,00,000 4,00,00
16-00.00u

ASSETS L4 :

Non-Current Assels e

Fixed Assets 8,00,009

Current Assets

Stock 3,00,000

Deblors 4,00,000

Cash & Bank [Bal. Fig.] 1,00,000 8,00,000
16,00,000]

Calculation of current asseis & current liabilities:

Current Assets
Current Liabilities

Current Ratio =

S
y
2y=x
CA-CL=WC
x -y =+4,00,000
2y —y = 4,00,000
¥ = 4,00,000
x = 4,00,000 x 2 = 8,00,000

Calculation of capital block:
Capital Block to Current Assets = _Capital Block
Current Assels

3 X

2 = 8,00,000

" x = Capital Block = 12,00,000

calculation of fixed assets:

Capital Block + Current Liabilities = Total Assets
12,00,000 + 4,00,000 = 16,000,000

Total Assets — Current Assets = Fixed Assets
16.00,000 — 8,00,000 = 8,00,000




>

Culf"'lﬂﬁn

pssets To Turnover =

CH. 8 : FINANCIAL STATEMp ANALYSIS

n of turnover:
Fixed Assers
ﬁ_‘ed Turnover
| 80000
e x
3 _qumover (Sales) = 24,00,000
C,.‘I.:um]""' of cash & credit sales:

; Cash Sales
Weredit = ———
sales Cas! Credit Sales

x

—

Bl
2 b

y= 2t

Cash Sales + Credit Sales = Total Sales
© 4y =24,00,000

£+ 2x = 24,00,000

3¢ = 24,00,000

1 = Cash sales = 8,00,000

Credit sales = 16,00,000

Calculation of stock:
| Sales 24,00,000
[ () Gross profit 25% {6,00,000)
:l Cast of goods sold 18,00,000
-~ Stock Velocity = Stock %12
! Cost of goods sold
| x
2 =
18,00,000 * 12
*= Stock = 3,00,000
Caleulation of debtors:
Debiors velocity = _ Debtors |,
Credit sales
1. X
1600060 * 12

E [}cblqm wut 4'00'000
tlon of creditors:

Creg, i
ilors Velocity = 5 crr':d"""s T x12
ost of goods 20

B.15

Ole;
Eop i Since, credit purchase figure is not available; creditors are calculated on the basis af
Sold,

-
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x
*~ Ta00000 * 12
x = Creditors = 3,00,000
Calculation of net profit:
Sales x 10% = Net profit
24,00,000 % 10% = 2,40,000
Calculation of reserve & surplus:
Sales x 2,59 = Reserve & surplus
24,00,000 = 2.5% = 60,000
Calculation of capital & debentures:
Debentures/Share Capital = Debentires
Share Capital

o ¥
z i

x=2y

Capital + Net Profit + Reserve & surplus + Debentures = Capital block

x + 2,40,000 + 60,000 + y = 12,00,000

2y + 2,40,000 + 60,000 + y = 12,00,000

3y = 9,00,000

v = Debenture = 3,00.000

x = Share capital = 6,00,000

Problem No. 6] From the following particulars, you are required to prepare the
balance sheet of a Zinc Company:

Fixed assets (after writing off 304%) T 10,50,000

Fixed assets turnover ratio (on cost of sales) 2

Flnished goods tumover ratio (on cost of sales) 6

GP rale on sales 25%

Net profit (before Interest) to sales B%

Fixed charges cover {del:_lennnve Interest 7%) 8

Debt collection period 1.5 Months

Material consumed to sales 30%

Stock of raw materials (in terms of months consumptlon) 3

Current ratio 2.4

Quick ratio 1.0

Reserve to capital ratio 0.21 .
: [June zﬂlwﬁ’

y




I CH. 8 : FINANCIAL STATEME T ANALYSIS
Ans:

Balance Sheey

T —

B.17

i t
Dldﬂlg Funds: +
spare Copital l 10.00,000
peserve & SUrPIUS o 2,10000| 12.10,000
Non-Curreat Liabilities: 4,00,000
T% Ddhcntuﬁs
current Liabilities: 4,00,000
- 20.10.000
[ASSETS T 3
Non-Current Assets:
Fixed Assets 10.50,000
Current Assets:
Debtors 3,50,000
Stock of Finished Goods 350,000
Stock of Raw Material 2,10,000
Cash & Bank [Bal. Fig.] 50.000 9,60.000
| 20.10.000

Calculation of fixed assets:

Fixed assets turnaver ratio = Cost of sales
Fixed assets
.
10,50,000

T=Cost of sales = 21,00,000
Calculation of sales:
Gross profit is 25% on sales that means 1/3™ or 33.33% on cost.
1955 profit = 21,00,000 x 1/3 = 7,00,000
2 l:lno; ;;lEs + Gross profit = Sales
+7,00,000 = 28.00,000
Culation of finished goods stock:

Finj
shed gogds turnover ratio = SIGast oiewles:

. Finished goods
=2l
6 2100000

= Fin:
"ished goods = 3,50,000

-
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Calculation of net profit belore interest:
Sales » 8% = EBIT
28,00.000 « 8% = 2,24.000
Calculation of debenture:
EBIT
Interest

Fizxed Charges Cover =

2.24.000
x
x = Interest = 28,000
Rate of debenture interest is 7%
For 7% interest - 28,000
For 10064 - 7

8=

100 » 28,000
7
Debenture = 4,00,000
Calculation of debtors:

Debenture =

Debtors L12

Debt collection period =
Credit sales

X
152 ————x 12
28,00,000

1 = Debtors = 3,350,000

Calculation of raw material stock:

Sales x 305 = Material consumed

28,00,000 x 307 = 8,40,000

Stock of raw material <12

Raw material stock velocity =
Material consumed
3= S x 12
8,40,000

¢ = Stock of raw material = 2,10,000

Calculation of current assets & current liabilities:

Stock of finished goods + Stock of aw material = Total stock
3,50,000 + 2,10,000 = 5,60,000

fratio:= Current assets
CeR mies Cuwrrent liabilities
x
24= —

‘!
lAdv==x




.

TREALIRAL

CH. & JL-.:_-JHL',',r.-”.”.‘r‘l_’r_ 5.19
Current a el — '}!.rz_’(
gk N0 = 0 rent liak Nitles
Quit alinlities
24y - 560000
.y
2.4y = 5 £0,000
4 :Cuf’"“l liabilities = 4,00,000
{ assets = 4,00,000 « 2.4 = 960 o1y
ﬂh"uﬂ of reserve & capital:
sed assets + Current assets - curvent liabilities — doty riire . ——
(950,000 + 9,60.000 ~ $.00.000 - 4,060,000 - 12,10 105
e Reserve
Fer =
R (7 2P Capital
X
0ll=—
Uﬂ}]}' =X
Capital + Reserve = Net worth
y+x=12,10,000
y+ 021y = 12,10,000
1.21y = 12,10,000
3 = Capital = 10,00,000
x = Reserve = 10,00,000 < 0.21 = 2,10,000
Problem No. 7] You have applied for the position of Assistant Company Secrvtary |
in Sashvati I.td.!upnnuflhepr:-tnlmdtwmh;. the following information |
has been provided to you: i
Sales T1,825 lakh |
Net Worth to Sales . 90,
Current Liabilities to Net Worth 20%%
Total Debt to Net Worth 50
“Ivables average collection period 44 Days
“I¥entory Turnover (Based on Cost of Goods Sold) 4.839 Times
j "mb!r of days in a year 385
““ﬂ of inventory, receivables and cash & bank balance in 3:2:1
l assetg
h sales are 1/4th of credit sales.
'Eﬁtnl scanning exercise, you are required to calculate and inform to the in-
’(11 h following values:
Nﬁntnnmn debt (as per the Companies Act, 2013)
Receivables
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(3) Current assets ___r_____————""—_—_““‘\
J 201
(4) Cost of goods sold [June 9 (5 Marig
Ans,

Calculation of non-current debi:

Net Worth = 1,825 lakh x 90% = 1,642.50 lakh

Current Liabilities = 1,642.50 lakh x 20% = 328.50 lakh
Total Debt = 1,642.50 lakh x 50% = 821.25 lakh
Non-Current Debt = 821,25 lakh - 328,50 lakh = 492.75 1akh
Calculation of receivables:

Sales = Cash Sales + Credit Sales

1,825 lakh = 0.25x + x

1,825 lakh = 1.25x

x = Credit Sales = 1,460 lakh

Debtors
v i sy ——————x 365 days
Receivables collection period Credit sales ¥

X
1,460 Jakh
x = Receivables = 176 lakh
Calculation of current assets:
Ratio of inventory, receivables and cash & bank balance in current assets is 3:2:1 =6

Receivables are 176 lakh.

44 = % 365 dﬂ_‘fS

Current Assels = 176 lakh x % = 528 lakh

Hence, Current Assets = 176 lakh x 6/2
Calculation of cost of goods sold:

Inventory = 176 lakh x % = 264 lakh

Cosl of poods sold
Inventory

9 Cost of goods sold
4.839 = 264 lakh

Cast of goods sold = 1277.496 lakh

Inventory Turnover =
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CASH FLOW STATEMENT

p—

THEORETICAL QUESTIONS

oo pistinguish between: Cash Flow Statemen & Fund Flow Statement

[June 2002 (10 Marks)]

.
m. ) ' - .
Following are the main points of difference between cash flow statement & fund flow
statement:
Points Cash Flow Statement Funds Flow Statement
Meaning A cash flow statement is a statement | Fund flow statement is statement of
showing change in cash position from sources & application of funds and
one period to another. statement of changes in working
capital,
Concerned Cashflowstatementis concerned with | Funds flow statement is based on a
with cash only, which is only a part of the |wider concept of fund ie. working
. working capital. capital.
Adjustments | In the case of cash flow statements Nosuchadjustmentsare needed in the
ﬁi‘ adjustments requires for prepaid and | case of funds flow statement.
F’epnlddll'; outslanding items.
Mﬁ Cash flow statement is covers opening | Funds flow statement does not cover
‘d“ln! and closing balance of cash and cash | opening and closing balance of cash
balance equivalents, and cash equivalents. Such items are
covered in stalement called ‘changes
e— | in working capital’.
Use Cash flow statement is generally|Funds flow statement is useful in
used as a tool of short-term financial pl.mmng sources and application of
'r“'h—--_.____ | analysis and cash planning purpose. |various funds.
| R e ot i [0 R G
|
Or
[ m‘%ﬁm“mmhlmﬁquivﬂmundmnm
- June 2010 (3 Marks)]
~ Ang,

Casl, Cash comprises cash on hand and demand deposits with banks,

9.1
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highly liquid investmep

ents: ) hort terin, £
nts: Cash equivalents are s hich are subject to an in

1‘?‘}:1 ily convertible into known amounts of cash and W
risk of changes in valye.
Cash Flows: Cash flows are inflows and outflows of cash and cash equivaleng

Cash & Cash Equjvalents: Cash cqui‘!-'-’]]EI]T.S are held for the purpose of mﬁﬂing sh
term cash commitments rather than for investment or other purposes, For an in\'estmun'
to qualify as a cash equivalent, it must be readily convertible 10 a known amoyp, ofe ent
and be subject to an insignificant risk of changes in value. o
Therefore, an investment normally qualifies as a cash equivalent only when it has
maturity of, say, 3 months or less from the date of acguisition.

Investments in shares are excluded from cash equivalents unless they are, in substap,
cash equivalents; for example, preference shares of a company acquired shorly b.:f:t'
their specified redemption date (provided there is only an insignificant risk of failure :;
the company to repay the amount at maturity).

Cash flows exclide movements between items that constitute cash or cash equivalen
because these components are part of the cash management of an enterprise rather i,
part of its operating, inyesting and financing activities. Cash management includes l|'|¢l
investment of excess cash in cash equivalents.

Q. 3. What are the benefits of cash flow statement? Mention the parties who are
benefited from preparing cash flow statement, . [Dec. 2009 (6 Marks))
Ans. A cash flow statement is a statement showing change in cash position from ope
period to another. It presents a summary of cash flows from operating, investing and
financing activities.
Example:
Cash balance as on 31.12.2023 - 320,000
Cash balance as on 31.12.2024 - 30,000
Thus, there has been an inflow of cash of ¥ 10,000 in the year 2024,
A projected cash flow statement: It presents a summary of projections of all the future
cash flows from operating, investing and financing activities.
Benefits of cash flow statement: A cash flow statement is very useful in short range
planning. It enables the management to plan the acquisition and utilization cash for?
sound financial position. The importance and uses of cash flow analysis can be summart
in the following respecis:
# It explains the reasons for inflows and outflows of cash.
¢ It is important tool for planning cash requirements and for controlling the
position. ‘
o It facilitates the management to plan and co-ordinate the financial ‘3?‘:"““”Ij
properly.
¢ [t helps for making plans for the future.
& It helps in ascertaining how much cash will be available to meet obligation
creditors, to pay bank loans and to pay dividend to the shareholders.
+ i enables the management 10 invest il to some profitable investments.
¢ It helpsto improve liquidity.

ts
> Wag 5
s.lgniﬁ,:a:

a shun

cash

s[oll‘id’:




CH. 91 CASH FLOW STATEMENT 9.3
.1 Jenders of lunds can use the ¢, ;
(] Lﬂnlii)’hi::lr:(!fw its debts, et Statement a5 means of estimating the firms
abil
the following activities as (/) Operarine 7 e
o4 ?ﬁl;?:fmclns activities (iv) Cash & mr::ﬂlﬁ:::::ﬂu iagNr et
Ilj"( ] ty reccived -
[1}_ wmse pnid on purchase of shares
2 B'Jl"b'ck of own shares for cash
t::; ﬂ"kéwble securities ha.'ring maturity period of 3 months
Eﬂ ghort-term deposits having maturity period of 4 months.
[June 2019 (5 Marks)]
| /—’——_

f *‘I‘" Royalty received: Operating Activities
2 Brokerage paid on purchase of shares: Investing Activities
) Buy-back of own s_l'farcs fc.&r cash: Financing Activities
L@ mrkelnblc Securities having maturity period of 3 months: Cash and Cash Equiv-

alent
(5) Short-term deposits having maturity period of 4 months: Investing Activities

L PROBLEMS & SOLUTIONS

problemn No. 1] The Amex Lid. gives the following condensed balance sheets
relating to years 2021 and 2022 and the profit and loss appropriation account for
the year 2022: :

Balance sheets of Amex Ltd. as on 31st March 2021 and 2022

EQUITY & LIABILITIES 2021 (%) 2022 (X)
Share capital 5,00,000 6,00,000
Reserves 1,50,000 1,80,000
Profit and loss account 40,000 65,000
Jebentures 3,00,000 2,50,000
Creditors for goods 1,70,000 1,60,000
Provision for income-tax 60,000 80,000
. . 12,20,000 13,35,000
m R) @)
21938 bloc) 3 10,00,000 11,20,000
;‘“Dewd.um (3,70,000) (4,60,000)
2 'flh_ek T 6,30,000 6,60,000

- rade 2,40,000 3,70,000
Cash ‘:9"15' 2,50,000 2,30,000
e vhand and at bank 80,000 60,000
.m‘m‘m‘ on {ssue of shares 10,000 1,500

reliminary expenses 10,000 7,500
- ; —12,20,000 _13,35,000

-
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F_\P& L Appropriation Alc for the year ended 31-3.20N
; b/d b
To Transfer to reserves 30,000 By Balance u'um

To Interim dividend paid 80,000 By Net Profit for current year

To Bal. carried to balance 65,000 1‘3"%

sheet —
1,75,000 _—Tﬁi‘?ﬁ
You are required to prepare cash flow statement showing the following: =
(1) Cash from operating activities
(i7} Cash from financing activities
(#if) Cash from investing activities
(iv) Net increase/decrease in cash [Dec.2007(3+2+1+1=7 Mnrh}]
-

Ans.

Cash Flow Statement (Indirect Method)
For the year ended 31.12.2009

[Particulars id ;
Cash flows from operating activities
Net profit before working capital changes 3,10,000
(+) Decrease in Current Assets

- Book debis (debtors) 20,000
(-) Increase in Current Assets '

- Stock in trade (1,30,000)
(+) Increase In Current Liabilities ==
(-) Decrease in Current Liabilities

- Creditors for goods (10,000)
Cash generated from operation 1,80,000
Income-tax paid (60,000)
Cash before extra ordinary item 1,30,000
Extra ordinary item : - 1,30,000
Cash [low from investing activities:
Fixed assels purchased . (1,20,000) (1,20,000
Cash flows from financing activities;
Issue of shares 1,00,000
Redemption of debenmure (50,000)
Dividend paid {BU'I}DU] (jﬁ,ﬂm‘l
Total (A) + (B) + (C) e —— E (20,0000
Cash & cash equivalent at the beginning 80,000
Cash & cash equivalent at the end - . | J_@ﬂ




-
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Share Capital Asc

g 6,00,000 e

. old By Bank Alc (Bal. F

1o B0 6,00,000 s

W Reserve Ale
}‘//,, By Balance brd

{ 1,80,000|ByP & L A ;

ecfd L OV, By Ad].A.c [Bﬂf_ F|g’.]
tﬂi‘""fﬂ 1.80,000
Debentures Alc Cr

Y3 [Bal. Fig.] 50,000 | By Balance b/d l 3,00.000
B cecid 2,50,000

iy 3,00,000 [ 3.00.000
.

s Provision For Tax Alc Cr
7 Bank Alc 60,000 | By Balance b/d l 60,000
1o Balance ¢/d 80,000 | By P & L Adj. A/c [Bal Fiz ] 50,000

1,40,000 [ 1.40.000

o Fixed Assets Alc Cr.

To Balance bid 10,00,000

ToBank Afc [Bal, Fig.] 1,20.000 | By Balance ¢/d 11,20.000
11,20,000 [ 11.20.000

Dr Depreciation Alc Cr:
By Balance b/d 3.70,000

To Balance c/d 4,60,000| By P & L Adj. Alc 90,000
4,60,000 3.60,000

D Discount on Issue of Shares Alc Cr
To Balance b/d 10,000 By P & L Adj. A'c [BaL. Fig ) 2,500
By Balance ¢/d 7.500

e 10,000 10,000

Dy,

T Preliminary Expenses Alc Cr.
Balance bid 10,000] By P & L Adj. Alc [Bal Fig.] 2,500
By Balance c/d 7,300

k 10,000 10,000

Dr
T”'Ban Interim Dividend Afc Cr.
k Ale [Bal. Fig] 80,000] By P & L Adj. Alc 80,000
= 80,000 80,000
E
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Dr; ofit & Loss Adjustment A/t —
Profit & Loss A —T=

To Reserve 30,000 | By Balance p : ' __H‘Ta‘ﬁql‘
To Provision for = £0,000 | By Prolit before working | “]'OUH
To Depreciation 90,000| capital changes [Bal. Fig ] !
To Discount on shares 2,500 |
To Preliminary expenses 2,500
To Interim dividend 80,000
To Balance o/d 65,000

3,50,000 —L_‘:LHT‘@

Problem No. 2] Following are the summarized balance sheets of Gammg Lid, o
at 31st March, 2023 and 31st March, 2024:

EQUITY & LIABILITIES

Sharcholder’s Funds

Share capital 4,50,000 4,50,009
General reserve 3,00,000 3,10,00q
Profit and loss account 56,000 68,007
Non-Current Liabilities

Mortgage loan - 2,70,000
Current Liabilities

Creditors 1,68,000 1,34,000
Provision for taxation 75,000 10,000

10,49,000 12,42,000

ASSETS ) )
Non-Crirrent Assets

Plant and machinery 3 4,00,000  3,20,000
Investments 50,000 60,000
Current Assels

Inventory 2,40,000 2,10,000
Debtors 2,10,000  4,55,00
Cash at bank 1,49,000 197,000

10,49,000 12,4200

Additional information:

(i) Investments costing I B,000 were sold during the year for 145,500,
(if) Provision for taxation made during the year was 79,000,

(iii) During the year, a part of plant and machin ing 710,000 was sold
712,000, the profit was included in profit mﬁﬂsﬁmn'

(iv) Dividend paid during the year amounted {0 244,080,

You are required to prepare cash flow statement in new o Accounti?
Standard (Revised) by indirect method. Y ekl %2008 (10 Mark)




CH. 9 : CASH FLOW STATEMpsT

Cash Flow Statemen) (Indirect Method)
For the year ended 3132024

mrallng activities
h

fit befgrc working Capilal changgs
» ase in Current Assets

) Increase jn Current Liabilities
{*

() Decrease in Current Liabilities
Creditors
cash generated from operation

'Income-tax paid
L]

4|

g

1,42.580

30,000

(2,45.000)

(1,06,420)
(74,000)

cash before extra ordinary item (1,80,420)
Extra ordinary item = (1,80,420)
[Cash flow from investing activities
Sale of plant & machinery 12.000
Sale of investment 8.500
Purchase of investment (18,000) 2,500
Cash flows from financing activities
Mortgage loan taken 2,70,000
Dividend paid (44.080) 2.125920
Total (a) + (b) + (c) 48,000
Cash & cash equivalent at the beginning 149,000
(Cash & cash equivalent at the end 1.97.000
D Share Capital Alc Cr.
BEriance i oo By Balance b'd 4.50,000
4,50,000 4,50,000
o General Reserve Alc Cr.
To Balay, By Balance l;?fd . 3,00,000
ce c/d 3,10,000| By P & L Adj. A/lc(Bal Fig] | 10,000
g 3,10,000 3,10,000
] _%'i;ni_______ Provision For Tax A/c Cr.
Top X Alc [Bal, Fig ] 74,000 | By Balance bid . 75,000 |
Balance ¢/ 10,000 | By P & L Adj. A/c [Bal. Fig.] 9,000
e 84,000 84,000

w'\'-\\l\!\"b—




TAXMANN®

T G
@ PART | : CORPORATE ACCOUNTIN
= rpage Loan AlC
= By Balance bvd

1,03,100

To Balance &/d 270,000 B"\r Bank Ae [Bal. Fig.]
| 2,70,000
Dr, Plant & MachineryAle
To Balance b/d 4,00,000| By Bank Alc W
ToP & L Adj. Alc 2,000 | By Depreciation Alc 70,00q.
(Profit on sale) [Bal. Fig.] ‘
By Balance c/d 3'20I[}m
4,02,000 m
=
Dr Investment Ac Cr
To Balance bid 50,000 | By Bank Alc 8,500
To P & L Adj. Al ,500 | By Balance c/d 60,000
(Profit on sale) !
To Bank Afc (Bal. Fig.] 18,000 l
68,500 68,500
Dr, Dividend Alc Cr
To Bank A/c 44,080 |By P & L Adj. Afc [Bal Fig.] 44,080
|
44,080 T
Dr. Profit & Loss Adjustment Afc Cr
To General Reserve 10,000 | By Balance b/d 56,000
To Provision for tax 9,000 | By Profit on sale of plant 2,000
To Depreciation 70,000 | By Profit on investment 500
To Dividend 44,080/ By Profit before working | 1,42,580
To Balance c/d 68,000)  capital changes [Bal. Fig.] | |
2,01,080 2,01,080
= 5 ——g]
Problem No. 3] A company has provided you the following details:
Liabilities 31.3.2022 31.3,203_
®)
x capital 70,000 74,000
niures b ! 6,000
Reserve for bad debts Loy 800
Trade creditors 2
10,040 10>




CH.9:: CASH FLOW STATR g1

m 9.9
I ..u;g."l
n‘h 5 9,000 7,800
ﬂ_@bw 14,900 17,700
o 49,200 42,700
'y-ndiw]]] 20,000 30,000
' 10,000 5,000
1,03,100
\ ﬁmﬂoﬂl information: 1,03,200
_ . 'piuidend paid 3,500 and
" Land was purchased for ¥10,000.
prepare 8 cash flow statement as per Accounting Standard-3 ( y
== [June 2009 (9 Marks)]
Ans.

Cash Flow Statement (Indirect Method)
For the year ended 31.3.2023

@ 2 3

rash flows from operating activities

Net profit before working capital changes 9,120
{+) Decrease in Current Assels
Stock 6,500
() Increnze in Current Assets
- Debtors (2.500)
(+} Increase in Current Liabilities
Creditors 1,480
(:) Decrease in Current Liabilities 2
Cash generated from operation 14,300
[ncome tax paid 4
CE:‘h btf?re extra ordinary item 14.300
H__'i“ﬁd_lllary item i 14,300
Cash flow from investing activities:
Purchase of Jand (10,000)|  (10,000)
flows from financing activities:
Share capita] issued 200
emption of (6.500)
G, dcbentures (3.500)|  (5.500)
E:hﬂ () + (B) + (C) S0
Cash g, cash equivalent at the beginning ?‘,ggg
————Xcash equivalent at the end ;
h.' Share Cap ital Alc Cr.
By Balance b/d 70,000
By Bank A/c [Bal. Fig:.] | 4.,000]
| 74,000

whNVINAYI
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De Debenmure A T - ‘\—\(
To Bank A [Bal Fiz ] 6,000 By Batance ! g

’.r.i_f
ToBalance o g o000,
Do cerve For Bad Debts AT
Reseme | By Ea]r';e h'd 1' __E;
- 00| By P & L Adj. Alc [Bel Fiz.] s,
To Balance cd i 800!By 1 s 1t
: | 8001 r‘—\:ﬁ
Dr Land Ac C:
 To Balance b d | 20000| _—-\_‘"“,
| To Bank A'c [Bal. Fig ] . 10,000 By Balance c/d 30,0
T 30,000] m
Dr Goodwill Ale Cr
| To Balance bid 10,000 | By P & L Adj. Alc 5,000
| By Balance c/d 5 D"J]l
| I 10,000 lﬂ,l}m‘
Dr. Dividend A/c Cr.
To Bank A/c 35001 By P & L Adj. Alc [Bal. Fig.] 3,500
1 3500 3,500
Dr Profit & Loss Adjustment Alc Cr
To Reserve for bad debis 100| By Balance bid 10,040
To Goodwill 5,000 By Profit before working 9,120
To Dividend 3.500|  capital changes [Bal. Fig.]
To Balance c/d 10,560
| 19,160 19,160
Problem No. 4] From the following balance sheets and information, prepare 2
cash ﬂﬂt:"n;ta"m‘ “:fRDIH Ltd. for the year ended 31st March, 2022 as per
sliann.rg.:p 3132022 31.3.2021
al '“ﬁ‘ { “d" f ﬁ}
Equity share capital 6,00 ﬂl:; 5,00,000
10% Preference share capital Zaw; 2 m'm_'
Capital redemption reserve 1 " i .
Capital reserve £0/000 -
General reserve 100,000 '
- 1,00000 2,550,000
Profit and loss account ) 000
Non-Current Liabilities 000 05,
90 Debentures




CH. 9: CASH FLovw 57;:"5.‘.‘.'5_‘-’7 = :
:w creditors s 3000
| gills payable 2o =
& for expenses g s}
| ision for taxation oo __sooo0
i r,q:ﬁ“" dividend - 000
| 15.00.600  12,50,000
[assEr> s
. 1and and £ asess 30000
| plant and machinery "m0 000
: - 50,000 £0,000
[oventoTy sno e
gills receivable 700 oo
Sandry debtors 175000  1,30000 |
Cash and bank toooo a0
10000 25000 |
Voluntary separation payments S 55,000 !
15.00.000  12,50.000
Additional information:

(i) Apiece of land being sold out for? 1,50,000 (cost T 1,20,000) and the balance
land was revalued. Capital reserve consisted of profit on sale and profit on
tevaluation of land and building.

(if) On 1st April, 2021, a plant was sold for 790,000 (original cost 270,000 and
written down value 250,000) and debentures worth 21 lakh were issued at
par as part consideration for plant of 4.5 lakh acquired.

{iif) Part of the investments (cost 250,000) was sold for 270.000.

(iv) h‘&"!l!qu.llilinn dividend received ¥ 5,000 was adjusted against cost of invest-
ment. 5

(¥) Directors have proposed 15% dividend for the custent year.

(1) Voluntary separation cost of 250,000 was adjusted against general reserve.

i"m Illcomgutax liability for the current year was estimated at T 1,35,000.

Vlﬁ} Depreciation @ 15% has been written off from plant account, but no
depreciation has been charged on land and building.

= [Dec. 2010 (15 Marks)]

.

WNNVIAV e




TANATANA®

128 PART I : CORPORATE ACCO UNTING

Cash Flow Statement (Indirect Method)
For the year ended 31.3.2022

____________ e —
Particulars : % |
Cash flows from operating activities '
Net profit before working capital changes 3,33,000 |
(+) Decrease in Current Assets
= Bills receivable 3,000
(*) Increase in Current Assets
- Inventory (5,000)
- Sundry debtors (45,000)
(+) Increase in Current Liabilities
= Credilors_ 15,000
- Liabilities for expenses 10,000
(-) Decrease in Current Liabilities
- Bills payable_ (10,000
Cash generated from operation 3,23,000
Income tax paid (1,00,000)
Cash before exira ordinary item 2,23,000
Extra ardinary item
- Voluntary separation payment paid (1,10,000)( 113,000
Cash flow from investing activities
Land & building sold 1,50,000
Plant & machinery sold 90,000
Plant & machinery purchased (3,50,000)
Investment sold 70,000
Investment purchased (25,000)
Pre-acquisition dividend received 5,000 {60.000)
Cash flows from financing activities
Issue of share capital 1,00,000
Redemption of preference share (2,00,000)
10% Debenture issued 1,00,000
Pruposed dividend paid (60,000)
Interest on debenture paid : (18,000) (78,000]
Total (A) + (B) + (C) : (25,000
Cash & cash equivalent at the beginning 90,000
Cash & cash equivalent at the end 65,000
Dr Equity Share Capita] Aje 5
5,00/
I[_Tu Balance cid 000 g; m:l[’gﬁl Fig.] 1 ggg
6- s
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9.13
10% Preference ’
Wg.] ICJGSO}E;EE?& ital AJc Cr.
o E’m -
//—/—— ' 2,00,000
V}_ Capital Redemptinn Reserve Ale cr
By Balance h/d .,
wﬁﬂlanu c/d : gguﬁ By General Reserve Ae 1,00,000
il ; 1,00,000
" Capital Reserve A/c Cr.
By Balance bid -
By Land & Building A'c
(Profir on sale) 30,000
1o Balance c/d 1.00,000| By Land & Building Alc
(Profit on reveluarion) 70,000
I/ 1,00,000 1,00,000
pr. General Reserve Alc Cr
mlm Separation 50,000 | By Balance b/d 2,50,000
Payment Alc
To Capital Redemption 1,00,000
Reserve Alc
To Balance c/d 1,00,000
2,50,000 2.50,000
Dr. %% Debentures Alc Cr
By Balance bid -
By Plant & Machinery A'c 1.00,000
To Balance o/d 2,00,000 | By Bank Alc _1,00,000
L. 2,00,000 2,00,000
Dr Provision For Taxation Alc Cr.
, 1,00,000 | By Balance b/d 60,000
| 95,000 By P & L Adj. A’c (Bal. Fig.] 1,35,000
l 1,95,000 1,95,000
.; Proposed Dividend Alc Cr
r 60,000 By Balance bid 60,000
; | 90,000|By P & L Adj. A/c [Bal. Fig.] 90,000
: ~ 1,50,000) 1,50.000

— NNV L—
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Dr. Land & Building Afc —_—
To Balance b/g 2,00,000 | By Bank A/c
To Capital Reserve Alc 30,000
(Profir on sale)
To Capital Reserve Alc 70,000 | By Balance e/d
(Profir on revaluation) —
& 3,00,000
Dr. Plant & Machinery Afc
To Balance b/d 5,00,000 | By Bank A/c
To P & L Adj. Alc 40,000 | By Depreciation Alc
(Profit on sale) [Bal. Fig.]
To 9% Debenture Alc 1,00,000 | By Balance c/d
To Bank Afc 3,50,000
9,90,000
Dr, Investment A/c
To Balance b/d 80,000 | By Bank A/c
To P & L Adj. Alc 20,000 | By Bank A/c
(Profit on sale) (Pre-acquisition dividend)
To Bank A/c [Bal. Fig.] * 25,000 | By Balance c/d
1,25,000
Dr Preliminary Expenses Alc
To Balance b/d 25,000 | By P & L Adj. Alc [Bal. Fig.]
By Balance c/d
25,000
Dr Voluntary Separation Payment Alc
To Balance b/d 65,000 | By General Reserve Afc
To Bank Asc [Bal. Fig.] 1,10,000| By Balance c/d
1,75,000
Dr. Interest on Debenture A/c
To Bank Afc 18,000 |By P & I Adj. Afc [Bal. Fig.]
(2.,00.000 = 9%%)
18,000
Dr Profit & Loss Adjustment A/c
[T Provision for taxation 1,35.000 | By Balunce b/d
To Proposed dividend 90,000 | By Profit sale of plant
To Depreciation on 1.35.600 By Profit on investment

El.lnl & machinery
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|":i:|lid|:_@_ Loss Adju

——2 Adjustment Alc Cr.
. TIS0S
: I-cllﬂﬁn;“?’r CXE Nnsc - “} P[g[” h'l-:['.ll‘l.‘ 'I-\.f_irklng |
5 writte™ U”d bentures 00 apital changes [Bal. Fig ) 3,53,000
r[_‘sl on chl .
o Iﬂ‘;ncc cid 18,000
o B 70,000
_— _—
V,,— 4.63,000 3.63.000]
No. 5] From the following particm,{ t Lid. h flow
rfﬂt'::f:::“ as per AS-3 (Revised): BELA. peevme £
sl
As on As on
1.4.2020 31.3.2021
Liabilities () )
Equity share capital 3,00,000  3,50,000
18% Preference share capital 2.00,000 1,00,000
14% Debentures 1,00,000 2,00,000
Reserves and surplus 1,10,000 2,70,000
Creditors 70,000 1,45,000
lp,:mrjﬂun of doubtful debts 10,000 15,000
7,590,000 10,580,000
Assets
Fixed assets (net) 510,000  6,20,000
'10% Investments 30,000 80,000
 Cash 40,000 75.000
Debtors 1,00,000  2,10,000
 Stock 1,00,000 90,000
Discount on debentures 10,000 5,000

7,90,000 10,80,000

'f‘?‘l are informed that during the year:
) A machine with a book value of 740,000 was sold for 225,000.

-}_ Depreciation charged during the year was 170,000.
i) Preference shares were redeemed on 315t March, 2021 at a premium of 5%.

) An Interim dividend @ 15% was pald on equity shares on 31st March, 2021,
o Preference dividend was also paid on 31st March, 2021.

New shares and debentures were issued on 31st March, 2021.

-— [June 2011 (9 Marks)]
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Ans.
Cash Flow Statement (Indirect Method)
For the year ended 31.3.2021
[Particulars ? Q
Cash flows from operating a-clilr'ill'lls 3,52,000
Net profit before working capital changes
(+) Decrease in Current Assets 15603
- Stock
(-) Increase in Current Assets
= Sundry debiors (1,10,000)
(+) Increase in Current Liabilities
- Creditors 75,000
‘(:-} I:Iecn:ase 1.11 Current Liabfhhcs _mal
ash generated from operation
Income tax paid —_— =
Cash before extra ordinary item 3,27,000
Extra ordinary item T ___A._Zl@
Cash flow from investing activities:
Fixed assels sold 25,000
Fixed assels purchased (2,20,000)
10% Investment purchased (50,000) i
Interest received on investment 3.000| (2,42.000)
Cash flows from financing activities:
Issue of share capital 50,000
Redemption of preference share (1,00,000)
Premium on redemption of preference share (5,000)
Debenture issued 1,00,000
Interim dividend paid (45,000)
Preference dividend paid (36,000)
Interest on debenture paid (14,000) (50,000)
Total (A) + (B) + (C) 35,000
Cash & cash equivalent at the beginning 40,000
Cash & cash equivalent at the end 75,000
____‘—‘——___
Dr. Equity Share Ca ital Alc
To Balance c/d
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9,17
%
,- T 18% Prcfcreln;; DSharc Capital A/c Cr
gugmkyc[ > 0,000 By Ba-lal'll;'ﬂ bl'd 2‘00'000
ce c/d 1,00 000
1 Bglﬂn |
o [ 2,00.000
i Premium on Redemption o Pt Share v cr
= Bank Alc ) 00| By P & L Adj. Alc [Bal Fiz ] 5,000
“Im'wcl » 5 -’"0)
[ 5.000
o . 14% Debenlure Alc Cr.
[’/l_ By Balance vd 1,00.000
i) Balance c/d 2,00,000 | By Bank Ajc 1.00,000
L_,.——— 2,00,000 200,000
D Provision of Doubtful Debts Aic Cr.
r’—k By Balance b/d 10,000
To Balance c/d 15,000| By P & L Adj. Alc [Bal. Fig.) 5,000
L 15,000 15.000
Dr. Fixed Assets Alc Cr
Ta Balance b/d 5,10,000| By Bank Alc 25,000
To Bank Alc [Bal. Fig.] 2,20,000 | By P & L Adj. Ale 15,000
(Loss on sale)
By Depreciation Alc 70,000
; By Balance c/d | 6.20,000 |
Pl 7,30,000| [ 7.30.000
I: Dr, : 1026 Investment Afc Cr
To Balance b/d 30,000
ToBank A/c [Bal, Fig.] 50,000 | By Balance c/d 80,000
B 80,000 80,000
‘-i.':'.-——-___ Discount of Debenture A/c Cr.
0Balance bid 10,000 | By, P & L Adj. Afc [Bal. Fig.] 5,000
By Balance c/d 5,000
e 10,000 10.000
%‘-—,_____‘__ Interim Dl\'idﬂld Ale : Cr.
Bm]k Ale 45,000 By P&L Ad] Alc [Bd[ Flg-] 45.05‘
(3.00,000
SR x {59
) 25000 ] 45,000

HNNVIALL
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h |
9.18 FART
L Mc
Dr, Preference Dividend T A/c [Bal. Fig.] Cr
To Bank A/c 36,000 | By P & L Adj. Al [ ® w
(2,00,000 x 18%) T
36.%
Dr, Interest on Debenture Ale . Bal. Fig '—‘-.._{1
To Bank Al w By P & L Adj. Alc [Bal. Fig.] i
(1,00,000 x 14%) [ ——
14000 T
Dr. Interest on Investment Alc o
To P & L Adj. A/c [Bal. Fig.] 3,000 | By Bank Alc 3000
(30,000 x 10%) -
3,000 3w
Dr. Profit & Loss Adjustment A/c* e
To Premium on redemption 5,000 | By Balance b/d 1,10,000
of preference shares By Interest on investment 3,000
To Provision for 5,000 | By Profit before working 3,52,000
doubtful debts capital changes [Bal. Fig.]
To Loss on sale 15,000
of fixed assets
To Depreciation on 70,000
fixed assets
To Discount on debentures 5,000
written off
To Interim dividend 45,000
To Preflerence dividend 36,000
To Interest on debentures 14,000
To Balance o/d 2,70.000 e
4,65,000 ______4_;___1_52;@2
Problem No. 6] Following balances are provided by Nakul Ltd. fi ended
or the year eI
on 31st March, 2018 and on 31st March, 2019: o (2 in Lakh)
Particulars 31st ;if _
. 2018 2007
Equity Share Capital 500 560
Susilis 310 oy
8% Debentures 165 zﬂil
Goodull = 4l
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‘/—‘T;;_
Fﬂﬂm 3isr 31ist
9
g Bullcing 2018 201

:;:;t & Mach.iner:y o ;o
I ﬂument (Trading) ; 300 3;:
e Payables \ l:: 5
on for tax 2
mmanding Expenses .:: o8
[aventories - 1
Trade Receivables 168 153
Cash at Bank a 06
prepaid Expenses 2 3

Additional Information:

(1) During the year, an old machine costin
written down value was 2 29 lakh,

{2) Depreciation charged on plant and machinery @ 15% on the opening balance.

(3) There were no purchases or sales of land and building during the year.

(4) Provision for tax made during the year was 96 lakh,

(5) During the year, premium on redemption of debentures was written-off as
2 15 lakh. -

From the abovementioned information, you are required to prepare a Statement
showing the Net Cash Flow from the Operating Activities. [June 2015 (5 Marks)]

g 145 lakh was sold for ¥ 21 lakh. It's

Ans.

Statement showing net cash flow from Operating Activities:

Fl'_nﬂculurs g
Net profit before working capital changes e
(+) Decrease in Current Assets

= Inventories ; %
= Prepaid Expenses =
() Increase in Current Assets
= Trade Receivables )
= Investment (Trading) 2
(+) Increase in Current Liabilities
*  Trade Payables &
) Decrease in Current Liabilities (s)
Outstanding Expenses 318
Eenerated from operation
B (76)
o e . 242
extraordinary item =
Nc:mm‘dinar_v item » 242
S8 flow from Operating Activitis

N NVIVX V-
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Dr.

Profit & Loss Adjustment Alc

55| By Balance b/d

Cr

E Generul Reserve : workin 165
To Goodwill written off 13 By l:?il:a]bj?;ges [Baf Fig.] 242
To Depreciation on P
Land & Building 43
Plant & Machinery 43
To Loss on Plant & Machinery 8
To Premium on redempiion 15
of debentures
To Provision for tax 96
To Balance o/d 222 |By (————a
497 497
Dr. Plant & Machinery A/c Cr
To Balance b/d 300| By Bank Alc B
To Bank A/c [Bal. Fig.] 104 | By P & L Adj. Alc 8
By Depreciation Alc 45
By Balance o/d 330
404 404
Dr. Provision for Tax A/c Cr
To Bank Alc [Bal. Fig.] 76| By Balance bid 78
By Balance c/d 98|By P & L Adj. Aic 96
174 174
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FORECASTING FINANCIAL STATEMENTS

e e
A - THEORETICAL QUESTIONS W——

0. 1. Write a short note on: Importance of Financial Forecasting

L ;

pus, Financial forecasts are a crucial part of business planning, budgeting, operations,
funding that help lea.ldcrs and outside stakeholders make better choices. Few important
points have been pointed:

o It serves as the basis for budgeting decisions.

o It gives businesses access (o cohesive reports, allowing finance departments 10 es-
tablish business goals that are both realistic and feasible.

+ It provides management valuable insights into the way the business performed in
the past and the way it will compare in the future.

# It provides a barometer for those making material financial decisions.

¢ It facilities to build investor relations and Show investors and creditors that your
corporate has well and structured plan and is prepared for any unforeseen evenls
impacting revenues and budgets.

+ Itprovides customizable approach based on the core set of foundational components.

¢ To make accurate budget and facilitates to establish realistic business goals.

¢ With the help of accurate financial forecasting, problem areas can easily be traced
out and company with remedial action plan can reduce the financial risk.

¢ Many times, accurate and authenticate financial forecast refla.:ting higher Return
on Investment and that helps to build and enhance the investors confidence.

[June 2011 (3 Marks)]

M,._;__wﬂlea short note on: Essentials of Budget

Ans, Essential elements of a budget are as follows:
* Organisational structure must beclear_l}fd_eﬁm-d
lo identifiable units within the organisation-
* Setting of clear objectives and rcuson:_lble,larg-.
with the long term plan of the organisation-
* Objectives and degree of r""sl"’“sjblm-fllm;‘zr
1o the management or person eapgpet© l:- d on
. e
* Budgets are prepared for the future peipcs e

and responsibility should be assigned
(5. Objectives should bein consonance
1d be clearly stated and communicated

expected course of actions.

10.1
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10.2 PART | :CDRPDH—"TE ACCUU.‘\""NG
et keptinto the mind _while establijg},:
mid-term revision. ~iing

e events that W
h for

exible enou
o budgeting:

dget should be broken down inyq |
ar-

¢ Budgets are updated for th
budgets. Hence, budgets should 1l
& The entire organisation must be Cnmmimd ;
+ Budgets should be quantifiable and master bu
ious functional budgets.

¢ Budgets should be monitore
dards) should be analysed an

¢ Budgetary performance needs to beli

- - PROBLEMS § SOLUTIONS —_—

the forecast sales from March, 2024
and February, 2024. Prepare a ca,;]l:

Variances from the set vardsticks o
1ould be fixed. an.

to the reward system

d periodjcall_\-_
d zrsmnsibility st
nked effectively

Problem No. 1] Sunrise Ltd., has given

September, 2024 and actual sales for January
budget for five months, Le., from MarchtoJuly, 2024 withthe following information;
(i) Sales:
2024 L4 2024 T
January 1,60,000 June 2,00,000
February 1,40,000 July 1,80,000

March  1,60,000 August 2,40,000
April 2,00,000 September 2,00,000
May 1,60,000
(if) Cash sales: 20% credit sales: 80% receivable in the third month.
(éii) Variable expenses: 5% on tumover, time lag half month
(iv) Commission 5% on credit sales payable in the third month,
() mh:::: t:ﬁf‘i c; m the next third month, payment
(vi) Rent and other expenses ¥ 6,000 paid every month.
(vi7) D!htrpaymenls."lh:-hiuch .240,000, Fixed assets purchase -May-% 1,00,000
(viii) Opening cash balance - ¥50,000. - [June 2001 (15 Marks)]

will be madein

Ans.
- Cash Budget
Particulars I
1‘ March April May un July
Opening cash balance (A) 50,000 54,100 5,500 = 65,100
Receipts: - £5,500 8100 2> —
Cash sales 32,000
000| 40,000 000
Cash received form debtors 1,28.000| 1,12 L e ; 000
Rk 12,000 1,28000| 1,60,000| 128
otal receipts (B) 1,60,000 | 1,52,000| 1.60.000 2‘00'(}00 __]__E"-—P-U"q’
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TATEMENTS 10.3
=38
S
i ales
mission on sa 6,400
c.o:;h]e expenses 7,500 2‘600 6,400 8,000 6,400
= itors for purchases 96,000 | 000 9.000 9,000 9,500
b d other expenses 6,000, 00001 96,000 1,20,000 | 1,08,000
Rent an 2 6.000| 4000 6,000 6.000
Tﬂ-t 40.[)00 |
Fised assets purchases : . 1.00,000 |
) c— T | 1,00, = =
ts (C) 1.55,900 |
Total paymen 23, 140,600 | 2,17.400 14 9.9
ing cash balance (A)+(B}-(C) _me . ?Om B2
j loe ; —————— 20| B100| 65100 99200
" Note 1: Calculation of cash sale and cash received form debtors:
|Partic L Eel | Mar| iprill May| June July
Sales 1,60,000 | 1,40,000 | 1,60,000 2.00,000 | 1.60,000 | 2,00,000 | 1,20,000
Cash sales (20%) 32,000 28,000 32,000 40,000 32,000| 40000| 36000
Credit sales (8094) 1,28,000 | 1,12.000 1,28,000 | 1,860,000 1,28,000 | 1,860,000 1.44.000
Cash received = - 1.28.000 1,12,000 | 1,22,000 | 1.50.000 1,238,000
form debtors out
of credit sales
Commission - -] 6400| 5600 6400| 8000] 6400
(5% on credit sale)
Note 2: Calculation of Payment of variable expenses:
(Time lag half month: This means half are paid in month and half are paid in next month)
rticul, Jan Feb Mar| April May| June July
Sales 1.60.000 | 1,40,000 | 1,60,000 | 2,00,000 | 1,60,000 | 2.00.000 | 1.80,000
Variable exp, (5%) 8,000 7000 8000 10000{ 8000] 10000] 9000
Paymen
"~ Jan 4,000| 4,000 - - - : =
" Feb -| 3500 3500 : : 5 -
" Mar -| 4p000| 4000 - - -
* April f ) .| so00| 5000 - =
* May p 3 4 -| 4000 4.000 <
- June i : : -| 5.000| 5000
a Jlﬂ}- = = - - = 4,500
7,500 9.000] 9000 9.000] 9500
Note 3 urchases: Purchases are 60% of the
i : Caleulation of ent to creditors for purchases: hases. This
mee OF the neyq thirdomgzﬁ:.n payment will be made in third month from purc >
J

30 purchases will be 60% of March sales and purchases made in Jan will be paid
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in March. (Thus, effectively 60% of sales of that month will be paid for Purchasey in g
month itself.)

i PART 1 : CORPORATE ACCOUNTING

a
=
Particu- Jan Feb| Mar| Apdl| May ThE iy A‘“SR\S\;F
lars I
Sales 1,60,000 | 1.40.000 | 1,60,000] 2,00,000] 1,60,0002:00.000/ 1.80,000 2'4“-“0‘3%
60%of | 96,000]1,20,000] 96,000]120000]1,08,000] 144000 1.20,000 S
sales ;
of 3rd
maonth
Payvment 1 .| 96,000|1,20,000] 96,000 1,20,000| 1,08,000 | 1,44,000 1'20[‘!}
'—-_.____:\‘-

Problem No. 2] A factory is currently working at 50% of its working capacigy o
produces 10,000 units. At 60% working capacity, the raw materials cost increaseq
by 2%.

At 80% working capacity, raw material cost increased by 5% and selling price fally
by 5%. |
At 50% working capacity, the product costs T 180 per unit and sold at T200 per yyj; -
The cost of T180 is made up as follows:

3 |
Malerials 100 1
Labour 30 |
Factory overhead (40% fixed) 30 |
Administrative overhead (50% fixed) 20 !
180 :
You are required to estimate the profit of the factory when it works at 60% and
80% of its working capacity. [June 2004 (4 Marks)], [Dec. 2008 (9 Marks)),
[Dec. 2013 (4 Marks)]
Ans.
Forecast Flexible Budget
Output 12,000 16,000
Particulars 60% B0%
Direct material T 1224000 16,8000
Direct labour 3,60,000| 480000
Factory overheads [Note 1]
Variable 2,16,000 2_334000
Fired 120000 12000
Administration overheads [Note 2]
- Variable 120,000 1_60.“3“
- Fixed 1,00,000 1.00-%
Tolal cost 28,28,
Profit [Bal Fig.] %ﬂ
Sales 24,00,000| 3040




-

. cocl Factory overheads: 30 x 409, -
. Fixed ©=1212 4 =
Not€ 1. Fixed administration overheads; 2 Lot IR0

Mm followlng in 0% 50% = 10; 10 « 10,000 = 1,00,000.

No. 3 e lollowing informatj 7
?rﬂblcmg company for a budgeted Pmdnn I3 obtained from the records of manu
actt

uctlon of 10,000 units per annum:

CH., 10 : FORECASTIN e
G FINM.LMLsTpﬂEMENTS 10.5

@NNVINX VI

T per unit)
ot material ( P 120.00
pirect labour 60.00
yariable overheads . 50,00
pixed overheads 30.00
Jariable expenses (direct) 10.00
' gelling expenses (10% fixed) 30.00
mamlnlllﬂﬁ"e expenses
L (£1,00,000 - rigid for all levels of production) 10.00
| pistribution expenses (20% fixed) 10.00
| Total cost of sales (per unit) 320.00
‘You are required to prepare a budget for production level of 6,000, 7,000 and 8,000
mits respectively, showing distinctly marginal cost and total cost.
- ' [Dec. 2004 (4 Marks)]
Ans.
Flexible Budget
Output 6,000 7.000 8,000
Particulars 60% 70%% 80%
Direct material 7.20,000| 8,430,000 960,000
Direct labour 3,60,000| 4,220,000 4,80,000
Variable overheads 3,00,000 | 3,50,000| 4,00,000
Fixed overheads 3,00,000| 3,00,000| 3,00,000
Variable expenses 60,000 70,000 80,000
Selling expenses
* Variable 1,62,000| 1,89,000( 2,16,000
~ Fixed 30,000| 30,000 30,000
Mministrative expenscs 1,00,000 | 1.00,000| 1,00,000
Distribyyg on'ex
penses
* Variable 48,000 56,000 64,000
* Fixed 20,000 20,000 20,000
W 21,00,000 | 23,75,000 | 26,50,000
N“:: ; Exed overheads: 30 x 10,000 = 3,20,000.
Notg 5. Ff’i'ﬂd selling expenses: 30 x 10% = 3; 3 x 10,000 = 30,000.
* Pixed distribution expenses: 10 x 20% = 2; 2 x 10,000 = 20,000.
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Jevel of 5,000 units is g

10.6 PART 1 : CORPO

at a capacity

variation of capacity above or belay,

Problem No. 4] The cost of an article

the ia
level, :3111::: :;?:dﬂiwv:qf:; ?nd.in:atcd in column B. thiy
A B
®) )
Material cost 25,000 100% variable
Labour cost 15,000 100% variable
Power 1,250 B80% semi variable
Repair and maintenance 2,000 75¢% semi variable
Stores 1,000 100% variable
Inspection 500 20% semi variable
Administrative overheads 5000 25% semi variable
Selling overheads 3,000 50% semi variable
Depreciation 10,000 100% fixed
Total 62,150
Cost per unit 12.55
You are required to prepare production cost budget (flexible) at 4,000 units and
£,000 units. [June 2006 (5 Marks)]
Ans.
Flexible Budget
[Output 2,000] 6,000
Material cost 20,000 30,000
Labour cost 12,000 18,000,
Power [
- Variable 800 200,
- Fixed 250 2180,
Repair and maintenance |
- Variable 1,200 1,800,
i - Fized 300 206
lﬁmrﬁ EO0 1,200,
| frispection
| - Variable 40 120
- Fieed 400 o
[ Adrrasistrative ewerheads
- Varkatle {000 ’i,f
- I‘..H'.": 3,-?50 3.""
Sl g erTheada
. Variable 1,200 Ifﬁ
Tt sl

R R e ” AA
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4,000/ 6,000
F 10,000 10,000
— [ 53480 72,020
ggrtg“”b" of semi-variable cosy- 13.371 12,003 |
riable cost = 1,250 x 807 _ .
power: Va 0% 1,000); Fixed o

\ t= 1250 » 200 = 250

¢ = 1500; Fixed cost = 2,000 x 307 = 500
ed cosp - 500 « BO%% = 400

¥y Yo = -1.23"1', Fixed = 5,000 « 75% = 3,750
= 1,500, Fixed = 3,000 « 306¢ = 1,500

p,:pﬂir& maintenance: Variable cosg = 2,000 « 756
mpccﬁf’“: Variable cost = 500 « 804 _ 410; Fix
Adminislm[i"c overheads: Variable = 5,000 « 25
sclling overheads: Variable = 3,000 S0
calculation of variable cost per unit:

irect material = 25,000 =3; Dire 15,000
Direc 5,000 ' -weetlabour< “soog =% Stores. 10N _,,
i _‘l@_=0 2: R ; 5 l,;[;ﬂ po
B Egp P& maintenance = 5,000 - 03 Inspection = = 0.02
o 1,250 L
Administrative overheads = = =0.25; Selling overheads - 1290 _ o
’ 5.000

wm'"fmdm
£ ion (units) 120,000 1,50,000

7 2
2,64,000  3,30,000
1,50,000 1.87,500
90,000 1,12,500
84,000 1,02,000
198,000 2,33,000
90,000 90,000
94,000 94,000
9,70,000 11,50,000

Wn{m&wmﬁl}ﬁmﬂmm-w
o8t at 1,40,000 units of output. [Dec. 2010 (6 Marks))

BNNSVINY L—
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Ans,
Flexible Budget
No. of units _‘%
Particulars L __\_\\\!‘
Direct material cost (1,40,000 x 7) 9_3;)'“““
| Direct labour cost (1,40,000 x 1.6 x 2.5) —-__515_0@{
Prime cost '5-40.&nu
Indirect material m
Indirect labour 1'75-{:00
Inspection 1,05, 009
Maintenance
- Variable 84,000
- Fixed 12,000,
Supervision
- Variable 1,688,000
- Fixed 54,000
4 Depreciation plant and equipment 90,000
2 Engineering services 94,000
7 | Total production overheads 10,90,000
.é Salesmen commission
- Variable 1,40,000
- Fixed 85,000
2,25,000
Cost of goods sold 28,55,000

‘
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1 11 INTRODUCTION 10 FINANCIAL
AGEMENT

. THEORETICAL QUESTIONS —

Wgn note on: Financial distress
ol [June 2007 (5 Marks)], [June 2009 (5 Marks)], [Dec. 2011 (5 Marks)]

Finan-::ial distress is a r:‘ﬂnditicln where a company cannol meet, or has difficulty

A 4 off, its inancial obligations to its creditors, typically due to high fixed costs, illiquid

hﬂnﬂr revenues sensitive 1o economic downturns. A company undsr finzncial distress

assc‘;itur costs related to the situation, such as more Expemt';e Anancing, opportunity

Eﬂ:u of projects and less productive employees, Emplovees of a distressed firm usually

;.-u lower morale and high'-‘_l‘s.m:ss caused by the increased chance of bankruptey, which
would force them out ol their jobs,

generally, the affairs of the firm should be managed in such a way that the total risk of
usiness as well as financial borne by equity shareholders is minimized and is manageable,
otherwise the firm will obviously face difficulties. If cash inflow is tnadequate, the firm
will face difficulties in payment of interest and repavment of principal. If the situation
continues long enough, a time will come when the firm would face pressure from creditors.
Fallures of sales can also cause difficulties in carrying out production operations. The firm
would find itself in a tight spot. Investors would not invest further. Creditors would recall
theirloans. Capital market would heavil y discount its securities. Thus, the firm would find
itselfin a situation called distress,

Signs of Financial Distress: Poor profits indicate a company is not ex periencing inancial
health, Struggling to break even indicates a business cannot sustain itself from internal
lunds and needs (o raise capital externally. This rises the company’s business risk and
owers lis creditworthiness with lenders, su ppliers, investors and banks, Limiting access
0 funds typic ally results in a company failing.

%orsales growth or decline indicates the market is not positively receiving a company'’s
i€l or services based on its business model. When extreme marketing activities
Euh 1 80 growth, the market may not be satisfied with the offerings, and the company
: nj; close down, Likewi se, if a company offers poor quality in its products or services,

“Sumers stary buying from competitors, eventually forcing a business to close its doors,

e dElel‘S take oo much time pn}'ing their debts to the company, cash flow may
Yerely stretched. The business may be unable 1o pay its own liabilities. The risk is
Y €nhanced when a co mpany has one or (wo major customers.

11.3
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ress & Financial Insolvency,
2010 (5 Marks)], [June 2012 (s

015 (5 Marks)], [June 2021 (4 ::::E]]
J

Q. 2. Distinguish between: Financial Dist
[Dee.

[June 2
o

Discuss the concepts of financial distress and thy)
Ans, Financial distress is a tight cash situation in \}']“C\}" a ¢ h;::seml':“ Canngy
owed amounts on the due date. I prolo nged, this situation can lorce the m.ga"izalinni
bankruptcy or forced liquidation.
Financial insolvency means the organi
its lender or lenders as debts become
inwhich legal action will be taken against th
to pay off outstanding debts,
That is the difference between ilbtess and death!

A permanent financial distress mdy lead an organ
state!

insolvency. [Dec. 2017 (4 Ma

sation cannolonger meet its financial objj gationg...
due. Insolvency can lead to insolvency prﬂcﬁd}-
¢ insolvent entity, and assets may be Iifluidl:gs

tEE

=ation to the chaotic financial iNsolye
)

when he does not exercise 1

Q. 3 An investor suffers dilution of financial interest
i S

preemptive rights. Comment.

Ans. To preserve the shareholders
pre-emptive rights are often recogn
by provisions in the articles. Howey
shareholders pre-emptive rights with re
company.

As per Section 62, where al any
increase ils subscribed capital by
to existing sharcholders in proportion to t
sending a letter of offer.
Thus, existing shareholders are given option 1o subscribe new shares. If sharcholder does
not exercise his pre-emptive rights his financial interest dilutes.

Q. 4, Investment, financing and dividend decisions are interrelated. {:omment-—
[Dec. 2008 (5 Marks)], [June 2021 (5 Marks)]

proportionate dividend, liquidation and voting righs
ized, but their existence and scope can be Eﬁmd‘
er, Section 62 of the Companies Act, 2013 secure;
gard to the further issue of share capital by (h

time, a company having a share capital proposes lo
the issue of further shares, such shares shall be offerad
he paid-up share capital on those shares ty

Ans. -
Finance manager has to take following three types of decisions, These are ex plained below:
(a) Investment Decisions: Investment decisions relate to the careful selec tion of "-’ia_bt"
and profitable investment proposals, allocation of funds to the investment prop

with a view to obtain net present value of the future earnings of the company “ill::
maximize its value. It is the function of a finance manager to carefully an :
different alternatives of investment, determination of investment levels in differs”

assets i.e., fixed assels and current assets.
ment of funds for the firm’s investment proposalsand itsworking capital FeqU™" . e
In fund raising decisions, he should keep in view the cost of funds fro™ WfI:i it
sources, determination of debt-equity mix, the advantages and disa dvantages

> |
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component in the capital mix, | ENT 11.5

Mpacy of

g o ; : laxan
Ufcﬂ”""g? err.ahEIuL 1o I|1L H Ilullj.r |If1|d¢ on :_md de
strﬂi" on the hirm in dett:rrn'rning ]!:1-':-] [ -Ef{nudt;razi
ales O the firm efc, % gearing, ;

idend Decisions: The div: :
Di“g; with the decisiong drflf::end “Clsions of 4 finance m; i
i its equity holders : INE 10 the istribyyg, f b e
among 1ts equil) €rs and the ame, s oy C4MINgs of the company
henves ment, finance and dividen “lained by the company.
¢

ddecisjg :
: 2 NSare| -
fnance manager while taking any decisjon, 5h‘:‘$flutcd Woeachatherand, therefore,
lh:;ﬂ ang]ES simultaneuuﬂy_ . she,

Preciation in maximization
on of control and financial
* IMpact of interest and inflation

(c)

consider the impact from all the

—— e of firm is technical i1 1 70—
&:;t:::l]:mu a I‘-'Chllil:il]lfﬂf&llllah]:lumlmm tob

[June 2009 (5 Marks)]
une

m of afirmis tuuljnical iFit is unable g MEEL its current obligations. The failure
could be temporary ilf‘d might be remediable. When liabilities exceed a.s.scl.s Le. the net
e rth becomes negative, bankruplc;u', as Commonly |.m.:;iL-n,-'u;:.u..jr arises, .
gankruptcy can be ascertained by compari
working out curTent ratio or quick ratjo,

o it  salvency ratios indicate long
erm liquidity .e. the ability of the firm to discharge s term-liabilitjes,

Examples of solvency ratios are Debt 1q Equity ratio, Deh
[nterest coverage ratio. Trend analysis shoyld be made for th
pick up signals of bankruptcy, if any.

to total Funds Ratios, and
¢ past three to five vears 1o

0. 6. Traditional approach of business finance considers efficient utilization of
resources, Comment, [June 2010 (5 Marks)]
Ans, Financial management approach measures the scope of the financial management
n various fields, which include the essential part of the finance. Financial management

s not a revolutionary concept but an evolutionary. The definition and scope of financial

management has been changed from one period to another period and applied various
Innovations,

Trditional Approach: Traditional approach is the initial stage of financial management,
which was followed, in (he early part of during the year 1920 to 1950. This approach is
based on the past experience and the traditionally accepted methods. Main part of the
raditional approach is rising of funds for the business concern.

Traditiona) approach consists of the following important area:
* Amangement of funds from lending body.
¥ Amangement of funds throu gh various financial instruments.
* Finding out the various sources of funds.
* Effective utilization of own resources.

idiny e Ting goals for the financial executives.
e ond profitability are competing goals for Hime 2013 (5 Merk)]

management and is defined as ability of
s the quickness with which a company
car future.

?h?él-ifllﬁdil}' 1S an impertant concept in financ I::JJW
n . eSS to meet short-term obligations, 1} 5 wabedd
fonvert jts assets into cash to pay what it owes in

BNNVIVYV]
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Liquidity, as a decision criterion, is widely us¢
managing liquid resources or current assets o
effectiveness with which they are
attention on the availability of fun
to have more funds from the market.

While using liquidity as a decision criterion, 1
give a bird’s eye view of the current liquidity
will like to have liquid resources for t
and for speculative opportunities. Liqui
Liquidity ratios provide an insight into the
to remain solvent in the event of calamities.
Profitability as a decision criterion is an
taking decisions from different angl
different spheres. For example, if it
per unit of sale then it is done by esti
measure of comparison andstandard

PART 11 : FINANCIAL M

utilized with a view
ds. Enhancement 0

he management makes use of ¢
pusiLiD['l or shortages thereof, A
ransaclion purposes, as a precautionary m. 4y
dity is assessed through the use of ratig ang] lrg
present cash solvency of a firm and jig uh}ﬁ.“-

Ity

other important tool in financial mana
cs after evaluating the performance of the COmpapy|

becomes essential for the company 10 examine Nyiy
mating profitability per rupce of sales. Itis ""Stsmﬂt
of performance. Similarly, therecould be mhﬂl‘rnt;;s u;

N

ANAGEMENT

d in fnancial management, Iy jq i
g 5 . S
r neat C:;].SI!. assels SO as 1o Enhiln LIE“'I’

(o minimizing costs, |y alsg © th
{ liquidity enables a COmporay. gy,

bog,

ios, T
Eﬂm hf}.

Bemen; fo,

Because different users look at the profitability of 2 company from different angles 1,
use different ratios. Short-term creditors, long-term lenders, equity shareholders, investory

etc. all are interested in profitable operatio

ns of a concern. They use the ratios which beg

suit their requirements. Profitability can be related to sales or to total capital employed o

to net worth of the company. But then di

fferent figures for profits are taken into account

Q. 8. Distinguish between: Profit Maximization & Wealth Maximization
[June 2013 (5 Marks)]
Ans. Followingare the main differences between profit maximization & wealthmaximization:
Points Profit Maximization Wealth Maximizalion :
Meaning |Profit maximization ensures that | Wealthmaximizationaimatincreasing
firm utilizes its available resources|the value of the stakeholders.
most efficiently under conditions of
competitive markets.
Alm The main objective of a concern is to The ultimate goal of the concernisio
earn a larger amount of profit. improvethemarket valueofits shares.
Concept | It is narrow concept. 1t is boarder concept. =
Risk It ignores the risk factor. It considers risk. _
Period Its emphasis is generally on shortrun | Tt focuses on the long run picture.
projecls. -
Timing of |1t ignores timing of returns. It considers timing of returns
retums |
Q.9. Financial management means the management of finances of a business o8
aization in order to achieve financial objectives.
of a firm.

-
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sial management of any business
]:111:!;' ion 0 the objective of the firm, By
J:]I::‘L?“r:snﬁrm can pursue iz,
'huﬂ“c' imi;:‘.ﬁliﬂl'l ;

firm has 1 g goals for itself and to inturpﬂ'l
oadly, lhercareunl_»,- twoalternative objectives

At max

(0 Wgﬂlth mﬂimi:ﬁﬂliﬂn

0 ot Mﬁ?‘-‘:"_l"m““:f Pr:uﬁt max:milir.aii.nn is considered as an important goal in fi-
nal“:iﬂl dﬂmmn_rfrllia' Ing! | 11 an Grgﬂmzalt!nn. Il ensures that firm utilizes its umil:ubh:
et rces most Eh clcnil y under cundi_uons. of competitive markets. But in recent
arS, under 1rhe changed corporate environment, profit maximization is regarded as
alistic, difficult, Inappropriate and socially not much preferred goal for business
ﬂrpnigatinn._Pmﬁl maj@ualmn as corporate goal is criticized by scholars mainly
on the following grounds:
o Itisvague conceptually.
o Itignores iming of returns.

¢ Itignores the risk factor.

o Itmaytempttomake such decisions which may in the long run prove disastrous.
o lts emphasis is generally on short run projects.

o It may cause decreasing share prices.

o The profitis only one of the many objectives and variables that a firm considers.

() Wealth maximization: It is the duty of the finance manager to see that the share-
holders get good returns on the shares. Hence, the value of the share should increase
in the share market. The share value is affected by many things. If a company is able
(o make good sales and build 2 good name for itself, in the industry, the company’s
share value goes up. If the company makes a risky investment, people may lose
confidence in the company and the share value will come down. So, this means that
the finance manager has the power to influence decisions regarding finances of the
company. The decisions should be such that the share value does not decrease. Thus,
wealth or value maximization is the most important goal of financial management.

The management of an organization maximizes the present value not only for share-
holders but for all including employees, customers, suppliers and community at

large. E:is goal for the maximum present value is generally justified on the following
groundas:

¢ Itis consistent with the object of maximizing owners economic welfare.
*® It focuses on the long run picture.

* It considers risk.

* It recognizes the value of regular dividend payments.

* It takes into account time value of money.

¢ It maintains market price of its shares.

® Itseeks growth in sales and earnings.
hwg IE]'FT' Profit maximization can be part of a wealth M1‘filf}im!-i°“ strategy. Quite often
be .. Jectives can be pursued simultaneously but the maximization of profit should never
lted 1o overshadow the nbjEEIJ'-'ES ol wealth maximization.

-
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s, Financial insolvency means the organizationcan nolongermect ”—‘*'“'lﬂncialﬁbligﬂ : !
with its lender or lenders as debts become due. - ticg

Insolvency can lead to insolvency proceedings, in which legal action will be takng o0
the insolvent entity, and assets may be liquidated to pay off outstanding debyy  ®ing,

G-_l'.‘ . Finﬂncial muag:mgnl is science as "H"ﬂu as art. Cﬂmment_
[Dec. 2015 (5 Ma

Ans. The financial management is neither a pure science nor an art, It deals With o |

methods and techniques, which can be adopted, depending on }he situation of b oug
and the purpose of the decision. As a science it uses various statistical and mullmmsm.“‘
models and computer applications for solving the financial problems relating tq lh:; \
for example, capital investment appraisal, capital allocation and rationing, Optimi.:. |
capital structure mix, portfolio management efc. e
Along with the above, a finance manager required to apply his analytical skills i decis;

making. Hence, financial management is both a science as well as an art, 3

Q. 12. Financial sector performs basic ¢economic function of inl:rmedlam
transformation mechanisms. Comment. [Dec. 2015 (5 Markg))

Ans. In any economy, the financial sector plays a major role in the mobilization and
allocation of savings. Financial institutions, instruments and markets which constity,
the financial sector acl as conduit for the transfer of financial resources from net sayer
to net borrowers, i.e., from those who spend less than they earn to those who spend mar
than they earn.
The financial sector performs this basic economic function of intermediation essentially
through four transformation mechanisms:
(1) Liability-asset transformation: Accepting deposits as a liability and converting
them into assets such as loans.
(2) Size transformation: Providing large loans on the basis of numerous small deposits
(3) Maturity transformation: Offering savers alternate forms of deposits accnrdiz_:g 1o
theirliquidity preferences while providing borrowers with loans of desired m:lI.LI.njﬂES-
(4) Risk transformation: Distributing risks through diversification which subslnnua!ljl'
reduces risks for savers which would prevail while directly in the absence of financia
intermediation. :

The process of financial intermediation supports increasing capital a
the institutionalization of savings and investments and as such, foste
The gains to the real sector of the economy, therefore, depend on how eff

ﬁ:mnch;l ::;cclnr' performs this basic function of financial intermediation. _________.,-1-

Q. 13. Financial management has changed significantly in its scope and €C £

in recent times. Comment. [Dec. 2016 (5 M2 F‘l)’
: plex

Ans. Financial managementin India hasalsochanged substantially in scope and i.:ﬂﬂ"ﬂ! e
in view of recent government policy. Some of the changes include introduction

. 2 : ncy
financial instruments and transactions like options and future caontracts, foreign Euﬁﬁnﬁ‘
swaps, and interest rate swaps, GDR, EuroIssues, globalization of capital m

ﬂ]‘kﬂ I..-Ei

ccumnulation throug!

rs conomic Erowks
ciently the
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lihL_I.ﬂ[i- ﬂi]ﬂlji'jl::lﬁi:]llll uL :clf;];.r;? by BOVernmen ege, All these have emphasized the need

B rctive and € o TPOrate financial resoyurees.

for® {he changed ‘”:’l':_l‘lmmldm;ﬁr ﬁndnj.lal Management covers the following:

Rﬂiii“ the fu{l b Apart from ?"dlan_hlh“c and Financial Institutions, companies

) i started raising fum!s €1c. in the internation| markets by way of Euro Issues
from International Financial Institutions ez Foreign currency loans are availed

5 m [oreign banks du_c 0 gl,ﬂha_ﬂzal‘.“"- FII has also started participation in India’s
ity market due to liberalization of the economy.

cestment pecmnns: Presently, im'csf.menl decisions of firms are not confined

) » India but ?P""ad_ over globally. Foreign investors are encouraged. Hence, the
competitions in India as well as from abroad have made the financial management
nore cﬂmp]e;lr. and foreign cxchang:e management has become highlv specialized
area in financial management. The time value of money coupled with exchange rate
fluctuations make the decision making exercise more complex and compelled the
decision makers to make the use of various sophisticated management techniques
like probability theory, capital rationing, linear programming, goal programming
and gensitivity analysis to overcome the problems.

(c) pividend Decisions: In view of wealth maximization of firm, the internal genera-
rions of funds are not paid out by way of dividend or issue of bonus shares. They are
utilized by companies in portfolio management by floating mutual fundsete. In order
to avoid scams, the Government has established new institutions like SEBI, NSE,
stock Holding Corporation of India etc. It further increases the scope of financial
management and makes it more complex.

However, in true sense, as such there is no change in scope of financial manazement in
India because it still aims at maximizing value of shares. Basically, it is extension in earlier
COVETage.

0. 14. Explain the concept of financial insolvency and compare it with technical
bankruptcy. _ [June 2017 (4 Marks)]

Ans. Insolvency is the inability of a debtor to pay its debts. Financial insolvency means
failure of a firm to meel its current obligation. The failure could be temporary or might
]?ﬂ remedial. In other words it is a situation where liabilities of the firm exceeds the assets,
t6 et worth becomes negative, bankruptey happens. That is financial insolvency,

};E?E'Fﬂi bankruptcy can be ascertained through comparing current assets and current
A Hes, For this purpose, trend analysis to be made of past three to five years 1o pick
Psignals of bankruptcy if any,.

QT8 "Fipane,

15, "Finance Manager has no role to play in manufacturing company.” Comment,
- [June 2017 (4 Marks)]
"n"' Firmm:e
mﬂ““Factuﬁn

manager plays an important role in all types of company, whether it is

ng or a trading company. He is concerned with all financial activities of

dumﬁal‘a}s_m g, allocating and controlling the funds in an efficient manner. This can be

ECision making in respect of the following areas:

: iﬂ"-festrntm decision for obtaining maximum profitability alter taking the time valye
~Mmoney into account,

|

!
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11.10 PART I1 : FINANCIAL MANAGEMENT
. s cture.
2. Financing decisions through a balanced capital stru
3. Best utilization of fund.
4. Tax administration and tax planning. lume profit analysj
5. Pricing volume of output, product mix, and cost volume profit analysis,
6. Cost control lus fund
7. Managing liquidity requirement and investment of surplus funds,

Dividend Decisions

Q. 16. Distinguish between: Financing Decision &
[Dec. 2017 (5 :

Ans. Finance Decisions: Oneoftheimportant functionsofa ﬁqancc MANAEETS Procurpm,
of funds for the firm’s investment proposals and its working capital requiremen I11 I
fund raising decisions, he should keep in view the cost of funds from various 5““"';-‘1.‘5
determination of debt-equity mix, the advantages and dfmdwaﬂ_gﬂs 'fﬂ debt COMponep,
in the capital mix, impact of taxation and depreciation in maximization of earnings per
share to the equity holders, consideration of control and financial strain on the fiq &
determining level of gearing, impact of interest and inflation rates on the firm ey,

Dividend Decisions: The dividend decisions of a finance manager are mainly concermpgg
with the decisions relating to the distribution of eamings of the company among 15 equity
holders and the amounts to be retained by the company.

The investment, finance and dividend decisionsare interrelated toeach otherand, therefore,
the finance manager while taking any decision should consider the impact from all (he

three angles simultaneously.

Q. 17, Elaborate the symptoms through which an analyst can get indication m
the probable financial distress of firm. [June 2018 (4 Marks)]
Ans. Following are the symploms to get an indication of financial distress:

Liquidity problems.

Difficulty in obtaining market credit.

Higher prices charged by supplier of raw malerials and services.

Difficulty in obtaining the market credit.

Delay in payment beyond the maturity or due date of payment.

Delay in realization of funds [rom debtors.

Excessive borrowing to meet the operating expenses.

N W W -




v THEORETICAL QuESTIONS

ﬁma!un of money concept is needed to maximize wealth, Comment.
Q. [June 2014 (4 Marks)]

The time value ol money Incans that worth of rupee received today is different from
worth of a rupee lo be received in future. For an, individual who behaves rationally
mlﬂeiwd in future is of less valuable than the T1 received today. Moreover, 21 received
”“ years from now is far less valuable than the 71, received one year from now. This
b ference for money now, as compared to future money, is known as time preference
e money. The concept of time value of money is applicable both for individuals and for

: hosiness huuses.

geasons of time preference of money: The value of money received today is different
tom the value of money received alter some time in the future. An imporant financial
srnciple is that the value of money is time dependent. This principle is based on the fol-
lowing four reasens:

Inflation: Under inflationary conditions the value of money, expressed in terms of its
purchasing power over goods and services, declines,

Risk: T 1 now is certain, whereas ¥ 1 receivable tomorrow is less certain. This bird-in-the-
land' principle is extremel y important in investment appraisal.
Personal consumption preference: Many individuals have a strong preference for im-

mediate rather than delayed consumption. The promise of a bowl of rice next week counts
for little to the starving man.

I-“thenl opportunities: Money-like any other desirable commodity - has a price, given
E’:c choice of 100 now or the same amount in one year's time, it is always preferable to
: the 2100 now because it could be invested over the next yearat (say) 15% interest rate
Produce 2118 at the end of one year. If 18 per cent is the best risk-free return available,
ina’:}!:'ﬂu Would be indifferent to receiving ¥ 100 now or? 118 in one year’s time. Expressed
efway, the present value of 2118 receivable one year hence is 100,
of time value of money: The concept of time value of money helps in arriving
Mparable value of the different rupee amount arising at different points of time
“Wivalent valyes of 3 particular point of time (Present or future).
Inm‘::h Mows arising at different periods of time can be made compurable by using
of the following two ways.

e coy

12.1
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L

*

Time value of money - maximization
whalt we need 1o invest today if we desire to receit
value of money is important concept L0 maximize

.

PART [1 : FINANCIAL M.—'EHAGEME.NT
By compounding the present money to a future date L.e. by finding oy i 0
the present money. e "
By discounting the future money to present date i.e. by finding out Pn:s.unw‘

q

(PV) of future money :
of wealth: Discounting allows us 1 unde

e certain amount in future, Pling
the wealth. h“ﬁ limg

—.

Q. 2. Write a short note on: Present Value of an Annuity

Ans,

nuity, given a specified rate of return, or discount

n annuity is the current value of future Pﬂ}mem

The present value of a
rate. The higher the discougy ., o
Tate, Illc

lower the present value of the annuity.

Key points:

L

L

*

The present value of an annuity refers to how much money would be needed (g4,,
1o fund a series of future annuity payments. )

Because of the time value of money, a sum of money received today is worth More

than the same sum at a future date.
One can use a present value calculation to determine whether he will receive More

money by taking a lump sum now or an annuity spread out over a number of yeay

The formula to compute Present Value of an Annuity is as under:

pepMT x A=t £ 1)
r
Where,
P = Present value of an annuity stream.
PMT = Monetary value of each annuity payment.
r = Interesl rate (also known as discount rate).
n = Number of periods in which payments will be made :
Q. 3. Write a short note on: Use of Present Value of Perpetuity My
Ans. Use of Present Value of Perpetuity:
¢ Perpetuity is normally utilized in preferred stocks.
¢ The preferved stocks tend to provide fixed dividends throughout the company lf
cycle.
& Since the perpetuity is an infinite amount, its present value helps in arriving 4% |
value that has a limited amount.
¢ The perpetuity has its applications in real estate as well.
& If the real estate provides a sustainable income stream, then its present value i84°
rived using the relationship of the present value of perpetuity.
¢ Additionally, the PV of the perpetuity forms the basis for several endowmen! scher™®
and retirement planning.
rﬂlﬂfﬂﬂlﬁ

Endowment schemes are financial protection plans that provide financial P

as well as cater to a comprehensive saving plan,
!4




4

5
e
genurc:

_— e
. 1] A sum of 250,000 is invested @ 12¢

A “% p.a. for 6 years. What will be
lue of its maturity value, assuming a required rali of return of 10%6?

[Dec. 2019 (1 Mark)]

CH. 12 : TIME VALUp

uch schemes, if planned properly, can deliver g

fixed income stream for infinite

.a,ps-“: value (FV) of T50.000 @ 12% after 6 years:

ylu L]
Eamﬂﬂ” (1+0.12)
jﬂ.ﬂﬂﬂ b 19?4

_gg,700 .
pv of 98,700 at the end of 6th year = 98,700 x 0.564 - 55.667

_...-—'—'_'_-_'_'_._ -
troblem No. 2] What is the present value of the maturity value of 210,000 which
has been given on 15% interest for five years while required rate of return is 10%?
(FV @ 15% after 5 years is 2.01136, FV @ 10% after 5 years is 1.61051}

C [Dec. 2020 (1 Mark)]

e

Ans.
FVof T10,000 @ 15% after 5 years = 710,000 (1 + 0.15) = 220,113.57

Present Value of ¥20,113.57 which is to be received after 5 yvears =<20,113.57/(1 = 0.10)*
=t12485.94.

Problem No. 3] Find the amount of an annuity if payment of 2 50,000 is made annu-
ally for 7 years at interest rate of 14% compounded annually. [June 2021 (1 Mark)]

Ans,
R=50,000,n =7,i=0.14
FVA = 500 x FVIFA (7, 0.14) = 50,000 x 10.73 = 5,36,500

. Problem No, 4] Find the present value of 21,00,000 to be received 3 vears later when
fle of return is 10% p.a. compounded annually. (June 2022 (1 Mark)]
Ang

*x{1+0.10)° = 1,00,000
%1331 = 1,00,000

*=175,13)
Eﬂ:‘l‘ﬂn No, 5] A dﬂp osited 71,00,000 in a bank fora perf,[ﬂ. of5 yecars and the Trate
5. x tis 5% p.a, compounded annually. How much amount A will receive after

I;;"“-—-——— [June 2022 (1 Mark)]
5 ;

= 100,000 (1 4 0,03)s

=1,00,000 1.2762815
=127 625
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- nt value of an annuj
Problem No, 6] What will be the appmx:mnle prese F e discoici r:{:;: 25 3

rs,
to be received at the end of each of the next Bk [June 2022 (1 Iz%?
M;,ku

e

Ans, :
Annuity factor of 12% for 5 years = 3.60
25,000 = 3.60 = 90,000

omponnded quamion

Problem No. 7] A bond carries a coupon rate of 12.4% p-a. ¢

What will be effective yield on the bond? [une 2022 (1 M‘:ﬂ;i
Ans,
Effective yield = (1 + 0.124/4)' " - 1

=1.1299-1

=0.1299 ¢ 12.9%9%
Problem No. 8] Z invested 7 2,40,000 at annual rate of interest of 10 mm?

is the amount after 3 years if the compounding is done?
(2) Annually and

(b) Semi-annually [Dec. 2020 (4 Marks)]
=
Ans.
(a) Annual Compounding:
FV_=P(l +i)"

Here, P = 2,40,000
I=10%or0.10
FV3 = 2,40,000 (1 + 0.10)?
= 2,40,000 x 1.1°
= 2,40,000 x 1,331
=13,19,440
(b) Semi-annual compounding;
n=3x2=6,i=10x%=5%o0r0.05
FVo6 = 2,40,000 x 1.05¢
= 2,40,000 x 1.3401
=13,21,624




f’ﬂ‘m between: NPV Method & IRR Method.
[June 2016 (4 Marks)}, [June 2019 (4 Marks)]
Or

What are the points of differences between Net Present Value and Intemai Rate of
Jeturn approach used for evaluating investment proposals? Discuss.
. [Dec. 2017 (4 Marks)]

sns. Following are the main point of distinction between NPV & IRR Method

Points | Net Present Value Method (NPV) | InternalRate of Return Method (IRR)

Meaning | Net present value is obtained by dis- | Internal rate of return is a percentage
Sk countingallcashoutflows andinflows | discount rate used in capital investment
attributable 1o a capital investment | appraisals, which brings the cost of a
project by a chosen percentage e.g., | project and its future cash inflows into
the entity's weighted average cost of | equality, It is the rate of return, which
capital. The method discounts the net | equates the present value of anticipated
cash flows from the investment by | netcash lowswiththe initial outlay. The
the minimum required rate of return, | IRR is also defined as the rate at which
and deducts the initial investment to | the net present value is zero.

give the yield from the funds invest-
ed. If yield is positive, the project is

acceplable. 1fit is negative the project

in unable 1o pay for itself and is thus
EE unacceptable.
Cost _“f It uses discoun! rate which is firms | It does not take into consideration cost
""" | cost of capital (Ke) of capital (Ke)
Mﬂﬂulm This method is easy to understand | This method is difheult to understand
~—___ |and calculate, and calculate.
i‘l!lhﬂuw This method considers cash inflow | This Mﬂhmtj; ;::Es M;: tnl»;-:ji]nm consid-
— Outflow i outilow.
""--...______‘-E outflow. eralion cas ﬂ“'-

Pl L NDPY Method does not suffer from the | IRR may give negative rate or multiple

kuﬁnimﬁnwnf multiple rates. rates.

13.1
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13.2 PART I : FINANCIAL MANAGEMENT *
Q. 2. Write a short notc on: Leveraged fease. [June 2006 (S er];‘]

in which the lessor puts y |
in S i Psumunr
ie rest from a lender, the

Ans, A leveraged lease or leased lender is a lease
money required to purchase the asset and borrows tl
Leveraged lease involves lessor, lessee and financier: In leveraged lease, the lesg,. 3
substantial borrowing, even up to 80% of the assels purchase price. He P"ﬂ\{ides remg; 5y
amount - about 20% or so - as equity to become the owner: The lessor claimg 4y i
efits related to the ownership of the assets. Lenders, Een,emu}r I_:u' ge financial i“!iﬂtut‘ben :
provide loans on a non-recourse basis to the lessor. Their debt is served exclusiye| uluns,
the lease proceeds. To secure the loan provided by the lenders, the lessoralso agree, m‘:iuf
Vo

them a mortgage on the asset. Leveraged Jease are called so because the high NON-rec,

debt creates a high degree of leverage.

en——

E 3. Write a short note on: Capital Rationing. : ~
(5 Marks)], [June 2010 (5 M“h)]

[June 2007
The device of capital rationing is adopted to control capital expenditure, cnmw
[Dec. 2013 (5 Mark

Ans. Capital rationing refers to a situation where a company cannot undertake al| Positiye
NPV projects, it has identified because of shortage of capital. Under this situation, deci.
sion maker is compelled to reject some of the viable projects having positive net pregep
value because of shortage of funds. It is known as a situation invelving capital rationing
Capital rationing may be effected through budget ceiling. A firm may resort to cap
rationing when it follows the policy of financing investment proposals only by ploughin,
back its retained eamings. In that case, capital expenditure in a given period cannof gx.
ceed the amount of retained earnings available for reinvestment. Management may also
introduce capital rationing when a department is authorized to make investments up (g
a limit beyond which investment decisions will be made by higher level management.
Capital rationing may result in accepting several small investment Eljnp:::sals then ac-
cepting a few large investment proposals so that there may be full utilization of h?dgrl
ceiling. This may result in accepling relatively less profitable investment proposals if ful
utilization of budget is a primary consideration. Similarly, capital rationing also means
that the firm foregoes the next most profitable investment falling after the budget ceiling
even though it is estimated to vield a rate of return much higher than the required rate
return. Thus, capital rationing does not lead optimum results.

There are few advantages of practicing capital rationing:

(1) Budgeting: The first and animportant advantage is that capital rationing mlrodﬂﬂ!;
a sense of strict budgeting of corporate resources of a company. Whenever ﬂ‘ﬂ‘
an injunction of capital in the form of more borrowings or stock issuance capl
the resources are properly handled and invested in profitable projects. d

- A > ing in
Less wastage: Capital rationing prevents wastage of resources by not investiié
cach and every new project available for investment.
(3) Fewer projects: Capital rationing ensures that limited numbers of projects ”:[;
lected by impasing capital restrictions. This helps in keeping the number of 2
projects 10 minimum and thus manages them well.

(2)

|



CH. 132 CAPITAL BUDGEn 13.3

turns on investments: Through ¢4

Illghe‘-'l‘;cts “,hcrc I-hE expccted Fﬁlum is h P”-al rﬂllﬂnlng, CﬂI‘I‘Ide’IlLS lI'i'.E'Sl on j

U

ol :
in P! s on capital.

igh, thus eliminating projects with lower

cl,l.] : . : : )
rstﬂbﬂjtf : A; l'i;':liinhnsll;ni{] IE;:?I nvesting in every project, the finances are not
il rg|f—"“"nd'"? e 2¥INg adequate finances for tough times and ensures
mmf Stability and increase in the stock price of the cumpany.
Iﬂ i
_ pjsﬂﬂdion Between: Finance ngml e =
0¥ : (Dec. 2007 (5 Marks)], [Dec. 2009 (5 Marks)]

s Fullﬂ“'i ngare themain points of distinction between firia ncelease and operating lease:

Finance Lease

Operating Lease

F-_-_ - h ¢
A lease is classified as a finance Jease

if it transfers substantially all the risks
and rewards incident to ownership.

A lease is classified as an operating
lease ifit does not transfer substantially
all the risks and rewards incident to
ownership.

Title may or may not be transferred
at the beginning of lease but may be
transferred subsequently at the end
of lease.

—

Ownership of the asset remains with
the lessor for the entire lease period.

Lease term is generally more than or
equal to estimated economiclife of the
assel leased.

Lease term extends to less than 7596 of
the projected useful life of the leased

Assel,

Financiallease maybe cancelled only if
both partiesi.e. lessorand lessee agrees.

Operatinglease may be cancelled before
the expiry date.

Financial leaseis treatedlikeloan, Les-
see is treated as owner and hence asset
acquired under finance lease is shown
as asset in the balance sheet of Jessee.

Operatingleaseis treated generally like
renting. That means, the lease pavments
are treated as operating expenses.

Financial lease allowsthe lessee to have
a purchase option.

In operating lease, the lessee does not
have any option to buy the asset during
the lease period.

In financial lease, lessee bears insur-
ance, maintenance and taxes.

Lessee payvs only the monthly lease
pavment in operating lease.

=y a loan.

In financial lease, lessee can claim tax
benefit on interest and depreciation
both as financial lease is treated like

Since operating lease is as good as
renting, lease pavment is considered
as expense and thus tax benefit only
on lease payment is available.

In a financial lease, running cost and
administration expenses are has to be

“""-—-____ borne by lessee.

In aperating lease, no running or nd—=
ministration costs are to be borne by
lessee,

@NNVIVXVLL
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PART I1 : FINANCIAL M..-\.n'\IAGEl"-'IiENT

Q. 5. Distinction Between: Lease & Hire

[Dec.

e
pPurchase.
2007 (5 Marks)], [Dec. 2009 (5

Marky |

[Dec. 2016 (4 Marks)], [Dec. 2021 (4 Mary

Ans, Following are the 1

: " )
nain points of distinction between lease & hire m

Points

Lease

Hire Purchase

Meaning

A lease is a contractual arrangement
calling for the lessee (user) to pay the
lessor (owner) for use of an asset.

Hire purchase is a cam
goods are delivered and the p,-;,::'.h‘fﬁ
lowed to be paid in installm ents o Al
condition that property (OWnr_-n;h? 8

goods will be passed only on Payme
m

Transfer of
ownership

Inleasingitisonlyinfinancial lease, the
ownership will get transferred. While
in operating lease, the ownership is
not transferred.

of all the installments.
|
|

In Hire purchase, lhaw
entered for the transfer of ":'W"crshiu
after a fixed period. g

Type of
agreement

Leasing is bipartite agreement, involv-
ing lessor and lessee.

Hire purchase is a tripartite agreemep
involving the seller, finance compan

; )|
and the hire purchaser.

Deprecia-
tion

Infinancelease depreciation is claimed
by the lessee whereasin operating lease
depreciation claimed by lessor.

Depreciation is claimed by the hire|
purchaser.

Q. 6. Distinguish between: Net Present Value & Profitability Index.

[June 2008 (5 Marks)]

Ans. Following are the main point of distinction between net present value & profitability
index:
Points Net Present Value (NPV) Profitability Index (PI) |
Meaning Net present value is obtained by dis- | Profitability index is an investmn_:ﬂll?P‘
countingallcash outflowsand inflows | praisal technique calculated by dividing
attributable (o a capital investment | the present value of future cash ﬂm":
pmjccllb}' a chosen percentage e.g., | of a project by the initial investme?
the entity’s weighted average cost of | required for the project.
| capital. -
NPV = Total present value - Initial _T_otn_lg____.l'fﬁ'-"""ﬂl
Formula Ll Py Profitability Index = Tl “vestment
Acceptance | As per this method, project having | As per this method. project having prof
of project | positive NFV are selected. . itagﬁ:‘-ry h:in:i ubo;rs mjmﬂu'ﬂ__jl..‘-qiq""

0. 7. Under capital rationing, the standard
no longer holds true. Comment,  |Deg,

2009 (5 Marks)), [June 2012 (5 M2

det

Ans. The term capital rationing refers to the situation w here slable 10 ®
. R : ' fun al 12
are limited. The implicit assumption within the Npy decisin:lh : le dii?:ml hol f

a i cannot accept all positive NPV

Projects because of shortage of capital-
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| rationing is of two types — Hard and §
Cﬂpll'ﬂl_lre constraints. Hard capital rationing
]jr:ﬂ 11'{1{1 I‘EltiﬂIIjﬂg QCCUIS, when

oft, characterized by sources of capital ex-

cﬂnstrain: e when Cﬂlnsuainsi.sexlumallyimposc
hile * ‘oni decisi 4re imposed internally by management.

W pital rationing, NPV decision rule does not hold true, so it has to be modified. In sin-

]Maq—iud ralioning mnchm:-n, the simple NPV decision rule is replaced by feasibility sel

gle Pe ch or benefit cost ratio analysis and in multi-period capital rationing the op e

s pbtained through linear programming.

e

# : i
5D]L5'[1Uﬂ

3. Risk and uncertainty is quite inherent in capital budgeting. Comment.
: [June 2011 (5 Marks)]
are the risk and uncertainty in capital budgeting decisions?
: [Dec. 2015 (4 Marks)]

_Risk analysis gives management better information about the possible outcomes

(hal may oceur so Iht}l m?tnngc_mcnt can use their judgement and experience to accept an
investment or rcjur;t it. Since risk analysis is costly, it should be used relatively in costly
and important projects.
Risk and uncertainty are quite inherent in capital budgeting decisions. This is so because
investment decisions and capital budgeting are actions of today which bear fruits in future
which is unforeseen. Future is uncertain and involves risk. The projection of probability
of cash inflows made today is not certain to be achieved in the course of future. Seasonal
| fluctuations and business cycles both deliver heavy impact upon the cash inflows and
| outflows projected for different project proposals. The cost of capital which offers cut-off
rates may also be inflated or deflated under business cycle conditions. Inflation and de-
flation are bound to effect the investment decision in future period rendering the degree
of uncertainty more severe and enhancing the scope of risk.

Technological developments are other factors that enhance the degree of risk and uncer-
tainty by rendering the plants or equipments obsolete and the product out of date. Tie
up in the procurement in quantity and/or the marketing of products may at times [ail
and frustrate a business unless possible alternative strategies are kept in view. All these
fircumstlances combined together affect capital budgeting decisions.

I'f 15 _lhcrcfnre necessary to allow discounting factor to cover risk. One way to compare
tisk in alternative proposals is the use of Standard Deviation.

Lo dite T 3
Wer standard deviation indicates lower risk.

i : 0 s 3
i‘:u'ev.:-r_ wherever retums are expressed in revenue terms the coefficient of variation gives
e : :
Fmeasurement for risk evaluation.

* % Capital rationing does not always lead to optimum results. Comment.
il B e R Dec, 2011 (5 Marks)], [Dec. 2016 (4 Marks)]

:‘:;: Firm may fix the maximum amount that can be invested in cfaFiu.ﬂ ijc.:m’ during
N period of time, The frm then attempts to select a combination ui: pinaclifelnl
ih':rpnﬂlgﬂs that will be within the specific limits providing maximum profitability and put
ap; N descending order according to their rate of return.

s ]3':-]] rﬂliunjng may result in accepting several 5:11,;!_“. Ein\":'SLMEﬂi proposals than a few
May . YeStMment proposals so that there may be full utilization of budgeted amotint, This
budg.. Ut in accepting relatively less profitable investment proposals if full utilization of

i% g L 5
Sa Primary consideration.

Q

what

.
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. - egoes the next 1
Similarly, capital rationing may also mean that the ruhm fcii igl is estimated TGS[~pmﬁ'abt
investment following after the budget ceiling even thoFeC - = > 10 yield g it
el do 3 G { return, Thus capital rationing goa. ¢
of return much higher than the required rate 0 0

Esn'ﬂl
always lead to optimum results.

13.6 PART I : FINANCIAL MANAGEMENT

tion & Sensitivity Analysis, TR
[Dec. 2012 (5 M,y )
Ans. Risk analysis gives management better infﬂ_ﬂﬂﬁliﬂn about the Plﬂssihlc Oute
that may occur so that management can use their judgement and experience to ace

investment or reject it.

Q. 10. Distinguish between: Risk Evalua

Omgyg
CPlay

In relation to capital budgeting, sensitivity analysis deals with l;he consideration Of seng;.
tivity of the NPV to different variables contributing 1o the NPV.

Q. 11. Internal Rate of Return (IRR) of 2 project is that rate where Net Preses
Value (NPV) is zero. Comment. [June 2013 (5 Marks))
e )|

Ans. The Internal Rate of Return (IRR) of a capital budgeting project is the discouy
rate at which the Net Present Value (NPV) of a project equals zero. The IRR decisjo
rule specifies that all independent projects with an IRR greater than the cost of capit]
should be accepted. When choosing among mutually exclusive projects, the project with
the highest IRR should be selected (as long as the IRR is greater than the cost of capital),

Acceptance rule: The use of IRR, as a criterion to accept capital investment decision in-
volves a comparison of IRR with the required rate of return known as cut-off-rate. If IRRis
greater than cut-off-rate, the project should be accepted. IfIRR is less than the cut-offrate,
the project is rejected. In case, the IRR is equal to the cut-off-rate, the firm is indifferent
Merits:

(1) It considers the time value of money.

(2) It 1akes into account the total cash inflows and cash outflows.

(3) It is easier to understand

Demerits:
(1) It does not use the concept of desired rate of return, whereas it provides the rate of
return, which is indicative of the profitability of investment proposal,

(2) It involves tedious calculations, based on trial and error method.
(3) It produces multiple rates, which can be confusing,
(4) Projects selected based on higher IRR may not be profitable.

(5) Unless the life of the project can be accurately estimated, assessment of
cannot be correctly made.

(6) Single discount rate ignores the varying future interest rates.

ash flow?

T ________..-f-"'"
(Dec. 2013 (5 Marke), (Sume 2015 (4 M55

Ans. A sensitivity analyvsis is a technique used 1o determine how different ,..-ajultfrfi

an independent variable impact a panticular dependent variable under a give? 1

i, o
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ons: This technique is used within
| . ; t ‘rariﬂbles-

;1 iopt iral budeeting, sensitivis I
| F ;fﬂ"‘:ﬂp‘ : | i }' ana ysij d . = . s
0 rfff‘;'?;if’ 10 different variables contributing (o rh:fjﬁvw”h (i dgaion o san

of rp: o find out sensitivity of NPV to different varjabjes:
L §ie

' oje i i :
0 cash flows for the project are identified. NPV ¢ calculated on the basis of these cash
flows.
..bles which have a bearing on the cash f]
{E \Fﬂ-na = i 5 be 1]: -
these variables may be selling price,
ﬂulng.WS (=] (0
) Perform the calculation for x-ar-iables_ to find out how much change is required. For
example, if one has to calculate sensitivity of NPV to selling price, then calculation
| has to be done Lo see that how much change in selling price will make the NPV of
the pmject ZEero.

f \dvantages of sensitivity analysis:

rfﬂ] It compels the decision maker to identify the variables which affect the cash flow
forecasts. This helps him in understanding the investment project in totality.

(b) Itindicates the critical variables for which additional information may be obtained.
The decision maker can consider actions which may help in strengthening the “weak
spots” in the praject.

{c) It helps to expose inappropriate forecasts and thus guides the decision maker to
concentrale on relevant varables.

Disadvantages of sensitivity analysis:

(i) It does not provide clear cut results. The terms ‘optimistic’ and ‘pessimistic’ could
mean different things to different people.

Specific boundaries that depend on one or

! lows of project are identified. Some of
Operating costs, discounting factor, initial cash

(i) Tt fails to focus on the interrelationship between underlying variables. For example
sales volurme may be related to price and cost but we analyze each variable differently.

{if) Sensitivity analysis does not eliminate risk. It merely measures the resilience level
of identified variables to change in assumption.

%13’!!1&:-:5 are number of statistical/mathematical techniques of risk evaluation
Incapital budgeting. Comment. [Dec. 2014 (5 Marks)]

'*-:i- Following statistical/mathematical techniques of risk evaluation are used in capital
Eeling:

Certainty Equivalent Approach
Probability Assignment
Expected Net Present Value
Standard Deviation
Coefficient of Variation
Sensixivxty Analysis
Simulation

* Probability Distribution Approach

[ =
20 ~ o B e~ B
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9. Normal Probability Distribution
10. Linear Programming

Q. 14. Distinguish between: Capital Budgeting & Capital Rationing,

[Dec. 2014 (4 Marks)], [Dec. 2015 (5 Marks)], [Dec. 2020 (3, .

T )
Ans. Following are the main points of distinction between capital budgellﬂg & Capigy
rationing:

Points Capital Budgeting Capital Rationing

Meaning | Capital budgeting is the process by | Capital rationing refers (o 4 Situay
which the firm decides which long- w]n?rf: a compan}: Cﬂnnpl underta) :

term investments to make. positive NPV projects, it has identif
because of shortage of capital. ed

z . x i i ‘___'___-_-—-_""‘-..
Acceptance | As per capital budgeting process Undr.rcapllaj_ m“ﬁ“mgs'malmn,adb
of projects | project having positive is selected. | cisionmakeriscompelled lorejectso
of the viable projects havin

s
net present value because of sinusrll:w
of funds. Be

Emphasis | It emphasizes on profitable projects. | It emp;_h asizes on effective ulm
short funds.

______—-—-.

Q. 15. Distinguish between: Sensitivity Analysis & Scenario Analysis.

[June 2014 (4 Marks)]

Ans. In relation to capital budgeting, sensitivity analysis deals with the consid eration of
sensitivity of the NPV to different variables contributing to the NPV.

Sensitivity analysis takes care of only one or two variable which is at times inadequate.
This limitation is partially overcome by what is known as scenario analysis, where sce.

nario of certain prices, cost and other variables are created and the financial parameters
are computed.

Q. 16, Write a short note on: Sale and lease back. [Dec. 2015 (5 Marks)]

Ans, A sale and leaseback constitutes an arrangement where the seller of an asset leases
back the same asset from the purchaser.

The lease armangement is made immediately after the sale of the asset with the amoun!
of the payments and the time period specified. Essentially, the seller of the asset become
the lessee and the purchaser becomes the lessor in this arrangement.

A leaseback arrangement is useful when companies need to untie the cash invested in &
asset for other investments, but the asset is sl needed in order to operate. Leaseba
deals can also provide the seller with additional 1ax deductions. The lessor benefits in 1h
they will receive stable payments for a specified period of limé

Q. 17. Distinguish between: 'Flmﬁhnu'nnd'uleaudlmhmk' et
Ans. Full;m ing are the main points of distinction between finance Jease and sale
lease back;
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i — e ———
Finance Lease

s £ Sale and lease back |

A lease is classified as a finance Jease
£ it transfers substantially all the rigks
and rewards incident to ownership,

%1

y

A sale and leaseback constitutes an ar
rangement where the seller of an assel
leases back the same asset from the
purchaser

Real owner who is bought the asset
once sale it and by taking on lease

et
Real owner ol asset become lessor af.
ter leasing the assel.

i

r "
owne again become lessee of the asset.
'______,_.,_--‘ Real owner receive the lease rentals, | Real owner pays the lease rentals.
reptals : 5l
Se In finance lease, the lease term is for | In sale and leaseback, the lease term
Led

the major part of the economic life of | may be for part of the economic life of
| the asset even if title is not transferred. | the asset.

-

Y%

———hack period is suitable to i rather than its
payback perio measure liquidity of a project
E;:{guhﬁty. CommentL. [June 2016 (5 Marks)]

mbﬂck period represents the amount of time that it takes for a capital budg:ch
ing project (o recover its initial cost, The use of l!'m pa}rlzfack period as a caPiLal budgeting
jecision rule specifies that all independent projects with a payback period less than a
specified number of years should be accepted. When choosing among murually exclusive

projects, the project with the quickest payback is preferred.
Merits:
(1) It is simple to apply, easy to understand.

(2) In case of capital rationing, a company is compelled to invest in projects having
shortest payback period.

(3) This method is most suitable when the future is very uncertain. The:‘shnncr the
payback period, the less risky is the project. Therefore, it can be considered as an
indicator of risk, :

(4) This method gives an indication to the prospective investors specifying when their
funds are likely to be repaid.

(5) Tt does not involve assumptions about future interest rates.

(6) Ranking projects according to their ability to repay quickly maj.rkb-e useful to firms
when experiencing liquidity constraints. They will need to exercise careful control

over cash requirements.
Dtmeril.s:

() 1 does not indicate whether an investment should be accepted or rejected, unless
the Payback period is compared with an arbitrary managerial target.

@) The method ignores cash generation beyond the payback period and this can be seen
More 4 measure of liquidity than of profitability.

(3) 1t fails 1o take into account the timing of returns and the cost of capital.

(4) The traditional payback approach does not consider the salvage value of an invest-

™Ment. I fails 1o determine the payback period required in order; 1o recover the initial
Oully

¥ if things po wrong.

@NNVIVXVLL
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(5) This method makes noattempttomea
and is often used in conjunction with other me
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Q. 19._ﬁistingulsh between: Term

_-—-—-___-__-_

Ans, Following are the main points of disti

lease:

sureapercen rage returnon
thods.

nction between term finan

‘

ENT

the capity] ;

Finance & Operating Lease Finance,

[Dec. 2017 (5 _

_____ﬂaﬁ{ﬂ

¢e and ﬂp{"'ﬂ:in.
4

Points Term Finance Operating Leuﬂm
Fixed finan- | The fixed financial cost is interest. The fixed financial cost m
clal cost i
i - ______-‘_“‘-.__‘
Interest/ Interest is generally cheaper than | Lease payments are normally high o
Lease pay- lease rental. than the cost of interest,
ments
Repayment | Repayment is of the loan amount | The repayment Ubligﬂﬂﬂm
plus interest at a predetermined | rent.
amortization schedule.
Use In case of term finance the funds can | The lease rentals are paid m
be used for any asset subject to the | the specific leased asset.
agreement terms.
Leverage It increases financial leverage. It increases operating leverage,
Depreciation | Depreciation can be claimed on Depreciation cannot be claimed on|
funded assets. leased assets.
Property The assets financed become the bor- | The assets financed remain the prop-
rower’s property. erty of lessor.

Q. 20. Distinguish between: Internal Rate of Return (IRR) & Accounting Rate of
[June 2018 (4 Marks)], [Dec. 2021 (4 Marks))

Return (ARR).
Ans. Following are the main points of distinction between IRR & ARR method:
Points Internal Rate of Return (IRR) | Accounting Rate of Return (ARR)

The Accounting rate of return method
employ the normal accounting tech-
nique (o measure the increase in prod!
expected to result from an investmen
by expressing the net accounting pro ;
arising from the investment as a percent:
age of that capital investment

Internal rate of returmis a percentage
discount rate used in capital invest-
ment appraisals, which brings the
cost of a project and its future cash
inflows into equality, 1t is the mte of
return, which equates the present
value of anticipated net cash flows
with the initial outlay. The IRR is
also defined as the rate at which the

Meaning

net present value is zero.
W IRR is firm specific. ARR is period specific.
Calculation | It is difficult 10 calculate, Itis easy to calculate.  —
mm It takes Into account Time Value | It does not take into accounl Timé
of money of Monev Value of Money; B

It emphasizes on cash flow.

It emphasizes on profits. ___—

-
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pespite several objections, cost of capita] jg used as ()
. s the

ﬂ:; i h ﬂuwfs are pu:rf]ucl_lj,r correlated with the cash flow
; : cl co-relati twy '
:::'aﬂ : wflh p?:[:r: cash ﬂm.'-': :-; ﬁ;ﬁ:‘;ecn the two sets of cash flows, risk is the same. But,

iming © ame, the same discouny rate cannot be used for both

nts. But weighted average cost of capital re . .

: = : Presents averaging of all the risks of
any ﬂﬂfazir:x?; ll:;fld 11:‘: l::lajuale H'l:r‘ES‘lmEnls in as much EE. I.th‘ same manner as
y + % BIVES Some insights and guidance and to that extent it is

basis to evaluate investments
s from the company’s present

5LIME
ccﬂ-mp
at of the pa
2od 10 he used.
: qent value of an investment can be computed using a weighted ave
and this can be “”‘?Wﬂ‘fd ‘:‘""h E"‘:SE“' "v'i_"fws calculated using the other discount rates.
jt may be that an investment with @ Posilive present value should be rejected because
of 5 risk characteristics or that an investment with a negative present value using the

weighted average cost of capital should be accepied. All this will differ from situation to
siluation and case to case,

yevertheless, evaluation of projects involving capital investments requires some basis
which could serve as the minimum rate of return which a project should generate. In such
ases, weighted cost of capital could serve as an accepted discounting rate for evaluating
investment decisions as no project will be acceptable which does not generate funds equal
or greater to the cut-off rate represented by weighted cost.

rage cost of capital

————

0Q.22. Distinguish between: Sensitivity Analysis and Risk Analysis,
: [Dec. 2018 (4 Marks)]

Ans, Both sensitivity analysis and risk analysis are the methods of evaluating risks in a
capital budgeting decision. The two approaches have their own advanta ges and limitations
and are used along with each other for risk analysis.

Eﬂmﬂﬁl}r Analysis: Projects are sensitive to fluctuation in values of critical variables
(d '_ZE}SlS‘u[ Inputs, cost of funds and prices of outputs. It is important to examine how
*ensilive is the project to fluctuations in the values of these variables because the basic

sumptions taken for projections of balance sheet, cash flow statements for future years
Ve an element of uncertainty.

E;Eg:'l:m Projects may, however, get affected differently from changes in the assumption
Ostand retum items. Sensitivity analysis helps in finding out that how sensitive is the

Project 1o these fluctuations.

St"s.l u"’“?’ analysis involves identification of crucial variable relating to costs and returns,

E’i}gciléun D.[ alternative values of the crucial variables and re-computation of the NPV

N ¥ using the alternative values. :

e €L, which is highly sensitive to even small fluctuations in cost and price, is consid-

Rlsk s, a risky project for financing. : _ ; g

S0me fa]}"h‘: Even though through sensitivity analysis and scenario analysis techniques,

1 it:: the uncenrtainties in the project are taken care, I:-f:th these types of analysis have

tion thag they have deterministic values for the variables.

hiI‘:: Significan improvement over these methods, under objective risk analysis, proba-
© analysis is done by identification of key risk variables, finding out values of each

DGETING
13.11
/'/pftg_o'f several objections, cogp
Q- 2 F::l“"' : of capital s used as the basis to evaluate
ii""":t‘mJL [Dec. 2018 (5 Marks)].
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ch of the risk variables, using thege valy

: ive outcome of the projecy -
ty of negative Ou Ject, i O
ct will be negative. 3
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risk variable, assigning probabilities to e
risk analysis and finding out the Pmbﬂtf‘]_'
is the probability that the NPV of the projec

‘ec lysis and it is an ;
: , ] : the project ane. yaio an im
The risk analvsis adds valuable mh:;urmﬂ[n:::r:nl :I]r not depends on the risk taking Capy S

tool in this respect but to take up investme : efore, itis judgmenta] i, W of
the entreprencur which varies from person IMT ottty Dty
Z E : any decision of itself. Commen¢_

Q. 23. Sensitivity analysis does not make any [Dec. 2021 (5 Mwn

Ans. Samuel and Wilkes in “Management of Company Exnahce opincithar Sensitiyi,
analysis does not make any decisions of itself. It is a Pm‘:”cabl‘? pr?cedure T"hf“ Presen,
derived information in paﬁicu!arly revealing way. The method is uaual_l}'_ E{pplleq 10 g3}
possible project as il arises. It could be used for the l::)tai cur&p;m}' ﬂCll‘-'ﬂlﬂHxlsting i
vestments plus new proposals, but such a grand exercise would detract from the essentiy)
simplicity of the method and not be warranted for all the largest projects. When, g the
sensitivity data have been assembled a judgment has then Lo be made as 10 Whether the
picture presented is acceptable or not. -

In this decision the management may subjectively estimate the ﬁkﬁﬁhﬂofi of each scenariy,
or they may play safe and consider only the worst passibilities. It is unlikely that the .
ket as a whole would have access to the same volume and quality of information as thy
given by the sensitivity analysis and this would have to be done by intelligent guess (oo, 3
sensitivity analysis is particularly helpful in large projects that would have a substanis
impact on the company’s operations.

PROBLEMS & SOLUTIONS

CAPITAL BUDGETING - BASIC

Problem No. 1] Modern Electronics wants to take up a new project of the manufac
turc ifan electronic device which has good market. Further details are given below:

Cost of the project as estimated;

(T in lakh)
Land 2.00 (will be incurred at the beginning of year 1)
Bullding 3.00 (will be incurred at the end of year 1)
Machinery 10.00 (will be incurred at the end of year2)
Working capital 5.00 (will be incurred at the beginning of year 3)
20.00

The project will gulntnpmdm:ﬁnn&unthwnnhg be ope™®
tional fora pﬂﬂﬂ5mmwmgm:mrjnufow

® in lakh)
Sales s

Less: Variable cost 8.00
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13.13

€
reciation of Assets 4.00

f the operational perind 2,00
(he end ol Lt nal period, iy
M 25 lakh (without any profir) '8 expected that the fixed assets can be sold

r
0 ok capital of the firm is 104, Applicable 1z W
oar P‘!’.-" Year PV
 0.909 5 0.621
2 0.826 6 0.564
3 0751 7 0513
4 0.683 8 0467
You m_ﬁqmﬁi:? evaluate the proposal, by working out the net present value
and advise the firm. [Dec. 2013 (10 Marks)]
ns.
g;:r_ulaliun of CFAT:
particulars T in Lakh
iSales 20,00
() Variable cost (8.00)
(-) Fixed cost (4.00)
(-) Depreciation on machinery (2.00)
Profit before tax 6.00
(-) Tax @ 50% (3.00)
PAT 3,00
{+) Depreciation 2.00
CFAT 5.00
T in Lakh
Year CashFlow 'y PV
3to? 5.00 3.133 15.665
S 5 00 0.513 2,565
7 e 500 0513 2.565
Total present value of cash inflow .___EE—??-E—-
0 2.00 1.000 2.000
! 3.00 0,907 2
2 10.00 0.826 B,260
r4 5.00 0.826 ____ﬂ.::i]_
Tota] Present value of cash outflow l;;;;

Net Present value (NPV)

BNNVINX VL
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* Salvage value

** Working capital recovered

Analysis: NPV is positive, project can be accepted.

Problem No. 2] Snowman Enterprises is considering the pﬂﬁf‘ihihty um
a particular component which at present is being bought from outside,

The manufacture of the component would call for an investment DF?T.SQ_OW i
new machine besides an additional investment of 50,000 in wo Capita], T
life of the machine would be 10 years with a salvage value of 250,000, 1y, g.t:
mated savings (before tax) would be fl;ﬂ‘ﬂ;ﬂ'&P per annum, The_i'“":?mﬂ“lax ntl‘-i]
50%, The company’s required rate of return is 10%. Depreciation is provigey -
siraight line basis.

Suggest the firm whether this investment be made or not. Show your Workings,

[June IDIS_{LMI!EH
Ans,
Calculation of initial investment:
Equipment cost m
Additional working capital requirement 50,000
Net initial investment 8.00,000
Calculation of CFAT: T
| Estimated savings 1,80,000]
(=) Depreciation (7,50,000 - 50,000/10) (70,000)
EBIT 1,10,000
(-) Tax @ 50% (55,000)
PAT 55,000
(+) Depreciation 70,000
CFAT 1,25,000)
Calculation of NPV:
PV Factor
Year CFAT 10% PV
ltol10 1,25,000 6.145 7.68.125
10 *50,000 0.386 19,300
{10 | **50,000 0.386 19,300
otal present value 8,06,725
:F-i Initial investment (8,00,000)
Net Present Value (NPV) 6,725

* Salvage value realized.

** Working capnal realized.

Analysis: Since, NPV is positive,

the firm may purchase machine.
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o. 3] Saswat Dairy Ltd, (SDL) is ol ing TA00

plem ides 1007, cotars: S Planning 1o buy dairy plant costing T400
o Miu‘ Bﬂard provides 10% sub.udjf on the capital i:ol;l. It n:n process milk to

i heﬂﬁﬂ “’ilh l—hg Capacily ul’ 1' m :
bfd“"? cta];.:n as 750 per kg. The mana lonnes per annum. The selling price of
; 7 gement expects the life of the plant at 8

heese " e depreciation shall be compyt : .
pals and can be sold at ¥50 lakh ay lﬂ: ed using straight line method. Howev

| t n
{ﬁﬂ:ﬁiipll!?cnpfcted as below: end of its useful life. The utilization of
n
:;Js : 2 ‘ 3 4108
: pacity ytilization  60%  70%  80%  9g¢

G stituting primaril ¢
. ariable costcon ing primarily of the raw material (milk) is placed at 40%
dditional working capital required is 7100 lakh,

a

ﬂ;‘l the following —

(a) Cash flows of the project from Year 0 to Year 8

(b) NPV of the project

(O IRR of the project

(d) Payback period and

(o) Should the project be accepted based on NPV and IRR. [June 2015 (16 Marks)]

Elculali{m of initial investment: (T in Lakh)
Dairy plant cost 400
(-) Subsidy from Milk Board (40)
Additional working capital requirement 100

Net initial investment 460

Selling price per tonne = 50 x 1,000 = 50,000 i.e. 0.5 Lakh

Calculation of CFAT: (@ in Lakh)
ahﬂhﬁ 1 2 3 dtlo 8
Capacity Utilization 60% 70% 80% 90%
Production in tonne 1,080 1,260 1,440 1,620
Sales (in [akh) 540 630 720 810
{~) Variable cost {216) (252) (288) (324)
() Fixed cost (300) (300) (300) (300)
L; ;]rprm:ialinn (360 - 50)/8 (38.75) (38.75) (38.75) (38.75 1

{14.75) 39.25 93.25 147.25

M) Tax @ 350, | e@s7s)| (32.6375)|  (51.5375)
A 75| 30675 e0e1ss| 957125
“Depreciation 38.75 38,75 38.75 3875
CEAT 1 45| 99.3625] 1344625

'T;
Tfh:"“ 2nd year = 39.25 x 35% = 13.7375
Nefig for loss of vear 1= 14.75 % 3550 = 5.1625

HNNVIIX VL
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tax benefit forloss of firstyear=13.7375-5.1635 _ 8
e after tax = 50 (1-0.35) < 35 13
5. ** Working capital releaseq

Nel tax for 2nd year after setting of
Additional cash flow at the end of 8th year from
CFAT for 8th year = 134.4625 + 32.5 + 100" = 266.962
Calculation of payback period: .

e
Year CFAT cumulative CFAT
| 24 24
2 69.425 93.425
3 99.3625 192.7873
4 134.4625
5 134.4625 461.7125
6 134.4625 596.1750
7 134.4625 730.6375
8 266.9625 997.6000
) 460 - 327.2500
Payback period = 4 years + 34,4625 x 12
= 4 years & 11.85 months
Calculation of NPV & IRR:
Year CFAT PV Factor Present Value E
10% 20% 10% 20%
1 24 0.909 0.833 21.8160 19,9920
i - 69.425 0.826 0.694 57.3451 48.1810
3 99,3625 0.751 0.579 74.6212 57.5309
A 134.4625 0.683 0.482 91.8379 64.8109
5 134.4625 0.621 0.402 83.5012 54.0539
6 134.4625 0.565 0.335 75.9713 45,0450
7 134.4625|  0.513 0.279 68.9793 37,5150
8 266.9625 0.467 0.233 124.6715 62.2023
Total present value 508.7435 389.3310
(=) Initial investment {460) (460
| Net Present Value (NPV) 138.7435 (70.669)

138.7435
IRR = 10 + 380035 L 70.669
138.8056 ]
=10+ 209.4125 x 10

10 « 6.63
16.637

i
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rance of Project based op NPV ang IRR;
ceP™ 7 le, if the NPy :
r NPV rule, if the of the pr g mrcee: o
() Jiﬂ;snt;mi‘w. project will be rejcclcd?lﬁjﬂft > Positive project js accepted. If the NPV

b o g' ."{:n T 3 ) iy
if the at COMPANYS cost of capita] Npy, . Prodlem cost ﬂftﬂpltaldls not given, so
s accepted.

'S Positive Project

13.17
AC

) As per IRR Rule, if the Company’s coe

: L of capity] ; : be
accepted. IRR for the given Project is | Pralis less than IRR, project can

f ﬁ.ﬁj'?l"lg' [hus it‘ = . ilﬂ]
less below 16.63%, project can be accepted otherwice "hF company’s cost of cap

rejected.
rablem No. 4] ABC Chemicals Lid is someri—

nsidering tyq lusiv :
ols. Your advice is sought for choice between the two o pﬂ:nrﬂdiiccrmlzzgm
(i) Purchase of petrol truck

i) purchase of a battery Powered truck
Year Petrol fruck

(2

Battery powered truck
Purchase cost (T) 0 1,50,000 2,50,000
Operating cost (3) 1 24,000 12,000
2 34,000 12,000
3 29,000 12,000
4 31,000 12,000
5 - 12,000
Assume an investment incentive of 100% initial depreciation allowance and a 309%
incidence of corporate tax; No depreciation is allowed on subsequent years. Taxes
are promptly paid. A return of 10%; after tax as investment incentives is required,
You are required to find out equivalent cost for two options,
[Dec. 2015 (4 Marks)]
= 21
Calculation of net cash outflow of petrol truck:
Particulars 1 2 3 4 5]
Operating cour 24000 34000 29.000] 31.000 N
Tax benefit op, operating cost (7,200) | (10,200)| (8,700) (9,300) -
Tax benefig op depreciation *(45,000) - B = ==
et cash ourflow (28.200) [ 23800] 20300] 21,700 =
"As an investment incentive 100% depreciation allowance available at the end of first
Year. Tox nefit on depreciation = 1,50,000 x 100% x 30% = 45,000
f."a&-ufu.‘inrt of net cash outflow of battery powered truck:
]"ﬂlcu].n 1 -2 3 + 5
'"‘-—..____‘_______-_
Dpem,ng Coat 12,000 12,000 12000| 12,000 12,000
bencﬁl On operating cost (3.600) (3,600) | (3.600) (2.600) (3,600)
Tax benesy On depreciation **(75.000) — = = =
r=35h ourflon, (66,600)| 8400] 8400 8400 8,400

“Nefit on depreciation = 2,50,000 x 100% x 30% = 75,000

B NNVIVX Y,
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Present value of cash outflow of petrol l.n.lt‘kl_._._______

Xear Cash outflow | PV Factor 10% PV |
= 1,50,000 1.000 1,50,000

! (28,200) 0.909 (25,634)

& 23,800 0.826 19,639
3 20,300 0.751 15,245
4 21,700 0.683 14,821
> 2 0.621 i 4
1,74,091

VoA

Equivalent PV of annual cash outflow = —— =

Present value of cash outflow of battery powered truck:

Year Cash outflow | PV Factor 10% PV
0 2,50,000 1.000 2,50,000
I (66,600) 0.909 (60,539)
| 2 8,400 0.826 6,938
p 3 8,400 0.751 6,308
é 4 8,400 0.683 5,737
= 5 8,400 0.621 5,216
2,13,660

2,13,660 0

squivalent PV of | cash outflow =
Equivalen ol annual cash outflow 3.701

Analysis: As equivalent PV of annual cash outflow of petrol truck is less, it advised (0 g
with option of purchase of petrol truck.

Problem No. 5] A company has two alternatives for selecting a new machine tore
place its existing machine. The cash flows under the two alternatives are ufnﬂnﬂf;

Machine-A Machine-B .
R in lakh) ( inlakh) |

Year 0 cash outflow 25 40
Year | cash inflow Nil 10
Year 2 cash inflow 5 14
Year 3 cash inflow 20 16
Year 4 cash inflow 14 17
Year 5 cash inflow 14 15

You are required to appraise the two aliernatives using net value 899
profitability index methods. The cost of capital of the company is 15% .1
[Dec. 2015 (8 M2
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n of net pm:nl value:  in Lak)
1,;.| I 3 ‘ — —
0 10 0,870 0 8.700
5 1 0756 3780 10.584
20 16 0.658 13,160 10.528
; 14 17 0.572 8.008 9.724
5 14 15 0497 6.958 7.455
! .--t;]";'r;ent value 31.906 46.991
_jnitial investment (25) (0)
 |get Present Value (NPV) 6.906 6.991
- oalysis: As NPV of Machine-B i higher, it should be selected.
calculation of Profitability Index:
N Total Present Value
tcabiiy e = et

—@NNYINXY L
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There will be an increase in fixed cost by 330,000 when pmduuﬁunm
from present level. The company wants to achieve 15% return and Wumdr::‘ﬂ
counted cash flow technique for evaluation, bly
You are required to evaluate the impact of above situation on Prﬂﬁlﬂbi“[}r “’hﬂl
(1) Market share is increased by 25% and =

(if) Market share is increased by 20% [Dee- 2015 8 MArh]i
——Mary)

Ans,

Calcwlation of increase in production:
If market share is increased by 25%

159 — 15,000 units
25% - 7

25 x 15,000
15
Increase on production = 25,000 - 15,000 = 10,000
If market share is increased by 20%
159 - 15,000 units
200 - ?
20 x 15,000
15
Increase on production = 20,000 - 15,000 = 5,000
Calculation of incremental cash flow if market share is increased by 25%:

= 25,000

= 20,000

Particulars Year O Year 1 Year 2 Year3
Contribution (10,000 x 30) -| 3,00,000| 3,00000| 3,00,000
Promotional expenses (1,00,000) | (75,000)| (50,000) | =
Fixed cost -| (30,000) (30,000)| (30,000)
Net cash inflow (1,00,000) 1,95,000| 2,20,000| 2,70,00]

Itis assumed that promotional expense will be incurred at the beginning of each period. (f
you incur promotional expense at the beginning then only benefit will be received il rroughout
the vear)

Calculation of present value:

Year | Cashinflow | PV Factor | PV
0 | (1,00,000) 1.000 | (1,00.000)
| 195,000 0.870 1,69.650
2 2.20,000 0.756 1.66.320
3 2,70,000 0.658 1.77,660
] 4.13,630
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onof incremental cash flow if m = :
rg.'l'”culalﬂ:n I:iﬂﬂﬂ < 30) _._______E__I_I.'_I;l_l Year | Year 2 Year 3
foatie - -1 150,000| 150,000 150,000
i n]ﬂtinnﬂl gxpe 5 {].ﬂn.ﬂuﬂ} {?5|G{]D] {50 u[}ﬂ} =
| iced ;;uslt o m_ (30,000)|  (30,000)| (30,000) |
rop cash 30 s 45,0 ,20,000
%ﬂﬂsenl value: i = 70000 1.20
| ['.ll':ula
| 2 cash inflow PV Factor PV
5 | (1,00,000) 1.000 (1,00,000)
45,000 0.870 39,150
3 70,000 0.756 52.920
3 | 1,220,000 0.658 78,960
. 71,030

Py " P -

gnalysis: As NPV under both options is positive after taking into account fixed costs as
well as promot ional expense, profitability position of the firm will improve il market share
 increased in both cases.

Problem No. 7] Calculate the payback period, accounting rate of return, net present
value and internal rate of return for the following investment:

Year Cash flow

z
0 (30,000)
1 4,000
2 10,000
3 20,000
4 11,000

':'rh: rate for Discounted Cash Flow (DCF) calculation is 12%. Accounting profits
the same as cash flow except that the initial expenditure should be depreciated
F—"f‘?m: there is no resale value at year 4, [Dec. 2015 (10 Marks)]

T . 2
t::;l"dlﬂ 'S not given in problem, hence Cash Flow = CFAT.

iﬂ'_{‘i‘:ﬂf payback period:
o CFAT Cumulative

— CFAT
SO 000 4,000
' 10,000 14,000
3 »
20,00
A 34,000

11,000 ° 45,000

NN VIVXVL
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30,000 - 14,000 .,
Payback peried = 2 vears + '_W Ay

= 2 vears & 9.6 months

Calculation of NPV & IRR:
PV Factor Present Value
Year CFAT T 12% 20% 125 12%:
1 4,000 0.693 0.833 3,572 3,332
2 10,000 0.797 0.694 7,970 6,940
3 20,000 0.712 0.579 14,240 11.580
4 11,000 | 0636 0.482 6,996 5,302 |
Total present value 32,778 27.154
(-) Initial investment (30,000) (30,000)
Net Present Value (NPY) s 2,718 (2,846)
IRR =12 + ‘1,7?5 x8
2,778 + 2,846
=12« f‘?m %8
5024
=12+ 3.95
= 15.95%

Problem No. 8] Aalia Ltd. has two alternative projects under consideration. Pro}
ect-A requires a capital outlay of £1,60,000 and Project-B needs 2 1,80,000. Both
are estimated to provide a cash flow for 5 years; Project-A: 245,000 per year and
Project-B: 258,000 per year. The cost of capital is 10¢. smmmiwthﬁl

erable from the view point of net present value? [June 2016 (4
Ans.
Calculation of net present value:
__.__.—t—'-"
55 CFAT PV Factor Present Value
Project-A Project-B 10 Project-A o
10§ 43,000 B0 379 1,70,595 2,198
;¥ Jrutial investment (1.60.000) H.Eﬂ-w“u
Net Prosent Vadue INPV) 10.595 39,878
Analvsis: Since. NPV of Project-B is higher, it <
3 hould be selected. -

Problem No. 9) The following are the data roject
evalusted by meenagement dm.;u;wwmg'

Annual cust savings 740,000




r

a]“ﬁ;;u[ Returmn  15%

CH. 13 : CAPITAL BUDGETING 13.23

‘.’_,..--"
[nt€ tability Index 1.064
ﬁ {he above information find out the following by assuming that salvage value
is

(@ C

ﬂmnst of project (if) Cost of capital
I’aj’ba":k period (iv) Net present value
(i) [June 2009 (10 Marks)], [June 2017 (4 Marks)]

_Calculation of Cost of project:
ual cn:-l saving = Cash inflow = 740,000

RR = lﬁfo

41 15% IRR, total present value of cash inflow is equal to initial cash outlay.

Total present value of cash inflow @ 15% for 4 years is 2.855 = 40,000 x 2.855 = 1.14,200
Thus, Project cost = T1,14,200.

calculation of payback period:

Year CFAT  Cumulative CFAT

40,000 40,000

40,000 80,000

40,000 1,20,000

40,000 1,60,000

Payback period:

~ =

s lnd

- 1.14,200 - 80,000
ject VEears + 30,000 X
= 2 years & 10.26 months

Calculation of cost of capital:

Total Present Value
Initial Investment

Profitability Index =

1.064 - _Total Present Value

1,14,200
I“:J Present Value = 1,21.509
~—— _CashFlow PV Factor w{
s to 4 40,000 x o
L =1,21,509
=3 l}35

N E at present value table, discount factor for 4 years is 3.038.

t” '-Urcapl.[ajn]?C

uﬂn of Net present value:
p'“‘m value = 1,2),509 - 1,14.200 = 7.309

.

NNV
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P M
two mutually Exclm;m\-\
ha:lacbnuﬂfrum and 29,00,000 jtqh

Problem No. 10] A company 78,35,000
Whi : ¢ cash outlays of’ JTEEE i
posals A and B Which require hﬂndsis-,rgfandtb;snsmdasmkfmr

The current yield on governm

projects are as under:

|
J The expected net cash flows from the WO
, Yearend ~ ProjectA Project B
1 I 73,60,000 74,05,000
; 2 23,50,000 73,60,000
J 3 72,50,000 23,50,000 [
| accepted? Dec. 2017 (4
| Which of these projects should be acceptecs —i-"h-—r-i-'.}.l
| Ans.
| | Year | GRAT PVFactor| % ;
,I Project A | ProjectB | 7% Project A! Project B
| |1 | 3.60000 | 405000 0.935 336600  3.78.675
j 2 | 350,000 | 3,60.000 0.873 3,05.550 3,14.250
| 3 | 250000 | 350000 | 0816 2,04,000|  2.85,600
| Total present value 8,46,150 9,78,555
| (=) Initial Investment (8,35,000) (2,00,000)
é, | Net present value 11,130 78,555
E Analysis: The Company should select Project B.
==
~ ProblemNo.11] “A” Lid. issues T 1,000 npdanaﬂymnverﬂbl:dehﬂﬂumﬂ a coupon
of 12¢% convertible into 50 equity shares on a date exactly 5 years before maturils
Mdmfwnpﬂmdmmfﬂmhummm“:qmungﬂ?ﬁ.hm
npeﬂlﬂﬁp&utumnn:!ym‘:dgbmm Wlllfuumggtstmnvcniﬂn?
[Dec. 2017 (4 Marksll
Ans.
Period Cash Flow PV Factor 106 PV
1105 Interest 120 3.791 454.92
S Redemption 1,000 0.621 621.00
Value of debenture 1.075.92
Value of equity share = 50 x 25 = 1.250.
As value of equity share is more than fair val d N to comvert
debenture into equity share. ue of debenture; it s suggested
__._.-l—"""--'

Prublem No. 12] Santra Ltd. Is planning to replace an old lathe mach gfl;;

sew one. The production manager has _
= Viternative I  Alternative I
: mg—m T100 lakh vSoLil __//

4
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ETING

13.25
Year 1 ' <10 ]akh 220
Year 2 235 hkh 220 1;::
year 3 225 lakp 220 Lagy,
yeard “WOhh lakh
oo omical ];.:fe In years 4 years L
are required t“mgﬁﬁstwhithh:.h:m i
Eﬂunted payback period method, apq i e, Y osng the
79 considering the applicap]e discount rate
of 10 wlﬂ (3 Marks)]
Ans- S
| Cashfow  Tovh o '
!‘ﬂﬂ' Ic = = E?—lil_‘iﬂ PV | Cumulative Py |
| < S
| 1 |10,00,000 | 20,00,000 | pog 9,09,000 Iﬂ.ls.ﬂm‘ 909,000 | 18,13,000 |
2 |35,00,000 | 20,00,000 | 0826 | g 91,000 16,52,000 | 33.00,000 34,70,000 |
3 |25,00,000 | 20,00,000 | 075 18.77.500 | 15,02,000| 3677300 549,7:.000.!
| 4 |40,00,000 | 20,00,000 | 0483 27,32,000 13,66,000| 84,09300| 63.33.000 _j
Discounted payback period:

likh; hence ‘Alternative I' do not payback th

5 e = g- 2-
Allcmaljx'eIl=33.'¢ars+ 20.00.000 - 49,72,000

13,66,000
= 3 years & 0.25 month

Analysis: Santra 11q. should go with Alterative I

l_-‘—-—__

— %12

flow) discounted at 102 do not recover 2100
€ amount invested in business.

Cash.fixeq
lﬂiht':_ Capa

30,000 Boats, Price per Boat is 30,000,
_ cost in the first
-"t“ﬂhkhahdh

2

23 40

3
50 75

5
100

with a variable cost ratio of 70%.
yea, including promotion expenditure

thereafter 7450 lakh each year. The company expects that the
ity utilization over its estimated useful life of five years is as under-

_%“ﬂﬁnﬂun%

*m:d'“‘“ of the project is 295 lakh. If the hurdle rate is 12%, and tax rate

to in mind
°2n the project be accepted? While evaluating, you have to keep

thag g, project b of income against which the losses, if any,
%__%:m:uﬂﬁmwlm“mﬁmﬁtmmﬁ
@'ﬂwmm&mwi'mm %4

[Dec. 2018 (8 Marks)]

.
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Ans,
Calculation of initial outlay:
Particulars (T in lakh)
Cost of plant 750
Installation cost 150
Working capital 175
Total 1,075
Cja!ctafa:frjjx of depreciation: In absence of specific information SLM metheg ofd
lion is assumed. CPrecy,
Depreciation = 150+ ISSD =9 = 325 = 161 lakh
Statement showing net cash outflow for the various years: (% in laky
Pnnindul.nr:_ Year1| Year2| Year3 YWE“E-;
Capacity utilization 25%|  40% 50% 75%| o
No. of Boats 7,500 12,000| 15000] 22,500] 350
Sales 2250 3600 4500 6750 oo
(=) Variable cost @ 70% (1,575)| (2,520)| (3,150)| (4,725) (6,300)
Contribution 675 1,080 1,350 2,025| 270
(=) Cash fixed cost (630) {450) (450) (450) (430)
(=) Depreciation (161) (161) (161) (161) (161}
Profit before 1ax (116) 469 739 1,414 2,089
(=) Tax @ 30% -| *105.9)| (221.7)| (424.2)| (626.7)
Proht alter tax (116) 363.1 517.3 989.8 [ 1.462)
(+) Depreciation 161 161 161 161 161
Cash flow after tax (CFAT) 45 524.1 678.3| 1,150.8| 1,623])
{+) Terminal value %
(+) Working capital 173
Net CFAT 1,8933
‘369 - 110 x 307 = 105.9 -
Calculation of NPV: !
Year _ Net CFAT PV Factor @ 12% PV
| 45 0.893 40.19 |
2 524.1 0.797 41?.?1-
3 078.3 0.712 482.74
4 1,1508 0.636 73191
5 1,8933 0.567 1.073.50
274605
(-) Initial investment (1,075)
| Net Present Value (NPV) 1.671.05

i Analysis: NPV 1s positive. Project can be accepted,
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—

o
5. 14] Roma Ltd. has to choose one of the machines from two mutually

als are: Machine Raniand Machine Prince, Therequired amount of cash
sachine Rani is ¥ 8,35,000; while for Machine Prince is 2 9,00,000. The
,ui]a]'rb; —ate of yield on Government of India’s bond is 7%, and the management
5 opinion to use the same as discount rate, The expected net cash inflows
- jsof t:::g:.rmﬂﬂt of both the machines are as under:

Machine Rani Machine Prince

< 3,60,000 T 4,05,000
5 7 3,50,000 7 3,60,000
3 ¥ 2,50,000 ¥ 3,50,000

= have to advise the management with respect to selection of either Machine
r Machine Prince. The Present value Interest factor for the years 1, 2 and 3
e 3345, 0.8734 and 0.8163 respectively, for 7% discount rate.

fﬂﬂr #ﬂd
? 1

@ [une 2019 (5 Marks)]
|
' Ans.
Machine PV Factor Present Value i
i Rani Prince 7% Rani Prince
o 3,60,000 4,05,000 0935 |  3,36,600 3,78,675
2 3,50,000 3,60,000 0.873 3,05,550 3.14,280
3 2,550,000 3,50,000 0.816 2,04,000 l.ﬂiﬁﬂ'ﬂ_
Total present value §,46,150 9,78,535
() Initial investment (8,35,000) (9,00,000)
Net Present Value (NPV) 11,150 78,555 |

Decision; Machine Prince should be selected.

Problem No. 15] The following investment proposals are competing for selection.
The Profitability Index (PI) of each of these prupuuh is also given:

Project  [Initial Cash Outlay ~ PI

)
A 25,000 1.13
B 35,000 1.11
c 40,000 1.15
8 30,000 1.08
Hihe 'f'ﬂn:lg:ted Fund is 7 60.000. Select the maost pruﬁtnhh: projects, which com-
% e At I [Dec. 2020 (8 Marks)]

e
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Ans,
Ranking of Proposals based on Profitability Index (PI)!
e A
Project | Initial Cash Outlay | PI Ranking
(7) )
A 25,000 1.13 2
B 35,000 1.11 3
C 40,000 1.15 1
D 30,000 1.08 4

{ does not utilize the entire available fund. On the other y,,

and A cannot be selected simultaneously as they would require a total fund of 2 ﬁf’nndt
But if A and B are selected available fund is completely utilized. Thus, the mix Aangp ..
be the most profitable one and would maximize the present value. This is showp bc}.ﬂl

Calculation of NPV;

Although C ranks first i

Project Amount Profitability Cash Inflow _W
() Index (2) x (3) (4)-q)

(1) (2} (3) (4) (5)
C . 40,000 115 46,000 6,000
A 25,000 1.13 28,250 3250 |
A&DB | 25,000 + 35,000 = 60,000 | 1.13 & 1.11 | 28,250 + 38,850 = 67,100 | 7,159 |
A& D | 25,000 + 30,000 = 55,000 | 1.13 & 1.08 | 28,250 + 32,400 = 60,650 | 5,630 |

Investment in Project A & B is most profitable as NPV is highest i.e. T 7,100 and o
investment in both project is also within the budget constraint i.e. ¥ 60,000.

CAPITAL BUDGETING — LEASE OR BUY DECISIONS i

o

Problem No. 16) Apple Ltd. has decided to invest in earth-moving equipment, Th

pment costs T5,50,000. The company can take it on lease for 7 yearsat 790,000
p-a. payable In advance. : :
Alternatively, it can borrow at 20%. The asset can be written-off over l.‘u'i!'f\‘il"""""it I
stralght line method of depreclation and thisis allowed under tax. The assetsuseld
life is 7 years. In the terminal year the asset will be sold for a net value of 240.0%
The applicable tax rate Is 30%.

Should the company borrow for buying the equipment or take it on lease? l

[June 2016 (8 32—
Ans.
Evaluation of loan aption:
Calculation of installment amount:

Investment cost 5.50.000
Annuity factor of 200 for 7 years S 3.605

= 1,352,566
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ion of principal & interest;

ﬁf@tm Pﬂmw m Balance
| =~ _ = 5,50,000
i 1,52,566 43-5'5!*5 1,10,000 507,434
K, 1,52,566 51,079 1,01 487 4,356,355
b, 1,52,566 61,295 91,271 3.95,060
i i 1,52,566 73,554 79,012 321,506
| : | 52,566 88,265 64,301 233,241

: 52,566 105918 46,648 127,323
b . | 152,566 1,27,323 25,243 y
: mr_lﬂ“-ﬂlj—ﬁ%

calculation of net present value of cash outflow:

. i

Jear | Principal | Interest | Deprecia- | Tax | Netcash | PVFac- | PV
fion | benefit | outflow | tor 14%
T | 42566 | 1,10000 | 72857 |54857| 97,709 | 0877 | 85,691
2 | 51,09 | 101487 | 72857 | 52,303 | 1,00263 | 0769 | 77.102
3| 61,205 | 91271 | 72857 | 49238 | 1,03328 | 0675 | 69746
4| 73554 | 79012 | 72857 | 45361 | 1,07005 | 03592 | 63347
5
b
7

88,265 64,301 72,857 41,147 | 1,11,419 0519 57,826
1,05,918 46,648 72,857 35,852 | 116,714 0436 53,222
1,27,323 25,243 72 857 29,430 | 1,23,136 0.400 49,254

7 - - = - (40,000) 0.500 {16.000)
(Total present value of cash outflow | 4.40,188 ]

®NNVIVAVL,

Evaluation of lease option:
Caleulation of net present value of cash outflow:

Year | Lease Rental | Taxbenefit | Netcash | PV Factor PV
= T outflow 14%
0 90,000 = 90,000 1.000 90,000
Lo 90,000 27,000 63,000 3889 2,45,007
E.;z"‘"—— < 27000 | (27,000) 0.400 (10,800)
—=_ Present value of cash outflow 3,24.207

hﬂl}'h- Present value of cash outflow is less for leasing option and hence company is
1o take earth- -moving E.qmpmtnt il‘i'il.lilng lease option.

lhgeq-_uipmt. rbnrmwad fm:u[
ndin hhnm:tthulmoi‘emhm
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o be repaid in 4 equal instalments

565 on the original cost per anium,
his exercise.
business.

13.30

The hrinr.:ipn-l borrowed sum is t

Depreciation to be considered at 2

Corporate tax to be considered at 309 fort

ranaasa G

A fair return of 10% after tax is expected on the
Present your choice with comparative anal

Ans,

Evaluation of loan option:
Calculation of installment amount:

ysis.

[Dec. 2017 (8 M
_______ir‘{”

Investment Cost ) 4,00,000 _1.15,440
Annuity factor ol 6% for 4 years 3.465
Calculation of principal & interest:
Year | Installment Principal | Interest @ 6% Balance *
0 - —= - 4,00,000
| 1,15,440 91,440 24,000 3.08,560
2 1,15,440 96,926 18,514 2,11,634
3 1,15,440 1,02,742 12,698 1,08,892
4 1,15,440 1,08,892 6,548 =
Calculation of net present value of cash outflow:
Year | Principal | Interest | Depreciation Tax | Net cash | PV Factor PV |
benefit | outflow 10%
| 01,440 24,000 1,00,000 37,200 | 78,240 0.905 71,120 |
2 96,926 18,514 1,00,000 15554 | 79,886 | 0.826 65,986
3 1,02,742 12,698 1,00,000 33,809 | 81,631 0.751 61,305
4 1,08,892 6,548 1,00,000 31,964 | 83476 0.683 57.014 |
Total present value of cash outllow 3-55r4!5_j
Evaluation of lease option:
Calculation of net present value of cash outflow:
Year | Lease Rental | Tax benefit | Netcash | PV Factor
outflow 10%
1104 1.20,000 36,000 84,000 3.1699
pany is ¥

Analysis: Present value of cash outflow is less for loan option and hence com

vised 1o buy equipment availing loan option.

CAPITAL BUDGETING - ASSET REPLACEMENT DECISIONS _——

MR =", PL P

Problem No. 18] A product is currently manufactured in a machine that i
ﬁwhxmmmwnﬂhu;hmtnmma;;hmm( pought '

it was

e

__,.-—-'"“/

iymmuhﬂmﬂﬂaw¢ﬂuﬂmmﬂhumumuﬁmummm

==
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(Unit cost 2
. 24
g cost
DIT“H labour :
jod = ariable overheads 16
e
ﬂﬂ:d B‘,erhcﬂd-g lﬁ'
fix 64

e e ———
rmally 10,000 units of lh.e product are produced, Tt is expected that the old
N ine can be used indefinitely into the future, after suitable repairing estimated
p"i_’st 740,000 annually is carried out. ;
c L}
b 15 an offer for a new machine with latest improved technology at 3,00,000

‘rading off the old existing machinery for230,000. The projected cost of the
plter then be as under;

pct will
pfﬂd (Unilt cost )

pirect cost 14 -

ndirect labour 12
other variable overheads 12
Fixed overheads 20
; 58
The fixed overheads are allocations from other departments plus the depreciation
of the plant and machinery.

The old machine can be sold in the open market for 740,000. The new machine
will last for 10 years at the end of which it will have a salvage value of ¥20,000.
Assume rate of corporate tax at 50%. For fax purpose the cost of the new machine
and that of the old one may be depreciated in 10 years. The minimum rate of re-
turn expected is 10%. It is also expected thal the future demand of the product
will remain steady at 10,000 units. Advise whether the new machine should be
purchased. Ignore capital gains tax.

Present values of 71 at 10% for 10 years are:

BEEENN & s ac MR B 6 7 & 9 10
MW 0909 0826 0751 0683 0621 0564 0513 0467 0424 0.386
S . [Dec. 2008 (20 Marks)]
Ans,
Ea'lm!aﬁnn of initial investment in new machine:

“<¢ ol new machine after trading off the old machinery = 3,00,000

Culation of value for depreciation purpose:

Price of new machine after trading off the old machinery 3.00,000
{+) Valye of old plant 30,000
™ Salvage value (20,000)

3,10,000

VIRV
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: 3,10,000
Depreciation on new machinery = iy 31,000
60,000
Depreciation on old machinery = z = 10,000

Variable cost per unit under existing machine = 24 8+16=48

Variable cost per unit under new machine = 14 + 12 + 1.2 = .33
Calculation of incremental cash inflow if new machine is purchased:

——

' Cash inflow: H\-\ﬁ\l
' Saving in variable cost (10,000 x 10) 100,00,
: Saving in annual repair of old machine 40.%:
: 1.40,00q
=) Incremental depreciation (31,000 — 10,000) _____E_!_@i
EBT L19%;
| (=) Tax € 50% (39,300
| PAT | 59,50
i {+) Depreciation _____4’__1__{.__39_'
| CFAT 80,500,
Calculation of NPV: F
" Year | Cashinflow | PV Factor PV
' 1010 50,500 6.144 5,06,880
| 10 *10,000 0.386 3,860
| Present value of cash inflow 5.10,740
I[ (=) Initial investment (3,00,000)
: NPV 2,10,740

* Salvage value after tax = 20,000 (1 - 0.5) = 10,000
Analysis: Since NPV is positive; existing machine can be replaced by new machine.

Problem No. 19] Exacta Lid. is considering the replacement of its existing machia
by a new one which is expected to cost 22,70,000 with a life of 5 year and sal

day. It has a remaining useful life of 5 years. Cash revenues will be 74,50,0003%
associated cash expenses will be 23,20,000 p.a. The existing machine will !
salvage value of 24,600 at the end of Syears. N
method. Exacta Ltd. has a target debt-cquity ratio of 20%. The compaty 1,
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Aﬁ/—“ﬂ'ﬂunt mode] to :nim*“— — he
di

F e he
. cost of equity capital. Last year !
L paid 2 di“dfng of 3 1:5 Per share, The mmﬁit m}rarhgl price of the com-
nﬂ“}-,eqlﬂ‘?"hjmhu pershare. A growth rate of 8¢, p . is anticipated. (Ignore
Pl gaint 14X

4=
pq"‘]ﬂ ¢ment required on incrementa) basis,
@ e ental depreciation per year.

{Iﬂ} wel gi:ltﬂl average cost of capital
il

}cumpﬂmﬁ"“ of present worth factors,

Before tax incremental cash flow based on revenue and expenses.
(:_:]nmmgnm] terminal cash flow,
{

(viii) Should the new machine be acquired? Why? [June 2008 (20 Marks)]
(i) SHOUE

ﬁ Calculation of investment required on incremental basis:

[Cost of new machine i E-T'D-Dmi
(-) Cash inflow on sale of old machine . | (%6.000),
Net investment in new machine | 224,000
{if) Calculation of incremental depreciation PEr year:
Year | Existing New Incremental
Machine | Machine Depreciation |
1 23,000 67,500 44,500
2 17,2350 50,625 33375
3 12,938 37.969 25,031
4 9,703 28,477 18,774
(=% 7.277 21,357 14,080
liff) Computation of weighted average cost of capital:
H_: '__IL‘—'-i-g DI=D9{1+‘E)
P = 1.85 (1 + 0.08)
1998 = 1.998
= 20 + 0.08
K = 01799ie 17.999 say 18%
K, =1 (1-1)
=10(1-0.35)
= 6.59
“ | Cost of Capital | Product
80% 18% 1,440
204 6.5% 130
100<: 1.570

@SNV e
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| 13.34 PART [1 - FINANCIAL MANAGEMENT
WACC = Sl = 15.7%
100
(iv) Computation of present worth factors (i.e- PV Factors):
Year | PV Factors
15.7%
I | 0.864
2 0,747
3 0.646
4 0.558
5 0.482
(v) Calculation of incremental terminal cash flow:
Particulars Existing New
Machine Machine
Cash revenue 4,50,000 5,70,000
(-) Cash expense (3,20,000) | (2.96,000)
Cash earnings 1,30,000 2,74,000
Increase in cash carnings = 1,44,000
Particulars Year1| Year2| Year3| Year4| vears
Cash inflow 1,44,000 | 1,44,000( 1,44,000| 1,44,000 | 1,44,000
() Incremental depreciation (44,500) | (33,375)| (25,031)| (18,774)| (14,080)
EBT g9.500| 1,10,625| 1,18,969| 1,25,226( 1,29920
{-) Tax @ 35% (34,825) | (38,719) | (41,639)| (43,829)| (4547
PAT 64,675 71,906 77,330 81,397 | B4448
(+) Depreciation 44,500 33,375 25,031 18,774 14,080
CFAT 1,09,175 | 1,05281 1.02,361 | 1,00,171 | 9852
(vi) Computation of NPV: '
Year CFAT PV Factors 15.7% PV
1 1,09,175 0.864 94,327
2 1,05,281 0.747 78,645
3 1.02,361 0.646 66,125
Kl 1.00,171 0.558 55,805
5 98,525 0.432 47.490
b5 4 *15,400 0.482 7423
| Total present value 3,49.905
(=) Inttial investment (2,24,000)
i NPV 1,25,905
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.mental terminal cash flow = g4,
+ Increm Salvage vajye of new machine — Salvage value of
old maching

= 20,000 - 4,60
= 15,400

Jlysis: Since incremental NPV ig

g machine Positive, the company is suggested to replace
g .

the Exisliﬂ
Fl_u],lgnl No. 20] E:c:ltg:fmlﬁ?nud‘ is Proposing to replace its fully depreciated
achine bya l'lﬂs“:l'-"n \ra.lmﬁﬁ o ,000. T_ht current market value of old machine is
20,000and the saVAEEYa uealersixyearsiszero. The post-taxsalvagevalue of the new
Enﬂﬂ-jjf.:yem's lsexpectedtnbeﬂﬁ,ﬂuﬂ.wilhtheuunﬂhtmvmchin:,salcs
o ted toincrease by?20,000 Perannum and operating expensestodecrease by
¢12,000 per an,nu.m.'lf the company follows 30% WDV depreciation policy, has a
inal cost of capital of 12% and attracts a marginal tax rate of 30%, should the

*}d machine be replaced or not based on six years calculations?

pV. factors @ 12% far six years are as follows:

s 1 2 3 4 5 6
py Factors 0.8929 0.7972 0.7118 0.6355 0.5674 0.5066
5. [Dec. 2021 (8 Marks)]
Ans.
Calculation of cash outflow of investment:
Cash outlay 1,50,000
(=) Cash from sale of old machine {20,000)
Initial investment 1,30,000
Calculation of CFAT: '
| Year 1 2 3 4 5 6
Increase in sale 20,000 20,000| 20,000 20,000/ 20,000| 20,000
Saving in operating cost | 12,000 12,000| 12,000| 12,000| 12,000| 12,000
{-) Depreciation (45,000) | (31,500) | (22,050) | (15,435) | (10,805) | (7,563)
Incremental PBT (13,000) soo| 9950| 16,565 21,195 24,437
() Tax @ 309% *3.900 (150) | (2,985)| (4970)| (6,3539)| (7.331)
Incremental pAT (9,100) 350| - 6,965 11,595| 14,836 17,106
() Depreciation 45.000| 31,500| 22,050| 15435| 10.805| 7,563
;-EEL___ 35900| 31,850| 29,015 27,030 25.641| 24669

Tax benefi due 10 loss.
flow on disposal of new machine at the end of 6th year:
:’:lr;hu: Lo% : 1.50,000
SPreciation for | 1a 6 years (1,32,353)

— NNV
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e
17,647
¢~} Loss on sale [Bal. Fig.] (1,647)
| Sl peice 16,000
' (+) Tax benefit on loss on sale (1,647 x 30%) 494
| Net cash flow on sale 16,494
Calculation of NP\:
ear | Cashflow | PV Facor@ 12| PV
' 1 | 35900 0.8929 2,055
2 31,830 0.7972 25,391
[ B 29015 | 0.7118 20,653
{4 | 27030 0.6355 17,178
| 5 | 2560 0.5674 14,549
e | 24669 0.5066 12,497
L6 16494 0.5066 8,356
 Total present value 1,30,679
' (~) Initial Investment (1,30,000)
- Net Present Value (NPV) 679

Decision: As NPV is positive, the machine should be replaced.
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0 e 212,000 | 0.2
TSR0 § g3
0.4 e LA
“] 22000 | 05
' 220,000 | 0.4
—*_¥30,000 1-: T25000 | 05
0 230,000 | 0.1
¢ value of cash flows:
yetprese” ——
o | CraT, | PV Factor| 7V, ] G, [PV Eacior |2,
— | 25000 | 0909 22,725 | 12,000 | 03826 9.912
' 5 25,000 | 0.909 22,725 16,000 | 0326 13216
(e 25,000 0.909 22,725 22,000 0.826 18,172
i 30,000 | 0.909 27270 | 20000 | 0826 16,520
! E 30,000 0.509 27,270 25,000 0.826 20,650
8. F . 30,000 0.909 27,270 30,000 0.826 24,780
Tuble continttied. . ..
rmmw Initial NPV Joint Expected
[PV +PV,) investment Probabilities NPV
32,637 40,000 -7.363 0.08 -589
35,941 40,000 - 4,059 0.12 —487
40,897 40,000 897 020 179
43,790 40,000 3,790 0.24 910
| 47,920 40,000 7,920 0.30 2,376
52,050 40,000 - 12,050 0.06 723
L 3,112

L) }fwursl outcome is realized, the NPV of the project would be - 7,363. If best outcome
15 realized, the NPV of the project would be 12,050.

wﬁﬂ: Since expected NPV is positive, project can be accepted.
Problem No. 221 A company is considering two mutually exclusive projects. The
~{alents for each project are as follows:

phANVIAALL
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oct-2 _
Year Project-1 Pfﬂl":“maj"'y
Cash Certainty E’;:::: Equi‘vafﬂll
Flow Eqnivalent o
0 -30,000 1.00 — 40,000 e
1 15,000 0.95 25,000 'an
2 15,000 0.85 20,000 0. :
3 10,000 0.70 15,000 0.7
4 10,000 0.65 10,000 0.60

free discount rate is 159%7?

L k-
Which project should be accepted, if thears [Dec. 2009 (10 erkg]]
Ty

A an®

Ans.
Project-1: =
Factor
Year | CFAT CE A:‘I:j;;;ed PV o
1 15,000 0.95 14,250 0.870 12,398
2 15.000 0.85 12,750 0.756 9,639
3 10,000 0.70 7,000 0.658 4,606
4 10,000 0.65 6,500 0.572 3,718
Total Present Value 30,361
(-) Initial Investment (30,000)
Net present value 361
Project-2;
Year CFAT CE Adjusted | PV Faclor PV
CFAT 15%
| 25,000 0.90 22,500 0.870 19,575
2 20,000 0.80 16,000 0.756 12,096
3 15,000 0.70 10,500 0.658 6,909
4 10,000 0.60 6,000 0.572 3,432
Total Present Value 42,012 |
t-.‘ Initial Investment (40,000)
Net present value 2012
;mi.l_hlm: The Company should select Project-2 as it has high

= er fqPVﬂ‘l.anPrﬂjff:l_'_#
| process. ' is planning to start a new manufacturis

- Following are the estimated a |
- furing process: A SRl D and probabilities of the new mal
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| (salvage)

| (a) The P
' (b)
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/’:1: ) Net Cash Flows )

(5 T S US|

5

Find the best cas

of the worst case
correlated) over time and if they are independent over time?

ume that all the cash flows are perfectly positively correlated, that is, there

P=0.2 P=0.6 P=02

- 2,00,000 - 2,00,000 - 2,00,000
40,000 60,000 80,000
40,000 60,000 80,000
40,000 60,000 80,000
40,000 60,000 80,000
40,000 60,000 £0,000

0 40,000 60,000

o Manufacturers cost of capital for an average risk project is 10%.
roject has average risk. Find the project’s NFV.

¢ and worst case NPVs, What is the probability of occurrence
if the cash flows are perfectly dependent (perfectly positively

@ ﬂ only three possible cash flow streams over time: (i) the worst case; (ii) the
most likely or base case; and (ifi) the best case with probabilities 0.2, 0.6 and
0.2 respectively. These cases are represented by each of the columns in the
. ven table, Find the expected NPV, the standard deviation and co-cficient
___ ofvariation. [June 2010 (20 Marks)]
Ans,
Calculation of expected cash inflow:
[ Year P=0.2 P=06 P=02 Total |
1 | 40,000]0.2 | 8000| 60,000 0.6 36,000 30,000] 0.2 | 16,000 60,000
2 | 40.000|02 | 8000| 60,000| 0.6/ 36,000 30,000 0.2 | -16,000| 60.000
1 | 40,000|0.2 | 8.000| 60,000 06| 36000 80,000 0.2 | 16,000| 60,000
4+ | 4000002 | 8.000| 60,000 06| 36,000 g0,000|0.2 | 16,000 60,000
5 | 40,000|0.2 | 8000| 60000| 0.6 36,000 | 80,0000.2 16,000 | 60,000
L3 0]0.2 ol 40000( 0.6] 24000| 60.000 02 | 12,000 36,000

Calculation of expected cash outflow:
(2,00,000 x 0.2) + (2,00,000 x 0.6) + (2,00,

000 x 0.2) = 2,00,000

Net

céltuinlinn of worst case NPV:

| Year | CPAT | PV Factor10%| FVi
o5 | 60,000 3,791 2,217,460

5 _ | 36,000 gzl Lt 25330
Total present value 249,816

) Inj tial Investment
—Present value

| (2,00000)
49,816

—@NNVINXVL
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|
| Calculation of most likely or base case NPE___
| | Year | CFAT [PV Factor 10% PV
| | 105 | 40,000 3.791 151,640
l Soat TR0 0 0.621 _ 0
| | Total present value 1,51,640
! (=) Initial Investment _{E___DW.’F_
| Net present value (48,360) |
Calculation of best case NPV:
| Year | CFAT | PV Factor 10% PV
lws E0,000 3.791 3,03,280
, 5 | 60,000 0.621 37,260
Total present value 3,40,540
() Initial Investment (2,00,000)
Net present value 1,40,540
If cash flows are dependant, the probability of the worst case occurring is the probabiliyy
of getting 40,000 net cash flow in year 1 is 0.2 Le. 20%.
E; Calculation of average case NPV:
= | Year CFAT | PV Factor 10% PV
Z [ 1w5]| 60000 3.791 2,27,460
5 =0,000 0.621 24,840
Total present value 2,52,300
(-) Imitial Investment (2,00,000)
52,300

Net present value,

Calculation of expected NPV:

Warst (48.360) 0.2 (9,672)

Average 52.300 0.6 31,380

l Best 1,40,540 0.2 28.108

NPV = 49,816

! Calculation of standard deviation: R

- TNV D D P D
(48.300) (98.1706) 9638526976 0.2 1 .91,ﬂ,ﬂ§,3§5
230 2,484 01,70,256 06 37,02,154

1,40 530 90,724 823,084,176 0.2  1,64,61.68.835
o' = 3,57,75,76,384
!. o=159813
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= o 59,813
o fvanation = —— = - ¥
et RV~ s <12

ﬁ;ul. Other details are summarized gs fofy - Linery and 40 lakh for working

sales . * 1 lakh units of output for years 1 to 5
ing price : 3120 per unit

variable cost : T60 per unit

cied overheads (excluding depreciation) :215 lakh per year for years 1 to 5

D:F"“i“ﬁﬂn on plant & machinery : 25% on WDV method

galvage value of plant & machinery : Equal to the WDV at the end of year 5

Applicable tax rate = 40%

Time horizon .. * 3 years

Post-t1ax cut-off rate : 1245

You are required to:

(i) Calculate the NPV and indicate the financial viability of the project.
(ii) Determine the sensitivity of the project’s NPV under each of the conditions —

(a) Decrease in selling price by 5% and
(b) Increase in variable cost by 10%. [Dec. 2012 (16 Marks)]
Ans.
Calculation of initial investment:
Cost of plant & machinery 1,00,00,000
(+) Working capital 40,00,000
Net initial investment 1,40,00,000
Calculation of depreciation:
Cost of plant & machinery 1,00,00,000
(-) Depreciation for 1st year (25,00,000)
75.00,000
&) Depreciation for 2nd year (18,75.000)
56,25,000
®) Depreciation for 3rd year (14,06,250)
Grne . 42,18,750
Preciation for 4th year (10.54,688)
G 31,64,062
“Preciation for 5th year (7.91,016)
23,73.046
Pruﬁlﬂnss -
alvage value at the end of Sthyear 23.73.046 |

B
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Calculation of profit bewﬁun s tﬂ.uﬂ
Selling price per unit (60)
(-) Variable cost per unit o0
Contribution perunit 0000
Total contribution (1,00,000 x 60) ﬁﬂ_'m' :
(=) Fixed cost other than depreciation [[:,_I]-El,ﬂ[m]
Profit before depreciation & tax | 45,00,000
Calculation of CFAT: 5 Yo e
Particulars Yearl | Year2 | Year Yar
x ; 5,00,000| 45,00,000| 45
Profit before depreciation | 43,00,000 45,00,000| 4 00,009
(-) Deprecation (25,00,000) | (18,75,000) (14,00.20D11(19,54,055) EElP_!_ﬂ_
ERBT 20,00,000 | 26,25,000 30,93,750 | 34,45312 31']3,?54
(-) Tax @ 40% (8,00,000) (10,50,000) (12,37,500) | (13,78,125) {1433'59{]
PAT 12.00.000| 15.75,000| 1856250 20,67,187 | 22,253
(+) Depreciation 25.00,000 | 18,75.000| 14,06,250| 10,54,688| 79] g
CFAT 37.00,000| 34,50,000] 32,62,500| 31,21,875| 30,1640
Working capital released - & > z ‘1M
Salvage value - = - =| 23,73,04¢
Net CFAT 37,00,000| 34,50,000| 32,62500| 31,21,875| 93,8945
Calculation of NPV:
Year CFAT PV Factor 12% PV
1 37,00,000 0.893 33,04,100
2 34,50,000 0.797 27,49,650
k] 312.62,500 0.712 23,22 900
4 31,2]1,875 0,636 19,85,513
5 93,89 452 0.567 53.23.819
Total present value 1,56,85,982
(=) Initial Investment (1,40,00,000)
Net present value 16,85.982

Analysis: As NPV is positive, project is financially viable.

Sensitivity of the project’

Contribution per unit

Eut&l contribution (1,00,000 x 54)

e

54,00,0000
=iy

114
(60)
54

. s NPV with respect to decrease in selling price by 5%:
Selling price per unit after decrease of 5%

(~) Variable cost per unit
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~ee in contribution/revenue - 60,001 "
Frase ML) 5400 1 - .
* flect = 6:00.000 (1~ 0.4) = 3,60, 000 1000 = 6,00,000
nue for 1 1o 5 year will decrease by 234
M) T .
NPV = 3,60,000 x 3.605 7400 per year.

= 12,97,800

Ta d
Thus: Fe¥©
pecline 1

e 12,97 200
tage decline in NPV 1o base NPV o =202l S0 = .
PEI-EE‘H lﬁ,ai.gaz - ]r-":j £ l'ﬁ.g:l [ s

gﬁiﬂﬂly of the project’'s NPV with TESpect 1o Increase in variab
Selling price per unil 1201
o E'ai'iﬂblc cosl per unit after 109 INCrease [&mi

Contribution per unit L (86)]

4
Total contribution (1,00,000 x 54) 54.00,0000 |

pecrease in cuntributicnﬁrevenue = 60,00,000 - 54,00,000 = 6,00 (a0
Tax effect = 6,00,000 (1 - 0.4) = 3 60,000
Thus, revenue for 1 to 5 year will decrease by
pecline in NPV = 3,60,000 x 3.605

= 12,97,800

le cost by 109

T3.,60,000 per vear.

12,97,800

% decline in NPV to base NPV = mz— x 100 = 76.98¢,

Problem No. 25] Simon Ltd. is considering two ma

their

o I annual cash flows and probahilities

Sltuation  Probabilities  Project.A -B

cash flow (T)  cash flow )

Good 03 6 lakh 5 lakh

Normal 0.4 4 lakh 4 lakh

If?: | = O 2 lakh 3 lakh
he cost of capital is 7%, which project should be accepled? Consider the risk
[Parameter also in decisi  making. Explain with workings.
. : Uune 2014 & June 2016 (10 Marks)]
Ang,
c‘hulatlun of

expected cash flow for each Project: (X in lakh)

NPV = 4.0

NNV NV L—
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Project-B
Cash flow Probability Expected
Cash flow
3 0.3 1.5
4 0.4 1.6
3 0.3 0.9
NPV =4.0
Calculation of standard deviation of Project-A:
NPV D D! p PP
4] 2 4 0.3 1.2
4 0 04 0
2 -2 4 0.3 1.2
=24
og=1.55
i
L

Coefficient of variation = —=
NPV 4

Calculation of standard deviation of Project-B:

NPV D D P PR
5 | 15503 0.3
4 0 o0 04 0
3 -1 1 0.3 0.3
ai=056
a=0.78
a 0.78 -
Coelhcient of variation = —— = =0.195
NPV 4

Analysis: Project-A is more risk because of higher coefficient of varnation.

Problem No. 26] Sagar Ltd. has been in IT business for 6 years and enjoys a fa-
ted that the de-

vourable market reputation. Corporate tax is 30%. They anticipa :
mand for IT solutions would increase considerably since many foreign firms are
setting-up their BPO centres in India. For an expansion project, they proposé 10
invest 222 Crore to be funded by new debt and equity on 50:50 basis, Enquiries,
with merchant bankers reveal that funds can be available at following rates:

Rafe
Debt
- First 5 Crore 10%
- Next 25 Crore 12% :
All additional funds  15.72% '
Equity 12% B




- B . - e

'."“.”.:LM'ni-'r‘“"m1I o

e

i T TPRT - 13.45
gk gracaton ¥ PSRN 3% over Gl ST

o 10% debt: | Cost ufll%mcm\l
Eﬁl lef“_” ﬂl;'mdl‘h:

K=111-
L 10(1-03) 2003 |, 4"
=.H.4% ' -0.3)

: =%
- company propose toinvest ¥22 Crore 1o funded
Eﬂﬁ Hence, 11 Crore will be fynded bydﬂb:i:m ' h;rm debt and equity on 50:50
ity = 'm'“ﬂ!lltm‘ﬂh:ﬁmddhy
'[_'jlt“i“uon of WACC:
sof capital | ¥inCrore | [ Comorencia—
: Iﬁ_ﬂehl G
126 Debt
15.72% Debt
Equily

— ——

B

1,000.01
100

Risk adjusted discount rate = 109 + 2% < 129

WACC = = 10%

VIV
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Ans.

Assignment of cumulative probabilities and random digit allocation:

PART Il : FINANCIAL AMANAGEM

ENT

v

Revenue | Probability | Cumulative | Random digit
probabilities |  allocation
1,00,000 0.15 0.15 0~ 14*
1,25,000 0.40 0.55 1= 54
1,37,500 0.30 0.85 55 - 84
1.50,000 0.15 1.00 85-99
Cost Probability | Comulative | Random digit
probabilities allocation
62,500 0.10 0.10 0-09
75.000 0.25 0.35 10 - 34
87,500 0.35 0.70 35-69
1,00,000 030 1.00 70-99
* Note: Probability is 15%, random number digit should be 15% of the range betyee
0 and 99.

AXMANNS

Hence UCCI =010 14
Ascertainment of value by using random numbers:
Random numbers Range Revenue
81 35-84 1.37,500
&0 35-84 1,37,500
46 15-34 1,25,000
67 55 -84 1.37,500
537,500

Average Revenue = :"3+ =1,34375
02 0-09 62,500
(1 2] 0-09 62,500
31 10-34 75,000
25 10-34 75.000

2,75,000
Average Cost = ————— = 68,750

Average cash inflow = 1,34,375 - 68,750 = 65,625
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c;lt"lnﬂu" of NPV: = SN )
= Cash Infow TN Bietor 109 v
":’m - 65,625 3.791 248 724
) [nili“] Investment (1 ,U’J.rfi.l
Net Frcﬁ-um.rﬂ]'l-lf 142743
M_,.]}'—'*L"'*: As NPV is positive, the project is financially viable
—No. 28] An initial outlay o
Eﬁh;:r;icﬁfnﬂmling cash flow ﬂt{mart:luhll::hhl:ﬂnmw el g o
e MNet CFAT () H“ﬂhbml}
s ) 8,00,000 0.30
7,00,000 0.40
5,00,000 0.30
. 7,00,000 0.25
9,00,000 0.35
10,00,000 0.40
Year3to3 5,20,000 0.45
6,40,000 0.25
8,20,000 0.30
Advise whether the project is worthwhile, if the Discount Rate s 17%2 What shoald
be the maximum project cost, if it were to be taken up?  [Dec. 2018 (8 Marks)]
Ans.
Calculation of expected cash inflow:
Year Net CFAT (T) | Probabillty | Amount Total
Year 1 8,00,000 0.30 2,40,000
7,00,000 0.40 2,80,000 ‘
5,00,000 0.30 1,50,000 | 6.70,000 |
Year 2 7,00,000 0.25 1,75,000 i
9,00,000 0.35 3,15,000 |
- 10,00,000 0.40 4,00,000 | s.50,000 |
05 5,20,000 0.45 2.34,000 |
6,40,000 0.25 1,60.000 ‘
= | 8.20,000 0.30 2,46.000| 5.40.000
~Year  Net CFAT PV Factor @ 17% PV
. 6,70,000 0.855 5,72,850
i 8,90,000 0.731 6.50.590
6,40,000 0.624 399,360

B

= P
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Year  Net CFAT PV Factor @ 17% o
4 6.40,000 0.534 3,41,760
5 6,40,000 0.456 2,91,840
22,56,400
(=) Initial investment (24,00,000)
Net Present Value (NPV) (1,43,600)

Analysis: NPV s negative. Project cannot be accepted.

Maximum Project Cost: For acceptance, the projecl cost, should be cur ailed and ey
downwards to ¥22,56,400 (% 24,00,000 - T 1,43,600) '

Problem No. 29] Varun Ltd. is evaluating a project whose life will nqu:ﬁ_-“"“'-‘
years, involving production and sale of 2,60,000 units of canned Piﬂﬂppleﬁ_n, ¢
the selling price of 2100 per unit, The following cash flows have been “tlmaqﬁ::

[ '000)
Particulars Year 0 Year 1 Year 2
Initial Investment (28,000) - =
Variable costs - (8,000) (8,000)
Cash inflow - 26,000 26,000 .
Net cash flow (28,000) 18,000 18,000 '
The cost of capital is 10%.
Requiired: :
(i) Can the project be accepted? :
(ii) Measure the sensitivity of the project to change in the following variables:
(a) Initial Outlay
(b) Sales Volume
(c) Selling Price
(d) Variable Costs
(¢) Discount Rate .
(iif) Name the varlable to which the project is most sensitlve and least sensitive.
[June 2019 (8 Marks)]
Ans.
(i) Calculation of NPV:
Year CFAT PV Factor 10% PV
| to 2 18,000 17355 31,239
(-) Initial investment {28,000)
NPV 3,239

Since, NPV is positive, project can be accepted,
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: m.“_n.lring the sensitivity of the project wigh re Spect variouy variablas:
(i J.'l.ﬂ'} gensltivity with respect 10 Initfal outlay:

(b)

(c)

(d)

5“.“:‘.-. HI".’ i‘l T 23.23{J4 ‘]lf fﬂll]l.l'r Cam b Tease r.l'h.":'l. T 24 () 1 r !l_z :_t:, !_-,_‘Il i
NPV becomes zero. Therefore, there 15 margin of ¥ 3.239 ar 9 267 of the wital
putlay.

i 3,239
mMargin for initial outlay = ___ﬁiﬂ.ﬂlll{l 100 = |1 87%

Sensitivity as to sales volume:
Let unit sold to get NPV zero is ‘z".

" Year CFAT PV Factor 10% 47
Tto2 100x-8,000 1.7355 17355z - 13 254
(-) Initial investment (23 000)
NPV 0

173.55x — 13,884 - 28,000 = 0
173.55x = 41,884

x=241.34

The required fall in sales volume to get NPV zero = 260 - 241 34 = [3.06
. . 18.66

Percentage wise change in sale volume = 260 > 100 =T.158%

Sensitivity as to sale price per unit;
Let the cash flow per unit be ‘x’ to get the NPV zero.

Year CFAT PV Factor 10% PV
1to2 260x - 8,000 1,7355 45123c - 13,884
(-) Initial investment (28.000)
NPV 0

451.23x —~ 13,884 - 28,000 = 0

451.23x = 41,884

x=9282

Change in sale price per unit needed to become NPV zero = 100 - 92,82 = 7.18

o

Percentage wise change in sale price per unit = x 100 = 7.18%

Sensitivity as to variable cost per unit:
Existing variable cost per unit = 8,000 + 260 = 30.76
Let the variable cost per unit be 'z to get the NPV zero.

R W YL T —
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Year CFAT PV Faclor 10%¢ PV

1to2 26,000 - 260x 1.7355 45,123 -451.23«

(=) Initial investment (28.000)

NPV 0

45,123 - 451.23¢ - 28,000 = 0
451.23¢ = 17,123

451.23x = 37.95
r unit needed to become NPV zero = 37,95

Increase in variable cost pe n
=729 @
== 729
Percentage wise change in variable cost per unit = 3076 100 = 23 39¢,
IRR):

(e) Sensitivity as to discount rate (calculation of
NPV at 10% PV Factar is 3,289.
Let's calculate NPV at 20%.

Year CFAT PV Factor 20% PV
1to2 18,000 1.5278 27,500
(-) Initial investment (28,000}
NPV (500)
IRR = 10 + 323 x 10
3,239 + 500
= 10+ 2257 w 10
3,739
- 10 + 8.66 *
= 18.66%
Increase in discount rate needed to become NPV zero = | 8.66% — 10% = B.60%
B.66

x 100 = 86.6%

Percentage wise change in discount rate =

(ii#) The project is mosl sensitive to sales volume and sales price, and least sensilive 1o

discount rate.
_..——-—""

Problem No. 30] The MNO company is considering an investment in one of lh‘m
mutmﬂyexduﬂv:prnpouh Project A which involves aninitial outlay of U 1,50,00
and Project B which has an outlay of ¥ 1,30,000. The certainty equivalent apPro
is employed in evaluating risky investments. The current yield on treasury bills &
565 p.a. and the company uses this as riskless rate. The expmudvaluﬁﬂfﬂﬂ g
flows with thelr respective certainty equivalents are: ==
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= RS Project A g _—_I: :____;:‘;mj_—t_ﬂ-__ T
"~ Net Cash flow | Certalnly | Net Cash o © Certainty
yenr (T in thousands) | equivalem "E___t_ml ;_nquhs‘k_f_li [
o= 9p 0.8 90 | 0.9 :
; 100 0.7 90 i e
: 110 0.5 160 i os |
;rh....s--mh";:_‘lcﬂ should be m‘th&.ﬁm"? [Jume 2021 (4 Marks)]
Ans- (mination of NPV of Project A:
ETL"‘EFH CE | Adjusted | PV Factor PV
year CFAT 5% |
.--i:"-_—_-_gg 0.8 72 0.952 | b8 544 |
" 100 0.7 70 0.907 03490 |
: 110 0.5 55 0.864 47.520 |
e esent value 179.554
(-) Initial Investment (120 004 .
Net present value 19544
Eminalinn of NPV of Project B:
Year | CFAT CE Adjusted | PV Factor PV |
CFAT S% |
1 90 0.9 g1 0.952 7i.112 |
2 90 0.8 72 0.907 65304 |
3 100 0.6 60 0.864 51.840 |
Total present value 194250 |
(=) Initial Investment {130.000) ]
| Net present value 236 |

Decision: Since NPV of Project B is higher it should be accepted.

——g " NVYRX) L




[ — . THEORETICAL QUESTIONS

mﬂd earnings have no cost. Do you agree? Give reasons your answer.

[Dec. 2003 (5 Marks)), [Dec. 2004 (5 Marks)]
Or

“Cost of retained eamings Is the opportunity cost of returns obtained in 2 similar |
[nvestment elsewhere.” Discuss. [Dec. 2006 (5 Marks)] |

Or
As there is no explicit cost of retained eamings, these funds are free of cost. Com-
ment. [June 2015 (5 Marks)], [June 2016 (5 Marks)]

Ans,

Many people think that reserve & surplus do not have any tvpe of cost which is not
correct approach. The reason is that reserve & surplus indicates the amount of profit not
distributed among equity shareholders, These retained earnings had been distributed

smong sharcholder by way of dividend, some eamnings would have resulted to them by
reinvesting them.

NN YR e——— e

Therefore, the cost of retained earnings may be considered as equivalent to the earnings
forgone by shareholder: In other words, the opportunity cost of reserve & surplus may be

considered as their cost, which is equivalent to the income that would otherwise earn by
Placing these funds in alternative investment.

Thus, the slatement that retained earnings/reserve & surplus have no cost is not cormect.
'-—-.__________

Q2. Write o short note on: Economic Value Added. [Dec. 2012 (5 -‘lrhl'hﬁ
| Or

Economic Value Added (EVA) concept is conformity with objective of wealth max-

i-lhl;,auml Explain. [June 2014 (5 Marks)]

Desoripy )

e the 100] ts nto whether a company is creating or de-.
L-._.E______th. that provides insigh [Dec. 2015 (4 Marks)]

14.1
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real profit of an entity.
[Dec. 2020 (5
Mayy,
_-_-_---_-‘--‘-‘-}\]-

Economic Value Added (EVA) represents the

Ans.

The New York based financial advisory
economic value added. Economic value added n
capital, EVA measures whether the operating pro

Stern Stewart & Co. postulated a ¢qp

reasures the excess retums oy CEPL g

. . ‘er
fit is sufficient enough to cover ':asr 0

ﬁapital. Il a -::urn_p:m}"s E.f.".-‘. is negaii\.'fe it is destroying 5"3"'31"“_]‘-1‘31'5" wealth even th

may be reporting posiuve and growing EPS or retum on capital employed, Ough

How to calculate EVA:
Particulars T
EBIT ——
Less: Interest [::
EBT S
Less: Tax (xxx)
Profit After Tax (PAT) XK
Add: Interest (1 -1) XK
Net Operating Profit After Tax (NOPAT) XXX
Less: Cost of Capital (xxx)
Economic Value Added XXKK |

_ NOPAT — (Capital Employed x WACC)

ure, and it gives in valuations exaclly same answer
values still have some accounting distortions.
ffers from the samé
the historical asstl

Expressed as a formula; EVA
Although EVA is a value based meas
as discounted cash flow, the periodic EVA
That is because EVA is after all an accounting-based concept and su

roblems ol accounting rate of returns (ROI etc.). In other words,

< that distort ROI distort EVA values also.
alues (book value) are irrelevant and only

the cash

value
In EVA valuations, the historical assel v
< are left to give the end result.

flow
Q. 3. Write a short note on: Cost of Retained Earnings. AR
[Dec. 2011 (5 Marks) Aar®
. Like another source of fund, retained eamnings involve cost. It is the nppnﬁuﬂm
cost of dividends foregone by shareholders. _c,i
There are (WO approaches 10 measure this opportunity cost. One approach is Igll; s::
Di_:p;:cl.unlc{_l Cash Flow [DCF) method and the second appmﬂ:h is h}a using ca |

pricing model.

y
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ﬂ Where,
g =t s r .

K- 5t K, = Cost of retained carning

D, = Dividend

Py = Current market price

E = Growth rate
m| = tp:l Where,

K, = Cost of retained eaming

K, = Cost of equity

t, = Personal tax rate applicable to sharcholder
r—{-'-:'.;""—K_": R+P(R -R) Where,

K = Cost of retained earming

R, = Rate of return on security
f = Beta coefficient
R = Rate of return on market partfolio

'E#. Cost of capital is used by a company as a minimum benchmark for its yield.
Comment. . [June 2014 (5 Marks)]

Ans. Cost of capital refers to cost of raising funds, which includes both debr and equitw.
Thus, itis minimum return that investors seek from the company in return of funds invested

by them. Hence, it sets a benchmarkithreshold for the company lo earn that minimum
relurn to satisfy its inventors,

To conclude, cost of capital is the minimum benchmark for vield and company should
ry to maximize its yield over and above the cost of capital to increase market value and
enable wealth maximization which is the ultimate object of the business.

Q.5. Capital Assel Pricing Model (CAPM) is a tool 10 work out cost of

Iy [June 2015 (5 Marks)]
Ang.

E_‘P‘lﬁl Assets Pricing Method: This model describes the relationship between non-
Yemsifiable and return for securities,

?SI ofequity capital under CAPM model calculated by following formula:
=R+pR -R)
Whe

| s :
= Cost of equity capital _
4 te of return on security
Betg Cocfficien

n’". Rate of Feturn on market portfolio
Ll

"R, = Risk Premium

BNNVIVNY




TAXMANND

e

14.4 PART 11 : FINANCIAL MANAGEMENT

_——-—-_-_-___ & =
Q. 6. In real life, the component costs of debt and equily are j?lnm
rather than independently determined. Elucidate. [Dec. 2014 (5 H‘nl’b:.l

e aEdebt )
Ans. In most of the companies the capital structure consists of debt and equigy, s |

availing debt funds is known as ‘cost of debt’ and cost of ;n'mhngdcqml v _fl.mu,,;'i5 knhl o |
as ‘cost of equity’. High component of debt funds increase the earning forits “‘hﬂl“chulzm
but at the same time increase the business/operating risk for the company. o
Thus, companies try to keep optimum combination of -_.ir: bt ﬁ:mds and equity funds in the

capital structure. As both type of funds normally exist in ca pital structure cost of deby 5
cost of equity are jointly operational. i

5 (4 Markyj
_-_-_""‘"'--

Q. 7. Distinguish between; Explicit Cost & Implicit Cost.  [June 201

Ans.

Explicit & Implicit Cost: The cost of capital may be explicit or implicit cost on (he i
of the computation of cost of capital.

Explicit cost is the rate that the firm pays to procure financing,

Implicit cost is the rate of return associated with the best investment opportunity for (e
firm and its shareholders that will be forgone if the projects presently under consideratjp,
by the firm were accepted.

Q. 8. Base Ltd. Is not satisfied with its economic value added and wants to w
it further. What corrective action should it take to improve the same? '
[Dec. 2013 (3 Marks)]

Or

What corrective action to be taken by tl:w.- companies {0 improve Economic Value
Added? [Dec. 2018 (3 Marks)]

, Or
What do you understand by Economic Value Added? Explain the corrective action
to improve Economic Value Added. [Dec. 2021 (3 Marks]]

Ans,
Corrective action to improve EVA

1. Operating performance with respect to Operating Profit Margins or Assel Tll_l'“"?“""'r
Ratios could be improved to generate more revenue without using more capital.

2. The capital invested in the business might be reduced by selling u.nd-::1'4”-11”;’d
assets; this strategy will simultaneously improve operating performance through
higher asset turnover ratio, as well as a reduced capital charge against those ca™
because of a reduced debt or equity capital investment.

3. Redeploy the capital invested to projects and activities that have higher li'l"""“uﬂ'E
performance than the current projects or investments are exhibiting.

4. 1f the business is not highly leveraged, change the capital structure by
lower cost debt for higher cost equity. Although this last strategy will decreas®
income because of the higher interest cost, it will improve the EVA of the bu&l’ilm
because the total cost of debt and equity is reduced, and EVA measures ! v
created after all costs of capital (debt and equity) have been taken into account
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’__f—""_'_— ‘b i e g
< piate the drav acks of adopting Shareholder Value Added (SVA) approach-
0  [Dec. 2015 (5 Marks)]

)”’-""-——-—_— _-__-____-r_ o - R —
AD

i :.hncks of adopting Shareholder Value Added (SVA):
! [imitation in the use of SVA as & performance m

casure ts that, by nature, it is an
JJ A . . i s = . B
{ aggregate measure. In order to analvze the underlying causes of any changes in

m]culnlﬂf-li :r.‘].]ut: h':*“""'ctn YEArs, it is necessary 1o fully comprehend the value drivers
qnd activities specific to a given firm.

14.5

There May e E.mE'T’ﬁSL'S which are subject to any degree of price regulation
then it may not bf possible for management 1o adjust output prices to achieve a com-
gperCl R K upward movements in input prices. Such a situation
may result in SVA being reduced even though there may have been no decrease in
overall efficiency.

gimilarly, a reduction in direct Government funding would result in a decrease in
EVA.

(@ Combined with the use of traditional accounting measures. a thorough knowladge
of the value drivers of the business will assist in determining the underlyving causes
of fluctuations in the value added measure.

|[ le) Again, the use of SVA is not a substitute for detailed analysis of business drivers,
[
i

(b

{c)

rather it is an additional measurement tool with an economic foundation

0. 10. “The EVA is a tool to underline the shareholders value.” Comment.
' [June 2017 (5 Marks)]

| Ans. Economic Value Added (EVA) is the after tax operating profits generated by a business
. minus the cost of the capital deployed to generate that cash llow. Representing real profit
. versus accounting profit, EVA underlines shareholder value, awhich is the main target of
. leading companies’ strategies.
- Thlrlnz are two key components to EVA. The Nel Operating Profit After Tax (NOPAT) and the
. fapital charge, which is the amount of capital times the cost of capital. In other words, it
. i8the total pool of profits available to provide cash return to those who provided capital to
' ﬂﬁ;" firm, The capital charge is the product of the cost of capital times the capital tied upin
. clvestment. In other words, the capital charge is the cash flow required to compensate
- Vestors for the riskiness of the business given the amount of capital invested. On the one
d, the cost of capital is the minimum rate of return on capital required to compensate
amt and equity investors for bearing risk-a cut-off rate to create value and capital is the
. ount of cash invested in the business, net of depreciation,

w — [Capital x Cost of Capital]
%llnm“m controllable factors those support to optimize the cost of capital

Nafigy,, lJune 2017 (3 Marks)]
B Or

_ °lcapital is affected by controllable as well as uncontrollable factors. Explain.

- "Y [Dec. 2018 (4 Marks)]

e e o it L. | "
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Ans.
Cost of capital is the required rate of return that a firm musl fll"-"l”'-"'-'g‘ o cover (h, o
generaling funds in the market place. It is the rate of return tf mt; hrm mysy eam ustﬂ
project investments to maintain its market value and attract tunds. R
Cost of capital is affected by both contrellable and uncontrollable factors, The Same

A .,

discussed below:

Controllable factors affecting cost of capital: These are the factors that affeg the
of capital and the company has control over themn. These [actors are as follows:

(1) Capital Structure Policy: A firm
an optimal capital structure. As more i
as more equity is issued, the cost of equity increases.

(2) Dividend Policy: Given that the firm has control over its payout ratio, the breakn.:
of the marginal cost of capital schedule can be changed. The internally BeNeray
equity has a lower cost as co mpared to newly is sued equity. As the payout ratjg ol (g
company increases, the breakpoint between lower-cos! internally generated equity
and newly issued equity is lowered. :

(3) Investment Policy: Itisassumed that, when making investment decisions, the cop,
pany is making investments with similar degrees of risk. If a company changes i
investment policy relative to its risk, both the cost of debt and cost of equity changes

Uncontrollable factors affecting the cost of capital: These are the factors affecting the

cost of capital on which the company has no control:

(1) Level of Interest Rates: The level of interest rates in the economy affects the cost
of debt and, potentially, the cost of equity. For example, when interest rates increase
the cost of debt increases, which in turn increases the cost of capital,

(2) Tax Rates: Tax rates affect thereby after-tax cosl of debt. As tax rales increase, the
cost of debit decreases, thereby decreasing the cost of capital.

Q. 12. Write a short note on: Shareholders Value Added. : |
What do you understand by Shareholder Value Added (SVA)? What are the benefi
of adopting SVA? [une 2019 (5 Marisll

Ans.
Sharcholder Value Added (SVA) represents the economic profits generated by 2 buisiness
2bove and beyond the minimum return required by all providers of capital. “Value B
added when the overall net economic cash flow of the business exceeds the ecol
cost of all the capital employed to produce the operating profit. Therefore, SVA inlegraltt
financial statements of the business (profit and loss, balance sheet and ash [ow) 0¥
one meaningful measure.

The SVA approach is a methodology which recognizes that equity holders as well ﬁ;ﬂ
financiers need to be compensated for the bearing of investment risk. The SVA me
ology is a highly flexible approach to assist management in the decision making P
Its applications include performance monitoring, capital budgeting, outpu! pricing =
market valuation of the entity. :

has control over its capital structure, and it tar
2

debt is issued, the cost of debt incregge
»ang

|
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PROBLEMS & SLuTIgNS o

plem No- 1] Indigo Ltd. has the following capital structure:
pro

¥ In Lakh
saary shares of T1 each 1,000
I]ﬁ::inl! d earnings 160
1% Debentures 4
: 1,600

[n order to undertake a programme of expansion, the company requires to raise
ldditiﬂllﬂl capital of ?d:mj lakh and three alternative financing schemes are under
mn_qid-l‘.‘:l."ﬂﬂﬂ-n: .

(i) Arights issue, at nominal value, of an additional 400 lakh 2 1 ordinary shares
or
(ii} Issue, at nominal value, 400 lakh, 10% preference shares of 21 or
(ifi} Issue an additional T 400 lakh of 8% debentures.

without the expansion programme, Indigo Lid's estimated annual profit before

interest and tax In the foreseeable future is T 200 lakh. It the programme proceeds,
this will rise to T 280 lakh.

At present, the market values of the company’s securities are-

Ordinary shares 15.40 (ex-dividend) per share
Debentures T110 per T100 nominal

The last ordinary dividend was 20 paise per share. If expansion does not take place,

ordinary dividends are expected to grow at a constant rate of 2.5% per annum.
After some initial fluciuations, the anticipated effect of expansion on dividends
ind market values is expected to stabilize as follows:

Expansion Financed by

Rights Preference Debentures

Mokt Issue Shares

value of an ordinary share 5.60 T5.80 T6.00
W t value of debentures per 2100 T110 110 T108

kel valye of a preference share NA T1.14 NA

Moo Erowth rate in ordinary shares 3.5% 4.0% 5.0%
unuL“mPinr's profit is subject 1o corporation tax at 35% and this rate is
'!h“ ey to change.
(i) e required to calculate for each altermative financing scheme:
@ Searing raiio :
ity p 1Iit available per ordinary share

(3
Caleg), ﬂihted average cost of capital based on market value.

0S may be restricted to two decimal places.
[June 2011 & Dec. 2014 (14 Marks)]

k
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Ans.

(i)
Gearing ratio for existing capital structure:

Fixed income bearing funds_ 440 _ 0379
Equity sharcholders funds 1,160

issuing ordinary shares:

Gearing Ratio =

If expansion progranme (s funded by

440
_l:w = 0.282
If expansion programme is funded by issuing preference shares or debentures:
B40
|.Iﬁﬂ-—_ = 0.724
(if)

Statement showing profit available per ordinary share:

R in lak)y

Particulars Exlsting Rights | Preference DEBE“W
Issue Shares
EBIT 200.00 280.00 280.00| 28005
(=) Inlerest
— Existing (35.20) (35.20) (35.20) (3520
~ New = = - (32.00)
EBT 164.80 244.80 244,80 212.80
(-) Tax @ 35% (57.68) (85.68) (85.68) {74.48)
PAT 107.12 159.12 159.12 138.12
(=) Preference dividend - - (40.00) -
Profit available lor equity 107.12 159.12 119.12 138.32
shareholders
No. of equity shares (in lakh) 1,000 1,400 1,000 1,000
EPS 0.107 0.114 0.119 0.13%)

(iii) Computation of WACC of existing capital struciure:
Dividend Growth Method:

D D, =D, (! +g)
RSl
Bam gl ' 20,20 (1 + 0.025)
= 0.205
= _D_I_‘-‘}S_ + 0.025
K, = 0.06296 e 6.296%
Cost of existing 8% debentures (on market price):
: 1(1~-1)
K, = -

8 (1 - 0.35)
4 110
= 0.04727 ie. 4.727%
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] ‘
cl.llﬂl _— i |
ol ~Feapital t %1 Costof ~ Product) |
ot | Capital | |
V',,’Eﬁ::— = 5.400 PLI7% |  6294% | 577.78 |
IEI;!“JD;EI“["'I.!E (Exisl HE] | 414 R.23% | 4.727% | 3""‘"]_;
L-'"/_—._ 5834 Vo7 | cloes | |
61668 _ ¢ 179 |
WACC = 100 |
!['urrl.l'?”"”'-m’ of WACC if expansion is financed by issue of right shares. .
;Mcnd Growth Method: :
D D,=D,(l +g) |
X E ' 20.20 (1 + 0,035)
o = 0,207 i
) ) i'gz—;’g— +0.035 .
U | ¢ - 00m196ie 7.196% :
il | cost of existing B% debentures (on marker price): |
K,=0.04727 i.e. 4.727% :
) | Calculation of WACC (market value basis): i
| e =
% \?{W“‘“ﬂ'““ € % Cost ol | Product| -
! i Capinal | =
Sy Soares 7840 | 94.19% 715 | eTrav| =
_,I ﬁ:DEbl‘:nlllrEE _‘H,&_ E.E-Ir.t 4.7 7% | s 25 Iﬂ
T — 8.324 100<¢ 70525 | |
70525 {
)| | WACC= oo — = 7-05% '
8 | (bYCom ; : ;
= Pidation of WACC if expansion is fin dbvi B el
Dh'idtl:ld Growth Method: lﬁ‘ anced oy I1ssite ﬂr.ﬂ'mflﬂﬂi.f shares:
K D, !
"!_'_‘"—'+E. D|=D.[_l+g]
023 =0.20 (1 + 0.04)
= 408 = 0,208
‘580 *0.04
v 2‘?"536 ie. 7.58694
T Exlal:lng B% debentures (on market price)
E:‘l '??2? Le. 47279
L [u
= % preference shares (on market price):
]{‘ )
E'ﬂ
B -..!_]_;_L-
14
0.0

8772 ie. 87720,

’I'
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Calculation of WACC (market value basis):
? o Cost of
Types of capital Capital
Equity Shares 5,800 86.05% 7.586%
8% Debentures 484 7.18% 4.727%
10% preference shares 456 6.77% 8,772%
6,740 100%
WACC = ?‘13{: L _7.46%
(c) Computation of WACC if expansion is financed by issue of new 8% debentures.
Dividend Growth Method:
= D. D, = Dﬂ {1+g)
K, = S L = 0.20 (1 + 0.05)
0 Enl =021
= 6 + 0.05

K, = 0.085 e 8.5%

Cost of 8% debenture (based on markert value):

14p |

Z

- [(1-1t)
N,
_ 8(1-035)
108
= D.04815 ie 4.815%
Calculation of WACC (market value basis):
Types of capital = T %
Equity shares 6,000 B6.87%
8% Debentures 907.2 13.13%
6.907.2 100%
s LABOT62. st
WACC = 00 - 8.02% |
Problem No. 2] Krishna Ltd. is currently financed with 210,00,000, 7% d‘
220,00,000 of common stock. The stock has a beta of 1.5, risk-free rate 01 %0
4% and market risk premium 3.5%. The marginal tax rate for a company &=
size is 35%. e L
Compute the WACC of Krishna Ltd.? [Dec. 2014 (# X
Ans.

Cost of equity — CAPM Method:
];1"=R1+ B(R_-R)  Risk premium=(R_-R)
=4+ 1.5(33)

= 9.25%
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of WACC (book valye basis);
ey s
= 'Eii Costof, Product
20,00,000 7 | |
10,00,060 ij; [ W W
00, 334 $.55% | 51.65 |
30.,00,000 10 | =3 :':::: '

B
problem No. 3] Using capital employed, compute the EVA with the help of following
information:

202 !;.?EH 2022-2023 2023-2024
t ?
-‘qulﬂ]f lui‘mllum lﬁlmrm IT,W.m
Debt (10%%) 5,00,000 7,00,000 7.00,000
Mt .ﬁﬂ tu zlm;mﬂ 4.M;m ujM.M
Risk-free rate of return is 7%. Beta (})) = 0.9, Market rate of return = 15%.
Applicable tax rate is 40%. [Dec. 2014 (8 Marks))
Ans.
Particulars 2021-2022] 2022-2023] 20232024
Profit After Tax (PAT) 2,00,000 4.00.000 3,00.000
Add: Interest (1 - t) 30,000 42,000 42.000
Net Operating Profit After Tax (NOPAT) : 2.30,000] 442000] 842,000
Less: Cost of Capital (1,72.050)] (2.54.980}] (2.83.440
E-':U'Hﬂmi[_ Vﬂ]'.lﬁ .I'\.ddl,"d. 5?,95"] l.ST.DZL'J 554 =)
l::"5'2'*-“1!!lllt!n'l of cost of equity: .
K=R +p(R -R) R, = Risk [ree rate of interest
=27 409 “n:j 7 Rm = Market rate of retum
=14.2% f = Beta factor
Calculation of cost of debts:
H‘u = T =1) I = Interest
=10(1-04) t = Tax Rale
" ? [ Cuost of Product
Capital
1000,000]  coeTi| I m-.';.:
500000) M O -
..—-——-."_I___ IM~W'P 1. 1da.a7
1500000 o ——

W VIR




TAXMANNS

14.12 PART 11 : FINANCIAL MANAGEMENT
WACC (2021-2022) = —13087_ _ 11,479
100
Capital 4 fo Costof
Capital
Equity 15,00,000 68.18% | 14.2%
10% Debi 7.00,000 31.82% %o
22.00,000] _ 100.00%
WACC (2022-2023) = 1008 _ 11.59%
100
Capital 4 Sh Cosl of Capital
Equity 17.00,000 70.83% 14.2%
109 Debt 7,00,000 29.17% 6%
24,00,000 100.00%
WACC (2023-2024) = "-I'—II%%E]— =11.81%

——

Problem No. 4] Apoorva Ltd. has assets of ¥32,00,000 that have been financed 55
follows: i

Equity shares of T100 each 18,00,000 3
General reserve 3,60,000 h:
Debt 10,40,000 &

For the year ended 31st March, 2014, the company’s total profits before interest
and taxes were 26,23,000, The company pays 8% interest on borrowed capital and
the tax bracket is 40%, The market value of the equity as on 31st March, 2014 was
T 150 per share.

From the above, determine the welghted average cost of capital using markel
[June 2015 (8 Marl

values as welghts.

Ans.
Particulars ) T
EBIT 6,23,000
(-) Interest (83,200)
EBT 5,39,800
(- ) Tax @ 40% (2.15,920)
Profil available for equity shareholders 3,23.880

3,23 880
e - R
EPS=—1apgp |0 pershare
Cost of equity - Price Eamning Method:
EPS

K, = P,




CH. I-i:EﬂSTDF(M‘ln,L 14.13
18
' o ..-'I':Eﬁ.-
0 |2 ll.l'-'.. I 2%
. 0.
cos! of debt:
| (1= L)
N s -04)
= 4.8%
plculﬂ“““ of WACC (market value basis):
Types of capital t % Cost of Product
Capital
Equity 27,00,0000  72,19% 1260 | 86628
Sk Deht 1040000  27.81% 48% | 133.49
i 37,40,000 1009 | 99977
L
999.77

WACC = —5o— = 9.998% i.e. 10%

‘Problem No. 5] Prosperous Bank has a criterion that it will give loans to companies
that have an Economic Value Added (EVA) greater than zero for the past three
jears On An average.

The bank is considering lending money to a small company that has the economic
valve characteristics shown below:

(i) Average operating income after tax equals to ¥25,00,000 per year for the last
) 3 years.

(i) Average total assets over the last 3 years equals ¥75,00,000.

{tii) Weighted average cost of capital appropriate for the company is 10%, appli-
cable for all 3 years.

(v} The company’s average current liabilitles over the past 3 years are ¥15,00,000.
Dﬂﬂlhel:umpan;r meet the bank's eriterion fora positive EVA? Show your workingsx.

[June 2015 (5 Alarks)]
Ans.

m""“_‘ i 3

Perating Profit After Tax (NOPAT) 25.00.000
e Cost of Capital (60,00,000 x 10%) (6.00.000)
- SNomic Valye Added 19,000,000
Gla] Asge

1S — Current Liabilities = Capital Emploved

=~ 15,00,000 = 60,00,000

j--n_.;r_”‘“_____s_i:li&. Company has positive EVA, Prosperous Bank can grant the loan.
Problem

Andypn NO. 6] ABC Ltd. has 10,000 shares of 27 cach, T10,000, 12% debentures
R -iﬂ.ﬂou'u lhun termn loan @ 10%. Tax rate for the company is 307%.

Cal, the cost of equity capital ns 20%.

w& ﬂ‘i-‘lrj_ﬂ cost of capital at book value. [Dec. 2015 (4 Mtrh]]

B
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Ans.
Cost of 12% debentures:
K,=1(1-1)
=12(1-0.3)
= B.4%
Cost of short term loan:
K, =1(1-t)
=10(1-0.3)
= 7%
Calculation of WACC (book valiie basis):
Types of capital % % | . CC:;: t':: h"ﬂlﬂ
Equity 70,000 70% 204 ].'1|'.“,| |
12% Debentures 10,000 109 8.4% &
10%% Short term loan 20,000 20% 7% ——-____l_ﬂ
- 1,00,000 100% L{‘_I:’_i
WACC = H32% < 16.24%

Problem No. 7] From the following data determine the cost of capital uain;maﬂm .
value as welghts:
%) Market Value (X)

Debentures @ T 1,000 cach 15,00,000 1,100 each
Preference shares @ 710 each 5,00,000 12 each
Equity shares @ 2100 each 20,00,000 200 each .
TOTAL 40,00,000 st

Debentures carry 806 rate of interest, issued and redeemable at par with mlﬂld!f
period of 20 years and floating cost 4%.

Preference shares carry 10% dividend rate, issued :nr.l redeemable at Pll” "%
maturity period of 15 years and floating cost 5%.

Equilty dividend expected at the end of year is ¥20 per share whereas u:l:ld_'_‘_,,
dividend growth rate is 5%. Corporate tax is 30%. [Dec. 2015 (8 Mal

Ans.
Cost of debt:

[l(1—1)+[n‘“ =5
K,= N
d
(Rv+s”)
2

5 1

J] S, = 1,000 - 40 = 960




56+ 2
e
= 980
£, 0.05918 i.e. 5.92%
f;’* of redeemable preference shares:

g - [Dp ; [E’;i )]
)
[1 3 [l“if'l

(ﬁ: 9.5

_1.0333
'} 73
K = 0.10598 i.e. 10.598%
Cost of equity - Dividend Growth Method:
D

S e
-]

20
" 200+ 005

K =0.15i¢ 159
L,
#F’lﬂnﬂun of WACC (market value basis):

14.15

% Debentures

Cost of
Capital

Product |

16,50,000
6,00,000
40,00,000

{®% Pre ference shares

26.4%
9.6%
6450

II‘I-.---I-----'-—--—_

62,50,000

1006

5.92¢0
10.598%
158

136.29
101.74
960.00

1.215.03

Wace. L2180z
100

Ihn:hunigﬂunlhum=

"Iu’h
1 __l‘fmmﬁhl] Zoya Ltd. has obtained capital ﬁumththlhwln;m and the

BNV
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14.16
I'vpe of capital Book value Market value Cost of |
(@ in takh) (T in lakh) capital (%) -
Debentures 4 3.8 3 l
Preference shares | 1.1 8
Equh}' shares & 9.0 13
Retained eamnings 2 3.0 9
13 16.9
You are required to calculate weighted average cost of capital using;
(f) Book value weight and
(fi) Market value weight [June 2016 (4 Mag)
Ans. __'-"“--;I.L
Calculation of WACC (book value basis):
Types of capital T in lakh %o Costof| P
Capltal
Debentures 4 30.77% 564 __TS_]-'""
Preference shares 1 7.6%%%6 8% ﬁl-g
Equity shares 5 46.15% 13% 599,98
Retained eamings 2 15-335’“% 9% 1]5:4,;
13 1009 95370
953.74
r B I B e e qr.l'
WACC = T 9.54%
Calculation of WACC (market value basis):
Types of capital T in lakh 58 Costof |  Produg
Capital
Debentures 18 22.49% 5% 11243
Preference shares 1.1 6.51% 8% 5108
Equity shares 9.0 53.25% 139 69120
Retained earnings 3.0 17.75% 9% 159.3
16.9 100% 1,01633)
: 1,016.53 o
WACC = ——'-'—'—"'_'luﬂ = 10.175¢
Problem No. 9] Determine weighted average cost of capital using market AU
weights:
Book value structiure T
Debentures (T 100 per debenture) 8,00,000
preference shares (2100 per share) 2,00,000
Equity shares (110 per share) 10,00,000
20,00,000
aAlarket prices of these securities are: .
Debentures i ¥110 per debenture
pPreference shares T120 per share i
: T22 per share nT—_——

Equity shares




CH. 14 COST O ':1'“'”][. 1_',.|7

M
s

e shures and equity shares haye been determined at 6.84%, 14.62% and

j';j}ff [June 2016 (6 Marks)]

ﬁn:;ul'ﬂi““ ol WACC (market value basis):
calet™

s of capital T %] Costof] Product
Capital
W 8.,80,000 26.51% 6.834% 181.33
preference shares | 2,40,000 7.23% 14.62% 105.70
gquity shares 22,00,000|  66,27% 16,100 | 066.95
33,20.000 1007 1,353.98 |

|__...—-"'_'_._-—

- &,
NACC = —ror— = 13.54%

mﬁu. 10] Balance sheet of Zupiter Lid. as on 31st March, 2013 is as under:

Particulars T
1. EQUITY AND LIABILITIES

(1} Shareholders funds

Equity share capital 10,00,000
(2) Non-crrrent liabilities

Long-term debts 15,00,000
{3) Carerent Hiabilities

{a) Trade payables 52,000

(b) Bank overdraft 1,21,000
TOTAL : Iﬁl 3,
ASSETS —
(1) Nen-crrrent asseis

Fixed assets 25,00,000
(2) Current assets
{a) Inventories 64,440
(L) Trade receivables 1.07,.325
{c} Cash and bank 1,235
TOTAL 26,73,000
Statement of Profit and Loss

: T
::;“ 15,62,000
EB;T Operating expenses 9.48.000

6,14,000

| i‘t‘:‘t“ Tax 2,45,600
-rh'e_ “l'l:!'lu;“g profit affer tax 3,658,400

of r:‘l-’l.'rngg rate of return of similar type of companies Is 20% and risk-free mite
. ctumm is 159, Rate of interest charged by bank is 18% and tax rate is 40%.

——tulate Economic Value Added (EVA), [June 2016 (S Marks))

e ———

—@NNVILXV




o Mgy W

i MENT
WIS AR FNANGLU ApANAGEM

T
W

— r-;-...-'f".l"'
e A R

— = —

Particulass

i ¥
. lii.k\“-t\‘:’\ 1% [ R %
= S e ]
e AR Uiy
“m\.: A NG ) R
F"w??:: L E!.:. ?’C el - ARl
m Eh“ T‘:‘u‘. L™

Nt Qunracing Profit Atee Fay (NOMD

1 o0 x 1328% |LT
Lo Ciost of Caguinal e L L_“%
Eovevaas Yalue A Addod e —— — ——p——— _"""--it_%

Cost off equiny: \
' e | ?"‘-"-

K = faveage rate of reburn o miar conpanics = 2%

Cost of loagterm Jodex

[ = Risk-frve rate of moowm = 1%

s-.,-lxt '-I."l

a i3 '-Lt -4

&.,= L LLES L

< 18 -2

« WO
Mdﬂﬁ“*ﬁh




\'f‘ﬂ
VR, R

a'“.w-w 2

uy
&ffltu\- I\H

2
" ) (L08R

o DS ge 189%

Aall-n
=120~ 040)

1419

_.-,'Lﬂ-\.hxij...

e e,




TANMANNS

.

14.20 PART I1 : FINANCIAL MANAGEMENT

equity, they are planning to make issuc of debentures. The il:ﬁ'“‘m
suggested that they could issue the debentures at the face value of 71 g 'ﬂd&:

tloned that !
offer the interest rate 11%. One of the direl:lﬂr? has men . T
investors are expecting the rate of return 12.50%. The company Cuvued'm Ilhl

tax rate of 33%. You are required to work out:
(a) The issue price of debenture in terms of per debenture, and
(5) The effective cost of debentures from the view point of Jeeyu Ltq,
[June 2018 (4 “‘Th}
Ans, The '.111{|e of bond/debentures is the present value of all the future illtl:n:gl pay : ]
and the maturity value, discounted at the required return on bond cnrnmcns._,m"u i
the prevailing interest rate and risk. Ith

Perpetuity bonds are the bonds which never mature or haveinfinitive maturity Period,
of such bonds is simply the discounted value of infinite streams of interest (cash) oy

In problem redemption period is not given; so it will be treated as perpetual bong
Symbaolically,

Val f bond 1 Interest
i K. = Required rate of return

11
" 12.5%
= BB
Thus, bond can be issued at T88.
Effective cost of debentures:
1(1=-1) Where, NP = Net Proceeds
. NP

-

11 (1 -0.33)
88
= 8.375%

Problem No. 14] Strawberry Ltd. is an established confectionary maker mmm;
Chairman of the Strawberry has recently attended one of the Hlnlm
Development Programme in premier institution. He is willing to wm:g o
Economic Value Added (EVA) of the firm. He has provided to you, the follow tog
information. You are required to calculate the EVA from the same, ,1

1. Profit after interest and tax 7150 lakh

2. Intcrest ¥25 lakh g
3. Borrowing intcrest rate 10% 1
4, Owners’ cost of capital 18% "
5. Net worth of the company 2300 lakh o
6. Tax rate applicable 33% |

7. Overall cost of capital 15%% [June z_u_lﬂ.{a_"i'_..'..




CH. 14 COST OF caprTAL L
! o
e e
o (PAT o5
pre Iu-.z-:r-:al « (1 =0)125 = (1-033}] o 7s
A I g Profit Alter Tax (NOPAT) 166.75
et ?gm of Capital (300 x 15%) 7
gjf-ncrmic value Added =
cL
Gource of Finance ool
) {5}
i (paid-op) share capital | 20,00000( 20
Eﬁ“‘incd earnings (Reserves) 40,00,000 <
preference share capital {500,000 5
e 25,00,000 2
B 1,00,00,000

Compute the welghted average cost of capital of the firm, based on the exlsting

capital structure. [Dec. 2018 (3 Marks)]

Ans.

calculation of WACC (book value basis):

Types of capltal 4 ta Cost of Product

Capital

Equity share capital 20,00,000 209 20°% 400
Retained earnings 40,00,000 0% 205 200
Preference share capital 15,00.000 15% 10% 150
Debt 25,00,000 25% B 200

1,00,00,000]  100% 1.550

WACC = ']'55“ _15.5%

Problem No. 16] The following duta pertains to ABC Lid.:

Particulars Amowst (T)
Equity Share Capital (1,00,000 Nos.) (Market value) 38.00,000
Preference Share Capital (Book value) 8,00,000
Debentures 50,00,000
Additional Informarion:

0 Equity Share Capital hduﬂulh:e#hﬂngm.ndﬂlh:ﬂhm:mm .
Price of ¥ 40 per thare and the balance is net proceeds from the new issue in
the current year (issue price of the share is ¥ 40; floalation cost per share is

15). The projected EPSan

M:nd on prefercnce shares is 12%.

dDPS for the currentyearare T 8 and ¥ S respectively.

R
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(iif) Cost of debentures (pre-tax) is 11%. ‘\\
(iv) Market value of preference shares is 8,50,000.

(v) Corporate tax rate is 35% and dividend tax rate is 10%, .
You are required to compute Welghted Average Cost of Capital (WACC) A

14.22

ket values as weights. [June 2019 7 M:::ﬁ'
Ans,
Growth Rate ~ EPS—DPS (1 + 1)
l-I‘I:I
[8-5(1+0.10)]
i 40
= 5.25%
Cosi of existing equity capital:
K D,
Tl
S
= 0 + 0.0625

K, = 0.1875i.c. 18.75%
Cost of new equity capital:

K 2y
V= TNp e
= + 0.0625
40 -5

K, = 0.2054 i.e. 20.54%
Cost of new preference capital:

K, = AL [L*” x 100
96,000 (1 + 0.10)
&,50,000
I{, = 12.42%
Cost of debentures:
K, = I(l-=1)
=11(1-0.35)
= 7.15%

= 100




r
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jation of WACC (market value basis);
- caled =3
s of copital t % Costof| Product
Capital | e
—y capital (Old) 24,00,000| 24875 18.75% 166.31
iuiu‘, [:apll.ﬂ.l IHEW} l*l-.'ﬂﬂ.ﬂﬂ] 14,514 20 544, | 298.03
rn:[Erf"CE Capital B,50,000 B.B1% 12.42% 109.42
pebentures 50,00000( 51.81% 7.15% 370.44 |
96,50,0000 100re 1.244.2 |
| — |
o 2 o
WAL 100
e

lem No. l?‘]dlj'mm the followlng information, work out the Economic Value
Added by Vije Ltd.;

M{mlﬂl‘l - {f in hH‘l]
shareholders Fund 4,200
Long-tevm Debt 1,800
Irade Payables 750
Net operating profit before interest and tax 2,150

The nverage rate of return expected by shareholders from shinilar types of companies
15 20%%. Risk free rate is 10%, and corporate tax rate applicable for Vije Lid. is 30%%.

[June 2019 (5 Marks)]

Ans.

Cost of equity:

K, = 20%

Cost of debrt:

'l_ZEst of debt after tax = R, (1 - 1) = 10 (1 - 0.30) = 7%

Particulars | QR in lakh)
Operating profit before interest and tax 2,150
() Interest (1,800 x 7%) il (126)
Profit before tax ' 2,024
(=) Tax @ 3pe; (607.2)
Profiy after tax 1,416.8
L‘il]nterezitl{l — 1) [126 = (1-0.30)] B8.2
O E‘sp-:ra ting Profit After Tax (NOPAT) 1,505
% 5t.of Capital [6,000 » 16.10%] (966)
—200mic Valye Added 539

|

TREATIRAY




TAAMANNE

NANCIAL AMAN ."'LGEMEH'I'

14.24 PART I1 : F1
] [
Capital [ ®in lakh) %| CoSL O iEE"“‘ ‘—?ru}?@
Equity 4,200 / U7 |
; %% 'J’uﬂ
Long-term Debt _______!_E]_']_ 2
6,000 “‘“‘T\EE
PR O, ———l&y
WACC = o8 = 16.10%
100

- e
o e No. 18] Calculate the weighted average oSt of capital of Mmﬁ

from the following information:

Particulars ,
4,00,000 Equity Shares (210 cach fully paid-up) 40,00,00¢
80,000, 9% Preference Shares (10 each fully paid-up) 8,00,009
Retained Earnings 32,0000

20,00,009

20,000, 8% Debentures (¥ 100 each)

Market price of Equity shares m
Average earning per share of last 3 years 3
Corporate Income-tax rate applicable to Makkhu Ltd. 0%
Cost of equity can be considered as cost of retained earnings.
[June 2019 (5 Marks))
Ans.
Cost of equity - Price Earning Method:
EPS
Ry —
[ I‘ﬂ
Y
"Tas
= 0.2 i.¢e. 20%
Cost of 8% Debentures:
K,=1(1-1)
=8(1-0.3)
= 5.0%
Calculation of WACC (book value basis);
Capital 2 5] Cost of Capital | Produ
Equity Shares 40,00,000 40895 209 goo
Retained Earnings 32,00,000 3205 20% o
9w Preference Shares §,00,000 8% 9% 1
8% Debentures 20.00,000 209 5 6% 11
ol ¢ '_I.I
L 1,00,00,000 100% £
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[June 2021 (3 Marks)]

Cast of 8% Secured Loan:
K, = I{1-1t)

1629 1624%

waCC = 100
ﬁm-.—l 91 Z Ltd. provides you the following Information:

go% secured Loan 240 lukh

Total Capital Employed 1300 lakh

HEI ﬂpﬂl"ﬂ.liﬂg PI'[IEI After Tax T JIIHIM

pate of Tax ' 40%

Cost of Equity 12%

you are required 1o calculale Economic Value Added for Z Lid.
Ans.

: =8(1-04)
! - 4.8%
Cost of 10% Unsecured Loan:
K,=1{1-1)
= 10(1 - 0.4)
= 6%
Calculation of WACC (book value basis):
Capital ?in lakh % | Cast of Capital |  Product
Equity Share Capital . 200 66.67% 12% 300
8% Secured Loan 40 13.33% 4.8% &4
109 Unsecured Loan &0 20% 6<% 120
= l 300!  100.00% 084
984
WACC = oo = 5-84%
Particulary 2 in lakh
Net Operating Profit After Tax [NOPAT] 31.66
(=) Casi of Capital (300 x 9.84%) (29.52)
EConomic Value Added [EVA] 2.14 |

[
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B

Problem No, 20) Following ls the capital structure ol PQ Gemis Lﬁ“\\

Cost of Capi tal
€r lax (%)

So rce ﬂrlﬁ Hance

Equity capital (45,000 shares)
Retained carnings

10% Prelerence capital

9% Debentures

Amount
(X)
4,50,000
1,50,000
1,00,000

~ 3,00,000

14
14
10
4.5

You are required to calculate the Weighted Average Cost of Capital;
(a) Based on book values as weights.

(k) Based on markel values as wﬁghls (Assuming that the market price of

share is T 20 per share) [Dec. 2020 (4 Markyj)
Ans. ____-""--..__‘
Calculation of WACC (book value basis):
Types of capital 4 S Cost of m
Capital :
Equity capital 4,50,000 45% 14% 630
Retained eamings 1,50,000 15% 14% 20
10% Preference capital 1,00,000 10% 10% 10g
9% Debentures 3,00,000 30% 4.5% 13§
10,00,000 1009 1,075
1.075
WACC = = 10.75%
100
Calculation of WACC (market value basis):
Types of caplial L4 o Cost of Produc
Capital
Equity capital 9,00,000| 69.23% 14% 96922
10% Preference capital 1,00.000 7.69%% 10% 769
9%¢ Debentures 300,000 23.08% 4.5% 103.84
13,00,000]  100% : 1,149.98
1,149.98
WACC = —]uT' = 11.50%

Problem No. 21] ABC Ltd. has furnished the following information:

Eamings Per Share (EPS)
Dividend Payout Ratio
Market Price Per Share
Rate of Tax

Growth rate of dividend

4
25%
240
30%:

8%
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— e —
The €© rhe cost of debt (before 1ax) is 105 up 1o 1 2 lakh :mlinf!‘-i beyond thal-

4 ump;““ the aller lax cost of equlty and debt and the Welghted Average Cost of

co
coit? [June 2021 (4 Marks)]
_’._,_.,-J—-'—'_
,::1 of cquity - Dividend Growth Method:
D D=4 x25%=|
= "
T
3 ._i— + 0.08
40
_ 0,107 i.e. 10.5%
cost of 10% Debt: Cost of 15% Debt:
g =10-1 K,=H-1)
_ |0(1-03) =15(1-0.3)
= T% = 10.5%
calculation of WACC for additional capital of T 10 lakh:
Types of capital ? % Costof| Product
Capital
Equity Share Capital 6,000,000 6% 10.5% 630
10% Debt 200,000 20%% 7% 140
15% Debt 2,00,000 2098 10.5% 210 I
10,000,000 | 1005 Q=0

; 980
WACC = —— _ g,80¢
oa — ure

NOTE: K, can be compured alternatively with taking growth rate into consideration [y

F) + gl. The values of K, and WACC then would change accordingly as 10.7% and 9.93%
respectively, :

Problem No. 22] Following inf
21 , g Information is available of a concern. Calculate Eco-
nomic Valye Added (EVA):

- ) 12% Debt capital 12,000 Crore
) ﬂty capl % 500 Crore
o Reserve and Surplus T 7,500 Crore
) Beta Factor 1.05

) Market rute of return 19

B YNVINE Y L—
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(vii) Net operating profit after tax 7 2,100 Crore

N
.

(viid) Tax rate 30%  [Dec. 2021 (4 Mo
Ans, \M.Q
Particulars _—mﬁ;\.
Net Operating Profit After Tax [NOPAT] :'--llju
(=) Cost of Capital (10,000 x 17.28%) (1,
Economic Value Added [EVA] _HHH%
Calculation of cost of equity: T
H' =R+ MR - RI}
=94+ 1.05(19-9)
= 19.5%
Calculation of cost of debts:
K,=1(1-1)
=12 (1 -0.30)
= B.4%
Capltal | ¥ in Crore | % | Cost of Capital | Product
Equity 8,000 B0% 19.5% 1,560
12% Debt 2,000 2096 B.4% 168
10,000 100% 1,728
1,728
WACC = 00 - 17.28%
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CAPITAL STRUCTURE & LEVERAGES

— UNIT-I: CAPITAL STRUCTURE DECISIONS i
.--'"'-'.-_ i
THEORETICAL QUESTIONS ——— -
a—
— 1 ulah between: Financlal Structure & Capltal Structure.
tin P
0.1.Dis G [June 2009 (5 Marks)], [Dec. 2011 (5 Marks)]
[Dee. 2013 (5 Marks)], [June 2016 (5 Marks}]
[June 2019 (4 Marks)]
——
Ans. '
Fallowingare themain pointsofdifference between financial structure and capital struczure:
Foints Flnancial Structure Capital Structure |
Meaning | Financial structure consisis of all assets, | Capital structure Is the sum wotal of all|
allliabilities and the capital. The manner | long-term sources of capital and thus 1s 2
in which an organization’s assets are | part of the financial structure. Itincludes
financed is referred to as its financial | debentures, long term debt, preference
3 SIrUCTUre. share capital, equity share capital and
retained earmings. In the simplest of
terms, capital structure of 2 company
is that part of Ainancial structure that
reflects long-term sources of capital.
Creation | Finanelal structure involves ereation of | Capital structure relates 1o long-term
of assets | both long-term and shori-term assets. | capital deployment for creation of lormg-
- term assels.
Slze Financial structure is boarder concepl.

Capital structure is narmow concept

Q. 2. “The cholce of an appropriate debt
benefits and the cost of Gnancial distress.

:rnqu involves a trade-oll between tax

Comment. [Dec. 2006 (5 Marks)]

15.1
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Ans. Capital structure is significant for a [
:.:‘.-lecnr;:.,' of the firm is sustained by an optimal capital struct
mix of debt and equity.
While deciding about capital structurt, thed at
proportion of debt in capital structure leads to high interest burden on the cnmt' HJEh
reduces the taxable income and thus reduces taxable income but at the same ¢; iy
high debt funds equity funds will be less and hence also increases the EPS of the q.;mc ¢
Pany

Though high debt funds in capital structure increases EPS but one canng i
risk involved on it. High debt funds also increases the operating or business Fiek L‘:‘lhu

iny
n;.,#

eht proportion needs to be approp

company and may lead to financial distress and bankruptcy. Thus, managemen h the
strike a proper balance between owned funds and debt funds. A1y
Q. 3. Write a short note on: Vertical Capital Structure, [Dec. lm
Or
“Vertical capital structure’ and ‘pyramid shaped capital structure’ exhibij opposi
dimensions in analyzing its utility. Discuss. [Dec. 2014 (4 Mﬂhl}li
S oy

Ans. Capital structure can be of various kinds as described below:

(1) Horizontal Capital Structure: Ina Horizontal capital structure, the firm has
debt components. The structureis guite siable. Expansion of the firm takes inalam
manner. i.e. through equity or retained camming only. The absence of debt resulis iy
the lack of financial leverage. Probability of disturbance of the structure is rempge.

{2) Vertical Capital Structure: In a vertical capital structure, the base of the structum
is formed by a small amount of equity share capital. This base serves as the foun-
dation on which the super structure of preference share capital and debt is buill. The
incremental addition in the capital structure is almost entirely in the form of debe
Quantum ol retained earnings is low and the dividend pay-oul ratio is quite high
In such a structure, the cost of equity capital is usually higher than the cost of debt
The high component of debt in the capital structure increases the hinancial risk of
the firm and renders the structure unstable. The firm, because of the relatively lesser
component of equity capital, is vulnerable o hostile takeovers. r‘

(3) Pyramid Shaped Capital Structure: A pyramid shaped capital structure hasa
large proportion consisting of equity capital and retained eamings which have been
ploughed back into the firm over a considerably large period of time. The cost
share capital and the retained eamings of the firm are usually lower than the costol
debt. This structure is indicative of risk averse conservative firms.

(4) Inverted Pyramid Shaped Capital Structure: Such a capital structure hasa saal
component of equity capital, reasonable level of retained carnings but an cver i
creasing component of debt. All the increases in the capital structure in the recent
past have been made through debt only. Chances are that the retained carnings ¥

is highly

the [irm are shrinking due 1o ::I.l:'l:l.l.n'll.lk‘l.'l!ing losses. Such a q:;]pi[.:nl s{cture G
vulnerable ta collapse.
[Dec. 2009 (5 Marks)], [June 2012 (3 L2,

{June 2015 (5 Marks)], [Dec. 2015 G &
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Siimum™ capital structure dcn!s with the issue of right mix of debt and equity in

CH. 15:EAFITALE-‘IRI::TURE&LEWMGE& 15.3

he | e of the firm increases up to a certain poine Beyond that value of the firm will
i ﬁllﬂ decrease
. company is unable 1o pay the debt within the specified period then it will atfect the
jf the 11 of the company in the market.
A% -

: prefore, Company should select its appropriate capital structure with due consideration

£
:?n“ [CROF=: - - =
ﬁmﬂﬂiﬂﬂ upon the capital structure, the firm has to consider the differ-
ﬂ-l EIIE cycle stages, Comment. [June 2010 (5 Marks)]
en

The firm has 1o consider the following life cycle stages while deciding upon the

;pilal sLucture: | ;
pioncering Stage: It is the starting stage when there is rapid increase in demand
* for the product/services of company. At this stage only efficient companies sur Ive.
pue to risk perception about the company the cost of borrowing is high. To survive
in this stage, capital structure is more oricnted towards equity and avail maore soft

loans.

(b) Expansion Stage: In this stage strong companies having survived ll‘zlt: competition
struggle successfully expand their market share and volumes. For this requirement
of funds is high. Therelore, the company in this stage resorts to financial leverage.

{c) Stabilization/Stagnation Stage: In this stage, management looks out fur expansion
and diversiication inlo new projects, Takeovers, mergers, acquisition and strategic
allinnces are main activities. In this stage, capital structure depends on these activ-
ities.

Q. 6. Distinguish between: Horizontal Capital Structure & Vertical Capital Structure.
[ [June 2011 (5 Marks)]

Ans. Following are the main points of difference between horizontal capital structure &
vertical capital stiructure:

Painis Horizontal Capital Struciure Vertlcal Capital Structure

Meaning In a Horizontal capital structure, the | In a vertical capital structure, the base
firm has zero debt components in the | of the structure is formed by a small
structure mix, amount of equity share capital. This
base serves as the foundation on which
the super structure of preference share

— capital and debt is baile
ml llllw Expansion of the firm tnkes Ina laternl | The incremental addition in the capital
n manner, i.e. through equity or retained | structure is almost entitely in the tormn
e fﬂf‘n!n_E. anly, of debr,
Risk The absence of debt it results in the | The high inancial leverage inthe capiral
lack of Anancial leverage and hence | structure increases the financial risk
- low linancial sk, of the fim and renders the structyre
——— unstable.
Low EPS. High EPS.

‘—.___

s

|
|
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Q. 7. Financial gearing is a double-edged sword, Commenl. [Dec. 2011 (5 Mﬂrh,ﬂ-
]

Or
Financial gearing is a fair weather friend. Comment. [Dec. 2013 (5 Ma thy

Ans. Using borrowed funds or fixed cost funds in the capital structure of a copp, =
called financial gearing. High financial gearing will increase the EPS of the CDmp.nH
earnings before interest and taxes are rising, as compared to the EPS of the Em:ﬁj i
with low or no financial gearing, It may be understood that leverage and gearing are iy
interchangeably. g

So at times when the economy is doing well. the shareholders of a highly geayeq Com

will do better than the sharcholders of a low geared company. However, il the cop apan}.
not doing well, when its profits before interest and taxes are falling, EPS of highly TE"M
company will fall faster than those of the low peared company. = Btary

Higher the level of financial gearing, the greater will be the risk. Those who take risk shoy)

appreciate that in difficult times their reward will be below average but in good times :‘:4
will receive above average rewards. The lower the levels of financial gearing, lhE‘l =
conservative are the financial policies of the company and the less will be dﬂ‘-'ialiﬂnsgfm
time to earnings per share. Hence, financial gearing is a double—edged sword, 3

Q. 8. A firm's stock price is not related to its mix of debt and equity :
Comment, [June 2011 (5 Marks)], [June 2015 (5 Marks)]

Ans. Theory of modern financial management — by Franco Modigliani and Merton Mille
concluded that the value of a firm depends solely on its future earnings stream, and hence
its value is unaffected by its debt/equity mix. They concluded that a firm's value stems
from its assets, regardless of how those assets are financed.

The theory was based on restrictive set of assumptions, including perfect capital market
(which implies zero taxes). They used an arbitrage proaf to demonstrate that capital
structure is irrelevant. If debt financing resulted in a higher value for the firm than equity
financing, then investors who owned shares in a leveraged (debt-financed) firm could
increase their income by selling those shares and using the proceeds, plus borrowed funds,
to buy shares in an unleveraged (all equity-financed) firm. The simultaneous selling of
shares in the leveraged firm and buying of shares in the unleveraged firm would drive
the prices of the stocks to the point where the values of the two firms would be identical

Thus, according to MM Hypothesis, a firm’s stock price is not related 1o its mix of deb!
and equity financing.

Q.9. Distinguish between: Net Income Approachand Net Operating Itll:nmﬂﬂ-FFﬂld"

= [June 2015 (5 Marks)

Ans,
Fallowing are the main points of difference between net income approach and netop
income approach: :

erating

_‘
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Nel Income Approach T )
S . Net U'prrtl[nl Income ﬂEEﬂth ==

According 1o this approach, capital
structure decision is relevang s the
I||Ir;.1ll_,||,! U'r lhu r”T".

Jrasr it

According to this approach, capital
structure decisions of the firnm are
Imelevant. As a result, the division
between deht and cquiry is irrelevant.

An increase in fnancial leverage will
lead to decline in the weighted average
costol Eﬂpltﬂl. whilethe valye aof I-h‘:ﬁ-ﬁﬂ
aswell asmarket price of ordinary share
will increase, Conversely a decrease in
the leverage will cause an increase in (he
overall costof capitaland a consequent
decline in the value as well as market
price of equity shares.

Any change in the leverage will not lead
1o any change in the total value of the
firm and the market price ol shares, as
the overall cost of capital is independent
ol the degree of leverage. An incroase
in the use of debt which is apparently
cheaper is offset by an increase in the
equity capitalization rate. This happens
because equity investors seck higher
compensation as they are opposced 10
greater risk due (o the existence of fixed
refurn securities in the capital structure.

Change ip
capital

According to thisapproach, the firmcan
increase its tolal value by decreasing
its overall cost of capital through
increasing the degree of leverage.

According to this approach. changes in
capital do not lead 1o change in overall
cost of capital.

The signiticant conclusion of this
approach is that it pleads for the firm
to employ as much debl as possible 1o
maximize i1s value,

According to this approach, capital
structure decisions of the firm a:n:l
irrelevant. Hence emplovment mure

debt does increase the overall value of
the irm.

&

Q. 10. Write a short note on: Net Income Approach.

[June 2014 (5 Marks)]

T

Ans. According to this approach, capital structure decision is relevant to the value of the
firm; An increase in financial leverage will lead to decline in the weighted average cost of
capital, while the value of the firm as well as market price of ardinary share will increase.
Conversely a decrease in the levernge will cause an increase in the overall cost of capital
and a consequent decline in the value as well as market price of equity shares.

The value of the firm on the basis of Net Income Approach can be ascertained as follows:
'||" E 5 -+ D

Where,

V= Value of the firm

5= Market value of equity

D= Market value of debt

_Net Income

Kr
Eamings available for equity sharcholders

Mirket value of equi ty (S) =
Net inco me =
= Equity capitalization rate

Pproach, the value of the firm will be maxdimum at a point where weighted
Lof capital is minimum. Thus, the theory suggests total or maximum pussible

Und':r. NIa
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debt financing for minimizing the cost of capital. The overall cost of capita] linde

approach is; T th
EBIT

Overall cost of capi
ol capital =
P Value of hrm

Thus, according to this approach, the firm can increase its total value by decreagip,
overall cost of capital through increasing the degree of leverage. The significant cqp Cluc
of this approach is that it pleads for the firm to employ as much debt as p, sﬂhlslnn
maximize its value. i
Example: R Lid.'s EBIT is 15,00,000. The company has 10%, ¥20,00,000 debengy g
equity capitalization rate i.e. K is 16%. The
Statement showing value of firm

Net operating income/EBIT m
(=) Interest on debentures (20,00,000 x 10%) {I.GG,E}W
Earnings available for equity holders i.e. (NT) L300 m;.;
Equity capitalization rate (K_} _-___h-lﬁ
Market value of equity (3,00,000/16%) m
Market value of debt 20.00,000
Total value ol irm V=5+D 38,75,000

Overall cost of capital = EBIT . 5.00,000
Value of firm 38.75,000

Q. 11. The nature of the industry plays an important role in capital structure ded-
sions, Comment, [Dec. 2015 (5 H"‘hﬂ

Ans, Capital structure is influenced by the industry to which a company is related,

All companies related o a given industry produce almaost similar products, their costs of
production are similar, they depend on identical technology, they have similar profitabilit,
and hence the pattern of their capital structure is almost similar. Because of this fact, there

are different debt-equity ratios prevalent in different industries.

Hence, at the time of raising funds a company must take into consideration debt-equily

ratio prevalent in the related industry.

Q. 12. Explain ‘pecking order hypothesis’ relevant to capital muﬂmpw
{Dec. 2015 (4 Marks)]

ol financing

= 12.90%

Ans. In corporate finance, pecking order theory postulates thal the cost
increases with asymmetric information.

Financing comes from three sources, internal funds, debt and new equily. Eamp:lﬂ][:‘
prioritize their sources of financing, first preferring internal financing, and then dett
lastly raising equity as a "last resort”. Hence, internal financing is used first;
is depleted, then debt is issued; and when it is no longer sensible to issue any more deo'
equity is issued. This theary maintains that businesses adhere to a hierarchy of ﬁnnﬂPI’E
sources and prefer internal financing when available, and debt is preferred over aquity
external financing is required. Thus, the form of debt a firm ch can acl s si

of its need for external finance. JOSES

o
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: der theory is po i

ckin o 1hery I bopuArid by My e 194y where hey are

ﬂﬂi equity belicve that mana ' 215€ capital because when managers issue new

ha yeslors agers think that the firm is overvalued and managers

ity g antage of this overvaluation. : : TR
o™ an ad : As a result, investors will place a lower value

jak ity issuance.
P ew equity 1S

-Hgdjgllani-l“]]lur theory amplifies that va]
o 13 F tl.m unlevered firm.” Under which Cf the Iﬁﬁﬁm

‘FF“:'Wd' [June 2016 (5 Marks)]
ﬁmitiuns made by Modigliani and Miller are:

g. The

M- sition I: The total market value of a firm and its cost of capital are independent
{ of its capital structure. The total market value of the firm is given by capitalising the
expected stream of operating earnings at a discount rate considered appropriate for
its ﬂhll. class.

proposition I1: The cost of equity (K ) is equal to capitalization rate of pure equity
gtream plus a premium for financial risk, The financial risk increases with more debt
content in the capital structure. As a result, K_increases in a manner to offset exactly
the use of less expensive source of funds.

(i}

i) proposition Il The cut-ofl rate for investment decision making for a firm in a
given risk class is not affected by the manner in which the investment is financed.
It emphasizes the point that investment and fimancing decisions are independent
because the average cost of capital is not affected by the financing decision.

Assumptions: MM approach is based on the following assumptions.

(1) Capital markets are perfect.

(2) All inlormation is [reely available and there is no transaction cost. i
{3) All investors are rational. '

[4) Investors have homogenous expectations. They hold identical subjective probability
distributions about future operating earnings.
\3} No existence of corporale laxes. (MM rentoved this assi mption later on).
) [':i"l':“ can be grouped into “Equivalent risk classes™ on the basis of their business
risk.
Accarding MM, the total value of a firm is not affected by its capital structure i.e. the total
ue of l_ht_ﬁrm remains the same inespective of its inancing mix. The suppan for this
P{i‘ﬁ_ﬂhcsls lies in the presence of arbitrage in the capital markets. They argue that through
sonal arbitrage, investors, would quickly eliminate any inequalities between the value
2 red firms and the value of unlevered firms in the same risk class, They contend that
i Iht::ligeﬁ Will substitute personal leverage for corporate leverage. The basic angument
i n \’lfj.ua].s (arbitragers) through the use of personal leverage can alter corporate
dﬂuhlﬁf{ihls argument is not tepable in the practical world, because it is extremely
Since (e d“"- Personal investors would subal.in:itc personal levernge fnrcnrpfzmtlt_lnmgc.
tnd | ¥do not have the same risk characteristics. M&M assumed the availability of free
B 1o date information. This is also not normally valid,
M of MM Hypothesis: If the MM theory was correct, managers would not need
h"ﬂ: “t‘:m themselves with capital structure decisions, because such decisions would
IMpact on stock prices. However, like most theories, MM’ results would hold 1ye

e
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only undera particular set of assumptions. Still, by showing l|'l.:."lll:l.}nl.|il:i.un_q un
?mmﬂmmumrﬁhnhﬁmnmmpmnmdmmmmm"Wﬂ““m“mwnmm
hnancing can affect the value of a fum.

Q. 14. Differentiate between: Pyramid Shaped Capital Structure "“‘E‘W

amid Shaped Capital Structure. [June 2017 (4 M
_____-_--‘-.il‘

Ans. Pyramid shaped Capital structure; A pyramid shapect capital Stiucturg o
large proportion of equity capital and retained earnings which have been I"lﬂllghed 21
into the firm over a considerably long period of time, The cost of equity and the e :
earnings of the firm is usually lower than the cost of debt. This structure is indjm?i.
risk averse conservative firms. i
Inverted Pyramid shaped Capital Structure: Such a capital structure has 4 ¢
component of equity capital, reasonable level of retained earnings but an ever incre mal
component of debt. All the increases in the capital structure in the recent past har{:ﬁtﬂ!
made through debt only, Chances are that the retained earnings of the firm are shrinki :
due to accumulating losses. Such a capital structure is highly vulnerable to collapse

Q. 15. The capital structure is significant for the overall ranking ﬂfﬂ]um
industry group. Discuss. [Dec. 2021 (4 ]\'ll.thn
=t |

Ans,

Capital structure is significant for a firm because the long term profitability and salveney
of the firm is sustained by an optimal capital structure consisting of an appropriate mi
of debt and equity. The capital structure also is significant for the overall ranking of the
firm in the industry group. The significance of the capital structure is discussed below:

1. It reflects the firm's strategy: The capital structure reflects the overall sirategy
of the firm. The strategy includes the pace of growth of the firm. In case the fim
wants to grow at a faster pace, it would be required to incorporate debl in its capitl
structure to a greater extent. Further, in case of growth through acquisitions or the
inorganic mode of growth as it is called, the firm would find that financial leverag:
is an important tool in funding the acquisitions. *

2. Itis an indicator of the risk profile of the firm: One can gel a reasonably accuraie
broad idea about the risk profile of the firm from its capital structure, If the debt
component in the capital structure is predominant, the fixed interest cost of the firm
increases thereby increasing its risk. If the firm has no long term debt in its capiial
structure, it means that either it is risk averse or it has cost of equity capital orcost
of retained earnings less than the cost of debt.

3, It acts as a tax management tool: The capital structure acts as a [ax management
tool also. Since the interest on borrowings is tax deductible, a firm having healt®
growth in operating profits would find it worthwhile to incorporate debt in thecapt
structure in a grealer measure.

4. It helps to brighten the image of the firm: A firm can build on the retained Hml
ings component of the capital structure by issuing equity capital at a premium !
spread out base of small investors. Such an act has two benefits. On the on¢
it helps the firm to improve its image in the eyes of the investors. At the same B
it reduces chances of hostile take-over of the firm,

15.8 PART 11 : FINANCIAL MANAG EMENT
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Wuhlnnn Sensor Lid. Is ap af| cquity financed company with a

LS CAPITAL STRUCTY py:
C Al *.munnu.mmu.n e

PROBLEMS & S0LUTIONS =

|ue of T35,00,000 and cost of €quity, K, = 20, The company wants to

el Vil :
p,;l uity shares worth 2 8,00,000 by Issuin it
pack l-'I::1 amount. Rale of tax may be taken “l ;;frﬂ:in; 10+ perpetual

JIhE ¢ (he MM Model (with taxes), how would the capital restructuring affcet -
AP yiarket value ol Distance Sensor Lid,
Cost ol nquit}' tﬁ.]
{ ) weighted average cost of capital (WACC) of the company.
(€ [Dec. 2009 (10 Marks)], [Dec. 2014 (4 Marks)]

.

l:nn;F““'ﬁ““ of EBIT of the unlevered compan ¥

T
%f::hﬂ 7 10,76,923 .
(s T
EBT 1076923 !
[) Tax @ 35% (3.70.923) -
| pAT 7.00.000 ~
Capitalization rate 20% E
|Market value of equity (PAT/Capitalization rate) = 100 (given) 35,000,000 ?'
Perform reverse calculation to find out EBIT
[Particulars All Equity| Equity « Debt
EBIT 10,76,923 10.76.923
[~} Interest - (20,0000
EBT 10,76,923 9,960,923
(+) Tax @ 35 (3.76,923) (3,48.923)
LPAT 7,00,000 6.48,000

According to MM, the value of levered firm would exceed that of the unleversd firm by an

mount equal to the levered firms debt multiplied by the tax rate.

"-:ﬂlur: of unlevered firm + (Value of debt x Tax rate) = Total Value
Vilue of the company with 8,00,000 in debt:
;zlglﬂﬂm + (8,00,000 x 35%) = 37,80,000
s Value — Value of debt = Value of equity
40,000 - 8,00,000 = 29,580,000

kK _D 6,48.000
B = ) Le. 21.75%
P, 29,80.000 Pl Ee L1 10%
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Cost of debt:

HJ = [ t[ =1}
= 10(1 - 0.335)
= 5.5%
Calculation of overall cost of capital (market value basis):
CE b e
| Types of capital t ‘e Cost ol e
I Capital h‘%‘
iEqul.t?- Share Capital 29.80,000|  T8.84% 21.75% “m
15% Debt $.00,000]  21.16% 6.50% I*
37,580,000 100 W
- — =
. 1.852.31 il :
WACC = —————— = 18.52%
100

Problem No. 2] Maxwell Ltd. is operating in electronic equipments m
and its sales and EBIT for the current year were 170,00,000 and T18,00,000
respectively, During the year, interest expense was? 16,000 and preference

was ?20,000. These fixed charges are expected to continue for the next year. Th
company is thinking to diversify its operations which will require 17,00,000 ang
is expecled to increase EBIT by 14,00,000 to ¥22,00,000.

The company has the followlng three inancing alternatives under its consideratioy.

Altermative-13 1ssue 10,000 equity shares at T 70 per share. The company has currently
$0,000 shares of common stock outstanding.

Alternative-2; Issue €7,00,000, 15 years 15% debentures. Sinking fund payments
on these debentures will commence after 15 years. 4

Alternarive-3: Issue 17,00,000, 14% preference shares.
You are required to calculate -
(i) The EPS at the expected eamings before interest and taxes level of £22,00,000
for cach financing alternative. :
(ii) The equivalency level of earnings before interest and taxes between the debl
and common stock alternatives, o
(iii) The equivalency level of camings before interest and taxes between the pret
erence shares and comimon stock alternatives. _ =
Assume 30% income-taxrate.  [June 2012 (12 Marks)), [Dec. 2014 (8 Marksl]
Ans.
Capital structure for new finance:

Particulars Alternative Altemﬂv;
1

Equil}' Share c-..\p-ll..lﬂ 1.00,000 s

Securities Premium 6,00,000 :

15% Debts - 5 7,00,000

14¢¢ Preference Shares

7.00,000 7.,00,000)
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arulit aval

B oo el :nh-.T_ h_u: i ailable for equity shareholder and EIS: |

P e R —
;ﬁhﬂ Present| Allermative | Allernative | lltrnull‘lt”
: 1 4 R )|
E-T//—_ lﬂ.m.Llh:l ::_W'Hl,'ﬂi ::--L;T.'.[rb 23 () 1_1|.|-l.|:
i .
i lu.l“"l.v'_'-'.' : “,I
1Y padsting L1600 {18000} ;|t.|un|| (16.000)
‘Ht\‘. - "—-- —-1 19‘ 1..]I+ " -- -‘
‘1- 1784000 218a000] 07emo] 2184000
'hﬂam @ e (5352000 (es52000 (n VLTON L 16 58 2000 )
”T 1248.800] 1528800] 14.55300] 1528500

! i

E} preference dividend r |
: Existing (20,000 (20,0000 ) (20000 | (20 ) |
P ; i A ea.0000
g I—— N e |
Jit for equity sharchalders 12.28,800| 1508800 1435 %0, 14,10 800
yo. of equity shares 50,000 90,000 20,000 &0.000 |
£PS 15.36 16.76 17 94| 17 04

(EBIT-D (1 -1-D,

Hmiun of indifferent polnt between Allernative | & 2:
(EBIT -1) (1 =1=-D

Hl
let the EBIT be ‘&',

{x = 16,000) (1 = 0.3) = 20,000

N,

(x_=1.21,000) (1 - 0.3) - 20,000

90,000
0.9x — 31,200

30,000

0.7x = 1,0-.700

9 i &
3o = 249600 = 6,3x - 942,300
- ﬂ.T_u = — 6,91.?{}0

1= EBIT = 9,89,571

_EF-HIT-IHI-ﬂ-nF

Calculation of indifferent point between Alternative 1 & 3:
(EBIT-1) (1 -1)-D,

N, N,
Let the EBIT be '+,
—{x =~ 16,000} (1 —0.3) - 20,000 (x = 16,000) (1 = 0.3) = 1,18.000
50,000 -

50,000

0.7 =1,29.200

i £ 31 200
9

g 8
; :"‘ =2.49,600 = 6,3¢ - 11,62,800
~T.'I.' ) 9.13.1[]{:

Y
EBIT . 13 04,57
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Problem No. 3] Ruta Max Ltd, and Buta Max Ltd. operate in the same
and are identical in all respect except that Ruta Max Ltd. uses debt m

Buta Mux Lud, does not opt for debt financing. Wha
Ruta Max Lid. has £25,00,000 debentures carrying coupon rate of 100, _

vompanies earn 20% proflt before {nterest and taxes on thelr toial NSyptg I‘ll_y.;
lakh. Assume perfect capital markets and ratlonal investors and so g, ﬂ!lﬁ
itallzation rate for an all equity company Is 15%. The corpornte (ax ryte Is 3 Cap,

You are required to compute the value of both companies according 1o ney

15.02 PART 11 FINANCIAL MANAGUMENT

(N1) and net operatlng income (NOI) approach. [June 2012 (g m
Ans. )
Capital structure of Company Rula Max Ltd. & Buta Max Ltd.:

Particulars Ruta Max Lid,

Equity Share Capital 25,00,000

199 Debenture 25,00,000

Total Assets 50,00,000
Calculation of total market value Net Income Approach:

Particulars Ruta Max Lid. Bu@
EBIT 10,00,000 10.0000g
(-] Interest (2.50,000) i
EBRT 7,50,000 10,00,0051
(-) Tax ¢ 30% (2.25,000) (3.00.000)
PAT/Net income available to cquity shareholders 5.25,000 ml
 Capitalization rate 15% 15651
Market value of equity (NI/Capitalization rate) x 100 35,00,000 46,66,6671
Value of debi : 25,00,000 !
Total Market Value 60,00,000 46,606,661
Calculation of total market value Net Operating Income Approach:

Particulars Ruta Max Ltd.| Bula Max Lid

10,00,000 (1 - 0.3) 46,606,667 46,60,667
Capitalization of caming = [ = ]
15%
(-] Post tax value ol debn 25,00,000 (1 - 0.5) (17.50,000) =
\Value ol equity 29,16,667 46,66,667
1+ Value of deln 25.,00,000 e
54,16,667 46.66.681

Problem No. 4] Syntex Lid. is plannlng an expansion programme which will requir®
730 Crore and can be funded through any of the following three options:
Optlon 1: Issue further equity shares of €100 each. |
Opilan 2t Raise debt at 15% intercst.

Option 3: Issuc preference shares at 12%. —




I CIL 15 1 CAPITAL STRUCTURE & | yg pac

e caplial IsT60 Crore and R |

= d-up cap sverage annual comings belure interestal

| ;;,.,n;_';;;‘n is £ 12 Crore. Company’s Income 1ay rale l:l.!ﬂ‘it _‘;""L: he expansion,
|

ks 15.13

I.’;l'ﬂ‘ EHIT is u.‘:]:l-l:i:lﬂd to be U153 Crore,

| pl’"‘a rtqu[ﬂ.‘l‘.l to -

: wu “cr:i:umll'! the l.‘:ﬂl'lll.’l'-‘li! pﬂl'lh.l.]'u {ml under the (i f ing options in-
IH dil'-“““ﬂ lhﬂ II|IL'I!HI-I];II' Elﬂﬂﬂ I.IHI lﬂ.hg“ return lo t]l! lquil} lhi.'l":'hﬂldl-'n*

culate the ':‘I“h'dmt? level of EBIT between the equity share upﬁal and

(i) Eﬂm alternatives. {June 2013 (12 Marks)]
M”"““] siructure for new finance: (2 in Crore]
o Option 1]_Option 2] _Option 3
Wpllﬂ] 30 .
f?% [J;:hl:‘-. .nce Shares 3‘::‘ 30
12% Prelerence 5 = 30]

W\t‘i ng profit available [or equity shareholder and EPS:

- Oplion 1| _Option 2| _Option 3|
@ 15.00 15.00 15.00

EBIT : i
' - (4.30)

.ELTHEH 15.00 10.50 I 5;{.”]

(-] Tax @ 30% (4.50) (3.15) (4301

| PAT 1050 T35 1050 II
() Preference dividend - {31.60)

prafit for equity shareholders 10.50 7.35 &.540

No. of equity shares (in Crore) 0.9 0.6 0.6

\EPS 11.67 12.25 1150

Analysis: Option 2 has high EPS, hence Option 2 f.¢. debt hnancing is recommended.
Calculation of indifferent point between Option 1 & Z:

(EBIT-D(1--D,  (EBIT-N(1-0-D_

N, N,
Let the EBIT be 'x",

Mx -0 (1 -0.3) (x —4.5)(1-03)

0.9 0.6

0.7x _ _07x -1.15

0.9 0.6
042y = 0.63c - 2 835
-ﬂ:—!l: = - 1335

I:EBI » 3
,_,_?____T- 13.5 Crore

e ; plex Co. Lid. is considering an expansion programme which
I expected 1o cost 2 10,00,000. The company can finance cither through debt ar
Suity. s current financing plan Is given as under:

| .

e

e M -
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Particadars 1
Equity capital (50,000 shares @ 710 each) 5,00,000
Reserves and surplus 2,00,000
Debt (109) 3,00,000
Total 10,00,000

The latest income statement reveals the following information:
Particulars L4
Sales 64,00,000
Less: total costs 59,000,000
EBIT 5,00,000
Less: interest 30,000
EBT 4,70,000
Less: income-tax @ 50% 2,315,000
EAT 2,35,000

The expansion programme is expected to generate additional sales of 2 16,g 00
with a return of 15% on sales before interest and taxes. If the expansion is ﬁ“-T;CuI
through debt, the rate of new debt will be 12% and the price-earnings ratig will

be 4 times.

If the expansion programme is financed through equity shares, i.e., the new shares
can be sold at a price of 240 and the price-earnings ratio will be 5 times,
Which form of financing should the company choose, if the objective of financy
management In the company is maximization of shareholders’ wealth?

B

[Dec. 2014 (8 Marks)|
Ans. i
Capltal structure [or new finance:

Partlculars Option 1| Oplionl
129 Debts 10,00,000 z
Equity Share Capital 2,50,000
Securities Premium : 7.50,000
10,00,000 10,00,000!

Statement showing profit available for equity shareholder and EP5:

i | Market Price

Particulars Option 1
EBIT [5,00,000 « (16,00,000 x 15%)] 7.,40,000
=) Interest
-Existing (30,000)
New (1,20,000)
EBT 5.90,000
(-} Tax & 50% (2,95,000)
PAT, Profit for equity shareholders 2.95,000
' INo. ol equity shares __ﬁ_[}ﬁ_n_
' EPS 5.9
P E Ratio 4

23.6]
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.Tlu::ugh there is

a marginal difference i ;
P LnLE II Ill PN - * - ' } D"
1l|.rll."5¥g s qu.hri::('d to the LOmMpany to go wit) 0 1 . b LL'.'I value of shares undes -Pu {
: I 1[ 1= = - i r“.]f.lrl. ]I L&, l_-qu”I'l.l ﬁnﬂncing J_n yView O

|E " EPS.
pighe! 6] Following is the da
No. i 1% W dala regarding g jes. Com d
r::::z}, B, belonging to the same risk clags: RAG S pasy 250
C
Company A fﬂﬂflpnny B
umber of equity shares 1,00,000 2,00,000
:!rlnrlu:t price per share () 15 7
]ﬂ"'i?' Dehgnﬂlrﬁ'—q (7) 2,00,000 =
profit pelore interest (7) 1,20,000 1,20,000

mﬂd:nd payout ratio is I"]_':'%- Explain how under Modigliani & Miller approach,
gamesh, an investor, holding 10% of shares in Company A will be better off in

switching his holding to Company B. [Dec. 2014 (4 Marks)]
switching ==

Ans.

m Company A| Company B

profit before interest 1,20,000 1.20,000
(-} Interest (20,000} -
Net Profit 100,000 1,20,000
An investor owns 109 shares of Company-A.

He sells his shares for T 1,350,000 (1,00,000 = 15 = 109:).

He wishes to purchase 10% equity shares in Company-B which will cost him ¥ 1,40,000
(2,00,000 = 7 = 10%9)

He invests T 1,40,000 T 10% equity shares in Company-B.
Particulars ] P Ltd. Q Lid,
Dividend income (109 of net profit) | 10,004 12,000

Thus, the income of the investor increases by switching from Company-A to Company-B
and surplus funds left are 10,000 (1,50,000 - 1,40,000).

Problem No. 7] Jukarta Ltd. is considering financing an expansion project of T 100

lakh. The finance manager has worked out the two options by studying the macro

factors of the cconomy, and also the operating performance of the company. The

Present tax rate applicable to company is 30%. The details of present position and
trent financing plans are as under,

Farticulars  Present position and Financial plans
£at 20 lakh equity shares and debentures of 2 50 lakh carrying interest rate 8%
Flan A Issue of Equity shares at the rate of 12.50

The expected Price earnings Ratlo: 14
Flan 1 Issuance of Debentures canying interest rate 14%,

The expected Price earnings Ratio: 12

h""“_ the above information, calculate the indifference point at which EPS would
~——_=L Same by both plan. [June 2018 (4 Marks)]

|
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‘ 15.16 PART 11 : FINANCIAL MANAGEMENT
! Ans.
l Eﬂpllﬂ] structure; (% in lﬂu
| [Particulars Pl i‘\i‘h‘j\j
Existing capital: =
Equity share capital 22{] 2y
3% Debentures e o0
50 ""‘\?
New Finance: i
Equity share capital 50 !
Securities premiwm 2 .
14% Debentures = log| |
100 __-_"Tﬁ '
Total equity shares 28 ____-'E‘u‘
(EBIT-1)(1-0)-D,  (EBIT-D(1--D,
N 3 N
Let the EBIT be 'x'.
é (x ~4)(1-0.30) (x —18) (1 -0.30)
A 28 3 20
< 070r-28 0.70x - 12.6
z 28 g 20
Jdx = 56 = |19.6x - 352.8
- 5.600=-2908
x = EBIT = 53 lakh
(7 in lakh)
Particulars PlanA|  PlanB
EBIT 53 M
(-) Interest
- Existing (4) ”ll::;
- New —
EBT 4 %
{-) Tax & 30% (14.7) ﬂ_ﬂfj}_
PAT 34.3 115
No. ol shares 28
EPS 125] 12
Problem No. 8] The following data pertains to Yagya Ltd.:
Existing Capital Structure: ,
ﬂhﬂl qmy:hru of T10 each i




15.17

lans Lo ralse additional capltal cr s e =
muﬂﬂﬂ E lwo ﬂtnm":;hll of12001akh for financing an expansion

plans;
| e of 20,00,000 equity sharey of 7 10 each and
(f Jssue of 2200 lakh debentures carrying 141 Interest.
(i e quired to compute indifference point.

l”r"’g’f—-_ [Dec. 2018 (3 Marks)]

n- ‘
: Filul structure:

CHL 15 : CAPITAL STRUCTURE & LEVERAGES

]uril“"l“ﬂ tor gl aniial Allernative I| Aliernative 11
W ki 2,00.00000]  2,00,00,000
yow Finance:

cquity Share Capital 2,00,00,000 y
L% Debentures : =1 2.00,00.000
|

‘No.of € uitv shares 20.00.000 30.00.000

Eﬁl:uhli““ of indifferent point between Alternative I & Alternative I1:
@BIT-0) (1 -1 -D, (EBIT-1)(1-1)-D,

= N, ) N,

Let the EBIT be 'x'.

(x =0)(1-0.5)-0 ) (x ~28,00,000) (1 -0.5)-0
40,00,000 20,00,000

0.5x 0.5x - 14,00,000
T 2

p =2 - 56,00,000

-1=- 5600000

1= EBIT = 56,00,000

ALEBIT of 2 56,00,000, EPS under both option will be same i.e. 20.7 per share.
Verification:

Parilenlars Altermative 1| Alternative 11
EBIT 56,00,000 56,00,000
{-) Interesy - (28.00.000)
EBT 56,00,000 28.00,000
LE;: 3 50% | | (28,00,000)|  (14.00,000)
1 i irw:ul able to equity shareholders - 28,00,000 14.00,000
: quity shares 40,00,000 20.00,000
L S ] 0.7 0.7

—NNYINAVL
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15.18 PART 11 FINANUIAL AMANAGEMENT
TR 91X Ltd. is considering the following two alternative ﬁmam
Plan | f.'l
Equity shares @ 710 cach O 4, 00g
12% Debentures 299,09 g
Preference shares @ 7100 cach —_— z-ﬂ'ﬂ.kq
The Earning Before Interest and Tax (EBIT) at indifference point between lh.
plans is 22,40,000. Corporate tax rate is 30 Calculate the rate of divideng 0
preference shares. [June 2019 (4 Mnl'h]]
Ans. S

Calculation of indilferent point between Plan I & Plan II:
(EBIT-D(1-0-D, (EBIT-D(1-0-D,

N, . N,

Let the dividend on preference shares be v

(2.40.000 - 24.000) (1 -0.3)-0 (240,000 -0)(1-0.3)-x
40,000 B 40,000

1.51.200 3 1,068,000 - ¢
4 4
1,51,200 = 168,000 - x
- 10,800 =~-x
1 = Preference Dividend = 16,800
Rate of Preference Dividend = —2—1-3%* x 100 = 8.4%

m:nﬂn.iﬂ]_ﬁl;npenunglmmenfﬁne&m " Ltd. is T 9 lakh before
interest and taxes. The cost of debt is 10 per cent and the current borrowing ist

30 lakh. The cost of capital Is 12¢%.
Calculate the cost of equity for Fine Crockery Ltd. Ignore Taxation. _.
[Dec. 2020 (4 Marks)]

Ans.

Net operating income/EBIT 9,00,000
(-) Interest on debentures (30.00,000 x 10%) | (3,00,000)
Earmnings available for equity holders 6,00.000

. EBIT 9.00,
Market value ot hrm = X = [ﬁgm = 75.00,000

Aarket value of eguity = 75,00,000 - 30,00,000 = 45,00,000

Exrmungs available for equity holders 5.00.000
., = e LR oo - . 3%
K, Market value of equity 3500000 - 0.1333 i.e 13.3

4__-‘
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_——"No. 11] Calculate the leve] g pr—r—— S
Fruh]::;;: i:::: EPS indifference polng B% Belore Interest and Tax (EBIT)

W the [“"“ﬂ'h‘ll ﬁnam:[ng altermative
lt uﬂ;lll’.
wil gquity share caplital of 2 12,00,09q and
(s

15.19

ll!-l.'h‘cgn

5 125 debentures ol ¥ 8,00,000.
=

Equity share capital of 2 8,00,000, 14
“::d 12%¢ debentures of ¥ 8,00,000,

pme f“ri’“mtf';g:f L 35;’? and par value of equity share, preference shares and
jepentures are 1100 in cach case, [Dec. 2021 (4 Marks))
. i

(b)

“o preferenge share capital of 2 4,00,000

ps. i
:-n];_-'.!.h'lllun of indifferent point between Option 1 & 2.

EIT-D(1-0-D,  (EBIT-D(1-1-p
i N H,

—

1
et the EBIT be "',

(x -96.000) (1 - 0.35)  (x —96,000) (1 - 0.35) - 56.000
~ 12,000 8,000

0.65¢ 62,400 0.65x - 62,400 - 56,000
12 = 8

520-4,99,200 = 7.8x - 14,20,800

~2.6¢ = - 9,21,600

t=EBIT = 3,54,462

Problem No. 12] A Company is considering two financial alternatives to Flnance
lis expansion plan to 21.00 Crore,

First altemative t Issue of equity shares @ 212.50.
59.:“:1 alternative  : Issue 14% debentures.
Tax to be considered at 40%.

lls present capital structure consists of equity shares of 2 20,00,000 (face value
110) and 8% debentures of  50,00,000.

ed price earnings ratio in case of:
allernative is  — 14
alternative Is - 12,
m"“lﬂlulrnd to calculate the indifference point at which market price of share
E-#"—'-"_E'l\ alternatives will be same. [Dec. 2021 (4 Marks))

| Alternative 1 Alternative 11
20,00.000 20,00,000
50,00,000 5000, 000

LA L—
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Allernative 1| Alie

TParticulars —_— m“"ﬂa
M £§0,00,000
Equity Share Capital 20.00,000 5
sevuntics Premium -1 1,00 .
149 Debentures _"""-—'-gﬂ;@i]

Calculation of indiffe
Value ol share = EPS x PVE Ratio
(EBIT- 1) (1 -t)-D, (EBIT-D (1 -9 -D,
N N
L
Let the EBIT be 'x.

% |4 =

(x - 18,00,000) (1 -

rent point between Alternatives I & II:

x 12

0.40) <12

(x_-4,00,000) (1 - 0.40)

w14 =
10,00,000 2,00,000
0.6x - 2,440,000 A 0.6x - 10,80,000 <12
10 Z2
B.4y¢ - 33,60,000 -, _?_.1:? - 1,29,60,000
10 i 2

16.8% = 67,20,000 = 72x - 12,96,00,000

- 55.2x = —12,28,80,000

x = EBIT = 22,206,087 ‘

Thus, EBIT at 2 22,26,087, the market price of both the

Verification:

companies will be same

= : Alternative I|Alternative Il
l:'nrilculnn 22.,26,087 22,326,081
BRIT (4,00,000)|  (18.00,000)
(=) Interest 18,26,087 4,26,087
O o @ 4 as0435) (Rc
(-) Tax w 40% 55,452
PAT/Profit available to equily shareholders :grgg'ggg 200,000
No. of equity shares ]!.UE;5¢‘!5 ].1?3?:
EPS 14
F-E R-llju 15-34 ]5..3*
Markel Price i

= UNIT-1I; LEVERAGES ==

N e : - high
ummpm:dskwﬂhlnmmﬂnﬂmiu,aﬂrmwhlﬂhhﬂ gh
Sp:;ﬁng leverage should have low financial leverage and

Or

[June

[June 2005 (3 ¥

— e ——
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: werage is the ratioofnet operating i
p;:ﬂling I:J !E:Hl:ﬁ charges. Operatin P;:::lns ‘come befure fined charges to net operating
ﬂ?arﬂﬂ after -'r.li'apmpurlinnnlcly vﬁth rlugci".dln"““h“ tendency of uperating profits
ll&ﬁ 7 l‘ﬂ[{-:pcr-'uing leverage will nlsusb-nr:‘]:::gl:rl n:i ;Elnt:d to fixed cost. If the fived costs
(B .o, the B : 1gh, A hi ali erape i Z e
Gl ::;mlmn e conslsts o lrge i igh operating leverage indicates high
 ky 5 -

n.n;. nci:ﬂ lcf "n,‘,gc_ls-lr:?: ;:ntlin Df.:;? Percentage increase in eamnings per sharc (EPS) to the
i.ifﬂmgu |n1::jl:ﬂ!‘-¢{; nrtiﬂnnilﬁl ?r:. interest and taxes (EBIT). It indicates the tendency
P gT to vary disproportionatelywith operaling profit (i.e. EBIT). High financial leverage
0 h burden of interest.

K 511unliﬂml Hig.h operating leverage combined with high financial leverage will
itute risky siluation.

¢ -

| situation: One shnu]FI be high and another should be low Le. if company has a
operating leverage, inancial leverage can be higher and vice versa.

W
g on: Both should be low.

Idﬂl Eituﬂﬂ
417, Differentiate between: Business Risk & Financial Risk.

[Dec. 2007 (5 Marks)], [Dec. 2009 (5 Marks)])
[Dec. 2011 (5 Marks)], [Dec. 2020 (4 Marks)]

—

e ———

m-l-
gusiness risk refers to the risk assoclated with the firm's operations. It is rep resented

by the variability of earnings before interest and tax (EBIT). Operating leverage concept
can be used to evaluate business risk. 1
Financial risk refers to the additional risk placed on firm's sharcholders asa result of
debt use in financing. Companies that issue more debt would have higher financial risk
than companies financed mostly by equity as interest burden will be high in case more
debt financing. Financial risk can be measured by ratios such as firm's Financial Leverage,
Total Debt to Assels Ratio elc.
Q. 18, “Financial leverage is a fair weather friend.” Discuss.
] . {June 2008 (5 Marks)]
Ans. Degree of financial leverage is the ratio of the percentage increase in eamings per
share (EPS) to the percentage increase in earnings before interest and taxes (EBLI).
Financialleverage indicatesthe tendency of profit before tax (PBT) to vary disproportionately
With operating profit (i.e. EBIT)
Fﬂml "Iﬂ.,"

9y change in EPS

EBIT . . e
OR Financial Leverage = "o " n e in EBIT

Financial Leverage =

r:mﬂﬁ is fair weather Friend: It boosts return on equity when earnings are robust,
it depresses return on equity when earnings are poor: Thus, leverage makes Lhe: goor
Me beller, byt the bad time worse. Therefore, it should be used in moderation and in
Usinesses with stable earnings. It should be used sparingly and cautiously in business

w.'\."h‘ INAYL




B T N T = B

BRI -

PART 11 : FINANCIAL MANAGEMENT

i
. 19. To1al k associated with iﬂmhlﬂﬂl leverage. Cﬂmm\\_\
—os Margy

15.22

[Dec.

Ans.
Degree of combined leverage
to the percentage change in sales. Itindicales

i i hange in earni
{DCL]1stheran~::-nfpcrccntagec g tning
|J1ee|'ff:cl.lhesulcschangem-.riuhat.rz;sép

3,

Formula:

Combined Leverage = Operating Leverage X Financial Leverage

. Contribution EBIT
Combined Leverage = ———————'—-*EB[T x EBT

Contribution
Combined Leverage = ° EBT

- : s Y change in EPS
Combined Leverage = 5" 00 i Sales
[t indicates the effect the sales changes will have on EPS.
Combined leverage combines the effect of ‘operating leverage' and ‘financial leverage' Jf
both are high it means company has high burden of ‘fixed cosl’ as well as ‘interest cost
which is risky situation. One should be high and another should be low i.e. if company
has a low operating leverage, financial leverage can be higher and vice versa.

Q. 20. Distinguish between: Operating Leverage & Financial Leverage ,
[Dec. 2014 (5 Marks)], [Dec. 2016 (4 Marks)]

Ans. Following are the main differences between operating leverage & financial leverage
Operating Leverage Financlal Leverage
Financial leverage is the ratio of
the percentage increasein earnings
per share (EPS) to the percentage
increase in carnings beforeinterst
and taxes (EBIT).

EBT

It indicates the tendency of .
with

to vary dispro portionately
EBIT).

__._—-—-""

Points

Meaning Operating leverage is the ratio of

net operating income before fixed
charges 1o net operating income
aflter fixed charges.

It indicates the tendency of
operating profits (i.e. EBIT) to
vary disproportionately with | operating profit (i.e.
sales.

Related 1o It is related to fixed cost. It is related to lnlt_r:lﬂ

High operating leverageindicates | High financial leverage indicalss
high lixed cost. high burden of Interest. __—

i'mu If contribution exceeds fixed | IFROIexceeds therateof iRy
makes favourable | cost, operating leverage will be | on debt, financial leverag® vl
favourable and vice versa, favourable and vice versd: _—

:W financial | [ o gicates business risk. Fadicates Enanu_a]__r"ik-)_/a

A

Disproportionate 1o




it . =y, [Dec, 2014 (5 Marks)]
/’rw used means ufcxammmg the effectof ey

e e i i (B g Lo
2 m-EPS analysis indicates to Mmanagement the Projected EPS for different financial
d _Geﬂfm!i}" L b L Wﬂﬂlf:tn'mmmEF ifdoing o also satisfies the primary
Pljlﬂs|::|f financial management - maximizatjop of the owner’s wealth as represented by the
ﬁ o of business, L.e. the value of firm’s equity,

1 he firm altempls L0 use excessive amoun(s of debt, shareh
i sell their shares, and thus its price will fall, Whie the
l}. cesult in higher EPS, it may also resylt in

optimum financial structure for a firm should be the one which maximizes the price

fthe equity. Given fhﬂ imp?nanr:u of eamings per share (EPS) as a measure of a firm
formance, analysis of the impact of financi

StEp. Essentially, the method involves the comparison of alternative methods of financing
ynder various assumptions as to EBIT,

The use of EBIT-EPS analysis provides information 1o the management regarding the

projected EPS for different financial plan, Thus it is effective method in analyzing the
elfect of leverage,

0.22. The study and measurement of financial leverage is irrelevant.
e o : [Dec. 2017 (5 Marks)]

olders (who are risk averters)

- Ams,
Degree of linancial leverage is the ratio of the percentage change in earning per share
(EPS) to the percentage change in earnings before interest and taxes (EBIT). Finaneial

leverage indicates the tendency of profit before tax (PBT) to vary disproportionately with
operating profit (i.e, EBIT)

Formulg:

EBIT OR % change in EPS
EBT % change in EBIT
Use of Financlal Leverage:

* Financial leve rage helps to examine the relationship between EBIT and EPS.

Financia| Leverage =

* Financial leverage measures the percentage of change in taxable income 1o the per- .

Centage change in EBIT,

* Financial levernge locates the correet profitable financial decision regarding capital
Stucture of the company,

* Financia] leverage i one of the important device which is used to measure the fived
~Ost proportion with the total capital of the company. If the firm acquires fixed cost
funds a o higher cost, then the eamnings from those assets, the eaming per share

Feturn on equity capital will decrease,

Thl!s. il ig incorrect to say that measurement of financial leverage is imrelevant.

A

ngalternatives on EPS is an important first -

eNNVINXVI
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PROBLEMS & SOLUTIONS same
Problem No. 13] The income statement of Magnus Lid. is given TMT::-;_\\\_
(? in lakh)
Net sales 2,070
Cost of goods sold 1,100
Selling expenses 550
Administrative expenses 65
Interest 75
Thxes 84
Net profit 1%

25% of the cost of goods seld and 20% of the selling expenses are fixed cog

Adminlstrative expenses are entirely fixed in nature. The paid-up equity 'hll,
capltal of the company consists of 10 lakh equity shares of T 10 cach. It js eXpect i
that there will be no change in its capital structure in the near future, 2

(f) Calculate different type of leverages for the company,

(if) If the company plans to increase its EPS by 25%, then by what perc :
should it increase its net sales? It is assumed that the unit selling price, upj;
variable cost, fixed costs and interest will remain constant in the fﬂrthi:umﬁs
year.

(fii) If the company cannot increase its sales revenues due to competition they
what should the company do to increase its EPS by 25%2 Show relevani cal.

culations, ,
1t ks assumed that the unit selling price and the interest will remain constant in
the forthcoming year. [Dec. 2014 (16 Marks)]

Ans,
Particulars (¢ in lakh)
Sales 100% 2,000
Variable cost (61.1111%) (12631
Contribution 38.8889% B3
(-) Fixed cost ________{i}"'_:}
Eamnings belore interest & tax &
(-) Interest f——__"_-ﬁ
Eamings before tax o
(-) Tax & 30% I -—'_'_-_-.ﬁ
Profit alter tax -
. Contribution 305 i
Operating Leverage = EBIT = 358 - 2.2676
R ; EBIT 355 i
Financial Leverage EBT = —_-EEEI = 1.2679

A
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e Contribution 805
Enmbincd LI:‘HE" EE = EET = ——z—E_u_ i 2-3?5
profit for cquity shareholders 196 lakh
E.F5 = ""'_-_._._._._ND. of shares = __l_li_kz_- = |9&
:I.EI-EI‘- ?_5‘:-& increase = ]glf‘ + 40 = 245r
F‘Pfqbin od leverage is 2.875. This means if there is 1% change in sales, EPS will change
E: ) 875%-

company plans to increase its EPS by 25% then percentage increase its net sales is

|f the d as follows:

ate
;I:: I;].E-TS% change in EPS - 1% change in sales required
For 25% change in EPS - 2
2o
'___2_-__3_1?_5-.— - B.69566% -
particulars - (Z in lakh)
Sales (after B.69566% increase) 100% 2,250
variable cost (61.1111%) (1.375)
Contribution 38.8889¢ 875
{-) Fixed cost (450)
Earnings before interest & tax 425
(-} Interest {75)
Eamings before tax 350
{-) Tax @ 30% (105)
Profit after tax 245
Eps o —brofit available for equity shareholder 245 lakh

No. of shares 3 1lakh in

:E the ‘:‘-‘mll'-'-:ln!p' cannot increase its sales revenues due (o competition then company has
0 reduce its variable cost (o increase its EPS by 25%,

Etocl
.E_PII‘Ilaleﬂm (2 in lakh)
: 2,070
:;znnblr: cost [Bal, Fig.] (1,195)
ntribution B75

() Fixed cogt (450)
Mings before interest & tax 4E

*) Inleres (75)
Eamings before 1ax 350
(-} Tax @ 309, (105)
Brofiy after 1ax 2-‘_IS

eduon s —
UClion in variable cost required = 1,265 - 1,195 = 70 lakh.

h—___
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Problem No. 14] From the following given operatiog data, calculate the degr:
of

operating leverage of the two companies:
ABC Lid. XYZ Ltd.

40 lakh 50 lakh

Sales (2)

Variable expense (as ‘¢ of sales) 40% 30%
Fixed cost (2) 10 lakh 20 lakh
usiness risk and why?

Also, state which company has the greater b
[Dec. 2015 (4

Ans.

Particulars ABCLWd.| xyz
Sales 40,00,000| s5p mhi
Variable cost | (16,00,000) “5.601;;?
Contribution 24,00,000 35.06 Ul:.él
(-} Fixed cost (10.00,000)| (20,00 EIIDU
Eamnings before interest & lax (EBIT) 14,00,000 I_E-Eﬁ_ﬁ%
—__._'__-_u

Operating Leverage = Contribution
st EBIT
24.00,000
A . : . =L 4
ABCUC 14.00,000 1.7143

— 35,00,000
XYZ Lid, = 15.00.000 2.3333

compared to ABC Ltd, In XYZ Lid. the EBIT i

XYZ Ltd. has high operating leverage as
and hence it has higher degree of operating risk

likely 1o very more with fluctuationin sales

Problem No, 15] Bling Ltd. has supplied the following data:

Operating levernge 2.5; financial leverage 3; EPS T30; market price per share 1225
and capltal 20,000 shares, It Is proposed to raise a loan of 250,00,000 @ 18% for
expansion. After expansion, sales will increase by 25% and fixed cost by IS.W.%

You are required to work out the market price per share (MPS) after expansion,
[Dec. 2015 (6 Marks)], [Dec. 2021 (4 Macks)]

assuming tax rate @ 50%.

Ans.

Contribution 90,00,000
(-) Fixed cost | (54,00.000)
Eamings belore interest & 1ax (EBIT) 36.UU¢W'D
(-) Interest M
Eamnings before tax (EBT) ]Z,W*Wi
(+) Tax & 50% ___{g._q_ﬂ_&%
| Profit atter tax (PAT) [ 600t
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profit available for equity shareholder
7S= e No. of shares —  — —
-
e
ju = zﬂ,[}m
o available for equity shareholders = 600,000
i= is 50% hence profit before tax will be 212 g 000
fax P21 IT: el
caleutation of EBLE:
__EBIT
pinancial LEVETABE = Tppy
Lt the EBIT be 'x’
x
3= 712,00,000
EBI'I' =X = Jﬁ.m,mﬂ
calculation of Contribution:
Let the Contribution be 'x’
oy Contribution
Dperaling CLAge = ERIT
¥
L3 = T36,00,000
Contribution = x = 90,000,000
Market price per share after expansion:
Particulars (T In lakh)]
Contribution 1.12.50,000
(-} Fixed cost (57.00.000)
Earnings before interest & Lax (EBIT) 55,50,000
() Interesy {33.00,000)
Earnings before tax (EBT) 22.50,000
) Tax @ 504, (11,25,000)
[Profit after tax (PAT) 11,25,000
Eps . _Profit for equity shareholders _ 11,25,000 Si2
. No. of shares T 20000 77
WE‘“’MM 16] ABC Lid. has an average selling price of 2 10 per unit. 1is variable
:.1 : ﬂl:\l;t.::g&‘; “d mem ©1,70,000. It finances all its assets by

Anancing. The latter finances ils assets

etery ne the degree of aperating, financlal and combined leverages at ¥
Sle8 or botltha dnimymitiis aRd Talxpret the resitts, . [Dec. 2016 (4

lihe St tl:unﬁitn.mme. PQR Ltd. ls ldentical to ABC Lid, excepl
E ; t of the pattern ern of : 50%

7,00,000

;

Marks)]
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Ans,

No. ol units = 7,00,000/10 = 70,000 units.

Particulars L I‘—@_"- PQR
Sales 7,00,000 _—-}‘E\\f}m’
(-) Variable cost M HI;U 0
Contribution 2,10,000 ~_--_fll;--‘ﬁl"}?g']l
(+) Fixed costs M “-%ﬂ Im?'
EBIT 000 hﬁﬁ%
(-) Interest -l (20 :]En
EBT 40,000 20,00
() Tax @ 30% (12.000)| (g
PAT 28,000 wl
Operating leverage 5.25 _____-S‘i?
Financial leverage 1,00 El;'nu
Combined leverage 3,25 J

Analysis:

(1) High operating leverage shows higher burden of fixed cost consequently higher bug,
ness risk. As both companies has similar operating leverage hence both has same

business risk.

(2) High financial leverage shows higher burden of interest cost consequently higher
financial risk, As POR Lid. has higher financial leverage hence it has high financiy|
risk as compared 10 ABC Ltd.

(3) Highcombined leverage shows combined elfect of higher burden of fixed and intere

cost consequently higher busine
leverage hence it has high business risk & financial risk

<s & financial risk. As PQR Lid, has higher combined
as compared 1o ABC Lid

“Problem No. 17] Conslder & firm X Ltd., having the following details:

ERIT = 11,00,000
Debt barvowed at the rate of 10% = ¥5,00,000
Overall Capitalization rate (K)) = 12.5%
Find the value of the firm when:

(1) Debt Is increased by ¥2,00,000
(2) Debt Is decreased by €2,00,000

]

hit_;l.!q_'_____t_m_mluf uity in ench case,

Ans. '

T 1.00,000
) lnterest (70,000)

{I'H‘I'

Overall Capitalizavion tate (K )

30,000
12.5%
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Debt is increased| Debt is decreased
by £2,00,000 by 12,00,000,
8,00,000 8,00,000
(7,00,000) (3,00,000)
100,000 5.00,000
Yu
i IJIHH"r :
{ﬂbf £ 0% 145 |

,.—-'"'“"_rr— 8] The net sales of ABC Lud, Is 230 Crore. Earnings before Interest

ITI
: dhtt,; of the company as a percentage of net sales is 15%,
n'[fh capital employed comprise of:
aquity 112 Crore
1306 cum ulative prel. shares 5 Crore
pebeniures @ 15% 16 Crore
calculate operating leverage of the company given that combined leverage s 3.
[Dec. 2017 (4 Marks)]
AniE:
Tartlculars $
Sales 30,00,00,000
Varlable cost {19.20,00,000)
Contribition 10,80,00,000
(<) Fixed cost (6,30,00,000)
EBIT{15% of sales] 4,50,00,000
i) Interest [6,00,00,000 = 15%) {90,00,00u1)
1I-',umingr. helore tax (EBT) 3,60,00,000

Let the comteibution be ‘v,

Conmibution
EBT,
3 X
" 3,60,00,000
b= Contvibutlon = 10,80,00,000

Combined Leverge =

Operating Levernge « Contribution

ERIT
. _10,80,00,000
1,50,00,000
- . 24
IP"""‘!"”'*'ﬂ:»- 19] A firm has sales of €10 lakh and fixed cost of 1,5 lakh. Contri.

g’?

“'mttn ia 30%. It has 10% debt of 28 lukh. Find o

leverage and Combined leverage. Also find out th
e the EBIT, how much per cent Increase In sales Is needed?

:

2017 (4 Marks)]

f /
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Ans,

T

JParticulars

[ales

Y Vanable Cost
Contnibution (309 of sales)
=Y Fined Cost

J

: 7)2 Bz
é’/ié/f

N
z

ERI
) Interest (200000 « 109%)
EBT
Contribution 2.00,000
Operating Leverage = ]
’ el EBIT ® 150,000
" EBIT 1,530,000
Furancial Leverage = % 24, =214
jis EBT 70,000
. i Contribution 3,00,000
Combined Leverage = = = 428
S EBT 70,000

|
;

If operating leverage is 2, this means that 19 change in sales will cause 2% changein EBIY

Problem No. 20] Mis Abacus Ltd. has decided to ill up the position of finance officey
To test the analytical capacity of applicant, following information is provided i
the scanning test. You are one of the applicants for the position of finance office,,
You are required to prepare the Income Statement in the vertical format based

on information given hereunder.
1. The operating leverage is 2.50.
2. The financial leverage is 3.00.
3. The earnings per share is 730.
4. Present market price per share is 2225,
5. Applicable tax rate is 33.0357%.

6. Number of equity shares outstanding as of date are 20,000.

[June 2018 (4 Marks)]
Ans.
Income Statement:
Particulars =¥ ;
Contribution 67,20,000
{-) Fixed cost __{-Erl’-_-‘l-::%
Earnings before interest & tax (EBIT) 26,88, ]
(-) Interest ___!l?__gl_.%
Protit before tax (EBT) B.96, |
|(-) Tax @ 33.0357% __g_g_ﬁ%
| Profit after tax (PAT) ___E_ﬂ_l;__,

" Profit after tax
EPS = No. of shares
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profit alter 1as
20,000

i
. e | ™ 20,0000 = 3 « 6.00.000
alter
k- 1L 8,00.000
profit helore 1o © 100% - 3303570 ° “eageqae * $.96,000
EBIT

l.'“-l,iﬂu"h,'l.l IL"‘- DlAEe = -——L_HT

EBIT
3= 7396000
L[u'rz' ﬂ,?m.ﬂt]ﬂ . :ﬁﬁh‘.ﬂuu

. Contribution

operating leverage = S

Contribution
23= T 26,88,000

[‘mul‘ihl“iﬂ“ = 26, 88.000 = 2.5 = a7,20,000
Problemy No. 21] The Balance Sheet of MP Ltd. as on 31st March, 2018 is given

NNV YL

as underz

LIABILITIES T ASSETS t
Equity Capital (¥ 10 pershare)  1,60,000 Net Fixed Assets 3.00,000
Resenes B0,000 Current Assets 1,00,000
10% Debt 1,20,000

Current Liabilitics 40,000

+,00,000 4.00.000

Tex rale is 50%

‘l.hnm required {o:
() Likely level ol EBIT il the EPS is (a) T 1, (b) EPS is T3.

:::1 Financial break-even level. [Dec. 2018 (4 Marks)]
Malement showing the likely level of EBIT if EPS is 1 & 3:
f_-;“;:lltng% before interest & tax (EBIT) ' 44000 |  1.08.000
erest " {12.000) (12.000)
0 ngs before tax (EBT) 32,000 96,000
: 1;1“ @ 500, ( L&.000) (45.000)
No lfﬂf:.-::r lax (PAT) 16,000 43,000
v O %
Ltpa\kili lh.ﬂﬂilr 16,000
S 3
::::"T "everse working downward to upward.
in tﬁ;'ﬂﬁ?r‘akfv;n level is the level of eamings before interest and axes that will resulg

Come or zero earnings per share.
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R i
Earnings before interest & 1ax (EBIT) E\EEE
(-) Inlerest Hl,ﬂﬂm
Earnings before tax (EBT) 12,00q
(-) Tax @ 507% 0
Profit after tax (PAT) H-F
No. of shares T'Eﬂh
EPS 0
S
Problem No.22] ABC Ltd, had the following Balance Sheetas on 31st March, 2015
LIABILITIES 2 in Crore ASSETS 2 in Crore
Equity share capital 10 Fixed Assets (Net) i
{lﬂﬂlakhshms@flﬂtach} Current Assels 18
Reserves & Surplus 2
15% Debentures 20
Current Liabilities 8
40 R
The additional information are as under: '
Fixed cost per annum (excluding interest) T8 Crore
Variable Operating Cost Ratio 65%
Total Assets Turnover Ratio 2.5
Income Tax Rate 30%
You are required to calculate the following:
(a) Earmings per Share
(b) Operating Leverage
(¢) Financlal Leverage
[Dec. 2018 (4 Marks)]

(d) Combined Leverage

Ans.

Assets Turnover Ratio = Tﬂlflﬂl:;&cts

Sales

.‘ &=
25 30
Sales = T100 Crore

Particulars

Sales
Variable cost
I Contribution

Ll'.vl Fived cost
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/_ng;ﬁ;ﬁ: interest & Lay {EBITJ
1 .lJ'l'I.l 27
st '* #
& lﬂ::gs belore tax (EBT) | 3)
im , £ I :4 |
§ n;@‘m'f’ (PAT) | (9 u:i
?F"f’fltuﬁcrmx : r l-:i-I1
jﬂﬁl available to equity shareholders 14.4 |
EPS = No. of equity shares i _"T—* = 14.4 per share
__Contribution 15
gperating LEVErREE= e —2 1256
R i 27
inancial Leverage = EBT = g3 =LI25
. . Contribution 35
combined Leverage = ERTEN = Tog=it 38
‘Troblem No. 23] The following data relates to Ribbon Lids
1
Earnings Before Interest & Taxes (EBIT) 30.00,000
Dperating Fixed Costs 22,50.000
e $0%

Required:
(i} Prepare the Income Statement of Ribbon Lid,

(i#) 1f the company wants toincrease its profit after tax by 40%, how much should
bﬂlhnpemntugeﬁuinﬂlﬂ'lhmhqumd? [June 2019 (4 Marks)]
Ans,

Particulars 2
Contribution ' 52,50,000
-) Fixed cost (22,50,000)
Earnings before interest & tax (EBIT) 30,00.000
4 Interest [Bal. Fig.] (7.50,000)

Tings before tax (EBT) 230,000
) Tax @ 4q9; (9.00,000)
%ﬂ’hﬂ 13,50,000

1.33

Fing e .. 00,000
Nanciy] LEVEI‘age = EEBEITT = ig 50.000 =

F Fhi :

Fm- 1339 increase in PAT, EBIT should increase by 1% ‘

| 4% increase in PAT, EBIT should increase by 40/1.33= 30% (Approx.)

k e T —
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Problem No. 24] You are given (W0 financial Iflurls of a T“"I“mm?\

financial situations. The detailed information 15 as under: Wy

Installed capacity [U.ﬂﬂ“t units

Actual production and sales 60% of installed capacity

Selling price per unit 730 |

Variable cost per unit 720 |
Situation B = 25,000. |

Fixed Cost: Situation A =T 20,000;

Capital structure of the company is as
Financial Plans

follows:

Particulars
PO MN
(?) (?)
Equity 12,000 35,000

40,000 10,000

52,000 45,000
You are required {o calculate operating leverage and financial leverage of both
the plans. [Dec. 2020 (4 Marks)], [June 2021 (4 Marks))
Ans.
Actual production and sales =

Debt (Cost of debt 12%)

10,000 x 60% = 6,000 units

Sales — Variable Cost = Contribution; 30 -20 = 10
Situation 1 Situation 2
Particulars Plan PQ| Plan MN| PlanPQ| Plan MN/
60,000 60,000 60,000 60,000

Contribution

(-) Fixed cost (20,000) (20,000} (25,000)| (25000)

40,000 40,000 35,000 35,000

EBIT
(-) Interest (4,800) (1,200) (4,800) (1,200}
EBT 35,200 38,800 30,200 33,800
Operating Leverage 1.5 1574
Financial Leverage 1.14 1,03 1.16 .4
Combined Leverage 1,71 1.55 l.?&________'.-ﬂ

_________——'-""-
Problem No. 25] Consider the following information of Sunshine Lid.:

T in lakh

Earnings before interest and taxes 2,000
Earnings before taxes 600
Fixed Cost 1,400 |
Calculate the perceniage of change in Eamnings per share, if sales i:_lr.:rﬁ‘!’é by 2%
disregarding other factors. [Dec. zmnfgﬂ.

|




he combined leverage of 5.67 im
changes in EPS.

CHL1S  CAPITAL STRUC

plies that for |

"URE & LEVERAG S
5 .:11 . Sralement
e i
P R
G qribution 3,400

0
() Fixed €OSt *———-—'_;."'___,:E”
200
¢BIT
['J Inl-l:rfsll "__‘—-———I_J_“__ﬂE]_'
..E._-EI‘_._____ ___I'—-__————_E_mi__
Contributjon 3,400

[:nmtlll“ﬂd LE‘\'E[‘UEE A= ERT = _-EEEI__ = Sﬁ?

15.35

% change in salss ould bring 5.67%

Therefore, with a 2% change in sales, change in Eps would be 5.67 « 2 = 11 342,
P . 26] Co e
e T e oo
Tattoos Lid. Gherkins Lid.
Eamings Before Interest and Tax 150,000 11,25,000
Debentures @ 89 2,50,000 2 3,00,000
Preference share capital @ 10% ? 1,00,000 ? 1.50,000
Tax Rate | 35% 35%
[Dec. 2020 (4 Marks)]
Ans,
Income Sta10 ment
Perticulars Tattoos Ltd.| Gherkins Ltd.
SBIT 50,000 1.25.000
() Inteyesy (20,000) (24,000)
EBT 30,000 1.01,000
") Tax @ 350, (10,500) (35,350
{PAT 19,500 65,650
) Preference Dividend 110,000) SO0 |
wﬂquil}r shareholders 9.500 30,650

—— E—

==
P

u‘;‘\ll"\'l I.--' e ———— e ——————
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Tattoos Lid.

EBIT
DFL =

D
EBT- [——
[ “_1}1

50,000
i 10,000
30,000- [ ———
[ (1-0.35)
= 50,000
14,615
= 3.42]

Gherkins Lid,
EBIT

DEL=—— ——

D,
BT (1 I:]

1,25,000
.
1.01,000— [ —>:000 ]
(1-035)
1,25,000
77.923
1.604




W& a short note on: Factors affecting dividend policy of the firm.
' [Dec. 2009 (5 Marks)]
Or
Briefly discuss the determinants of dividend policy. [June 2016 (4 Marks)]
' Or

What are the main determinants of dividend policy in a corporate enterprise?
[June 2019 (4 Marks)], [Dec. 2020 (4 Marks)]

Ans,

In the company, dividend policy is determined by the Board of directers having taken
mio consideration a number of factors which include legal restmictions imposad by the
Government to safeguard the interests of various parties or the constituenis of the company.

The main considerations are as follows:

(1) Legal: As regards cash dividend policy several legal constraints bear upon it — a
firm may not pay a dividend which will impair capital. Dividend must be paid out
of firm’s earnings. Contract for bonds or loans may restrict dividend payments. The
Purpose of legal restriction is to ensure that the pavment of dividend may not cause
ll'iSu]'.‘Eﬁc}-. 3

(2) Financial: There are financial constraints to Dividend Policy. A hrm can pay dividend
only to the extent that it has cash to disburse. A firm can't pay dividend when it does
Not have adequate liquidity.

B) Economic constraints: Besides, there are cconomic constraints also. The question
arise, does the value of dividend affects the value of the firm. 1f the answer to it is ves
then there must be some optimum level of dividend. w hich maximizes the market

Price of the firm’s stock.
Nature of business: A company having regular ecarnings may like to have a stable

consistent dividend policy. : fthe affects dividend
Existence = The length of existence of the company aftects dividen
Policy. '-\?il!:}fhtt];: f:;?nunda} ing experience., the company may have a better dividend

Policy than the new companies.

(5)

16.1
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y \l.’hﬂlhcr a ]'j]:-i,"h'ﬂl.c 1ll'l'lill::{_| Cﬁmpﬂn}r o
1 4

: The type of campany = . a closely held ¢
i Eﬁcﬂlli-rfﬁﬁﬁipun}' affects dividend decisions. [n a closels ~OMmpany,

; Yiav
v CTVE licy may be rD”UwE By
may be taken for acquiescence :‘md = f:n ?I;L;;ﬁalﬂeu a more Prﬂg:lesb o forg
public limited company with wide spread © SIVe gnq

S : v will be the better decision.

promising dividend policy will ol i

(7) Financial needs: Needs of the Company for “.‘i“j'iﬁ’f;f ifi—r:::[:uldaifieﬁ:z o
bolicy Ehe extentiowich e pmﬁés o req}:\“{lijiride nd dcc}ﬂians ‘Iu"n.'r;:»:l?;‘r1:|1p;“1jr for
business growth is the main consideration 1 e B capify|
position cnhf acompanyisan important '.:Ul'lchlln-rl '[h.i,'ll RHEE‘LH_I‘}‘!II.E d{lmdeﬂd FﬂllI:},r;u s
company would declare a dividend Lo undermine its financial strength and threae,
its solvency. ‘ . e

(8) Market conditions: Business cycles, he?nm and dcprasslﬂn,. affects divideng deci.
sions. In a depressed market, higher dividend creates better image of the Company
During the boom the company may like to save more, create reserves for growth hs
expansion or meeting its working capital requirements.

(9) Financial arrangement: In case of ﬁnancial.armngements being entered into g
being planned like merger or amalgamation with another company, liberal policy of
dividend distribution is followed to make the share stock more attractive.

(10) Change in Government policies: Changes in Government Policies particularly
those affecting earnings of the company are also taken into consideration in settling
dividend decisions. For example, higher rate of taxation will definitely affect com-
pany earnings and carry impact on dividend decisions. Besides, fiscal, industrial,
labour, industrial policies do affect in different magnitude the dividend decisions of
individual corporate enterprises.

ivide

TAXMANNS

Q. 2. A large shareholder is not interested in dividend. Comment. ' ;
[June 2007 (5 Marks)]

Ans. A large or wealthy shareholder is high income tax bracket and thus interested in
capital appreciation rather than current dividend, On the other hand, small shareholderlike
a retired person would like to get dividend which can be his one of the source of income.

If in a company body of shareholders are small and homogenous management knows the
expectation of shareholders, they prefer current income in form of dividend than capful
appreciation. On the other hand large shareholders invest in companies to get cap!

appreciation than dividend as dividend may lead to higher tax liability as compared 10
long term capital gain. .

_______--"'
Q. 3. “In an uncertain world in which et - misio-
terpreted, dividend action does pru:ld:':. I:]ﬂm.t;u me:::ah? rhmn]dlinn‘;r:i;:ﬁ"“f
that speaks louder than thousand words.” Explain, [June 2007 (5 mrkl_}.]-

P
Ans. With the higher profitability of certain compan;i ieyances
for not being paid higher dividend. Therelo panies, the sharcholders have the g7

) ci 1 _ re, certain c 3 . tarted payiné
higher dividend. This has in many cases raj Sinpanics haye now siars pﬂ'dﬁd
opportunity to investors 1o encash their gains.

sed the market, price of the share and pro"!
Lower dividend keeps the market price

to company’s efforts for growth by wa
to boost investors’ sentiments.

D—

<ot due
general low unless special circumstances exisl d_:n
Y of expansion or modernization or diversifica!
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't {5 correct Lo say that dividend action does provide a clear-cut means of 'making
1|cﬂ‘3E' IE[“' thal 5[!1;.‘.:1]":5 louder than thousand wiirds,
i
5IET"‘:

o ptimum dividend policy should . nt divi-
timum policy should strike a balance between curre
T:;;Fuh.ﬂ'ﬂ grnwih. Comment. um 2007 (5 _\{afk;jj

a*
Jends .

growth are conflicling goals to each other. Comment.
[June 2016 (5 Marks)]

pividend a0

hen deciding how much cash todistribute to stockholders, financial managers must
in mind that the firm's objective is to maximize shareholder value. Thus, the target
kf-“'p:ﬂ ratio should be based on investor preferences for cash dividends or capital gains.
Lt - : oL il : ; : -k
F;'i'hz frm increases the payoul ratio, dividend will increase, resulting in a higher stock
]lm',,:c other things being equal.
However, if the firm increases dividend, there will be less money available for reinvestment
causing growth rate to decline. If growth rate falls, this will lower the stock price.

sns. W

Therefore, when setting the optimal dividend policy the financial manager should strike a
balance between current dividends and future growth so as to maximize the birms stock

F;ricl!.
Q. 5. A stable dividend policy is always preferable to fluctuating dividend policy.
Comment. [Dec. 2007 (5 Marks)], [June 2011 (5 Marks)]
[Dec. 2013 (5 Marks)], [June 2021 (5 Marks)]
Or
Dividend policy has to be adapted in the light of nature and environment of firm,
industry and the economy. [Dec. 2012 (5 Marks)]

Ans. A stable Dividend policy may lead to higher stock prices because it sustains investors

confidence as they value more the dividend which are certain to be received. If dividends

fuctuate investors may discount with some percentage probability factor i.e. the likelihood

of receiving any particular amount of dividend. Failure to payv dividends in one year may

affect the market price of share and remove the security from the approved list of the
Yestments used by institutional investors.

Eﬂhc dividend policy has to be adapted to the nature and environments ol the Airm, industry
i duz:m:'?m}: If the company is operating in highly cyeclical 1?*-{_‘-15“'!'-'- like the ‘_‘F‘Chl"f tools
SR a"?i ils ﬂ\anagulglnenl cannot create through regular LTTI\'ll:ii.‘Ill.j_‘s'l: as hl.lhlllll}' does not
Pﬂ‘iod an pay oul in bulf_;lm period cannot he gffset bv continuing dividends in prolonged

arge losses, It is better to relate dividends to earnings and not unduly attempt

fo : : : -
Protecy shareholders from large fluctuations in earmings so inherent in business,

Is g VMend policy is strictly a financing decision and payment of cash dividend
2 Passive reg dual, Co nt {Dec. 2010 (5 Marks)]
Or

%nte on: Residual theory of dividend policy. [Dec. 2012 (S Marks)]

wNNVINYVL
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Ans,

According to Ezra Solomon, dividend policy is s
of c_ash dividend is a passive residual. The amoun
period to period in keeping with fluctuations in the amo
opportunities available to the firm. |
If the opportunities abound, percentage of payout is likely to be zero; on the other ,

if the firm is unable to find out profitable investmenl opportunities, payout will be 10';:
The theory implies that investors prefer to have the firm retain and reinvest earnings "ﬂlhcl
than pay them out in dividends if the return on re-invested earnings exceeds the Fate L i
return the investors could themselves obtain on other investments of comparable t‘isksmI '

Q. 7. Write a short note on: Modigliani-Miller hypothesis of dividend irreleyancy
[Dec. 2014 (5 Marks))

trictly a financing decision. The Bay
t of dividend payout will ﬂumuatellpcm
unt of acceptable i“"ﬂmn:n .

£h|

- Or
Dividend policy is irrelevant in decision making. Comment. '
[June 2015 (5 Marky)] |

Ans. -
Professor Modigliani and Miller in their article, “Dividend Policy, Growth and the Valuation
of Shares" advanced most comprehensive argumnents to hold that investors are indifferentio
dividends and capital gains and so dividends have no effect on the wealth of shareholders.
They argue that the value of the firm is determined by the earning power of firm's assets
or ils investment policy. The manner in which earnings are divided into dividends and
retained earnings does not affect this value.

Assumptions: MM theory is based on certain assumptions, which are as follows:

¢ Existence of perfect market with rational investors.
oo
¢ No floatation cost on issue of shares.

¢ No taxes.

¢ Fixed investment policy.

¢ There is no risk of uncertainty (this is dropped by MM later).

No external funds. All investments are funded by equity or retained earnings. i

the market price of a share at the beginning of the peri th
f the period plus ¢

*

With these assumptions,
defined as equal to the present value of dividend paid at the end o

market price at the end of the period.
Formula:
D +P
P, = ——L—J—l
+ K
Where,

P, = Market priceat Year 0
< Dividend per share at the end of Year 1

D
p: « Market price per share at the end of Year 1
K = Expected rate of return by equity shareholders

T e O TWEERL
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dl;;iﬁlﬂ:‘ ,I!.h - ancaJiElic assumptions of MM thesis render the hypothesis unrealistic
Y ignihcant.
d inSI1E

c iy
mh between: Financing Decisions & Dividend Declsions.

[June 2015 (5 H;l.ril.!}_]_
.-'""F.r—-'.—-_

5- o : ; _
A? ance Decisions: One of the important functions of a finance manager is procurement
;nfunds for the firms investment proposals and its working capital requirements.
0

{n fund raising decisions, }_“" should keep in view the cost of funds from various sources,
detfnﬂil‘l:ltiun ﬂ'_[ df«‘bl‘equ“? ML, Ithf advantages and disadvantages of debt component
~ he capital mix, impact of taxation and depreciation in maximization of earnings per
“;mﬂ: (o the equity holders, consideration of control and financial strain on the firm in
Zﬂwrmining level of gearing, impact of interest and inflation rates on the firm etc.

pividend Decislons: The dividend decisions of a inance manager are mainly concerned

with the decisions relating to the distribution of eamnings of the company among its equity
holders and the amounts 1o be retained by the company.

The Investment, Finance and Dividend decisions are interrelated to each other and,

therefore, the finance manager while taking any decision, should consider the impact
from all the three angles simultaneously.

Q. 9. Write a short note on: Stable dividend policy. [June 2016 (5 Marks)]
Ans.

Stable Dividend Policy: In stable dividend policy the pavment of certain sum of money
is regularly paid to the shareholders. It is of three types:

(a) Constant dividend per share: Here reserve fund is created to pay fixed amount of

dividend in the year when the earning of the company is not enough. It is suitable
for the firms having stable eamning.

(B) Cfmﬂtanl payout ratio: It means the payment of fixed percentage of earning as
dividend every year.

(c) Stable rupee dividend + extra dividend: It means the payment of low dividend i
share constantly + extra dividend in the year when the company earns high profit.
Merits of stable dividend policy:
* Helpsin creating confidence among the sharcholders.
¥ Stabilizes market value of shares.
* Helps in marinating the goodwill of the company.
* Gives regular income to the sharcholders.

ﬂ:lﬁ.

Comment on the following statement from the perspective of Miller and

8 Conaidered as anessential o the Bemto declae the dividend omequltyshares
h:tﬁ‘lm the fresh capital in future”. [June 2018 (4 Marks)]
Polj “Ccun:ling to Modigliani and Miller, under a perfect market situation, the dividend
Ay ey ol the firm s irvelevant, as it does not affect the value of the finn. Every investor jn

Y Or a project looks for a return on his investment. The return should be a regulay

AV INRY
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declaration is important [or o
del says that dividend is irrelevap, ing
tion which can be encashed thig

flow of income. Hence, it is correct that dividend
investment. However, the Modigliani o ]Mi”ﬂ' mif:;
an investor is equally happy with capital apprec 'hat 1 1
home-made div?dcnds bffélling part of the imﬁ-tmcnt. s halblr: ;;;;E "i?lpﬂnam -
returnito the investorand ot just dividend. If an m'-.'estgr can =asonably certajp

he will raceive a return whether as dividend or as capital appreciation then he can b
expected 1o invest and capital can be attracted. : i

Therefore, Modigliani and Miller do not consider dividend as esslcn.';lal. rather they Argue
that if the firm does not pay any dividend, a sharcholder can create a home-made dividep o
by selling part of his shares at the market price in the market ar!d.mm] theicas balance
Therefore a shareholder is indifferent whether company pays dividend or not,

— B 516015 & SOLUTIONS e

Problem No. 1] ABCLtd. was started ayearback with a paid-up capital 0f2 40,00,000.
The other details are as under:

Eamnings of the company :74,00,000
Dividend paid :+ ¥3,20,000
Price earnings ratio 1 12.5 i
Number of shares : 40,000 e
You are required to find out whether the company’s dividend payout ratio is opti-
mal, using Walter's formula. [June 2010 (6 Marks)]
Ans.
4,00,000
EPS = 10000 - 10 per share
3,20,000
DPS = 40,000 - 8 per share
¢ e = —= 008 0
L e PR L
4,00,000
Return on Investment (R) = 40.00,000 % 100 = 109%
D = (E - D)
+ —
P, = Re
Rﬂ
© 0.10
0-8
_ 2% Tolos -8
t 0.08 '
10.5
- 0.0

= ¥131.25
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16.7
_js growth firm as R > R.. Hence, ppy - o S
ABC L;}'i‘m-:d from following calculations. optimal dividend payout ratio is nil. This can
b a E-D
DRy
e R
0.10
10-0
0% gos -0
== 008
125
= 0.0
. 7156.25

m No. 2] Following data relate to Intel Projects (India) Ltd -

Year ending Net Earnings  Net Dividend
31st March Per Share (I)  Per Share 7)

2016 32 17.50
2017 28 18.50
2018 26 20,00
2019 26 21,00
2020 24 22.00

Th:reuelﬂhkhﬁquitylhuuhm:dudmimhynfﬂlmﬂnrﬂmmmcdhy
private investors. There is no debl in the capital structure of the company.

ﬂnmmpanyhnshcennpedmin;dlﬂmhmdhgmdmmmlhepmfew
years. In the current year, net earnings are likely to be 22.20 Crore, which will be
just sufficient to pay a maintained dividend of ¥22 per share.

You are required to comment on the company’s dividend policy between 2015-
2016 to 2019-2020; and on its possible consequences for earnings.

[Dec, 2011 (6 Marks))
Ans,

Comments on company'’s dividend policy: From the data stated in the question, it can
be o Served thal, the EPS of Company has fallen from ¥32 to ¥24 over a peried of time
F?“"" 2005-2006 to 2009-2010). It represents 25% fall in EPS during the said period. But
L""’E see the Net DPS, it is increasing from ¥17.50 to 22.00 over three vears. EPS and
P are TI'ID‘I-'iI‘Ig in opposite directions. Assuming that capital structure remains t.:.'unsl:mt.
thaeqyal earnings and return on capital employed have gone down. Low EPS indicates
al f:i'l_hFr company is earning less profit or surpluses available with the company are less.

mments arnings: It is seen that dividend per share is
on possible consequences for e 2 1tis . per sty

Braduyg) vin Cre:fsing The management would probably think that the increase in dividend

[T afier Year give indication that company is growing. The increase In dmdﬂ,‘d pershare

Mg Situation of decreasing EPS will adversely affect the retentien r:mu and W 1}[ adversely

fectjig long term profitability. This will also weaken the t;rmpﬂni: "““‘P‘:""[“" position

: ; 1 3 in market price of co o

$*h:m‘:c"-.'l‘\!}ﬂg signals to the investors which may cause to fall i price ol company's

e

NN VAL
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Problem No. 3] Abhishek Steel Ltd. has one Iaﬂl fﬂi{'}_:ll::mmsn?“rtﬁqﬂng “'hlt}.
are selling at T100 each. Its capitalization rate is 14%¢ = -di\'idf :;3 Is “’Ptr;un
265 lakh income for the current year and is planning to Ph3 ; _mﬂ amﬂ“““n' g
24 lakh. The company wants to invest in a new project which will cost 3751, 0
is assumed that the Modigliani and Miller Model on dividend policy is applic !
to the companyw.

Compute the price per share at the end of the current year and the numb!rn{
shares to be issued for financing the investment when:

(i) Dividend amounting to 34 lakh is paid.

16.8 PART

It

(ii) Dividend is not paid [une 2013 (12 Marks)], [Dec. 2“13'_(_1_2_;\&__1-_]9;!!
Ans.
(a) If dividend is not declared:
0-P,
0= = raiond
P, = 114
(b) If dividend is declared:
3-P,
100 ==y 3013
114= 4+ P,
P, = 110
Calculation of number of shares to be issued:
'Particulars If dividend is I dividend
| not declared is declared
: Net income 63,00,000 63,00,000
| (-} Dividend : (4,00,000).
Retained earnings 65,00,000 61,00,000
[ New investment 75,00,000 75,00,000
| Amount 1o be raised by issued of new shares 10,00,000 14,00,000
! Market price per share 114] IIEF
| Number of shares 1o be issued 8.771.93 12,7222
Verification of MM Model:
| Particulars If dividend is
g not declared
| Existing shares 1.00,000
] -
New shares to be issucd 87,719.93
| Total number of shares 108,771.93
| Market price per share 114
tTuu.l market value at the end of year 1,24.00.000 el
___________.-—-"'7'

Problem No. 3] Anurag has invested in a sharc whose dividend is expected 104
@ 15% for 5 years and thereafter @ 5% till life of the company. Find out the “1""#
the share, if current dividend is T4 per share and investors required rate of ety
is 6% [June 2015 (4 Mark
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(i) Market value per share as per Walter's Model,
{:'1",! Dividend payout ratio to keep share price at 740.
{iii} Optimum dividend payout ratio as per Walter’s Model.

16.9
'l..-nf-*"l th Rate | Divid T
Grow end v
bl T 4.60 Coflflow TPV Facior @ 6% -
| : .60 s 433
15% 5.29 s Rt | '
2 i 5.29 ' 0.890 4.71]
15% 6.08 t i St
3 23 6.08 '. 0.330 3.11
3 ' _:" 1”"3’ 7.00 1- 0.792 5.54
5 15% 8.05 8.05 + 845 -8353105 0.747 637.23 !
6 5% 8.45 65693
-—'_._'_-_._._ : : 5
D 8.45 8.45 )
P K ¢ 006-005 o001 o
intrinsic value of the company is T6356.93.
m]m No. 5] Th:fnﬂnwin;infurmltinnhtﬁﬂahhhrupennffmhﬂud.:
— No. of shares outstanding : 1 lakh
— Earnings per share : 34
— Dividend payout per share : 724
— Equity capitalization rate : 12%
— Ralte of retum on investment : 15%
You are required to calculate —

(iv) Market value per share at the optimum dividend payout ratio based on Wal-

ter’s Model.

[June 2015 (3 Marks))

Ans.

(i) Market value per share as per Walter's Model:
R

P = D+ R

[

R'I:
0.15
0.12

0.12

(E-D)

2.4+ (4-2.4)

= 4.4
D.12

~ = T36.67
(if) Dividend payout ratio to keep share price at T40:

Rl
P - D+ R (E-D)

L3

R

<

LA 1

LR LY KR
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0.15
T T W
0.12
0.6 - 0.15x
4.8 =
g 0.12
48~ 012v+06-0.15x

0.12
0.576 =0.12x + 0.6 - 0.15x
0.576 = 0.6 - 0.03x
0.024 = 0.03x
x =D = Dividend = 0.8

Pavoul ratio = Df x 100 = 20%

(fff) Sober Ltd. is growth firm as its rate of return on investment is greater than cost of
capital i.e. R, > R.. Optimal payout ratio as per Walter's Model is nil,
(fv) Market value per share at the optimum dividend payout ratio based on Walter's

Model:
Rl
P - D+ R, (E-D)
RT.
0.1
= 0+ 0.12 (4-0)
0.12
o]
0.12
= T41.67

Problem No. 6] D Lid, has 10 lakh equity shares outstanding at the beginning of the
accounting year. The current market price of the shares is 2150 each. The board
of directors of the company has recommended dividend of 78 per share. The rate
of capitalization, appropriate to the risk class to which company belongs is 12%

(i) Based on MM Approach, calculate the market price of the shares of the com-
pany when recommended dividend js (a) dg.:];ed and (;} not declared.
(ii) How many shares are to be issued by the com counting
year on the assumption that the net income fa?:ll.-.j:»tetal:-e;:zd g::r':: and th
investment budget is T4 Crore, ./

(i) Show that market value of the shares at (he end of accounting year will remain
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AR® ation of price
calc“l“"m' ol price of share under MM Model:
D. + P
______1____|—
Pu = l + KL,
(2) i dividend is not declared;
0+P
i e ——
150i= =y Toi2
FI = 168
(b) If dividend is declared:
l g+ P
| B e L e
| 0= o712
lﬁE. = 8+ PI
Pr= 160
calculation of number of shares to be issued: |
Particulars If dividend is|  If dividend is| |
not declared declared| |
Net income 2.00,00,000 I.Dﬂ.ﬁﬂ_ﬂﬂﬂi ’
(-) Dividend -1 (80,00,000) | _.|.
Retained earnings | 2,00.00.000] 1.20.00.000| =
New investment 4,00,00,000 | 40000000 =
Amounl 1o be raised by issue of new shares 2,00,00,000 ! 2.80,00,000| =
_|Market price per share 168 | 10| F
Number of shares 1o be issued 1,19.047.02 J 1.75.000 |
Verification of MM Model:
Particulars If dividend is|  If dividend is
not declared | declared
Existing shares - 10,00.000 | 10.00.000
New shares (o be issued 1.19,047.02 | 1.75.000
Tolal number of shares 11,19.047.62 11,735,000
Market price per share 168 160
Total market value at the end of year 18,50.00.000 18.50,00.000
E::hlem No. 7] Net profit before tax ol Acumen Ltd. is ¥17.50,000. The company

s 1,00,000 cquity shares of face value 210 each, fully paid-up, Current market
Price of the shares is 785 per share. Income-tax @ 30% applies to the company.

gﬁﬁ_gu_t_e the P/E ratio for the company. [June 2016 (4 Marks)]

Profit before tax 17,50.000
() Tax @ 300, (5.25.000)
Profit avajlable to equity sharcholders 12,25,000

¥—
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[ 12,25
EPS - ﬁ = 12.25 per share
: 85 !
P/E Ratio = 13 35 = 6.94

Problem No. 8] Following details are available to you for two companies, By
Ltd. and Pretty Ltd.:
Beauty Ltd.  Pretty Lid.

Internal rate of return (%) 15 10
Capitalization rate (72) 15 10
Earnings per share (T) 12 10
Cash dividend per share () 5 2

Calculate the value of an equity share for the companies. [June 2016 (4 Marks)]

Ans.

Beauty Ltd. Pretty Ltd.
R, R,
s B R (E-D) pie ) D R (E- D)
R R,
_. 015 0.10
A 3+ 015 (12-35) _ 2+ 0.10 (10-2)
0.15 0.15
ou 32 __10
- 015 © 015
= T80 = T66.67
Problem No. 9] The following information pertains to M/s Kanagana Limited:
Eamings of the company 25 lakh
Dividend payout ratio 60%
No. of shares outstanding 1,00,000
Equity capitalization rate 12%
Rate of return on investment 15%
What would be the market value per share as per Walter's model? gl
[une 2017 (2 Marks)]
Ans.
EPS = 5.00,000 _25
1,00,000
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R

(E - D)

RIl.'
R, i
0.15

% 0.12
== 0.12

(5-3)

mﬂn. 101 he fulluwing BGgures are provided to you for ABC Ltd.:
Net profit before tax = ¥17,50,000

The company has 1,00,000 number of equity shares of face value 710 fully paid-up.
The current market price of the equity shares is 83 per share,
The Income-tax @ 30% apply to company, :

What will be that P/E ratio for the company?

[Dec. 2017 (4 Marks)]
Ans.

Net profit before tax 17,350,000
(-) Tax @ 309G

| (5.25,000)
Profit after tax/profit available to equity shareholder 12,255,000
Earnings Per Share Profit available for r.'quuir}‘ sharcholders
No. of Equity Shares

= 12,25,000

3 1,00,000

= 12.25 per share
PJ'E R."I.I,I_ﬂ- = Market Price ] BS - 6.94

EPS 12.25
b
Problem No, 11

1 XYZ Ltd. has 25,000 outstanding shares at current market price
of 2100. 1t belongs to a risk class with capitalization rate of 20%. The company
€Xpects to earn a net profit of T5,00,000 during a year.

What will be the price of share if dividend is not paid?  [Dec. 2017 (4 Marks)]

Ang,
CEI1"':""1“‘*-1“'*! of price of share under MM Model if dividend is not paid:
P[. = Dl ¥ Pl
-_-__-—-_-_
1+ K,
10g - 04 F'I
1+0.2
Pi = 120

. T
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Problem No. 12] Vivu Ltd. is a reputed chemical . =
are quoted in the market at the price of ¥340. Roma Mutual Fund's map .

‘ age
thinking to buy the shares of Vivu. Advice the manager of Roma with reg :- g
buy decision through the application of Gordon model based on the followy,
information. 4
(1) The expected rate of return by equity shareholders is 10%, |
(2) The retention ratio is 40%.
(3) The earnings per share recorded in the recent past year is T20.

(4) The expected earnings per share for next year is T25.

(5) The internal rate of return of Vivu Ltd. is 15%. [June 2018 (4 Marksy)]
T —
Ans.
E(l-4&)
Pe—— 20
0 K, - br
Where,

P, = Market price at Year 0

E = Earnings Per Share (EPS)

b = Retention Ratio

br =g = Growth rate

K_ = Capilalization rate/cost of capital

25(1 -0.4) 15
P = = -
i 0.10 - (0.4 = 0.15) 0.04 LB
Expected price of Vivu Ltd. as per Gordon’s Model is 375 whereas current markel price
of share is 2340, Thus, Manager of Roma Mutual Fund is advised to buy the shares as the

market price of shares of Vivu Lid. is less than expected price.

Problem No. 13] The Earning per share of a company is ¥16. The markel capitaliza-
tion rate applicable to the company is 12.5%. Retained earnings can be employed
to yield a return of 10%. The company is considering a payout of 25%, 50% and
75%. Which of these would maximize the wealth of sharcholders as per Walters
Model of dividend? [June 2019 (4 Marks)]

Ans.

[n given case, the firm is declining firm as its rate of return on investment is less l!un cost
of capital i.e. R, < R Optimal payout ratio as per Walter’s Model is 100%. Thus, 1n¢

in payout ratio increases the market price for declining firm.

Dividend payout ratio is 25%:

16 x 25% =4

e (E-D)
Dr—7

P = L
RI
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010
0.125 =

0.125

4 +

_13.0_

= 0.125
7 108.80

pividend payout ratio is 50%:

16 % S0 =58
D+ — (E-D)
R
Rl:
0.10
0.125
0.125
14.4
~ 0.125
T115.20
Dividend payout ratio is 75%:
16 x 75% = 12

B+

(16 - 8}

D s (E-D)
| i =
P R

i RC
0.10
l ]2+_ﬂ.ll_5“6_|2}
0.125
150
0,125
= T 121.60

(3

n

It

Above result shows that the wealth of the shareholders would be maximized when the
cempany adopts 75% payoul ratio.

-_-_-——-_

Problem No. 14]

: _ﬂthulmﬂimﬂedlhhuﬂnmuﬂjmhﬂwﬂhm
*“quity capital of 2 40 Lakh. Other details are as under:

. ﬂ[ the Year iy "'rmtm

Dividend paiq : ¥ 3,20,000

P““E—tnruingn ratio ;125

‘_u"*?jhl.l'-uf-ﬂ_haru : 40,000

“OUare required to find out whether the company’s dividend payout ratio is optimal
Uslng Walter's Model. [Dec. 2020 (4 Marky))

B .




r'—————i

PART II : FINANCIAL MANAG EMENT

16.16
Ans,
320,000 hare

; <4,00,000 = g per share
PSs —— - o 5 - DPS=

EPS 40,000 10 per share 40,000

K = : . 1 _po08ie 8%
» P/E Ratio 12.5

4,00,000 - 10%
Rate of return on Investment (R,) = m %400 -

D R'ED}
= (E—

C

10
0.08
0.08

10.5
0.08

R
0.

8+ (10-8)

= ¥ 131.25 Nt :
ABC Litd. is growth firm as R, > R_. Hence, optimal dividend payout ratio is nil. This can
be confirmed form following calculations.

TANAMAANE

R.
D+ R (E-D)

3

L

10
0+0.08
' 0.08

< R
0. (10-0)

12.5
= 0.08

= T156.25 ding o1
Limited had 50,000 equity shares of 710 e  market. The co™

anuary. The shares are currently being quoted at par in the
e tends 10 pay & dividend of 22 per share for the current calendar 4%
It belongs to a risk class whose appropriate capitalization rate Is 15 Pﬂ'mw?_
mm“ilhl&dymmﬂﬂﬂ.themﬂnﬂherm-mﬂmws conditiof=

u}mdlﬂdmdi-dw'
{ﬁjMﬂWhm b
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CH. 16 : DIVIDEND DECISIONS 1618

mlhe number of new equity shares that the ot lasue
) .115‘:“‘_,, its investment needs of T 2 lakh, assuming a H.myu?u_l lakh

© 4 dividend is paid. [June 2021 (4 Marks)]

/'jf—'_f

1'::]5 .ulaﬁ“'“ of price of share under MM Model;
P
+P
b _'_I?_L___J-_
Fu = 1 + K.r
idend is not declared:
(a) If divi
. 0+PF
10= 1,015
PI. = l |.5
) if dividend is declared:
2+P
10 =—— ——t=
1 +0.15
1 I _5 o FI
P,= 95
calculation of number of shares to be issued if dividend is not declared:
Particulars If dividend Is 1 If dividend
not declared,  is declared
Mel income 1,10.000 1. 10,000
{-) Dividend - (1.00,000)
Retained earnings 1.10,000 | 10,000
New investment 200,000 2.00.000
Amount to be raised by issued of new shares Q0000 1.90,000
Market price per share 115 9.5
Number of shares to be issued 7.326.09 20,000
Verification of MM Model: .
Particulars If dividend is I dividend
= not declared Is declared
Existing shares 50,000 50.000
New shares 1o be jssued 7.826.00 20.000
Total number of shares 57.820.09 70.000
?arl‘“ price per share 1.5 9.5
___‘:L_“L__*-—-—TE___"‘EI value at the end of year 6.65.000 6.65.000

: ﬁjcnm;ﬂmﬁumdLmumﬂnﬂhﬂﬂrmmLmPuhu
%;Eﬂﬁnyﬂhu]m.wmhm,Lh-MCmLMHMnf
) d tures outstanding. :
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16.18 PART 11 : FINANCIAL MANAGEMENT
(iii) EBIT is T 6.00 lakh. ——ﬁ—__\_\

(iv) Equity capitalization rate for Company U is 10%.
What would be the value for each firm according to MM’s approach?

[Dec. 2021
=8 Manyy,
Ans.

Value of unlevered company: (Company U)
Particulars __1_-_‘--‘1.7
EBIT 6000

(-) Interest |

(T T e
EBT 6,[“1{“1
(-) Tax @ 50% (3,00,000)
PAT 3.00,000
Capitalization rate _____l—l::-';{:
Market value of equity (PAT/Capitalization rate) x 100 30,00,000
T

According to MM, the value of levered firm would exceed that of the unlevered firm by 3,
amount equal to the levered firms debt multiplied by the tax rate.

Value of unlevered firm + (Value of debt x Tax rate) = Total Value of levered firm
Value of the Company L with ¥ 20,00,000 in debt:

30,00,000 + (20,00,000 x 50%) = 40,00,000

Total value - Value of debt = Value of equity

40,00,000 - 20,00,000 = 20,00,000

TANAMANS B
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UNIT I : WORKING CAPITAL MANAGEMENT

THEDRETICAL DUESTIONS

m is the concept of ‘Operating Cycle'? Why it is important in working capi-
tal management? Give a sultable example to illustrate the concepl.
[June 2003 (6 Marks)], [June 2011 (5 Marks)]

Or
Length of operating cycle is the major determinants of working capital needs of a
business firms. Explain. [June 2006 {5 Marks)], [June 2016 (5 Marks)]

Ans. A useful tool for managing working capital is the operating cycle. The operating

cycle analyzes the accounts receivable, inventory and accounts payable cveles in terms
of number of days.

Working capital cycle indicates the length of time between the companies pays for
materials, entering into stock and receiving the cash from sales of fini=!:ed poods. 1t
can be determined by adding the number of days required for each stage in the evele.

Forexample, a company holds raw materials on an average for 60 davs, production process
needs 15 days, finished goods are held for 30 days, 30 days credit is extended to debtors
and it gets credit from the supplier for 15 days. The total of all these, 120 davs (00 « 15 «
30 + 30 - 15) is the total working capital cycle.

The determination of working capital cycle helps in the {orecast, control and management
of working capital. It indicates the total time lag and the relative significance of its
conslituent parts. The duration of working capital cycle may vary depending on the nature
of the business,

C‘nmpumn'm; of working capital with help of operating cycle concept:

(1) Percentage of Sales Method: Based on the past experience, some percentage of
sales may be taken [or determining the quantum of working capital.

(2) Regression Analysis Method: The relationship between sales and working capital
and its various components may be plotted on scatter diagram and the average per-
Centage of past 5 years may be ascnrtuingd. This average percentage of s.fﬂe:,:. may

taken as working capital, Similar exercise may be carried out at the beginning of

17.1
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.

the year for assessing, the working capital requirement. This method is sujiap, for
simple as well complex situations. i
(3) Operating Cycle Approach: In the form of an equation, the operating cycle
can be expressed as follows:
Operating Cycle=R+W+F+D-C
Where,

R = Raw material conversion period

17.2 PART 11 : FINANCIAL MANAGEMENT

W = Work in progress conversion period
F = Finished goods conversion period
D = Debtors collection period
C = Creditors payment period
The various components of operating cycle may be calculated as shown below:

Average Raw Material Stock

Raw Malerial Conversion Period S R G e AT 365 days
WIP Conversion Period - Anﬂi’fﬁi‘:ﬂ;;’: ;::Em x 365 days
Finished Goods Conversion Period = A"‘”fﬂi‘ﬁ:‘gj :[: i::séliﬁm x 365 days
Debtors Collection Period = Avefi:uﬁlc;;:;hlﬂ * 365 Days
ety Pament Pesiod - Average Accounts Payable oy

Annual Purchase

Operaling Cos!
365 days

Q. 2. Distingulsh between: Hedging Approach & Conservative Approach
e [June 2004 (5 Marks)], [Dec, 2004 (5 Marks)]

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

Depending on the mix of short term and long term financing, the approach followed b;r":
company may be referred as matching approach, conservative approach and aggressi®
appruach.

(1) Conservative Approach: A higher current assets/fixed assets ratio indicates con-
servative current assets policy. A conservative policy implies greater liquidity 1
lower risk. il

(2) Aggressive Approach: A lower current assets/fixed assets ratio means an n?,g_ﬂ'-'ii“
current assets policy. Aggressive policy indicates higher risk and poor liquidity .

3) Matching/hedging App A Matching/hedging current assets policy _'-"’iu fnﬂo'ﬂ
the middle of conservative and aggressive policies. The current assets policy of m
of the firms may fall between these two extreme policies,

Working Capital = x Operating Cycle days

. T et




F CH, 17 : WORKING CAFITAL MANAGEMENT
W note on: Determinants of working capital
_ﬂ*_‘}'

[June 2007 (5 Marks)], [Dec. 2014 (4 Marks)]

17.3

o aants of working capital: Following factors determine the working capital

ﬂmﬁutum and size of business
‘ “ﬂm:faclm"lng cycle
: ;::‘Edjl policy - both for customers and from suppliers

Business fluctuations and seasonal fluctuations

Growth and expansion activities

_ profit margin and profit appropriation i.e. profit, tax, dividends and retained earnings
_ yolume of sales and price level changes.
. Operating elfciency

_ Inventory lumover

. Liguidity and profitability

. Inflation factor

. Attitude to risk

. Profit planning and control

- Changes in technology

- Degree of mechanization

- Government policy.

0.4, Adequacy of current assets is myth. Comment. [Dec. 2007 (S Marks)]

Ans, Every business needs adequate liquid resources in order to maintain dav-to-day cash

?.W'. It needs f.:nﬂugh cash to pay wages and salaries as they [all due and to pay creditors
ILis 1o keep its workforce engaged and epsure its supplies. C

th I L - - " % ~
liqui;':jtlaming adcqumf:: working capital is not just important in the shart-term. Sufficient
I¥ must be maintained in order to ensure the survival of the business in the long-

!
mﬁ 38 well. Bven a profitable business may fail if it does not have adequate cash flow to
LS labilities as they fall due,

It :

ﬁr‘:l’mﬁ. J':'hd‘-"-'r the f_lnancc manager to estimate the requirements of working capital

by s E’l“ determine the optimum level of investment in working capital. In order to

M. 2 ve Working capital firm must have adequate current assets. So, a firm must
2 ﬂdr:quale current assels. It is not simply a myth but a necessity [or a firm.

. ite a short note on: Working orking capital and dividend palicy wh

Ny “ " Dec. 2008 (5 Marks)]

Sipity) u:‘m 10 maintain an established dividend policy may affect the volume of working
' °F Changes in working capital may bring about an adjustment of dividend policy.

Mep -
edyca t'i.l:fnd'“dl‘-'nfi may reduce cash in current assets considerably which in tum may

vailable working capital for the company.

BNNVIVNVL
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nd policy and working capitg ;
is

In ecither event, the relationship between divide _ ;
dividend without giving Consiq
e

established, and very few companies ever declare a
Lo its effect on cash and their needs for cash.

Q. 6. Distinguish between: Financing of current assels & Finnncim
[June 2009 (5 ““!t.

)

Ans. Following are the main points of difference between financing of curren, asge
financing of fixed assets: ;

Fixed assets are those assets whir—

Meaning |Current assets are those assets which hick
are converted in to cash within a period | held by the companies 1o be u:tdh
of one year. production and administrative p, in
for more than one vear. ot

through short term finance. through long term finance,
Mode of |Current assets are usually financed |Fixed assels are us.uallﬁm
finance through mode of overdraft, cash credit, through equity capital, preference
public deposits etc. capital, debentures, bonds and |o
term bank loans. &

Share in | Share of current assets in total finance [ Share of fixed assets in total finance jy

finance | is minimum. more.
Type of |Financing of cuwirent assels covers|Financing of fixed assets covers finance
assets finance in assets like debtors, inventory | in assets like land & building, plant &

& cash elc. machinery etc. ,

Points Financing of Current Assels Financing of le?dhh:?;‘--..

Finance |Current assets are generally financed Fixed assets are genemm

Q. 7. Failure of a firm is technical if it is unable to meet its current obligations
Comment. [June 2011 (5 Marks)]

Ans. Failure ol a firm is technical if it is unable to meet its current obligations. The failure
could be temporary and might be remediable. When liabilities exceed assets i.c. the net
worth becomes negative, bankruptcy as commenly understood, arises. The {echnical
bankrupltcy can be ascertained by comparing currenl assets and current liabilities ie
working out current orfand quick ratios. If the amount of current assets is not sulficicol
to meet the current liabilities, it is known as technical failure of firm. However, this type

failure is related to short term only and firm can recover from such situation in long-temm

Q. 8. The risk of becoming technically insolvent is measured by mmmtm[ﬂf

net working capital by the Finance Managers. Comment.  [Dec, 2012 (5 H“hﬂ
Or 3

Current asscts are financed by current Habilities. Comment. [June 2014 (3 M

Or Lo

Working capital management s all about deciding the level, structure and fns00

of current assets. Co | - [Dec. 2016 (5 Marbs)!

- Or
Discuss Liquidity v. Profitability in management of working capital.
- -- [June 2021 (412

arks)]

)

|
|
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CH. 17 : WORKING CAPITAL MANAGEMENT 17.5

ating a firm’s worki api . : :
formulating a hrms orking capital policy, an important consideration is the

s i petween .pr-::rﬁla:mllly a"f‘l '_,'5]':- In other words, the level of a firm's Net Working
@ | pas o bearing Or its profitability as well as risk. The term profitability here means
oopit fter expenses. The term :_'J.a.l-: is defined as (he probability that a firm will become
%hnic::lll_!.' insolvent so that il will not be able to meet its obligations when they become
12

t of beconting technically insolvent is measured using net werking capiral. 1t is

d that the greater the amount of Net Working Capital, the less risky the firm is,
sa. The relationship between liquidity, Net Working Capital and risk is such
ither net working capital or liquidily increases, the firm's risk decreases.

rtion of current assets should be financed by current liabilities and how much by
ceswilldepend, apart from hquidity-profitability trade off, on the risk perception
rent. Two broad policy alternatives, in this respect, are:

ﬂ':g ns

am
pat if €
what prePe
ngterm SO
of the manager? :
) A conservative current assel financing policy: It relies less on short term bank
financing and more on long term sources. No doubt it reduces the risk that the firm
will be unable to repay its short term debt periodically, but enhances the cost of
financing.
(b) Ana gressive current Assel Financing Policy: It relies heavily on short term bank
fnance and secks to reduce dependence on long term financing. It exposes the firm
1o a higher degree of risk, but reduces the average cost of financing thereby resulting

in higher profits.

0. 9. “The balance sheet fails to depict an exact picture of the current assets.”
Elucidate. [Dec. 2014 (5 Marks)]

Ans. Balance sheet of company provides information of a company as on particular date.
The position at the end of a day is a static position and not representative of the entire year.

For example, a agro-based industry may hold large stock in non-season in which closing
date of year may fall may lead to large current assets due large holding of stock on the
other hand is closing date of balance sheet falls in seasonal period there may less stock
which may lead to less current assets. In such case different norms are (o be applied for
Seasonal period and non-seasonal period.

EI-LEJ is correct 1o say that the balance sheet fails to depict an exact picture of the current
ets, -

Q. 10, Write a short note on: Sources of working capital
or

Deferreq payment of taxes is a source of working capital. Comment.
' : : [Dec- 2013 (5 Marks)]

ien * Are vari . ; t working capital. Comment.
- Yloux sourceuobpeimany ° [Dec. 2015 (4 Marks)]

.Eap" Sc!‘-"ﬂ&s of ﬁnnncing of working i:-:lpitﬂl differ as per the ::].:':ls.'siﬁf.‘i‘l.liﬂr'l of w-::rrking
"alinto permanent waorking capital and variable working capital.

NN VIRXYL
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17.6 PART II : FINANCIAL MANAGE MENT '

1. Sources of Permanent Working Capital: k
. g i stoCcK or ferene
(a) Owner’s funds are the main source. Sale of equity b-; with an!uLnLc Slock
provide a permanent working capital to the bLlS}nE?J 1 rctai"ud 1EJr-‘.llr:n of epay
p:]_l'licuIa[-l}- duIing Sh{_}['t pﬂl’jﬂd. Thl:..'lu rul:ldb can LLI T_T n I.hl,: huEinl_‘ :nt[‘u:
ll'l:lnutlllj.'. Permanent wan-Liﬂg a:;]p:il'..':l] pruwd:.'s more sirength to the buﬂhl.'_*.; by,
(b) Another source of permanent working capital is hl?nd ﬁsancmg but it by R
maturity period and ultimately repayment has o be mace. For Fepaymen, ufqtd
source, company provides sinking funds for retirement of bonds issyeq for peq
nent working capital. e
(¢) Term loan from banks or financial institutions has the same Characterisﬁ;;s atid
bond financing of permanent working capital. Y
(d) Short-term borrowing is also a source of working capital finance op
E pEI‘I‘nan
basis. i

2, Source of Variable Working Capital:

Working capital required for limited peried of time may be secured from (ep,

sources as discussed below: i

(a) Trade Creditors: Trade credit provide a quite effective source of financing Varizhe
working capital for the period falling between the point goods are purchased gp4
the point when payment is made. The longer this period, the more ad\"ﬂmﬂgeumt
becomes for the firm to avoid efforts of seeking finance for holding inventories
receivables,

(b) Bank Loan: Bank loan is used for variable or temporary working capital. Such loans
run from 30 days to several months with renewals being very common. These loas
are granted by bank on the goodwill and credit worthiness of the borrower, and col

lateral may include goods, accounts receivable or Government obligations or other |

marketable securities, commodities and equipments.

(c) Commercial Paper: It can be defined as a short term money market instrumenl
issued in the form ol promissory notes for a fixed maturity. It will be totally unse
cured and will have a maturity period ranging from 90 days to 180 days. It will me!
the short term finance requirements of the companies and will be good short e
investment for parking temporary surpluses by corporate bodies.

(d) Depreciation as a source of working capital: Increase in working capital resull
from the difference in the amount of depreciation allowance deducted from ear
ings and new investment made in fixed assets. Usually, the entire amount d
towards depreciation on fixed assets is not invested in the acquisition of fixed
and is saved and utilised in business as working capital. This is also a tempora}
source of working capital so long as the acquisition of fixed asset is defe

(e¢) Tax liabilities: Deferred payment of taxes is also a source of working capitah Tui®
are not paid [rom day-to-day, but estimated liability for taxes is indicated in
Sheet. B'_ﬁ"lf’f"- business organisations collect taxes by way of income 12% P

on salaries of staff deducted at source, old age retirement benefits, excisé ""‘ﬁ'
Hlt‘l-‘;;Jﬂ-\ﬁ- etc. and retain them for some period in business to be used 35
capital.

(D) Other miscellaneous sources are Degler Deposits, Customer advances /¢

e ——

-
work#

e T R T R i T o T B R
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‘ CH. 17 : WORKING CAPITAL MANAGEMENT 17.7

— king Capital Leverage measures the sensilivity of return on investment
--“'rkT“ﬂE] r,npilﬂl*" Comment with example, [June 2017 (5 Marks)]

1o apital leverage is measured as under:
'ﬂrking = &y s -
’ ‘o Change in ROCE
% Change in Current Assets

OR

Current Assels
Total Assets — A Current Assets
Assets = Change in Current Assets

capital cmpfn:-,-ed (ROCE):

FEarnings Belore Interest & Tax (EBIT)

ROCE = 7 T1al Assets or Capital Employed

oneofthe important objective of working capital management is by maintain the o primum
nds ol investment in current assets and by reducing the levels of current liabilities, the

Z:man. can minimize investment in working capital thereby improvement in return on

apital employed is achieved. The term working capital leverage, refer to the impact of

lwels of working capital company’s profitability. The working capital manage ment should

mprove the productivity of investment in current assets and ultimately it will increase

the return in capital employed.

El!. “Does the Balance Sheet give a true picture of Current Assets?” Comment.
B [Jumne 2017 (5 Marks)]

Aos, Current assels as at a particular date may not be representative of the state of affairs
prevailing on a day to day basis throughout the year. In the balance sheet we review that
#ssition of current assets as on a particular date only. In order to even out the effects
fdaily variation in the level of current assets, it is advisable to take avernge of weekly;
monthly or quarterly holdin £ depending upon the nature of the industry and rurnover of
#5518, The position at the end of a day is a static position which is not representative

mh‘? enlire year. By taking period averages some amount of dynamism is brought into
Picture.

E{ImF‘tl fﬂES., a
mq_'IJ “'Eml:nil
ek more

anital Leverage =
ing Cap!
|,|,f|:ll']'5-I

e wrent
et o1

n industry might have seasonal peaks or troughs of working capital
For example, agro based industry like fruit processing unit would need to
durip W material during the peak season when the crop has been hnn-af.ied than
e x El:hl! lean season, The high level of current assets can be nothing but a ficion when
'ﬂrmh- 1o realize the current assets. It may happen that the inventory carried by the
'mh;naf Consist of obsolete ilems, packing materials, finished goods which have been
cd by buyers and items like dies and tools which are more fixed than current in
:hlerg:.‘;n Pm_dﬂnt:e is required to get rid of current assets like obsolete items, packing
& and finished goods which may have been rejected by buyers.

“‘ﬂn: Other hand, the current liabilities are more ascertainable and less fictions. The
o M of thege liabilities, if not possible from the current assets, has to be arranged
5—?@,,:?53 '8rm sources of funds which may result in a mismatch that is not conducive tg

health of the firm.
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] Method and P
v Re dGM'
Q. 13. Differentiate between Regres R B ?; S sﬂl !
38 |

Method for estimating Working Capital needs. ; ; Mﬂ.
Ans. Regression analysis method: Theregressionan alysismethod is Ey Hseful Gt d
lgti

: . i . It helps i -
technique of forecasting working Cﬂplt_al‘reqmrt?ﬂ'ltﬂr‘-::m betiﬂ "z_ £h rlnakmg Proje.,. &
nl':cra.=,~_;1nb]‘ishingthc average relationship in the past ¥ N sales amn.;it].mw

EH%
capital and its various components. urh”{
The analysis can be carried out through the graphic portrayals (SCi?llErdiugr am) o
mathematical formulae. The relationship between sales and working capiy) May b, .
and direct indicating complete linearity between Ihe Eyoormay b‘E Complex i dl?;m I
degrees involving simple linear regression and r{"“l“Ple freression situations, Tha Tn

is suitable for simple as well as complex situations. i
Percent of sales method: It is a traditional and simple method of dﬁlflmfning th
of working capital and its components. In this method, WDT_kiﬂE capital is LIC'IErmE:::
the basis of past experience. If over the years, the relationship between sales and work
capital is found to be stable, then this relationship may be taken as base for determ;,;
the working capital for future. b
This method is simple, easy to understand and useful in forecasting of working Capity
However, this method is criticized for the assumption of linear relationship, between &
and working capital. Therefore, this method may not be universally applicable,

i

Q. 14, Discuss what are the various sources of Permanent Working Capital,
[Dec, 2017 (4 Marks)

Ans,
Sources of Permanent Working Capital:
(@) Owner’s funds are the main source. Sale of equity stock or preference stock ool
provide a permanent working capital to the business with no burden of repayme
particularly during short period. These funds can be retained in the business pe
manently. Permanent working capital provides more strength to the business.

(&) Another source of permanent working capital is bond financing but it has ﬂg

malturity period and ultimately repayment has to be made. For repayment 0
source, company provides sinking funds for retirement of bonds issued forpe

working capital. »

(¢) Term loan from banks or financial institutions has the same characteristics &
bond financing of permanent working capital. ;
ent bes*

(d) Shon-term borrowing is also a source of working capital finance on perman

Q. 15, Negative working capltal is a sign that the be facing 1%

Ans. Generally, negative working capital js a sign that the company may be facing
rupicy or a serious financial trouble, Under the best circumnstances, poor working
Ieads 1o linancial pressure on a company, increased borrowing, and late payments l:hﬂf’:'
itor which may result in a lower crediy raling. A lower credit t"au'ng means banks

a higher interest rate, which can cost a corporation a lot of money over tme-

a



l CH. 17 : WORKING CAPITAL MANAGEMENT 17.9

~ompany W thnegative working capital maylack the funds necessary for growth of
U a any “,h] ch 11_1;&- further lead to bankryptcy and financial trouble for the company.
e g rare CIECULES IR CEn R R working capital can also be a sign of managerial
i 59 ey in @ business wi th low inventory and accounts receivable (which means they
:Eﬁcﬁu on an almost strictly cash basis and convert cash into capital assets).

—

0 T T —
_ /fg:hmrgments of the business cycle influence working capital changes at sig-
0 ant level: [Dec. 2021 (5 Marks)]

ments of the business cycle influence Working Capital changes at sig-
.el: The recurting movements of the business cycle influence working capital
business recedes, companies tend to defer capital replacement programmes
: deflect depreciations to liquid balances rather than fixed assets. Similarly, curtailed
’ reduce amounts receivable and medily inventory purchases, thereby contributing
;EET to the accumulation of cash balances.

conversely: the sa Ius._ capital, anfi i_nvent?r}r expansions that accompany a boom produce

ealer concentration of cred:l items in the balance sheet, The pressure on company
[ui;anﬂﬂfr during boom years is reflected in the business drive for loans and the high inter-
o rate of these years as compared with a reversal of such conditions during the periods

= 8 S=EFY

o o
e
SERR R\ Y
!
5
e
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i e

of economic decline.

| —— o PROBLEMS & SOLUTIONS 2 —

Problem No. 1] Saraswati Engineering Company is considering its working capital
investment for the next year. Estimated fixed assets and current Labilities for the
next year are 2 2.60 Crore and  2.34 Crore respectively. Sales and Profit Before
{| Interest and Taxes (PBIT) depend on investment in current assets — particularly
i| Inventories and book debts. The company is examining the following alternative

1 working capital policies:

o

J Working capital Investment in Esrimared sales PBIT
I policy current assels (T in Crore) (T in Crore)
i (T in Crore) ;
Conservative 4.50 12.30 1.23
Moderate 3.90 11.50 1.15

;Wﬂdre 2.60 10.00 1.00
‘OUare required to calculate the rate of return on total assets for each policy.

[Dec. 2015 (4 Marks)]
i B‘hn . e sheets under different Current Assets Policies: (T i Crore)
Conservative Moderate| Aggressive

~ Policy Policy Policy

4.50 .50 2.60

2.60 2.60 2.60

7-10 6.50 5.20

2.34 2.34 2134

—gNNVINXVL
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e m— el
Particulars Conservative Moderate \_\
~ Policy Policy| ¥y
Estimated sales 12.30 11.50 h\lhﬁ
Estimated EBIT h23 s 1£IJ
Current Ratio [CA/CL] 1.92 1.67 l‘m
(1) Rate of return on total assets 17.32% 17.69%; 1 -”‘
[EBIT/Total Assets] x 100 9'13?:
(ii) Net working capital position ‘:'lﬁ 1.56 02
(i1f) Current assels to fixed assels ratio 1.73 1.50 lluEI
—— L0

Risk return trade-off: The net working capital or current ratio is measure of risk_ R

Feturn on total assets is a measure of return. The expected risk and retumn are n'ﬂ'mi::;.':.nE
in case of conservative investment policy and maximum in case of aggressive im't‘:slmm
policy. The lirm.can improve profitability by reducing investment in working capity| en|

Problem No. 2] A company has prepared its annual budget, ml“"ﬂﬂtm
which are reproduced below:

(/) Sales T46.80 lakh : 78,000 units
(25% cash sales and balance on credit)
(ii) Raw material cost : 60% of sales value
{iif) Labour cost : T6 per unit
(iv) Variable overheads . : T1 per unit
(v) Fixed overheads ' : ¥5,00,000

(including 21,10,000 as depreciation)
(vi) Budgeted stock levels:

B

_—————a— e I T

Raw materials : 3 weeks
Work-in-progress : 1 week
(material 100%; labour & overheads 50%)
Finished goods : 2 weeks
(vii) Debtors are allowed credit : 4 weeks
(viii) Creditors allow : 4 weeks credit
(ix) Lag in payment of overheads : 2 weeks
{x) Cash in hand required 1 250,000
(xi) Wages arc pald as follows: :
(a) For st and 2nd week : in the 3rd week '
(b) For 3rd and 4th week - in the next week.

Prepare working capital budget (requirement) for a year for the Wn;nrﬁﬂ*
Assume one year = 52 weeks,  [Dec. 2013 (20 Marks)], [June 2016 (10 %0 5]

[June ZHI!_J{',/
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e o showing working capital estimation:
_uu:tﬂ
e ,
| s 3 ( :
v pMaterial Stock weeks 28,08,000 « S 1,62,000
| ;
: - 1 week 32 —l—]
P SI:DE]" t 6,000 =« = 63,000
I
2
sished Goods Stock 2 weeks IL,'-!'J'.~'1r-"-.l2|-l;'.il] iy 1,44,000
. [ 4
T'D-Ehﬁjﬁ rﬂ” f:ﬂ_q,'_” 4 “'Ef-'k.s IEE.UEJDHG i _Si- E.Iﬁ.ﬂﬂﬂ
I
[mh & Bank Given 50,000
(A) 6.35.000
furrent Liabilities:
Creditors 4 weeks (Eﬂ,ﬂﬂ_ﬂﬂﬂ x % 2,156,000
butstanding Wages 2 weeks (-1.63.0!}13 % :—2] 18.000
Qutstanding Overheads 2 weeks (4,65.5313{] ® —;? 18,000
: (B) 2,52,000
::h-il'iﬂs_f;npiml (A) — (B) ; 3,83,000
Sl I: Cost Structure: (For 78,000 units)
[& Price per unit = 46,80,000/78,000 = 60
Ri‘-.'.- Ma 5 Per unit Tolal
! E——l d
| erjal 36 28.08.000
b -] 4,68,000
Wrah)e U\'El‘l‘l!!‘.ﬂd.&'. 1 78,000
Tata) Ct:::rhﬂ“llﬁ (excluding depreciation) 3.90,000
uql! % & 37.44.000
—_ 5t Structure for WIP:
' _Degree of completion 2]
10056 23,058,000

@ NNVINX VI
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17.12 PART 11 : FINANCIAL M ANAGEMENT
___-_______-———___'—___—-—-_______-_--“

 Particulars Degree of mmp[eﬂ’_'f__-—-—-—-—-———————-—-—--‘_____\
' Variable Overheads 50% N 3

50¢ 1

Fixed Overheads 30°% | ¥ )
" t'r,l'.

| Total [ A 32.?5?
Note 3: Calculation of cash cost of sales: \\J

fi:uﬁculaxs

?Cost of sales i.e. total cost

| (-) Cash sales i.e. 25%

| Cash cost of credit sales
Problem No, 3] Calculate the Net Working Capital requiremm
from the following information:

(X per unit)
Raw Material 160
Direct Labour 60
Overheads 120
Total Cost 30
Profit 60
Selling Price 300

Raw material is held in stock on an average for four weeks. Materials areis
process on an average for two weeks. Finished goods are in stock on an averag
for four weeks. Credit allowed by supplier four weeks. Credit allowed by Debios
eight weeks. Work in progress comprise 100% material cost and 50% comersia

cost. Lag in payment of wages 1/ week. Time lag in payment of overhead expens.

four weeks.
Other information:
Cash Sales %% of total sales
Cash in hand/bank 150,000
Expected level of production 1,04,000 units
One year is taken as 52 weeks. ',
Production is carried evenly throughout the year. gt
State your assumptions, if any. U‘-‘"M ;
Ans.
Statement showing working capital estimation:
[_wm Norms Calculations N
iEmm Assels: =
| Raw Matenal Stock 4 weeks (I 66,40,000 x _;-}iz_.
L o
i“ 1P Stock 2 weeks (ZJﬁﬂ_ﬂﬂ,ﬂUﬂ x "522'" I

—-—-_----'.-.
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; 17.13
__T\‘\——nrmu
[ ciculal™ ————__ Galeulations 3
‘ Stock
;gll."l dGaudS 4 weeks (1536{}!:[,], ____J 27.20,000 |
; . | i
f piors (on credit sales) 8 weeks (31200000, 2 } | 48,00.000 |
52 i
i L-p-h&-ﬂﬂ“k Given -. 50,000 |
L {A}! 58 30000
| rent Liabilities: ' i
s 4 weeks (l:@.m.rfﬂ; 5| | 1230000
pastanding Wages 1.5 weeks (EI.W.DI'J‘.'I * Ij } 150,000
puistanding Overheads 4 weeks ([ 24,580,000 « — } &,&0.0:0) :
| (B} 23 20000
Working Capital (A) - (B) | 7430000
| [Working Notes:
t [Aote 1: Cost Structure: (1,04,000 units)
:'L Eﬁﬁmlnr; %| Peruait| Total
! jnmmaj 0% 160 | 1.66.20.000
Wages 20% €0 62.30.000 |
Overheads 206 120/ 1.24.50.000 |
Total Cogy 80% 0| 3.53.00.000 |
Profi 20% 80! 62.30,000 |
Saleg 100% | 400 | 4.[&&].!3)&
t-..__________-_ | -
[ HF"-L‘I: Computation of base for WIP:
SR T - 'I: :
Degree of completion §
| Wateria) 100% 1.66.40,000
]Wilgts 20% 31,20,000
Ewﬂ'hﬂads 50% 62.40.000
{[Joua) 2,60,00,000
S

._.3 CWﬂJtSaJes 4,16,00,000 - 1,04,00,000 = 3,12.00,000

e e —
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L
2017-2018: B O
Sales ¥27,00,000
Purchases T 18,70,000

1.4.2017 31.3.2018
Inventory 3,00,000 3,40,000

Debtors 3,40,000 2,60,000

Creditors 1,80,000 1,40,000

All sales and purchases are on credit and assume 365 days in a year.

Compute the cash operating cycle in days. [Dec. 2017 (4 M“h]]
ﬂ.ﬂﬂ- _-__--"‘-‘.

Op. inventory + Purchase — Cl. inventory = Inventory consumed

3,00,000 + 18,70,000 — 3,40,000 = 18,30,000
Calculation of operating cycle:

Inventory Conversion Period:

- A y 20,
Average Inventory « 365 days 3 : 000 . 345 - 64 i
Inventory consumed in year 18,30,000
Debtors Collection Period:
- ,00,00 i
Average Debtors « 365 days L 3.0 0 « 365 = 41 days

Annual Sales 27,00,000
Creditors Payment Period:

Credi 000
oS « 365 days . - D00 ass Satidas
Annual Purchases z 18,70,000

Operating Cycle = (64 + 41 - 31) = 74 days

Problem No. 5] Compute the requirement of Working Capital of a mmplﬂ}'&"‘
the following information provided:

Sales for current year: 725,00,000

There will be increase in sales by 40% in the next year.
Gross Profit: 20% on sale )

Creditor purchase: I/4th of Cost of Goods Sold
Average collection period = 60 days

Average payment period = 60 days

Inventory Holding Period = 90 days

(On the basis of cost of goods sold)

Cash and Bank Balance 2% of Sales

For calculation 1 year to be taken 12 x 30 = 360 days.
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alter 40% increase)

Zi; ' Profit (20% on sales)

Id
of goods $O 28,00,000
__tpun:hase 28,00,000 x % = 7,00,000

ement < shuwins woridnz ﬂrpital umm..,

ars _Norms

nt Assels: . |

|
90 days [za.mm. 2 ] | 700000
| |
it . &0 '
Ipebtors (on sales) 60 days (ﬁ.mmu oy g B P
il i 1
’ _ ' |
Cash & Bank 2% of sales . 70000
I _ 1Al 1353333
|; » fw Liabikties: g - Tl
| |Creditors 60 days (I.ns.mm ; | | tteser,
':. f _ ; {B) 1.16.667
[ Working Capital (A) - (B) 1232 220

NNV L
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PART 11 : FINANCIAL MANAG

(3) Raw materials are purchased
extending different credit peri

Credit period in months

Particulars

Dried milk powder
Coco butter
Vanilla essence

(4) Product is in process for a pe
100% of dried milk powder an
Vanilla essence is required at aun

(5) Direct wages and other overhe

duction process.

(6) Past trends indicate that dried
months period and other materi

2z
la
1

be given for the production process.

(7) Finished goods are kept in stoc
fourth of total sales w

(B) It is estimated that one-

(9) The past experience also in
collect the receiva

(10) Average time-lag in payment of all ove

case of labour payment.

(11) Desired cash balance to be maintaine

lakh.

bles from the debtors. _
rhead is one month and % month in

ad accrue a

EMENT

B =
from different suppliers, and thoses
od as indicated hereu

nder:

k for a period of one month.
ould be on cash basis.

dicates that it took generally two months time tu;

—

u ppl I.Er; are

riod of % month. Production process requj
d coco butter in the beginning of the pmt;‘l
iform and constant rate during the Pl'nn:e:'
t a uniform rate throughout Pt'n-.

milk powder is required to be stored for ty
als to be stored forone month, beforeit Wuuls

| i
d throughout the year at the level of 2

to determine the net working capital

From the above information, you are required
requirement on cash basis. [June 2018 (16 Marks)]
Ans.
Statement showing working capital estimation:
Particulars Norms Calculations 4
Current Asscts!
Raw material stock
2
- Dried milk pawder 2 months (24;[1[],-:][:0 s 5 } 4,00,000
1
- Coco butter 1 month []{]Jgﬂrﬂﬂﬂ % Té—) 50,000
1
- Vanilla ¢ssence | month (lizﬂ'mﬂ ° __E_ ]U.ﬂm
0.5 000
WIP Stock 0.5 month (5!],40_!}{]{} X —]?) 2,10
| 5 5[}.900
Finished goods stock 1 month (ﬁ&,ﬂﬂ,ﬂﬂﬂ % -_IE- /)

L —
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EMEyT
an"n:u;
\M—-—_ﬁ_ﬁ.

T
ch[ﬂﬁ (Note 3) 2 months (54 % - 3 —— %
k balance . i -Tl-) 200,000
csh & bank Di Given
: 1,00,000
urrl?“' Liahl.l“i'EE. {-l'l_] m
Il: Jitors for raw material
I‘:rE :
! pried milk powder 2 months (13 2
& - =) 3.66.667
b
o £ |
. Coco butter 0.5 month {I 1.70,000 » -—_.‘:: | 38,750
|
. Vanilla essence | month []_35*53{] - _1_];_ ‘ 10.833
oustanding direct wages 0.5 month (la.ﬂu.nm x -‘j—f— | 75000
[
Oustanding manufacturing & ; h Rt 1
administration overheads mont 12,00,000 « = 100,000
Ouistanding selling and distribution 1 1 :
inm'lw-'ﬂdﬁ ] mﬂnlh [ﬁ.ﬂﬂ,ﬂﬂ'ﬂ x 'E- :ﬂ,ﬁ.ﬁ}
;- (B)__ 751250
et Working Capital (A) - (B) 15.08.750
Note 1: Caghy Cost Structure for the year: (60,000 units)
Partic, | Perunit | Total
Raw Material
1% DI'IEd milk powder * <0 24,000,000
* Coco buyger 8 10,80,000
. Ynilla eygancn 2 1,20,000
el wages 30 18,00,000
I.ITHQI ¥ Lo 5 d 20 12.00.000
. H1Ing & administration overheads 56,00,000
Sl cosy ; iag ey
S of production 10 0,00.000
E%IIE dis I.l*ihutiun overlicads 120 72.00,000
Notg 5 sales
*Cas WIP: ~
h {;nat Structure for . piT P g T
E?wuwmﬁ o - 24,00,000
. E::::d muk PﬂWdE]" 1005 lﬂ.ﬂﬂ‘ﬂﬂﬂ
2 butey

WNNVIVY L




PART I1 : FINANCIAL

MANAG EMENT

o Ofﬂﬂ.ﬂ!pl -"'..I. B

Opening stock + Purchase — Clasing stock =
Opening stock is not given in problem so equation
Raw Material consumed + Closing stock = Purchase
Dried milk powder = 24,00,000 + 4,00,000 = 28,00,000
Coco burter - 10,80,000 + 90,000 = 11,70,000
Vanilla essence = 1,20,000 + 10,000 = 1,30,000

as base instead of ‘Purchase’ as calculated above.

the follow

F B S

—— 50%
50%
Direct wages 50%
Manufacturing & administration overheads
| Total L=
Note 3; Computation of cash cost of credit sall'-'i_
I, T e _-__:__%'_.'_"’ J J’__:
Cash cost of sales ?2,'%'%
(-) Cash cost cash sales (72,00,000 x 25%) (18,00,09y
Credit Sales H'WJHW
Note 4: Computation of purchase: :
Raw Material consumed

for calculation of pun:haée will be

NOTE: One can also calculate creditors for raw material by taking ‘Raw Material Consumed
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Tevel of Activity: Productlon of 70,000 units per annum. 1t Is to be assumed

(€) 5t productlon is carried on evenly throughout d
::::rhgnds accrue similarly, the year and wages an
@ C’mujnﬂﬂﬂ to be based on Sﬂday;amandsz Siikatea
{ () Finished goocs will be valued at Total Cost. [Dec. 2018 (16 Marks))
.r"f—'—-_
::: gment showing working capital estimation:
el Norms Calculations ] (4
rﬂﬁﬁlﬂﬂﬂ ]
mﬂu | 1
Raw Material Stock 1 month (1.45.69,12!0[] P le_} | IE.HJH!
!
Z 0.5 | | f
WIP Stock 0.5 month (Il?jﬂ.nm x I: ] | 947,917 |
J |
1 i |
Finished Goods Stock 1 month {3,&9,40.[!30 = ] :: 2578333
2 7 |
ﬁ |
Debtors (on sales) 2 months (J.H.m.mﬂ x 1'1 } i &0,56.607 |
Cash & Bank Given . 4,50.000,
(A)! 1.12,86230!
Current Liabilities: | I
|
Creditors 1 month (1.45,m.ma . II_. | | 1213333
1 = ]
Outstanding Wages 1.5 week (ﬂ.éﬂ.ﬂ)ﬂ « —) | 137300
52 [ |
|
nu“m“ding Overheads 1 month [1.&9.2!].!.’.‘1313 x - ] ] 2.10.000
="
(B)| 2250833
%@'—“ﬂéﬂm (A) = (B) | $0,05417
r

E Motes:

te. I: Cost Structure for the year: (For 70,000 units)

Per unit | Total

208! 1.45.00.000
78 54.00.000
1536| 1.092,20.000
4421 3.09.30.000
78 34.00.000

LTS T —
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Note 2: Cost Structure for WIP: ! __—‘--‘H
Particulars Degree of completion 1 _I_E:-““L
e o | ot
I_—b:-..'f _:'EF: %1-3!],[[;)'
o e 50
Toe=l _ﬁ_ﬂgﬂh

Problem No. 8] Gayatri Textiles 5 ;
1 Pmdn'ﬂl-m] indicates that materials are introduced in the
oMY k- excle and overhead accrue evenly t e

ginning of the production phase; wages :
the p-:fi:d ::f cvcle. The fuﬂw'ing figures for the 12 months ending 31st -"’ill'tl:,

2019 are given below:

Production of shirts 54,000 units

Selling price per umnit 1200

Duration of the production cycle 1 month

Raw malerial inventory held 2 month’s consumption
1 month

Finished goods stock held
Credit allowed to debtorsis 1.5 months and credit allowed by creditorsis 1 month,
Wages and overheads are paid in the next month following the month of accrual

In the work-in-progress 50%z of wage and overheads are supposed to be conversion
costs. The ratios of cost to sales price are — raw materials 60%, direct wages 10%
and overheads 20%.
Cash is to be held to the extent of 40% of current liabilities and an additional safety
margin of 15% on gross working capital will be maintained. Calculate amount of
working capital required for the company. [Dec. 2020 (4 Marks)]
Ans.
Statement showing working capital estimation:
| Particulars Norms Calculations t
Current Assets:
Raw Matenial Stock 2 months (64 80,000 x 2 ) 10,80,000
’ 12
WIP Stock ! month (gltm‘ﬂm >, 1 ] ﬁ,?ﬁrm
12
Finished Goods Siock I month 97.20,000 x 1 ) 810,000
12
Debtors (v sale )
5 1.5 mn[}m (l'ng'm'm - 11-5 ) la'iﬂ'w
! Cash & Bank - 2
-[ LS %C DE current ﬁ-ﬂbﬂiﬁ:s 3,2"-“”
— () 423905




:WORKING C APTTAL Ay 1‘]"*-:—.-"‘-'LIIT

Iiahililics:
nl
(ur

sjt0rS Ssow. 64 26,000 « — | = 45 000
':;r—‘ &
T
ding Wages I month {10.80.000 « — | Sy L
getstan™ ™ = )
] I
D.,;_'Laﬂdi“g Overheads 1 month 121.60,900 « = | 1 50 000
B I RFRE L
working capital 32 2% 00
Gafety ,‘ulillf'g]_-n 15% ':' If_‘::.-
xzt Working Cﬂpit.’ﬂ] (A)-(B) 3943330
e y = Z
\ote 1: Cost Structure for the vear: (For 54,000 units)
m | %  Pero=it Total
Eaw Material l:';: : 1-? -:I ::: :'E'.C
D Jag ¢ 26 1050000
e L ¥ = 21 =0 000
D’ﬁ.‘ﬁ'lﬂﬂds 2 J i
| Total Cost I G0r'e | 130 §7.20.00
!Pruﬁt 10F: . 20 1083000
‘Sales | 100F 300 1,08 00 000

Note 2: Cost Structure for WIP:

ir_ﬁ'ﬂﬂ-ﬂﬂﬂ Dc?;eufmphﬁm 1

|Raw Matenial 100¢ | &4.50.000
Direct Wages 30% : :.TJ_EHII :
\Overheads S0% 10 20000

Total T S1.00.000|

l“"'-"Ilﬁ-'ﬂ:l!'hlfl.'l.9] ImearLﬂuﬂswulmﬁmmﬂmwﬂm
on sales includi Zde sati .““-ﬂn{mﬂutgudn:ﬁmlﬂmlw
Current year are as under: .

2 joimum cash balance of ¥ 80,000 is always kept- T1e. 7 i
%“ﬁwwhmtmwﬂmmmmm e
%

&

W Norms v -
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Find out the requirement of working capital of the company on cash COSt hox

[June 2021 (1
[Dec. 2010 (12 Marks)], [June 2012 (24 h“hll

17.22 PART 11 : FINANCIAL MANAGEMENT

Ans.
Statement showing working capital estimation on cash cost basis:
Particulars Norms Calculations ol |
Current Assets: !
1
Raw Material Stock 1 month (6_{](},(}!]{] NS ] 30,000
1 I
Finished Goods Stock 1 month (lﬁ,SD.UDD X > ) 1,40,00¢
2
Debtors 2 months (IQ_US,DD{] e ] 3,17.500
Prepaid sales promotion exp. | quarter (TS,UEIIDK i ) 18,750
Cash & Bank Given 80,000
(A) 6,06,250
Current Liabilities:
. 2
Creditors 2 months ! (ﬁ,ﬂ{l,ﬂ{]ﬂ S ] 1,00,000
Outstanding wages | month (4.8{].000 X ) 40,000
Outstanding manufacturing exp. 1 month [@gnmﬂg * : ) 50,000
12
Outstanding Admin. exp. 1 month [I,SD,GDG + . ) 12,500
12 e
(B)[ 20258
Working Capital (A) - (B) 403,750
Note 1: Computation of cost of goods sold:
Sales Zd.uuiﬂm
(-) Gross profit @ 20% {4.39:0[}“]
Cost of production 19,20

Above calculated cost of production contains deprecigs r o atatio” Jas
to be made to find out cash eost of production iﬂd s hmce following co p

fion.
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. 5. Total
GRNRrEN | 6,00.000
wﬂgesﬂﬂnummuling e 4,sm,um_r
Cas:': ::051 of production L I"fﬁ%’_:[:::'[{_
gﬁﬂf‘imm“ (BaloTtE | ;-‘m-:mﬂ
g_g_tﬁ.ll@d-'m—“m " 19.20,000
Sote 3: computation of cash cost of sales:
Particulars | 3
Cash cost of preduction 16,830,000
Administrative Xpenses 1,50.000
gales promolion eXpenses ! 75,000
19.05.000 |

Cash cost of sales

mNn. 10] Fortune Ltd. plans to manufacture and sell 400 units of electronic
appliances per month at a price of ¥ 600 each. The ratios of cost to selling price

are as follows:

(% of selling price)
Raw materials 30%
Packing material 109
Direct labour 15%
- Direct expenses 5%

Flxed overhead are ﬂinml.ttd at 7 4,32,000 per annuin.
The following norms are maintained for inventory management:

Raw materials 30 days
Packing materials 15 days
Finished goods 200 units
Work-in-progress 7 days

: Uthar particulars are given below:
(@) Credit sales represent 80% of total sales
~ credit, Balance 20% are cash sales.

and dealers enjoy 30 working days

300 days for budget year.

Caleylate ¢ ; and the maximum permissible bank
%hl:mﬁ;mﬁz “P:;l ng_u,l.red“ per Tandon Commiitee norms.

hl.. : : . Ll [Dec. 2021 (16 Marks}]
“--"—"—-____ S

ST Ty R —




| 17.24 PART 11 : FINANCIAL MANAGEMENT
: Ans,
Statement showing working capital estimation:
| | Farticulars Norms Calculations ____FNN\?
| |Current Assets: .
30 )
Raw material stock 30 days (E.ﬁ-l,ﬂﬂﬂ * "300 86.40p
1
Packing materials 15 days [2.33-{-‘00 ¥ 300 14,409
WIP Siock 7 days (I 3,68,000 x 31,929
i, ) 5 200 units
Finished goods stock 200 units  |21,60,000 x 4.800 units 90,000
30
Debtors (on sales) 30 days 23,04,000 x -2,30,400
5 (A)| 453120
< | Current Liabilities:
> _ 21
~ | Creditors for raw material 21 days 8,64,000 x -E— 60,480
i - 21
Creditors for packing material 21 days 2,88,000 x W 20,160
. . 15
Outstanding direct expenses 15 days 1,44,000 x H}—- 7,200
i 15 0
Outstanding overheads 15 days 432,000 x —— 21,60
300
_
: (B)[  1,09.440
Net Working Capital (A) - (B) 3,43,680
Cash (12% ol working capital) 41,242
Total Working Capital 3,84,921
Note 1: Cost Structure for the year: (400 x 12 - 4,800 units) e
Particulars % Perumt| To&
Raw Material 309 180 E,H.'U'm
Packing Malerial 10% &0 L&E,ﬂﬂu
Direct Labour 159 90 4'31‘[]9[!
Direct Expenses 505 30 /]_;}.EI’E‘EJ

———

B g
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/_.—""--_-_ _-_-_-_-_'_"———-_____
1 1
B oo L 432000
Frﬂﬁt (Ba . Fig.) 21,80, 0500 |
! 7200 '
SﬂJES lura_- 1‘.":»"] i s | Ty L:"-HJ
mﬁwctum for W1P; - - iz
’fm’ﬁ?ul—;_ﬁ Degree of completion 1
e ! T l
Raw Material 1007 | 3.44.000
pirect Expenses 505 ; —‘T"rru}.j i
I-'i}i;i Overheads 506 216,000
Tot C 1388 000
Note 3: Computation of credit sales; :
Particulars : t
Total Sales 2450000
() Cash Sales (28,80,000 x 20%) (5.76.600)
Credit Sales | 2304000
Maximum permissible bank borrowing as per 1st and 2nd method of leading under
the Tandon Committee norms:
Method 2: = [75% of Current Assets - Current Liabilities)
= [(75% x 4,53,120) - 1,09,440 ]
= 2,30,400
UNIT Il : MANAGEMENT OF CASH

s THEORETICAL QUESTIONS

= 17, Mnlt-'bu-ﬂnem'n:ﬁd_mh funds to meet contingencies. Comment.
e [Dec. 2009 {5 Marks))
Ang,
Efu Mtingency Motive: This motive of holding cash takes into account the element
: “““ﬂalnly associated with any form of business. The uncertainty can result in
Ongation of the working capital operating ¢ cle or even its disruption.
Possible that cost :als or components might go up or the time taken for
of rmw materials or compo ] i !
OVersion of raw materials into finished goods might increase, For such contingencies,
L € Amount of cash is kept by every firm. The motive of holding l:.ll.s’h for contingencies
base on the need to maintain sufficient cash to acl as a cushion 1o bulfer against
Pected events,

L

MEE—— . YL T | 7). ) —
L]
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ng of natural calamities or sl.ld];ﬂti'n Increase i, Cogy
: % etc. Such even S of
lock-out s may E-f:nuu&]t

d thus temporarily make the cagy, budy.
By

17.26 PART I1 : FINANCIAL MANAGEMENT

One never knows about the happeni
raw materials or any other factor such as strike,
interrupt even the best planned financial plansan
ineffective and non-existent.

Therefore, the business should maintain larger cash balance than required for day to
mansactions in order to avoid unforeseen situation arising because of insufficien; Cash

Q. 18. Write a short note on: Important molives to hold cash. .
[Dec. 2010 (5 Marky))
Or
Distinguish between: ‘Speculative motive of holding cash’ and ‘can tingency motjye
of holding cash’. [Tune 2016 (5 Marks))
Or
Describe the motives of holding cash. [June 2021 (4 Marky))

Ans
A1 the hasic level, 3 firm has three motves for holding cash. These are as under:

(a) Transactional Motive: This is the most essential motive for holding cash becanss
cash is the madium through which all the uransactions of the firm are carriad out,
Scme examplss of transactions of a manufacturing firm are given below:

& Purchase of capitzl soods like plant and machinery

¢ Purchase of raw material and components

¢ Payment of rent and wages

¢ Payvment for uilities ike water, power and telephone

+ Pavmen:t for senvice like freight and courier
These transactions are paid from the cash pool or cash reservoir which is all the time

inz supplementad by inflows. Thase inflows are of the following kinds:

# Capial inflows from promosers capital and borrowed funds

» Sales proceeds of fmished goods

# Capital gains from investments
The size of the cash pool depends upon the overall operations of the firm. Idealls, _f“f
mansaction purposes, the working capital inflows should be more than the wﬂrh!u’f
capital outflows 2t anv point of time. The non-working capital inflows should be U
lized for similar cutflows such as purchase of fixed assets together with the surplus
of working capital inflows. .

(b) Speculative Motive: Since cash is the most liquid current asset, it has the nlaﬂm:::
potential of value addition to a firm’s business. The value addition can come !2 7
forms. First, as the originating and terminal point of the operating {:}‘L:IE.
invaluable. But cash bas an opportunity cost also and if cash is kept idle, it
a liabiliry rather than an asset. Therefore, efficient firms seek to deploy mluSrm of
in short term investments to get better returns. It is here that the second f0
value addition from cash can be had. Since this deployment of cash needs t0 be

i
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gki"[““:"r' not all the firms hold cash for specylasiy |

i calstiv niotia sk L ve mative. Further the amount of
rs olives :
cash held forspe culdnot cause any strain upon the operating cavcle

contingency Mm_‘i“: Thris motive of holding cash takes into sccount the element of
gnceriainty associated with any form of business. The uncertainty can resadt in pro- |
Jongation of the '-l.'ﬂrkdlng capilal operating cycle or even ity dssruption. It is possible |
that cost ufraj.-: mfﬂcna]s‘urmmpﬂncnts mizht goup or the time taken for comversion

of aw mﬂlf—‘”ﬂ’% into finished goods might increase. For such Contingencics, some
amount of cash is kept by every firm. :

Emmaghuﬂmuumﬂmmhﬂmﬂm

(c)

Or
mmeﬂfﬂrtﬁﬂﬁl‘ﬂlﬁMﬂlhﬂjﬁlﬂhimmﬂ
ting cycle. Comment. [June 2012 (5 Marks)]
bt

The strategy for effective cash management in anv firm has 3 core componen: of
_nsuring uninterrupted supply of cash to the operating cycle. This cash is ideally pemerated
from the cycle itself but under certain circumstances infusion of cask from cutede the
avcle also takes place. Examples of such circumstances are:

(a) when the firm has been newly set up and the oycle has vet 1o commence
—— & - w

(b) when due 10 disruption in the cycle, cash gets stuck in other cumrent assers and cut-

side cash infusion in the form of promoters lenders’ contnbution s done.
Essential elements of a successful cash manasement stratesy:

(1) Realistic cash forecasting: Realistic cash forecasting me=z 521 3 cash forecawt
for the entire next vear should be prepared at its commencement The cash forecas:
has two parts-one is the forecast of cash flows from the operatzgs ovcle 2=d the sec-
ond part is the capital flows. The first pant originates from the sales foromst forthe |
year while the second parn originates from the capital budzer. The suplas ol casd |
generated from the operating cyvcle in called the internal accmals ol the Brm and 0
is used to fund the capital outlays together with bank borrowings. For realsoc cash
forecast, the sales projections and capital budget have to be dmawn up 2fter extenshe
deliberations in the management committee of the fim. Such a fisocst camies 2
cushion fornormal mnﬁ_ﬂgﬂnciﬁl&c sudden spurtor :.:.r"'.r'._‘.".k.l.:."'.‘ in dommand forwinch
mid-term modifications in the forecast are made Imohvement of cperational lavel |
People, both from production and sales areas, is essential for realistic cash forecast,

(2) Speeding up Collections: After the cash forecast has been prepased, the frmshocid |

€nsure that in day to day operations cash (including chogues! should be colloctad |
speedily. Towards this end., a schedule of receivables should be prepared and bept |

updalgd_ Before due date of each payvment, the debier should h.‘r‘l‘r:l:‘h.hﬂ tor .

When the cheques are received on due dates, these should be cradited Eq the "‘J_L'l.‘._h :

Accoum ,Egpcdi[inm]}; Fora multi-locational trm, .!.H‘J-'!_‘::fmcn:f.:ﬂh\:&d !‘_\" !T"..jg:i"

":'ith the bank for on-line transfer of funds to the main acoount. Simdariy facilines

like drop boxes can be provided by firms having a Large user base whereby customers

an drop their pavments in boxes placed at vantage locarons. ) 2

Sp reading out Payments: Simultaneously I“ilh speading up -";-"li~:"':"-1-‘:ﬂ- the frm

should spread out pavments as far as possible. It means that it credit penied is

Availy : it should be utilized fully Bunching of pavments
ble in some pavments. i i

E

MY

(3)

B SR —
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s, arrangement can be made with

should be avoided. For outstation customer the

bank lor making at par payment,

and eﬁeclml“‘.
[June 2018 (5 Mﬂﬁlﬁ

Ans. Efficient cash pooling structures are keys (o elficient and _cfl‘r:cm'u liqu idm
ment. A cash pool is a structure which allows the balances on different bank accounyg of 3
company or a group of companies to be treated as one single balance. It allows a Company
to combine the balances, both positive and negative, of all the ﬂECDlI'I"I'LS that are in the
poal. Cash pooling provides a group with subsidiaries with a numbcy of potential be nefilg
like control over cash flows, funding benefits, investment opportunities, minimization of
interest charge, reduction in pavment costs elc.

Every investment has a cost to the company even the shares tapped from the shareholders
Deposits are tapped in exchange of payment of interest. Borrowing has cost of paymen
of interest to creditors. So every fund has dividend/interest payment risks for the banky
company. So, if funds tapped are not properly utilized, the banks/company may suffer
loss. Idle cash balance in hand has no vield. On the other hand, if sufficient cash balance
is not maintained, then the probability of technical insolvency may arise.

Q. 20. Efficient cash pooling structures are keys 10 cfficient
management.

e PROBLEMS & SOLUTIONS

Problem No. 11] Following facts are available for Astro Ltd.:

(i) Cash tumover rate is 5
(f7) Annual cash outflow is T1,75,000
(iii) Accounts payable can be stretched by 12 days.

What would be the effect of stretching accounts payable on the minimum operating
cash requirements? 1f the firm can earn 10% on its investments, what would be

the savings on cost?

(Assume 360 days in a year.) [Dec. 2009 (6 Marks)]
Ans.
Present cash cyvele = 360 days/5 = 72 days

Proposed cash cycle when accounts payable stretched by 12 days = 72 days - 12 days =
e0 days

Proposed cash turnover rate would be = 360 days/60 days = 6

Minimum operating cash requirement;

Present = £1,75,000'5 = 35,000

Proposed = T1.75,0006 = 29,167

Reduction in investment = 35,000 - 329,167 = ¥5,833

Therelore, Savings in cost = ¥5,833 x 10% = ¥583.30
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//-m—ﬁ Following results are expected by XYZ Lid. by quarters nex| year:

rablc
5 (? in "000)
1 2 3 4
pler
gfﬁ 7,500 10,500 18,000 10,500
fg.:ﬁ Pﬂ}'ﬁﬂleﬂrs;
uction costs 7,000 10,000 8000 8,500
Hing admin. and other costs 1,000 2,600 2,900 1,600
f.:r:halﬂ of plant and other fixed assets 100 1,000 2,100 2,100
ptors at the end of a quarter are one-third of sales for the quarter. The opening
Debtor e debtors is T 30,00,000. Cash on hand at the beginning of the year is 7

450,000 and the desired minimum balance is ? 5,00,000. Borrowings are made at
i f quarters in which the need will occur in multiples of ? 10,000 and

beginning ©
the begh he end of quariers. Interest charges may be ignored.

are mpﬂld at L
You are required to prepare;

(i A cash budget by quarters for the year, and

(if) State the amount of loan outstanding at the end of th

e year
[Dec. 2021 (8 Marks)|

Ans.
Cash Budget (¥ in COU)
Quarter 1 2] 3} 3
Opening cash balance (A) 650 330 300! 500 |
Receipts: I |
- Cash sales 5,000 7.000{ 12000/ 7.000
- Cash received form debtors 3000/ 2500  3300! e.000]
Total receipts (B) 8,000 9500/ 15300' 13,000}
Payments: | [
- Production costs 7.000| 10,000 3000, 83500
* Selling, admin. and other costs 1,000 2000/ 2500| 1000
:I' Purchases of plant and other fixed assets 100 1,000/ 2,100/  2.100
otal payments (C) 5.100] 130000 13,000 12200
Closing cash balance (A) + (B) - (C) 550{ (2,950); 30007 1300
Dnﬂ\ﬁngs taken or 'I'E'F{I.'id — 3,450 (250011 (S0
Bired minimum balance 550 300 500/ 00
"i-..____________
L ST DNIT-IIl - INVENTORY MANAGEMENT
THEORETICAL QUESTIONS o

i,

: 'r”'-_.ir'.;_ln e motive, mone motives force corporate to hold
%_Egmmmt: trpmarsicn § LRINe 3009 & Macka))

E

——— NNV
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Ans. There are three possible motives for holding inventory. such as transaction LT
precautionary motives and speculative mative. '
(1) Transaction motive: Transaction motive of helding inventory takes into Consj|,

ation the view that inventory level needs 10 be maintained in the right ':!'-lﬂmumt:
ensure proper functioning of business. ?
(2) Precautionary motive: Precautionary motive provides that the level of inye,,
should also take into account the aspect of that P"mhms which may proye
time Lf_.ru-.uming in some Cascs and hence amp]c nventory should be mainlﬂined o

avoid stock-out situation.

(3) Speculative motive: Speculative motive
cessions associated with bulk purchases.
Thus, in addition to transaction motive, corporale a

and speculative motives to hold inventory.
Q. 22. Discuss the ABC analysis as a technique of inventory control.
[June 2010 (5 Marks)], [Dec. 2012 (5 Marks)]
Ans. ABC analysis is a type of analysis of material dividing in three groups called A'E";;I;

items, B-Group items and C-group items for the purpose of exercising control over male.
rials, Manufacturing concerns find it useful to divide materials into three categories. Under

this technique, the items in inventory are classified according to value of usage.
ABC Analysis of inventory items are represented in the following table:

talks about availment of discount and ¢,

re influenced by precautionary moyj,,

—

Category | % of items | % of value
A 15% B0
B 35% 15%
© 50% 5%
100% 100%
Classification into various groups:
A-group: It contains inventory items, which are expensive or used in massive qumtiﬁt?

Thus, they low in quantity but high in value. (70% o 80% by value) |
B-group: | It contains inventory items, which are neither very expensive nor very cheap.
Moreover, they are used in moderate quantities, (/5% to 20% by vafu_f_}__,_.—l
C-group: It contains a relatively large number of items. But they are either very inexpetr
sive items or used in very small quantities so that they do conslitule smal
percentage of the 1olal value of inventories. (5% to 0% by value)  __——
]

0. 23. It is not always necessary that Inventory is held for smooth mnufa:turhl
and sales operations. Comment. ' " [Dec. 2011 _(__;_;gfif_}_]_

Ans. Inventory control is the core of material management. The need and importa:i“l::
an

inventory varies in direct proportion to the idle time cost of men and machinery
urgency ol requirements.

It is highly uneconomical to keep men and machines waiting. Hence firms must ¢aT
inventories. Without proper control, inventories have a tendency to grow beyo mic
limits. Funds are tied up unnecessarily in surplus stores and stocks, productive qpcrauc'“s
are stalled, and linances of the plant are severely strained. Lack gf*.:an'l;rul Gver invehl“ﬁ

B o e R S S
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sxcessive consumption and wastave -
ads 10¢ : a848e a3 Operative are liable 1o | .
¥ hfnnliurml supply of materials, veralive are liable o become careless
wif

ine of inventory duc‘a ROt come free of o, ag Sl A A
Ho o1y, Keeping huge Inventory will require high ¢ SIES Innvestment 1o bulld up

yenit, intaining less . AN ¢
hile maintaining less stock may lead

e » ® ¥
wiliay and ale TLEN carTng
sk W

i I".'."E‘In I"..'I'dt‘l" ar::.i CLUSImeT ":;’ i r..;‘_.,.,_ =
tis not always necessary that iny Chiory is held for senensh £ P

o e RROOLD INSRL R TITINY &
tis gperations. The concept of JIT advocates 15 anufacturing

drad
e p]'.;,‘;r;;,;'-]-; if = L.H::.. B e 3
; s o 5 - i i wEE R "'-5 F'-.."'I';._-a:! OroeTr
i time before sales orders are received and is pro
ar!d carTying cosl.

- s PRUBLEMS & SOLUTIONS W

0 methed of reducing handling
mﬂu. 9] In Happy Ltd., for one of the A-class items, the fcllowing data are

[ "
Hgﬂ#'ﬁfn ;

available:
Annual demand : 1,000 units

ordering cost = 3400
Holding cost : 40%
Cost per unit : 220

Following three mttgiulmlmdnrmnﬂd:mﬂunhthm
() Place 4 orders of equal size every year. 3

(if) P}ace an order for 500 units at a time and avail a disconnt of 10% on the cast
ol items.

(il5) Follow EOQ policy.
Which of the above strategies do you recommend? Justify your answer.
E_ [Dec. 2014 (5 Marks)]

EOQ - .\’2 x Annual consumption x Ordering cost

Carrying cost p.u.p. a

2 % 1,000 x 400
20 x 40%

- 4/ 8.00,000

8

oy say 316 units
€05t at EOQ policy:

E0Q - 31494

Material cosy (1,000 x 20) 20,000

[+]|. .
'-'}rdn-l'lng cost [—!% % 4{]{]] 1,266

~—pNNVINXY L—
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4
(+) Carrying cost [ 316 »x 20 x 40‘?2;} 1,264
22,530
Total cost when 4 orders of equal size are placed every year:
T
Material cost (1,000 x 20) 20,000
(+) Ordering cost 1.000 x 400 1.600
250
. 250
(+) Carrying cost [ 5 x 20 x -ID%] 1,000
: 22,600
Total cost when order for 500 units at a time is placed to avail a discount of 10%:
4
Material cost (1,000 = 18) 18,000
(+) Ordering cost- [—15—3‘%{}"_ *® 4ﬂﬂ] 800
(+) Carrying cost [ o0 x 20 x -1{1%:] 1,800

20,600

Analysis: Total cost is less when order for 500 units at a time is placed (o avail a discoun!

of 10%.

Problem No. 14] Bharati Fiber Products produ
meters per hour. The fiber is used in other products made by the company at the

rate of 20,000 meters per day. Cost of fiber 1s 35 per meter. The inventory _

cost is 25% and set-up cosis are 74,050. " 4

Compute the optimum number of cycles required in a year for the manufacture

this special fiber. Working hours per day are 8 hours, Assume 365 days in ‘J"’”‘H
[June 2015 (8 Marksh

Ans.
Annual requirement

Annual carrying cost:
Production rate of fiber = 5,000 meters per hour

= 20,000 x 365 = 73,00,000.

20,000
Usage rate = -——u‘ﬂ——" = 2,500 meters per hour
Carrying cost p. U. = 5 x 25% = 1.25
1.25

x (5,000 - 2,500) = 0.625

Annual carrying cost p- U-= “gqnn
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mnual consumption = Sel-up cost
— ._._._._
g00

Carrying cost p. u. p. a

Fjﬁ 00,000 x 4,050
= 0625

50 - 3,07,584.13 say 3,07,584
g00 =

17.33

73,00,000
optimum cycles = 3,—0‘:"5-37- = 23.73 say 24 cycles
--""'-_-_-_-_
. —

E;-l;lm“‘ 15] Sona Lid. manufactures a product which has a weekly demand of

a0 units, The product requires 5 kg, of material for every finished unit of prod-
:ﬁmmmﬁﬂﬂ purchased at 2104 per unit. The ordering cost is 7200 per order
and the carrying cost is 10% per annum,

Answer the following:

(i} Calculate economic order quantity, Assume 52 weeks in a year

(ii) Should the company accept an offer of 3% discount by the supplier who wants
to supply the annual requirement of the material in five equal instalments?

[June 2015 (8 Marks)], [June 2016 (8 Marks)]

Ans,

Weekly demand = 2,500 units: Annual demand = 1,30,000 units
Calculation of annual consumption:

For 1 finished unit - 5 kg,

For 1,30,000 units - 2

130,000 x 5
- 6,50,000 kg.

EQQ - .Jz_x Annual consumption x Ordering cost

Carrying costp. u.p.a

= —\f 2 % 6,50,000 x 200

104 = 109
EUQ = 5'[}{3‘0 kg. i

Y cost ay EOQ policy:

Majers s
Herialcost  (6,50,000 x 104) 6,76.00,000
Y Y
fdering cost [ 6.50,000 zm] 26,000
5,000

.

SNV Lo
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(4
(+) Canrving cost [ L x 104 x ID%J 26,000
i 6,76,52,000
Total cost when 3% discount is offered by supplier for supply of materia] i, 5.
instalments: Qug|
T
Material cost  (6,50,000 x 100.88) 6,55,72,000
| 6,50,000
+ i — % 200 1,000
(+) Ordering cost | 130,000 x ]
(+) Carrying cost —"3%& « 100.88 x m%] 6,55,720
H 6,62,28,720
Analysis: Supplier offer can be accepled as it will save T14,23,280.
Problem No. 16] A mmpan_-,r is considering selective inventory control] “’iﬂTi‘h
ﬁf; following data:
<  Item No, Units Unit Cost ()
“ 1 6,000 4.00
T 2 61,200 0.05 |
3 16,800 2.10
4 3,000 6.00
5 55,800 0.20
6 22,680 0.50
7 26,640 0.65
8 14,760 0.40
9 20,520 0.40
10 90,000 0.10
11 29,940 030
12 24,660 0.50

Arrange the data for presentation to management for implum:ntaﬂnﬂ m”]

technique of inventory management, [June 2016 (4 2177
TtomNo. | Units Unit Cost Totl | Totalcost |Classifica™
) cost in %6 =
1 6,000 4.00 24,000 14.58% A
3 61,200 0.05 3.060 1.86% ¢
3 16,800 2.10 35,280 4% A —




CH. 17

WORKING CAPITAL MANAEEMEHT

&

17.35
fiem NO- Units Unit ?:;t 1;‘:1 Tn-i.’;l ;::u Classification
e 3,000 6.00 18,000 10.94%% A

5 2280 0.20 11,160 6.78% A
- R 0.50 11,340 6.895% A
7 26,640 0.65 17,316 10.52¢; A
8 14?&‘] 0.40 59[]4 359-5‘,.& C
9 20,520 0.40 8,20z 499, B
10 90,000 0.10 3,000 5.47% B
i 29,940 0.30 8,982 5.46% B
12 24,660 0.50 12,330 7.49% A
) 1,64 580 1007
summary of classification:
Classification Item Total Em; Totsl :::
[ A 1.3,4,56,7. 12 1.29.424 18.64%

B 9,10, 11 26,190 15.91¢;

C 2,8 B,964 5.43%
= 1.64,580 100.00¢e
Problem No. 17] Product-Y is sold for 220 per unit, The demand for the
is at a constant rate of 2,000 units per month. The cost price per unit is ¥10. The
ordering cost is T1.20 per order and the carrying cost is 10% per annum.
Calculate EOQ and number of orders needed per year. [Dec 2016 (4 Marks)]
Ans,

EOQ - J 2 x Annual consumption x Ordering cost

Carrying cost p. u. p.a
p \[ 2 % 24,000 x 1.2

= 100 orders

10 x 10%
h \[m
g
E0Q = 249
ion 24,000
Hﬁﬁ 18] Calculate the Minimum stock

i n Consumption = 100 units per day
lﬂj 1 X Cuﬁrmnpﬁm_: =150 units purdur
%ﬂ_ﬂdﬂlﬁmgﬂnn = 120 units per day

mmmﬁkm:

level and Average stock level from the fnnuwh'hfm:hn.

wNNVIVNVL—
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(4) Re-order period = 10 (min) - 15 (max) units per day
(5) Re-order quantity = 1,500 units per day
_(6) Normal re-order period = 12 days
Ans.
Calculation of Re-order Level:
(Maximum usage x Maximum delivery period)
(150 units = 15 days)
2,250 units
Calculation of Minimum Level:
Re-order level - (Normal usage « Normal delivery period)
2,250 unmits - (120 units x 12 days)
810 units
Calculation of Maximum Level:
(Re-order level « Re-ordering qty.) - (Minimum usage x Minimum delivery period)
(2,250 units + 1,500 units) - (100 units x 10 days)
2,750 units
Calculation of Maximum Level:

Minimum level + Maximum level

2

(810 units + 2,750 units) / 2

1,780 units

OR
Average Level = Minimum level + % Reordering quantity

= 810 units + ' 1,500 units
= |,560 units

[June 2017 (4 A,y
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Ans-
[2 x Annual consumption « Ordering cou
g0Q= Y~ Camryingcostp.u.p.a
{z « 1,000 x T400
3 220 x 40%
‘l‘s',nu,unu
i 8
£0Q = 316.22 say 316 units
Total cost at EOQ level purchase:
4
Material Cost (1,000 units = T 20) 20,000
_ [ 1,000 units
{+) Ordening Caosl a2 onie T -I-Dﬂ] 1.266
[ 316 units
{+) Carrying Cost —:— x T E] 1,264
) 22,530
Total cost when purchased in 4 orders of equal size every year ie in lot of 250 units
z
Material Cost (1,000 units = T20) 20,000
: 1,000 units
Ord 3 ————— x T400 1,600
(+) Ordering Cost [ S ]
(+) Carrying Cost [—"5“—'1‘1“5— x rs] 1.000

———
22,600

Total cost when purchased in lot of 500 units at 10% discount:

:
Material Cost (1,000 units xT18) 18.000
(+) Orders 1,000 units <2400 ] $00
ARECost | 7500 units
; [ 500 units 1,500
L 20.6

!"“'l] el .
i its at 107 discount,
¥sis: As 1otal cost is minimum W hen purchnscd in lot of 500 uni

this SMralegy is recommended.

s VINYYL
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Problem No. Kopla Ltd. manufactures a prod un
finished prudi?:i 4 l;g of raw material is required. ghe salce Id':’""""'“'“'i*ntl:i-'u.
estimated an annual demand of 5,00,000 units. Sfocicposition at-thie beﬁmniu:“l
the year is as below:

Product X 20,000 units

Raw material 40,000 kg
To place un order the co
working capital usinga b

Product X is sold at 21,040 per unit, mate
Comipure:
(a) Economic Order Quantity

mpany has to spent T1, 500. The company is ﬁ-“ﬂugf_n

ank cash credit @ 12%.
rial is purchased at T 150 per kg,

B ity

.

_r'_-_:cl_}(. To produce ong o |

(h) Number of orders placed in a year. [Dec. 2018 (4 Marks)]
e
Ans,
Annual demand = 5,00,000 units
Opening units = 20,000 units
Units required to be produced = 4,80,000 units
Calculation of annual consumption:
For 1 finished unit - 4 kg
For 4,80,000 units - ?
18000 1 19,20,000 kg
Opening stock ol raw material = 40,000 kg
19,20,000 kg - 40,000 kg = 18,80,000
Calculation of EOQ:
EOQ = \Il « Annual consumption x Ordering cost
Carrying cosl p. u. p. a
' ‘1{71. « 18,80,000 x 1,500
150 x 12%
EOQ = 17,701 kg
Calculation of No. of orders:
Annual consumption _ 18,80,000
Re-ordering or EOQ qty 17,701 = 106 arders
—-.-v—'-""'-"-‘.'.ﬂ=|F

“Prublem No. 21] A firm purchases 4,000 units of a particular item per AnAUT ﬁ*
¢ 40 per unit. Ordering cost is 2 100 per order and inventory carrying cost costis

Required

& amhmq

(b) Ifalde hlhnupplhn purchase ol 1
should the firm accept the offer? s Eﬁmﬂ
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;I
Ak \"_—fx Annual consurmption x '[lrdr:ring cosl
00~

Carrying cost p. u, p.a

\Fﬁ 4,000 = 100
T 40 % 12.5%
\;’ﬂﬁnﬁﬂ_

5

]

Total cost at EOQ policy:

Material cost (4,000 x 40) 1,60,000

| 4,000
(+) Ordering cost 00 %00 1.000

400

(+) Carrying cosl

x 40 x 12.5%} 1,000

1,62,000
Total cost when 3% discount is offered by supplier for purchase in lot of 1,000:

T
Material cost (4,000 x 38.8) 1,55,200

{+) Ordering cost 1,000 x lﬂ-@} 400

| 1,000

[ 1,000
2

(+) Cartying cost

x 38.8 x 12.5%} 2,425

a5 1,58,025
ﬁ____f_"LEerr of Supplier can be accepted as it will save 2 3,975,

?.bem No. 22] XYZ Ltd, has an annual requirement for a certaln material of
"ﬁhnl::“ The ordering cost per order Is ¥ 6,250 and the stock holding cost is
Eﬂ, \ated gy 25% of the material cost PEr MO,
() o "Eaulred to:
;&h'_&mmmmﬁm:pduwmnmhlsm

_[Dec. 2020 (4 Marks)]

wNANYINN V-
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Ans.

EOQ = 42 » Annual consumption x Ordering cu_st_

Carrying cost p. u. p- a

= \( 2 x 500 x 6,250
5,250 x 25%

o ||6?..SD.U{]{]

1.312.5

EOQ = 69
Problem No. 23] The following information is available for a Wmm
at TQR Ltd.: '

Normal usage 150 units per month
Maximum usage 250 units per month
50 units per month

Minimum usage |
Economic Order Quantity (EOQ) 1,000 units ;
Lead time for orders 1 to 2 months '
Calculate followlng parameters for the component:
{f) Re-order level
(i) Maximum level
(fif) Minimum level
(iv) Average level
Ans.
Re-order level = (Maximum usage x Maximum delivery periml]l
(250 x 2)
= 500
Re-order level - (Normal usage x Average delivery period)
500 - (150 x 1.5)
275
(Re-order level + Re-ordering qty.) — (Minimum usage Minimum
delivery period)
(500 + 1,000) - (50 x 1)
1,450 '

TANAMANAS

[June 2021 (4 Marks)]

Minimum level =

]

]

Maximum level

Minimum Level + Maximum Level
2

Average level
= (275 + 1,450}/ 2
= 862.5
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g e Level = Minimum Level + ¥ Re-ordering Quantity
FEE#E + 1 1,000
|

115
_—— No. 24] The quarterly production of 2 com

5 pany’s product which has
IT:SB market of 20,000 units. Each unit of a product mquir:: 0.5 kg of raw mt:
5

") at a cost of 2 20 per kg. The cost of placing an order for raw material is 2 100
i {nventory carrying cost is 10%,

are required to calculate;

'fll“ -
0 Economic order quantity

whﬂ of order placed in a year, [Dec. 2021 (4 Marks)]
I ::]:“jatiﬂﬂ of annual consumption:

10,000 x 4 = 80,000

For | unit — 0.5 kg of raw matenal

For 80,000 - ?

50,000 x 0.5 = 40,000

e \[2 x Annual consumption x Ordering cost

Carrying costp.u. p. a

\‘;: x 40,000 x 100
20 = 10%

_ +/80.00,000

2
EOQ = 2,000

Caleulation of No. of orders:

—Annual consumption 40,000
Rﬂ-urduring or EOQaqty. = 2000 ARy

~—______ UNIT-IV: RECEIVABLE MANAGEMENT

_ - = THEORETICAL OUESTIONS
*'“ Write a note on: Undisclosed Factoring. [June 2000 (5 Marks))
Wi ALt ﬂr

——2 Note gp: Recourse Factoring. [June 2003 (5 Marks)]

.

@NNYINRYL
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Ans. Varous types of factonng are as follows:
(1) Non-Recourse/Full factoring: Under this l‘}'F"‘-‘_ﬂf I:GCEDHII;E the bank takeg all
risk and bear all the loss in case of debts becoming bad debts. e
(2) Recourse Factoring: Under this type of h"'“ﬁ“ﬁlhe bank purchases the eCefial
cn the condition that any loss arising oui or bad debts will be borne b}- the = 1\.&‘
which has waken factonng. Ry
(3) Maturity Factoring: Under this ovpe of factonng bank does not give any ad"ﬂh.
the company rather bank cellects it from customers and pays to the COmpany ri‘th
on the date of collection from the customers oron a guaranteed pavment tl:‘u:_%
(4) Advance Factoring: Under advance factoring armangement the factor provig.
advance against the uncollected and non-due receivables to the firm. =
(5) Undisclosed Factoring: Under this type of factoring, the customer is noy informeg
of the factoring arrangement. The firm may collect dues from the customer ¢ %
own or instruct to make remit once at some other address.
(6) Invoice Discounting: Under this type of factoring the bank provide an advangs i
sanv against the account receivables and in tum charges interest rate frog

. the comp
’ the company for the pavment which bank has given to the company.

———

Q. 25. Write a short note on: Bills re-discounting.
[June 2004 (2 Marks)], [Dec. 2012 (3 Marks)]

Ans. Genenlly bill of exchange and other negotiable instruments are discounted with
hank But due to such discounting bank may face a problem of liquidity hence banks o
financial institutions discounts the bill discounted in other banks or financial institution
or with central bank which is called as rediscounting of bill.

Barks can rediscount the bills with the RBI and other approved institutions like LIC,GIC,
UTI. ICICL IFCl, DFHI etc.
| As per RBIs guidelines regarding bill discounting by the commercial banks should 5ot
| rediscount the bill discounted by NBFC as the RBI has provided enough rediscounts
facilities 1o the banks, they can get the bill rediscounted from other banks.

Establishment of Discount & Finance House of India (DFHI) is a Jandmark step 19
this direction.

| DFHI aims to impart liquidity to commercial bills, which have already been discounted

¢ by commercial banks or FL For this purpose, it announces its bid and rediscount rates

—— P AXMANND e

] on a fortnightly basis.
| P e
[Dec. 2009 (5 Marks)], [June 2012 (5 Y25 )
[Dec. 2012 (5 Marks)], [June 2021 (4377
Ans. Following are the main points of difference between factoring & bill diﬂ:ﬂ'-l“mf
| ‘Meaning |Factoring is an arrangement to have | Generally bill of ﬂchﬂﬂﬂtﬂfsﬂuﬂ
are

i B ~ | debts collected by a third party entity | negotiable instruments 3% £ qicé,

| forafee. Itis outsourcing of receivables | with bank. But due tosuch g
) the {Hlmn! Company. bank mav face a p‘t}h‘lﬂﬂ&

-
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Lacloring:

Bill Discomisting :

discounts the bl discounted m other

banks or tizazcizl instituiica or

;  With central bask which is called as |

, rediscounting of bl

I. on | Under factoring ag:rcment._ll-[:_fa—mrj Undera bull discounting arrangement |

coll undertakes the responsibility of hm-ﬁﬂhﬁtﬁﬂzmﬂi;ﬁ.

L collecting client’s bills. | of collecting the brls and reminipg the

Froceeds 1o the fimancrs sremey

Factoring can be either with recouree | Bill discounting is alwmvs winh reconmrse.

\Types or without recourse. ! & ;

—— o5 | Apartfromcollecting clients bill a Factor The Onance hogce discounting hilly

> may offer other services like financing |and does not ofes any non-Soancigl

b and managing the receivable of a client. | seTvices.

.‘
|hence banks or financial mstrunions
i
|

mﬁu a short note on: Factoring.

[Dec. 2007 (5 Marks)], [Dec. 2010 (4 Marks)], [June 2013 (5 Marks)]
1ns. Factoring is an arrangement to have debts collected by a third party entity for 2 fee.
:,l large business house has two options, namely either 1o manage its own recenvable= orio

entrust the task of such management to a third party for a fee. In factoring arranzement
the debts as and when fall due are collected by the factor

Parties in Factoring: The factoring transaction involves three parties:
- The Seller, who has produced the goodsiservices and raised the invoice.
- The Buyer, the consumer of goods/services and the party to pax.

- The Faclor, the financial institution that advances the portion of funds o the selier
and recovers the amount from buver.

Factoring Arrangement:

l. The factor enters into an agreement with the seller for rendering factor senvices ie.
collection of receivables/debts.

2. The factor pays 80% or more of the amount of receivables copies of sale documents.

3. The Fﬂflpr receives payments from the buver on due dates and pays the balance
money to the seller after deducting the service charges.

of ns of a Factor: The purchase of book debts or receivables is central to the function
hﬂ“““ﬂ Permitting the factor to provide basic services such as:

% Administration ol sellers’ sales ledger.
* Collection of receivables purchased.
* Provision of finance,
lection against risk of bad debts’eradit control and credit protection.

S R'-'Tldtring advisory services by virtue of their experience in financial dealings with
Uslomers,

He ’whhﬂwm Eactorg 4 Debt Secyx [Dec. 2008 (5 Marks)]

e

S

NN Y IV




A AN E

17.44

Ans. Following are the main points of difference betwee

PART II . FINANCIAL MANAG

I.
EMENT '

n factoring and debt securitiy,
Lo

Debt Securitization ——.

Points | Factoring

Meaning Factoring is an arrangement (0 have | Securitizalion 15 a process by yjy
debts collected by a third party entity | company clubs its different f St
forafee. Itis uutséun:ingnfrecrimhlﬁ assets to form a consolidated fip,,, .
1o the factoring COMpany. -l“-"*lmmcm“'h“:hi*‘i-"'suﬂdm'm,_,t::c

In return, the in‘.‘l_‘slﬂrs i
securities get interest. ! Such

Assels Only one type of asset is transferred Insecuriliz.atinn.llwsgcua'j?ca"‘--.

transferred called "Rccei\'uhlt’-"_ arenot limited to l'E'L‘eivﬂbIES_ vi:sufnh

: any income-producing assey I'k}.
residential mortgage lﬁans,carﬁnal g
receivables, credit card 11.-t:n:*i'.'m!:imr
corporate loans, equipment Fman?e'
receivables, export and trade finang,
receivables is capable of beip
securitized. 8

Finance Factoring involves <hort term finance | Securitization is long term finance
arrangement. arrangement.

Parties Three parties are involved ie. the|Four parties are involved =5

involved Company, factoring firm and debtors. securitization f.e. Obligor, Owne,

Special purpose vehicle, investor.

Governance | Processisgoverned by privale contract | Securitization process is governed by

of process | between company and factoring firm. | capital market mechanism.

Who use Factoring is mainly used by supplier | Securitization is mainly used by cor
or trader in manufacturer or service [ porations and financial institutions.
s¢clorn

Credit Since factoring involves only bank and | Securi lization involves many Investan

rating the company there is no need for any and therefore it is necessary 0
credit mting tnke credit rating before going for

securitization of receivables.

Types Factoring is of many types and can be Securitization is done without T&
with or without recourse. course, A e

e
Marks)]

Q. 29. Write a short nole on: Forfaiting.

[Dec. 2011 (5 Mar==

Ans. Forlaiting is a means of financing used by exporters that
cash immediately by selling the

owes Lthe exporter) at a discount, and eliminate risk

meaning the exporte
the receivables. The

the importer is then obligated to pay the receivables

npically a

A forfaster purchase
bank, expedites pa

metes s

the credit risk
payment lor the ex

(o pay in

bank or a financial firm that specializes in export financing.
of the receivables, the sum of which is typically guara?
payment and cash flow forthe exporter, ina
involved with making a sale to an importer on credit.
porter and facilitates the transaction for an importer

ull for goods upon delivery.

ir medium-term receivables (1

r has no liability regarding possible default
forfaiter is the individual or entity that purchases the

cnables them 10 recel®

he amouni an lmpim
4 i

by making the sale withoul recot!

by the importer o2
: recEfVﬂlﬂ:s'%u
Aaiter ¥

amount to the forfaiter: A fa
. the

lecﬂ_bf'“ -
ddition toelim™ e

Forfaiting = q,rd
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|
|I
mmonly used in regard 1o large . |

jing 15 MOt £0 3 : b - EE, International sales of commodities
fg;fal[i 4] goods where the sale price exceeds § 1,00,000, I
1 = - i - ]
fﬂpgh {grfﬂi[i“g' the LIMpOoriers :'EEE]'-"-EI'JIES are converied into a dthl iﬂ:tmm{:nl that
freely traded on a secondary market. The receivables are typically in the form of |
@l h: ditional bills of exchange or promissory notes that are legally enforceable, providing |

.y for the forfailer or a subsequent purchaser of (he
ungcms can have a wide range of PC’_Siiblﬂ malturities, from as short as one month o
iﬂj;run” as 10 years. Normally, the maturity falls within 1 10 3 years from the time of sale. :
ol = ~ - $o3 § iy :
e antages of Forfaiting: Forfaiting eliminates all risk of the €XPOrier not receiving
Jd'_';:nl including credit risk and transfer risk, as wel] a< risks

posed by foreign exchange |
(e or interest rate changes. |
I

debt obligation. These debt

. transforming a credit-based sale into a cash transaction, forfeiting simplifies the
E}nqacl ion, providing immediate cash flow and eliminating collection costs for the seller
":d the need to carry the accounts receivables on its balance sheet as contingent liabilities.
2

forfaiting is flexible and can be LajJ-:::‘r-madt to suit lh,{'.nm-fls of the exporter and adapted
12 variety of international ll’EJ"LSEII';:I_IG[!S.a It can be utilized in place of credit or insurance
coverage for a sale. It is helpful in situations where a country or a specific bank within the
country does not have access to an export credit agency, allowing an exporter to transact
business with buyers in countries with high levels of political risk.

Q. 30. Risk is always associated with receivables. Comment.
; [June 2012 (5 Marks)]

Ans. Risk is associated with receivables. In business there always remains a risk of default
bydebtors. Risk of non-pa yment may due to insolvency, liquidity problems or intention of
theating. Thus, risk of receivables turning into bad debts is an integral part of business.

The risk is related to bad debt losses to the profit margin i.e. a company can bear more

" with greal profit margin. Risk associated with receivables can he accounted for by
I.IEIin.g o

wNNVIVA Y

(1) The discount rate used to ascertain the present value of receivables.

) The cash flow resulting from receivables. Standard deviation and co-efficient of vari-

ation is tool that may be used to determine the degree of risk associated with cash
Eroup,
*31. Discusg the steps involved in the process of factoring.
[Dec. 2013 (5 Marks)]

- milhurt not : Mechanics :[I:ID:HH:
7 el nf_[:m 2005 (5 Marks)), [June 2007 (5 Marks)]

1 * The Steps invalved in facloring operations are:

2: Lfslomer (buyer) places the order to the client (seller).

Nt (seller) fixes the limit.
: Nt delivers tha goods and instructs the customer 1o make payment 1o the factor.
5: F:Cl“r Sends the invoice copy to the client.
Flor makes (he prepayment of invoice to the client.

k
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—

& Factor follows 3 :
o F sud alRUTaRS L;? Wil ‘LE'....‘_ CLSIOIEEL

7. Customer makas the payvmeant 10 the factoc
8. Factor after deducting its fees and other charges pays the balance AMOUn; ¢
T-t“

o, iy -
CIRETIE.

&nmﬁﬁmmﬁu@dhﬂﬂmﬁiﬁlﬁl [ngzumr--._\]i
rtant element uf:-.;::-‘“'-:\‘
to firm. Most of the fi rELn"“di:Daﬂ

Ans. Timelv realization of receivables Is an impo
management. Practices in this respect vary from firm :
credit sales to first time customers and gradually allow credit after developm o
relationship. While giving credit, some firms obtain post dated cheques from their -::{11:1‘:l
In cther cases, firms have special staff earmarked for recovery efforts. The key ] =
here are the opportunity cost of funds blocked in receivables and the net E‘EP:::;N
maintaining recovery infrastructure. Expenses of maintaining recovery infrasim &
includs the costs associated with recovering the amount from debtors. If the funds r:;;zﬁ
.‘_n;m receivables can vield better return than the interest recovered from debtors, thep ,E
i would be better off by promoting cash sales.

Q. 33, Factoring is a financial option for the management of receivables. In the

wﬂtﬂlmﬁﬂﬂnl&em-ﬁd:&ﬂnmnﬁnﬂnﬁn&
[June 2015 (3 Marks)]

Ans Factoring is an arrangement 1o have debts collected by a third party entity fora fee.

Advantages of Factoring: Factoring is becoming popular all over the world on account of
various services offered by the institutions engaged in it. Factors render services ranging
from bill discounting facilities offered by the commercial banks to total takeover of
sdministration of credit sales including maintenance of sales ledger, collection of accounts
receivables. credit control, protection from bad debts, provision of finance and rendering
of adviscry services to their clients. Thaus, factoring is a tool of receivables managemest
emploved to release the funds iedupin credit extended to customers and to solve problems
relating to coilection, delays and defaults of the receivables.

A £irm that enters into factoring agreement is benefited in a number o
important benefits are outlined below: _
The factor provides specialised senvices with regard to sales ledger administration andered!
- merol and relieves the client from botheration of debt collection. He can concentraic o4
1he ather major areas of his business and improve his efficiency.

o The advance pavments made by the factor to the client in respect of the bills g;
chased increase his bquid resources. He is able to meet his liabilities as and “ﬂﬂ
iy arise thus improving his credit standing position before suppliers, 1€ fbsd
bamkers. The factor's assumption of credit risk relicves him from the 1605 o8
d.rbthcmcs.Th:chcmmtah:swpsmrrduc:hiﬁrmnrforbzddcbﬁ- i

e li provides Seubility o the company to decide about extending better terms 10
CLSOIMETS. "

& The company j1self is in a betier positicn to mect its commitments more pro

duse to improved cash fows. .
* Embiﬁthcmpﬂ#lﬂmmdcmndsfmmshﬂmﬁw

f ways, some of 2
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petter purchase planning is possible. Availabiliny of caut ke
-h discounts on its purchases.

- -.::..-:-_-.J_.._.,i :_’ ;.‘—;.I

it is an off balance sheet finance, thus
AS

it does nng affect the Sname
¢ This would help in boostins the efficiency =

- izl soructure.
Falios such 3s retion 09 2sc et
~ 3 = T¥ = [] =
s s the management time and effortin colecting the receivables and s sales =dger
pagement.
where credit information is also provided by the
. had debts.

o I I - s - T e
o ILensures better management of receivables as factar firm is specialised agency for

Eﬁmgﬁﬁh between: Forfaiting & Export Factoring.

e e
tactor, it helps the Compzny 1o aveid

[Dec. 2015 (5 Marks)], [Dec. 2017 (4 Marks))
m\mg are the main points of difference between forfaiting & export f2ctarins
oints Forfailing ] Export Factoring ]
'mg Forfaiting is a means of Anancing | Expont fectoring is an munzement 1o
; used by exporters that enables them to| have export debts collected by a (hind
i receive cashimmediately by selling their pany entity for a fee. X

medium-term receivablesata discount, |

i and eliminate risk by making the sale

| without recourse, meaning the exparier

has no liability regarding possible
i default by the imponer on paving Lhe |
L receivables. !
| Types Forfaiting is alwavs without recourse. | Expont factoring can be cjther ‘h:'.ll‘:
8- recourse or without recourse. !
! lhﬁﬁﬂ Forfaiting is pure Anancine agreement. Expont fzctarine is fmance azreement |
and may also iovohe cther service 1o |
: client in form of admirivration and|
oo L. collection and so on !
Flaance |3 forfaiter discount the entire value | In export factoring the Bctor fnances |
3 of bill between 75%-83% and retains a factor i
e reserve which is paid after maturing g
Ewtﬂm tuﬂﬁhlmmhtth:ﬂlmlﬂng“&iﬂlﬁmn] cost of iovest-
Hw‘dﬂm contribution [Dec. 2017 (5 Marks)]
MWRTE:EE means the book debts or debtors and these arise, if li;.:: goods are :'-n:!-:l
Malygi tors involve an element of risk and bad debts also. H:m:l:.lu calls for carefu]
Valya and Proper management. The goal of receivables management is to maximize the

<l the firm by achi

eving a trade-off between risk and profitability.

Pﬁcﬁt:ﬁlila‘_iﬁn of receivables is an important element of working capital management.
Rélaﬁ "N this respecy vary from firm to firm.
Gyy

Ng the cred; . - . ; 1od. 1i the brm is allowing 30
f, . it policy means increasing the credit peri | owing
a mj h'la':':.:::g Payment to debtors then increase in such period to 45 davs is known

Credit policy. Obviously by relaxation in credit period the firm’s sale will

N NVIVA V-

I

[l
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increase which will also lead to increase the profit.
bad debt and cost of investment in debtor will also Icrease.

Thus, firm should make proper analysis as what extent the credit period cap, be

Any increase in credit period by which irm’s increase in profit due to im:l‘easc:l‘u lax’fd,

less than its cost as referved above will lead to loss and hence it is rightly said tha sl i

terms 1o debtors can be relaxed so long additional cost of investment does nm‘ei]'gdil
Ceeq

additional contribution.

However, the cost of ﬂdmihiu
Falig
nl

PROBLEMS & SOLUTIONS =

Problem No. 25] A company, whose current sales are ¥ 15,00,000 Fi:_r_anm;"""
average collection period is 30 days, wants to pursue a more liberal credit and
to improve the sales. Policy
The following data are available:

TANMANNE

Credit Increase in collection Increase in
Policy period (Days) Sales (%)
A 15 60,000 .
[} 30 90,000
C 45 1,50,000
D 60 1,80,000
E 90 2,00,000

The selling price per unit is TS.
unit is 2.75. The required rate o
360 days in a year and nil bad debts loss, Which of the

recommend and why?

Average cost per unit is T4 and variable cost per
f return on additional investment is 20%. Assume
above policies would you

[June 2015 (8 Marks)]

Ans,
Statement showing evaluation of credit policies:
Particulars Present| Policy A| Pollcy B| Policy C Policy D| Policy E
Credit period 30 days| 45 days| 60days| 75 days| 90 days 120 days
Annual sales 15,00,000| 15,60,000] 15,90,000 | 16,50.000 | 16,80.000 17,00.000
Variable cost 8.25,000| 8,58,000] 8.,74,500( 9,07.500( 9,24,000 9,35,000
Fixed cost 3,75,000| 3,75,000| 3,75,000| 3,75,000| 3.75.000 3,75.00
Total cost 12.00,00012,33,000] 12,349,500 12,82,500 | 12.99.000 13,1000
Gross profit 3.00,000] 3.27,000| 3,40,500] 3,67.500] 3,81,000 3,90,000
{-) Respuired retfum (20,000)| (30,825)| (41,650)| (53,438) (64,950) (87.333)
[Duh[unnlﬂf-’:] ______ng.
Profit 2,.80,000| 2,96,175| 2.98,850| 3,14,062 3,16,050 3,02 ﬁ?
[ncremental Profit -l 16,175 18,850] 34,062 36,050 3-2-:&?
Debtors (o cost) 100,000 154125 2,08.250 267,188 3,24.750 4.33&. :
yield maxim

Analysis: Policy D having credit period of 90 days should be adopted as it
ntal income over present income.

increme

m_ﬁn-ﬂla
is likely to increase the sales of your concern by 2 1,20,000 per*—

to estal
credit and

oneanda

group of new customers with 10% risk of non-paymeriy
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<nles would be 80% of sales. Tax rate
fost O fter tax). Should the new busin
0% (aX'2 ing calculati
4 2 with supporting calculations.

o [Dec. 2015 (4 Marks)]
i

Ans:
""::’U--_]T‘;)_

?
%a 1,20,000
IT.CDSI of sales (80% of sales) (96,000)
E:nsﬁ profit =300
) fad debts (10% of sales) (12,000)
imﬁi belore tax 12,000
{ ]T-'.'l-": @ 4096 (4,800)
; e 7.200
profit after (ax :
profit alter ==
: ; Credil Period
pebtors (on cost) = [ Total Cost x T
1.5
- [ 96,000 x T ]
= 12,000
Calculation of incremental retumn:
Incremental Profit 7,200
z : x 100 = x 100 = 6055
Incremental investment in debrors 12,000
Analysis: The required rate of return on investment in 40%, The incremental return is

60%; hence proposed policy is acceptable.

Problem No. 27

1 Esha Ltd, is a company having annual credit sales of 230 lakh,
Itdeals in only

one product. Currently it has an average collection period of 30
days. It is anticipated that liberalization

of credit terms can lead to increase in
fales as indicated belaw:
Increase in collection Increase in
Policy periad (Days) Sales (T'000)
A 15 200
B 30 300
C 45 350
Tht D &0 375
Curport selling price for the product is 50 and its unit variable cost is 230. At
;:,'H-"'I "*1t volume it has a unit total cost of ¥35. It also noted that the liberalization
—redit will Jeag to the following incidence of bad debt losses:
Increase in collection " Bad debts
.Fﬂ'.[w? period (Days) (2 on sales)
A 15 0.5
B 30 1.0
) o 45 1.5
. 60 2.0

B

BNNVIVXVL
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Currently the companyis free frombad debt

credit policy under these circumstances? The corm

on investment,

Tabulate your presentation. Assume 360 days in a year.

{ANAGEMENT

Josses. Whatwillbe the mogy

pany expects a retupy,

'w:ﬁﬂaz

[Dec. 2015 (19 Mﬂrkq
|

Ans.
Statement showing evaluation of credit policies:
Particulars Present| Policy A| Policy B Pﬂmﬁi‘gﬁa
Credit period 30 days| 45days| 60davs| 75 dayg gn“%
No. of units 60,000 64,000 66,000 67.000] 675
A R 30,00,000| 32,00,000 33,00,000] 33,50,000] 33 7¢ .
ST 18,00,000] 19,20,000 19.80,000 20,10,000] 2075 oo
Fixed cost 3,00,000| 3,00,000] 3.00,000{ 3,00,000] 3qu'mf,
Total cost 21,00,000] 22,20,000| 22,80,000| 23,10,000 13.25'005
Gross profit 9,00,000] 9,80,000| 10,20,000| 10,40,000] 10.50 gt
(-) Required return (31,500)| (49,950)| (68,400)| (86,625) (1,04,5151
[Debtors x 18%])
() Bad debits .| (16,0000] (33,0000 (50.250)| (67500
Profit 8 68,500| 9,14,030| 9,18,600| 9,03,125| 87787
e o Prcfit | 4s5550] 50,100] 34625| 91
Debtors (on cost) 1,75.000 2,77,500 3,80,000 481,250 581,25

Analysis: Policy B having credit period of 90 days should be adopted as it yields maximum
incremental income over present income.

Problem No. 28] Alllance Lid. having annual sales of T80 lakh extends 30 days
credit period to its debtors. The variable cost is estimated at 80% on sales and
fixed costs are 8 lakh. The company intends to change the credit policy for which
the following information Is given:

Credit Average collection Annual sales
policy period (days) ® in lakh)
A 45 86
B 60 S0
c 75 92 |

.md’rﬂmw}mﬁndmwum%,
m ' Mmmmmﬁﬂﬁ“ﬁhmulpnﬂnmm

e lckackosss s o rhatriated o e destisal points. Assuine 365 daysln ¢ 18

[June 2016 (8 Maris)]
Ans.
Statement showing evaluation of credit policies:
IM 30days| 45 days
s Anrual) sales 50.00 £6.00
'Varabhe cost 65.00 68.50

e i
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riiculars S S
T
% “‘ﬁi% Policy B | Policy C,
10 ofit — <00 76.80 RD.00
Gross Prt 8.00 | 81.60
cost of investment in deborg a iH 9.20 10.00 10.40
e (Debtors x Required retur) (89| (263 (3.35)
fit T s e IR
i | Profit : 131 7.37 703
-remental Fr 05
I"mem (on cost) e =5 048 0.55 0.23
De : icv B havi . ; 178 9.4685 13.1507 16.7671
alysis: Policy aving credit period of 60 days should be ;
An al income ove ent i i adopted as it yields maximum
incremental inco I present income.

‘Problem No. 29] A manufacturing firm T T Pray Ty
collection period is 30 days. The financ|
at around 2% of credit sales, The firm 40
administration. This cost comprises of telephone

salaries of staffl members,

's receivables. The factor will
1% commission and will pay an advance against receivables on an interest @ 15¢%
p.a. after withholding 10% as reserve, What should the irm do? Assume 3560 days
ina year. [June 2016 (8 Marks)]
Ans. Calculation of average receivables:
: Credit Period 30
Credit Sales x 360 = 3,60,00,000 « 260 = 30,00,000
Computation of net amount paid to the firm:
Particulars 4
Average Receivables 30,00,000
(-) Reserve (30,00,000 x 10%) (3,00,000)
(-) Factor Commission (30,00,000 x 195) (30,000)
26,70,000
30 e
(-) Interest on advance [ 26,70,000 x 15% x 0 ] (33,375)
;ﬂ dmount paid to the firm 26,36,625

mputati t cost/ to the firm (Annual basis):
=SiPltation of net cost/savings to the (

Rarticulars .

Costs:

360 |
Far.:mring commission H,V00 X 30 b
Intereg, charges i 333755 360 4,00,500
£ 30
: : (A) 7,60,500

I-\-----_"-'—--—-___

.
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Particulars __-\\
Savings: 3

Costofadministration of receivables 140,09
Cost of bad debts (3,60,00,000 x 2%) ?.Zﬂlugg
r | (B) m
Net savings to firm (B) - (A) W
——_ 79,50q)

Analysis: Since, the cost of factoring is less than the cost of self administration ol debg,.
balances, it is suggested to avail factoring services. Ors
S

Problem No. 30] Under a factoring arrangement Ranki Factors Services Limilﬁdha;
advanced a sum of? 140 lakh against the receivable purchased from Aangi Limiteq,

' The factoring agreement provides for an advance payment of 80% (maintain,

factor reserve of 20% to provide for disputes and deductions relating to the by,
assigned) of the value of factored receivable and for guaranteed payment afte, 3
months from the date of purchasing the receivables,

The advance carries a rate of interest of 12% per annum compounded quarterly
and the factoring commission is 2.5% of the value of factored receivables. Botj;

the interest and commission are collected upfront.
You are required to:
({) Compute the amount of advance payable to Aangi Limited. ; ,
(ii) Calculate per annum the effective cost of funds made available to Aangi Lim-

ited.
[June 2017 (5 Marks)]
Ans.
(i) Computation of amount of advance payable to Aangi Ltd.:
Particulars (T in lakh)|
Value of factored receivables (140/0.80) 175
Maximum permissible advance 140
(-) Commission @ 2.5% [175 x 2.5%] ____{i_j_?_ﬁl
135.625
(-) Discount charge [140 x 12% x 90/360] ____'5_:3351
Amount of advance payable to Aangi Ltd. 13142
(ii) Effective cost of funds made available to Aangi Ltd.: T
gl L

Discount charges expressed as a percentage of funds made available to Aan

= (4.20/ 131.425) x 100 = 3.1957% per quarter
Annualized rate of interest = [(1 + 3.1957/100)" - 1]
=0.1341

= 13.41% . ———-""?-‘l;u_#
Co.’s present annual sales amount to T 36 Jakh at T 12 per ="
per unit and fixed cost amount to 22.50 lakh per annu®: —

Problem No. 31] BG
Variable costs are T6

|

B e b S
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— "
/,r":}‘,;;ruﬁ‘-'““-'" offers credit period of one month toits customers. It is proposed
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l‘.'ﬂ““,ﬁ“i credit period Lo 2 months and 3 months, The following are the estimates
10 "J:::,.._-sullﬁ likely to be obtained by change of credii ferms:

“]du policy I month 2Zmonth 3 month

re ge in sales %6 0 25

Iﬂﬂ;:gad pebls Lo Sales 1 2 5

#9 | costs will increased by 71,00,000 annually after any increase in sales above
fl.xr; pver the present level.

20% ompany reqiires a pre-tax rl:tu_rn on investment of 20¢ for the level of risk
The jved. What will the most rewarding credit policy for the company?

s [Dec. 2017 (16 Marks))
_.--"'"'_-_._._-_
Ans- : - e
giatement showing evaluation of credit policies:

Sarticulars Present| Optionl Option 11!
Wﬂd | month 2 months 3 r::-'.-n‘.!l-.i
Ng. of units 3,00,000 | 330 000 3,75 000 |
snnual sales 36,00,0000 3950000 4500000
\ariable cost 18,00,000| 1950000 22300
Fixed cost 250,000] 2300000 330000
Toral cost 20500001 2230000 Is 00 000
Bad debis 36.000 79.200 | 225,000 ;
Profit 15,114,000 16,50.300 1o, 75,000
]H Cost of investment in debtors (34,167) (74.333); (1.30,000)
| (Debtors = Required return) |. ‘ '
llﬂfﬂ'"“ 14,79,833| 1576467 1543000
Incremental income - Q6 63L, 65.167"
Deblors (o cost) 1,70.833 371667 &, 50 (00

f‘nﬂﬂf sis: Option I having credit period of 2 months should be adopted as it vield maximum

| eremental income over present income.
'-___'__-—-—
42blem No. 32] Naman Ltd. currently makes all sales on credit and offers no cash
firmy nt. It is considering a 2% cash discount for payment within 10 days. The
brice . UTent average collection period is 60 days, sales are 2,00,000 units, selling
ale 15 T30 per unit, variable cost per unit is ¥20 and average cost per unit is 25

" urrent sales volume,

It
"h“PEEttdthat the change in credit terms will result in increase in sales to

2

t;?ﬁ,ﬂnﬂ units and the average collection period will fall to 45 days. However, due
nop g.r. - red sales, increased working capital required will be 1,00,000 (it docs
wm't]:‘*iﬂlu account the effect on debtors). Assuming that 50%% of the total sales
]:, ~ Pt on cash discount and 20% is the mm returm on investment, should the

i Sed discouny be offered? Assume 360 days in a year Give your assessment,
: [Dec. 2018 (4 Marks)]

|

NNV AN




17.54 PART 11 : FINANCIAL MANAGEMENT
Ans,
Caleulation of fixed cost = (25 - 20) x 2,00,000 = 10,00,000
imll.:mcnt showing evaluation of credit policy:
Pﬂﬂimlﬂn Fﬂ:ﬂ_'l:.l-; IS _‘-__h"'""--.
¥ Policy | %En""d
Average collection period PO —HH"??J]}“%
No. of units 2,00,000 2,2 =
Sale price per unit e -
Variable cost per unit 20 i
Tonal sales M Wi}
Viriable cost 40,00,000 45:1.‘.KJE 2
Fixed cost 10.00,000 0 fjfj.[::]
Total cost 50,00,000 55.Uﬂ-r}r}:l"
Profit ' 10,00,000| 12,5000,
() Cost of investment in debtors (1.66,667)| (1,37 ;'rﬂ
(Debtors « Required return) i
{-) Cost of investment in WC : (20,000,
(Warking capital » Required return)
(-) Discount -1 (67, 500)
Pl Net profin 833,333|  10.25000
; Incremental Profit 191,667
> Debtors(oncost) = [Tnml Cost » e ] 8,33,333 6.87.500
- 360
- 1,00,000

Incremental investment in working capital
Analysis: Since profit is increasing by 72,16,417; proposed policy is acceptable.

Problem No. 33) A bank Is analyzing the receivables of Rolly Ltd. in order to identify
mphbhmﬂnmﬂfnummmmmmf-cmﬂtpoliqhﬂmm
| 30. The bukhudtﬂﬁmmmwhucmﬂmrﬂnzm;r;:ﬁuio:::d;
and where the average payment period does not exceed ys
Mnmmﬂmmmﬁummmmmumm

Account Amount  Days Outstanding Average Payment Period

= NP S—

@) (in days)
70 50,000 12 20
%0 18,000 45 60
110 23,000 22 24
1 4,600 9 10
141 16,000 50 45
161 58,000 16 10
28,000 27 48
217600 S

i mﬂmmmmu.mﬂmumm:mnw
alliraance discount and
| A D-mp (4 Marks)], [Dec, 2021 (4 Marks)L
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A y L. credit policy is 2/10 Net 30

oll’
111: R " |urld‘rﬁﬂ"!"”" acoounts U.-'ht'll:‘!.lhh‘m.rrn;.rt A cisereraly s e
he h.‘i:: F-’n'm:::ll period does not "'“-"_”I 1O days past the et perind i 0 35 A Fs
ane : le of receivables of Rolly Lid., it is obuerved thar Leoreime e 9 oo

tly overdue and for Acceunt No. 173 the auersy

=

o el = PAYITE R peviral .
- -+ cu L 2 ’ 2
41 21 <0 these accounts does not '“”'_hlh“*”“d-l CligiTality critaricm of husk aod here =
s0d u:,unl Nos. 90, 141 & 173 are climinated for the purpome of cale ur v .
he f—i‘E e, the selected Accounts are Account N, 70, 116, 111 4 141
|} P
The

e showing the calculation of amount which bank «iil lend 0 & cledae of
EBI;EME’ if the bank uses 10% allowances for cash discount and retarss:
ce

W Amount (2) | Allowances for| Net Amoust  Loss cmcomt
' cashdiscount | (2)-13) @ 7% cfi4)
and returns 10
“of(2) -
5 @ ) =
b 70 50,000 | 3,000 45 00 3 =1,
= 110 23000 | 2,300 L 20790 1% £3%
111 4,600 260 | 3,145 3174
161 58,004 5,800 52200 ¥ 155

"Problem No. 34) Precision Tools Lid. currently has sales of ? 33,00.000 wiza as
average collection period of rwo months. At present, no discounty arr oFered 1o
the customers. The management of the company is thinking to allos a dicoa=
of 25 on cash sales which will result as under:

(i) The average collection period would reduce 1o one maath,

{ﬂ] 50% of customers would take advantage of 2% discoust.

management whether to extend the discount on cash sales [Dec. 2320 (4 Marks;]

Ans,

Statement showing evaluation of credit policies:

Particulars " Presest Proposed

— . Pelicy Pelicy

M‘L‘rag,-; collection period Xk  Emmin

sah:k& A7 0 T 3 a0 Oaa

s¢ in profit due to reduction in debtors _ - £ 300

~Crease in profit due to discount -l pasom

"---i"_'F_TL'“H in profit 33 S0
mﬂ-ﬂn[ﬂﬂ cost)= [Tﬂlﬂj Ciorst Credit Peviod ', i) (xm) 2.50.00x)

12

o

Analysty; Since profil is increasing by T 32,500. proposed policy ts acseptabls

B

S b BN D
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Problem No. 35] Following are the details regarding operations of I'\’}:_[*m’;r
Ltd. during a period of last 12 months: ¥

Sales ?12,00,000
Selling Price per unit 10
Variable cost per unit 7

Total cost per unit 19

Credit period allowed to customers One month

The company is considering proposal for a more liberal credit policy by iﬂ'-'l't!asjng
the average collection period from one month to two months. This relaxation i
expected 1o increase sales by 25%.
You are asked to advise the company whether to proceed on adoption of ey
credit policy assuming that the company’s required rate of return on investmen
is 307 p.a.

[June 2021 (4 Marks))

Ans,
Statement showing evaluation of credit policies:
Particulars Present Proposed
Policy Policy
(1 Month)| (2 Manths)
No. ol units 1,20,000 1,50,000
Sale price per unit 10 10
Sales 12,00,000 15,00,000
Variable cost 8.40,000 10,50,000
Fixed cost 2,40,000 2.40,000
Total cost 10,80,000 12,90,000
Profit 1,20,000 2,10,000
Incremental Profit g 90,000
Credit Period
Debiors (on cost) = |:Tuml Cosl x 22 llzr:n J 90,000 2,15,000
Incremental investment in debtors ! 1,25.000]
Calculation of incremental return:
Incremental Profit 90,000
[} e e o = a
Incremental investment in debtors 00 1.25.000 400 = [0

1 i g = P is
Analysis: The required rate of return on investment is 25%. The incremental return
724 hence proposed policy is acceptable.

Problem No. 36] A group of customer wants to enter into a contract with you 10 buy
goods worth T 20 lakh, deliveries to be made in four equal quarterly instalments.

Sales price ? 200, variable cost 1100. Additional expenditure ¥ 10,000 pﬂ“_{.
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"‘fT_h_iﬁ" would be received .n.;"ﬁ;ji,f; P 0 days, 4. afte .90
ﬁu;:duzﬂ% after 100 days. A S »
Ja¥®

] poriunity cost of 20% of funds Joscked
ming an ORI up In account receivables
B e desirable to accept the new proposals? Assume 141 days In & year.

[Dec. 2021 (4 Marks))
'F_____...--""_-_-_ i,

g;ulﬂ'llﬂ'ﬂ of average collection pcrh}d:
| mlll collected | Product
-"3-"“3""'_ 15% 4.5

:D 23%e 15

90 40% 36

0o | 20% 20

1 ﬁ-.reraéc Collection Period 755

calculation of profit:
sales units [20,00,000 + 200] = 10,000 units
Debtors = 20,00,000 x 75.5/360 = 4,19,445

[Particulars 1
Sales 20,00,000
(-) Variable Cost (10,000 x 100) (10,00,000)
'(-) Additional expenditure (10,000)
{-) Cost of investment in debtors (83,889)

[4,19,445 = 209:]
|Profit 9.06,111

Decision: Since after entering in lo a contract
the deal should be accepied.

with a new group there is 2 profs. Hencs
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10 SECURITY ANALYSIS |
— !
E - |

mﬁ}:n short note on: Sharpe Index Model. [Dec. 2007 (5 Marks)]

|
mmpliﬁmtian of CAPM formula was done by Sharpe, who developed the Sin- |
gle-Index Model. The single-index model imposes restrictions on how security returns can |
co-vary. In particular, it is assumed that all covariance arises throuzh an “index "
Sharpe’s model has since been extended to multi-index models, and l==ds 10 a more genersl
theory called the Arbitrage Pricing Theory, developed by Ross.
The major assumption of Sharpe’s single-index model is that all the co-vaniation of secu-
rity returns can be explained by a single factor. This factor is called the index. hence the

o Lk Lk —

name “single-index model.”

According to the Sharpe single index model the return for each secunity can be gnven by

the following equation:

R=al+BL+ E .

Where, 1!
[}

R = Expected return on a security
¢ = Alpha Coefficient

P = Beta Coefficient

I = Expected Return an index

E = Error term with a mean of zero and a constant standard deviation.
'---___

9: 2. Write a short note on: Dow Jones Theory: [June 2006 (5 Marks)]
Ans. 1t is one of the earliest theories of technical analysis. The theary was formulated by
Charles H. Dow of Dow Jones & Co. who was the first editor of Wall street Journal of USA.
cording to this theory, share prices demonstrate a pattern over 4 10 3 years.
hese patterns can be divided into three distinct cyclical trends - primary. secondary and
Nor trends,
;If'hc.' Primary trend Jasts from one to three years. Over this period, the mf“']‘““ exhibit
®Ainite upward or downward movement which is punctuated by shorter spans of trend
€rsal in the opposite directions. The wrend reversal is called the secondary trend. Pri-
3T trend is indicative of the overall pattern of movement.

18.1
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I the primary trend is upward, it
trend is downwards, it is cq

18.2

is called a bullish phase of the market. If (e Plimary
lled a bearish phase. |

Q. 3. Write a short note on: Technical Charts.
Ans. Technical Charts: These
The purpose of readin
equation at various ley

[Dec. 2006 ‘mﬂﬁ

are the plotting of prices and trading volume
£ and analyzing these charts is to determine the de
¢ls and thus to predict the direction and extent of futu
of the prices. The charts are not infallible but because of their repeated a
have come to be accepted. In all the charts, a correlation exists between
action and the volume of trading when the price increase is
trading volumes, it is a sure sign of strength. On the other hand, when the decline in share
prices is accompanied by increased volumes, it is indicative of beginning of bearish treng
There are three Ways 1o construct a chart. These are the Line Chart, Bar Chart and Fnini
& Figure Chart.

S 0n chapyg
mand—supmy
I'e move meng
ceuracy, they
market price
accompanied by g SUrge in |

(@) Line Chart:Ina Line Chart, the closing prices of successive time periods are connecy-
ed by straight lines and the intra-period highs and lows of stock prices are ignored
This type of chart is useful for making broad analysis over a longer period of tHm

Bar Chart: These charts portray int ra-period high, low and closing values on a sin.
gle vertical line designated for each time period. The vertical dimensions of the line
represent price, The horizontal axis of the chart indicates the complete time period
of analysis. Bar charts focus on time, volume and price.

Point & Figure Chart: Point and figure charting does not plot price against time as
lime-based charts do. Instead it plots price against changes in direction by plotting
a column of Xs as the price rises and a column of Os as the price falls. Point and

Figure charts are based primarily on price action, not time. If there are no significant
price moves over time, P&F charts will show no new data.

(&)

[

(c)

TANAANNE

Q. 4. The portfolio managers generally attempt to diversify risks by investing in
debts and equity Instruments, Comment, [Dec. 2007 (5 Marks)]

Ans. Equity instruments provide higher returns but afso carry high risk. Debt security

investments are gencrally less risky than equity investments. Correspondingly, they typi-
cally olfer lower potential returns.

Thus, portlolio consisting of both equity and debt instrument can help to minimize overall
risk and fetch higher returns.

Q. 5. “Alpha iIs an indicator of the extent to which the actual return of a stock
deviates from those predicted by its beta value.” Discuss. [June 2008 (5 Mark;ll]_

Ans. Alpha is an indicator of the extent to which the actual return of a security deviales
from those predicated by its beta value. It is denoted by symbol .

Alphavalue help an investor to decide whether security overvalued, undervalued or rightly
valued.
(1) Positive Alpha Value: Positive alpha value indicates that expected return is more

than required return as per CAPM and hence security is undervalued, Such security
I should be bought.
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egative A Ipha Value: Negative alpha value indicates (1
o han I'L'q'lliu'L! return as per CAPM and hence se
L .
bhml!d he sold,
Iph:' Value: Zeroalphavalue inriiculuxilmlL'!Ir:mdn-!um
as per CAPM and hence security is comectly valyad Sucl

Hes that expected return is less
cunty bs ovenalued, Such security

e r—

7ero
]‘l."1. yrn
|'|U]LL

s equalto required
1 security should be

/ﬁm of the portlolio which combines buth 4 rhk_y and 8 vk -frée auset
0 Il:c ceduced to the standard deviation of the risky security, weighted for its
coportion ate value in the portfolio.” Do you agree? Discuss. |
; _ [June 2008 (5 Marks)]
iok [ree security has norisk i.e. its standard deviation is zero. f investor invests his
funds in security having some risk then his partflio risks is equal o risk of tat

e

Ans. R
whole _
paﬂiculur Security. |
[ investor decides to form a F'ﬂl'lflﬁ"n by Investing some funds in risk free security 2nd
some funds in risk security then his return will be equal weighted average retum and his
portlolio risk will also be reduced.

Q. 7. Distinguish between: Investment & Speculation,
[June 2008 (5 Marks)], [June 2011 (5 Marks)]

Ans, Following are the main points of difference between investment & speculation:

Speculation '

[Points Investment |

Meaning

Investment may be defined as a con-
scious act on the part of a person
that involves deployment of money
in securities issued by companies
with a view 1o obtain a target rate
of rewurn over a specified period of
time.

Speculation also mvodies d.:p!nj.-i
ment of funds but it is not backed |
by a cunscious analysis of pros and |
cons. Mosthy 1t is a spur of the mo- |
ment activiey that is promoted and |
supparted by hali-baked information |
and rumors. i

Basis for
decision

Fundamental factors, ie perfor
mance of the company.

Hearsay, technical charts and market i
psychology. |

Risk Involved

Moderate risk

High risk |

Income

Stable

Uncertain and Erratic

—

Behaviowir of

Conservative and Cautious

|

Daring and Careless

| TR
I,'.“'F-'-—________

|. 3 E Write a short note on: Semi-strong form of markel |

c[ficient market hypothesis

5 o efficiont market hypothesis.LDec. 2007 (5 Marks)L, June 2012 (5 Marks)

efficiency.
[Dec. 2008 (5 Marks))

& strong

Any
by

.

a]? market is treated as efficient whenall nation
investors and reflected in share prices, In siich a situatio

known

nformation is immediately discounted
n. the only price changes

———— NNV IR AV —
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(a)

LARMAN YD

(b)

(c)
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18.4 PART II : FINANCIAL MANAGEMENT

that occur are those resulling from new information. Since new information is ECnerney
on :ldl'ﬁ[ldﬂl'll basis, the subsequent price changes also happen on a random basis, Major
requirements for an efficient securities market are:

* Prices must be efficient so that new inventions and better products will cause 5 firms

securities prices to rise and motivate investors to buy the stocks.

_lnfummliun must be discussed freely and quickly across the nations so that all
INVeslors can react to the new information.

Transaction costs such as brokerage on sale and purchase of securities are IENored.
Taxes are assumed to have no noticeable effect on investment policy.
Everyinvestorhas similar access to investible funds at the same terms and conditions.

Investors are rational and make investments in the securities providing maximum
vield.

Research studies devoted to test the random walk theory on Efficient Capital Market Hy-
pothesis (ECMH) are put into following three categories: 3

Strong form of efficiency: This test is concerned with whether two sets of individuals
- one having inside information about the company and the other uninformed could
generate random effect in price movement. The strong form holds that the prices
reflect all information that is known. It contemplates that even the corporate officials
cannot benefit from the inside information of the company. The market is not only
efficient but also perfect. The findings are that very few and negligible people are in
such a privileged position to have inside information and may make above-average
gains but they do not affect the normal functioning of the market.

Semi-strong form of efficiency: This hypothesis holds that security prices adjust
rapidly to all publicly available information such as functional statements and reports
and investment advisory reports, etc. All publicly available information, whether
good or bad is fully reflected in security prices. The buyers and sellers will raise the
price as soon as a favourable price of information is made available to the public;
opposite will happen in case of unfavourable piece of information. The reaction is
almost instantancous, thus, printing to the greater efficiency of securities market.

Weak form of theory: This theory is an extension of the random walk theory:
According to it, the current stock values fully reflect all the historical information. If
this form is assumed to be correct, then both Fundamental and Technical Analysis
lose their relevance. Study of the historical sequence of prices, can neither assist the
investument analysts or investors to abnormally enhance their investment Teturn nor
improve their ability to select stocks. It means that knowledge of past patterns of
stock prices does not aid investors to make a better choice.

The theory states that stock prices exhibit a mandom behaviour.
In this way, if the markets are truly efficient, then the fundamentalist would be successful

only when -

(0
(2)

He has inside information, or
He has superior ability to analyze publicly available information and gain insight
into the future of the company.
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cal evidence of the random walk hypothesis rests Fn'mariI;' on statistical test
; esls,
ults have been almost unan-
the weak form of cificient market

iri ; .
1he u:mFl'1lmti test, correlation analysis and filter test, The res

et Iy in support of the random walk hypaothesis,

mﬂul to workout cost of equity. Comment.
u‘ ¥

[June 2009 (S Marks)), [June 2012 (5 Marks)] i|
fmg to work out the rate of retumn required by [

investors in the f
: s.fmcnt. It is calculated as follows: eionatequity |
nves
R= R+ B (R~ R
Where, - |
R - Risk free rate _:,
ﬂ' = BEI.H. !
R _ Market rate of return

PR —

{1;*“;-_ R) = Risk premium

The required return calculated as above is the return of equity investors and it may be

| called as the cost of equity and price of share which depends on dividend can be clou-
| lated as follows:

Where,

P, = Market price of security

D, =dividend at the end of year |
K, = Cost of equity

B = Growth rate

Q. 10. Distinguish between: Eficient Portfolio & Optimal Portfolio.
= [Dec. 2009 (3 Marks)], [June 2013 (4 Marks)], [Dec. 2016 {4 Marks}]

?u?i Efficient Portfolio: Efficient Portfolio is that which lies along the capital market
€. These are the portiolios which offer —

(@) the maximum level of expected return for a given level of sk or

;‘:j the minimum level of risk for a given level of retum.

of ¢ portfolios lie alon g the efficient frontier of the set of all possible portfolios ina graph
Iigpﬂn?hli“ returns against portfolio risk. It is not possible to determine that which portlo-
M individyal will prefer, as it would be decided by the risk-return attitude of investor.

Optiy; | T W -
q.:u, L Portfolio: The efficient portfolio which is best suited 1o _tht risk return char-
“Eristicg of 4 particular individual investor is an optimal portfolio for the investor. It

r:ﬂicnts a tangency point of the individual investors utility function or inditference

; A the efficient fronlier.
1 Intrinsic valne df—nmﬁmw_hﬂﬂﬁfmaﬁm-mdw {l;mmen]ti

WSNVIARY L
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Ans. Intrinsic value is the actoal value of a security as opposed to its market price gy,

“Eh"'“ Intrinsic value includes othervariable such as brand name, trademarks and Copyri -FUE
]‘{l[l'u:lvm investors use different techniques to calculate intrinsic value of securigy Evl‘lﬂl
given set of conditions like dividend per share, growth factor, required rate of veqyyy, ulglch
Analysts employ these methods to see whether intrinsic value of security is higher or Iy,
than its current market price allowing them to categories it as ‘overvalued' or '““dﬂw'clr
ued'in order to take investment decisions. Hence, intrinsic value of a security i valid I'll :
a given set of conditions. . i

Q. 12. How does Capital Asset Pricing Model (CAPM) help in tﬂﬁmatingm

rate of return of a security? [June 2014 (4 Marks))
Or

Discuss the assumptions of Capital Asset Pricing Model (CAPM) along with limita.

lions. [June 2015 {4 plh'l[‘k_q}]
Or

Capital asset pricing model is based on certain critical assumptions. Mention any
four assumptions, [June 2016 (4 Marks)]

Ans. Capital Asset Pricing Model (CAPM) provides the link between return and non-di-
versifiable risk, An investor can use CAPM Lo assess the extent of additional relurn over
risk-lree return, for a given level of systematic risk of a risky investment. Required return

of security as per CAPM is calculated as follows:
ER=R + (R -R)

Where,

R, = Risk free rate

[} = Beta

R = Market rate of return

[HIL:"- R,) = Risk premium

One can compare CAPM return and expected return for his investment decision.
(a) CAPM Return < Expected return: Buy

(b) CAPM Return > Expected return: Sell

{c) CAPM Return = Expected return: Hold

Example:
[ Gecuritles | Required retum | Expected | Strategy Reason
as per CAPM Retum
hY 1 3% 159 Buy |Assecurity is undervalued
Y 136 10% Sell | As security is overvalued
Z 13% 13% Hold | As security is cnn‘cctlw
d on a list of critical assumptions which are as folloWs

Assumptions: The CAPM is base e
e [nvestors are risk averse and use the expected rate of rewrn and standard deviatl©

return s appropriate measures of risk and return for their portfolio.

44
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yesier’ make e jn-‘fcﬂmw}"s decisions based o 3 single period horizon which
immediale next time period.

18.7

s the .
,!I. ,.mqu::li::-n cosls are either absent or 50 low,
alhi
L

Assels can be bought and sold in any desired unir.
* xes do not affect the choice of buying assets.
a2

dividuals assume that they can buy the assets a the going market price and
agree on the nature of the return and risk associated with each investment r

¢ 10X
o AlliN
I.J“:}'I ;-_l,”.

Wmsmn behaviour criterion provides framework for analysis of risk-re- J
ll;f“ :huicc_s” - Markowitz, Do you agree? [June 2014 (5 Marks))

"'-"E—;I_;I_F}’ M. Markowitz is credited with developing the first modern portfolio anal-
i '"m del. It provides a ll?ec-relic:ll frammuur_k for analysis of risk-retumn choices. The
znnctpl of efficient portfolios has been enunciated in this modsl A partfolio is efficient
when it yields highest return for a particular level of risk or minimizes risk for a specifiad
level of expected return,
The Markowitz model makes the following assumptions regarding invesior behaviour
¢ Investors consider each investment alternative as being represented by a probabiliny
distribution of expected returns over some holding period.
¢ Investors maximize one period expected utility and possess utility curve, which
demonstrates diminishing marginal utility of wealth.
¢ Individuals estimate risk on the basis of variability of expected returns.
¢ Investors base decisions solely on expected return and variance of renurns only.

* At a given risk level, higher returns are preferred to lower remrns. Similarly for a
given level of expected returns, investors prefer less risk to more risk
ﬂ_imple Markowitz Portfolio Optimization: [t is possible to develop a fais'y simply de-
cislon rule for selecting an optimal portfolio for an investor that can take both nisk and
Feturn into account. This is called a risk-adjusted return. For simplicity, it can be termed
the utility of the portfolio for the investor in question. Utility is the expected return of
€ portfolio minus a risk penalty, This risk penalty depends on porifolio 1:sk and the
vestor’s risk tolerance,

L[m‘tﬁflﬂn of Markowitz Model: The Markowitz approach requires several inputs for
E:_ﬂu!ln analysis, These are expected return of the securities, variances of their return .11'11-.1
the p;lrftl?fl_zs._{:a]culaliun of efficient portfolios is easy when the number of Somitios uﬁ
indeeg ; olio is two or three. As the number of securities in the portfolio Lr?crcmﬁl;:'}m b
‘-‘Eﬂrnem the case in real life situations, the amount r:uf calculations m'}:.'"md lu1k [("Jn!.
felagig 3 Eﬂﬂn'nuus. Further, in the real world, portfolio un:d:rs_ls dlu ru::l ?“:*_pn?h. of cor-
& .jgﬂ etween stocks of diverse industries. As such, correlatinga ?nllrrllj o .J common

; S"-CO Much more convenient than cnnﬂming loa ].:Ll'gf number of individuals securities.
cha.l‘:;]y'-th‘e assumption that correlation in the '-'HIUES_Uf two 5“':uﬁ‘i_“5 depends ‘-‘i‘“ :‘h'}
ﬁuef'?'-lcs of these two securities alone is not valid. In [act movement in e
€S is alfected by a variety of other factors. A sm-‘:k_ index is more representative

Mark (hat incorporates the general economic conditions more authentically.

o — - e ey
—— s - ——

PN T 5 S PE—

B




18.8

s SR s |

PART II : FINANCIAL MANAGEMENT

Q. 14. Distinguish between: Capital Market Line & Security Market Line,

[Dec. 2014 (4 Mark:}]

Ans. Followin
market line:

i 5 E a 1______‘-‘_“-\-—.
g are the main points of difference between capital market line & SECUI'II_','

Points

Capital Market Line

Security Market Ling

Meani ng

The CMLis aline that is used to show
the rates of return, which depends on
risk-free rates of return and levels of
risk for a specific portfolio.

SML., which is also caﬂtm
teristic Line, is a graphical represe.
tation of the market’s risk and retum
at a given time.

Measurement
v of risk

Standard deviation is the measure of
risk in CML

Beta coefficient determines the risk
factors of the SML.

Portfolios

Capital Market Line graphs define
efficient portfolios.

Security Market Line graphs defines
both efficient and non-efficient por-
folios.

—

Q. 15. Sharpe ratio is a risk adjusted measure of return to evaluate the performance
of a portfolio. Comment.

Or

[Dec. 2015 (5 Marks)]

“The Sharpe ratio is a risk-adjusted measure of return.” Comment.

[June 2017 (5 Marks)]

— e AN ALAN™N

tr» get its Sharpe ratio.

R, - R,

Sharpe Ratio = —

%

R, = Retum of portfolio

R = Risk free rate

a » Standard deviation of portfolio’s excess return
T;“}L' idea of the ratio is 1o see how much additional return you are receiving for the ad-
dtinnal velatility of holding the risky asset over a risk-frec asset - the higher the better-
A ratis of 1 or more s considered good, 2 and more is very good, and 3 and more js con-
sidered excellent

i

[

| Where,
|

i

i

Ans. The Sharpe ratio is a nsk-adjusted measure of return that is often used to evaluate
the performance of a portfolio. The ratio helps to make the performance of one portfolio
comparable to that of another portfolio by making an adjustment for risk.

The Sharpe ratio is quite simple, which lends to its popularity. It’s broken down into just
three components:

4 Asset returm,

+ Risk-free return and

¢ Standard deviation of return.
| Adter calculating the excess return, it is divided by the standard deviation of the risky asset

e et e L e e mamiae e e

e
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i
/ﬁﬁt_l;;“l:h between: Systematic Risk & Unsystematic Risk .’
0. 16 [June 2016 (4 Marks)], [June 2019 (4 Marks)] ;

~ Following are the main points of difference between systematic risk & unsysternatic
ey

CH. 18 : SECURITY ANALYSIS

E':"L,—-""__r._ Systematic Risk R _I, i
i,,-—""—Jl 2 I! Those forces that are uncontrollable, | Controllable, inte—ral Eactors which ’
,,wf“ external and broad in their effect are | are peculiar 10 2 perticular indemer | |
; called sources of svstematic risk. or firms are known 25 umsystemasic
l ek g
r—'—;;_: It is called portfolio risk or market | It is also called specific sk |
|[I risk. 2
ﬁr‘?_,—.;_-— Systematic Risk is uncontrollable. | Unsystermatic Risk is comernlatle
'!,'.;T.;;_ Systematic Risk arises due 1o exter | Unsystemazic Risk arises £e 15 =
: nal factars. ternal factors. _
:m-muh Systematic risk = Unsystematic risk = | |
i [L._ Beta x SD of market Total risk - Syszemate rick :
0.17. Explain the statement “Higher the return the higher will be the risk”. :

[Dec. 2017 (4 Marks)]

Ans. Higher return should be expected by those who are willing o bear hicher sk If
any investor is not willing to go for higher risk, he should invest in risk-free secumo=s Ele
gvernment securities and should not expect higher returns. There are two parts of retum
from investment — risk free return and risk premium. It is the premium that enhances
the return from investment. Risk premium is the function of risk_ It changss i the direct
Proportion to risk. Total risk is the summation of systematic risk and unsystermatic sk
As per Capital Asset Pricing Model (CAPM), unsystematic risk can be diversitad sway but
3lematic risk, on the other hand cannot be diversified away without cost. In cther words, r

Vestors need 1o be compensated by a certain risk premium for bearing systematic risk
Asper CAPM

Ei;:“ﬁ‘ﬂmm._ai)

= == mNNYIEY YL -

-

:-,R' is FIPCClEd return
S Mgk free rate

wls .
: Expected return on market portfolio

Eg s}n.emalic risk coefficient
[r:;}]i:{mk_&&e rate of return + Risk premium specific 1o asset _
‘ﬁ-.x_i?ﬂfi-“ investor is expecting higher return, he must be ready to take higher risk
5 tﬁ%ﬁﬁ““' Market Hypothesis accords supremacy to market forces. A market is treated
®0t when all known information is immediately discounted by all investors and

.

—— e —— - e g
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l":l_lt‘r‘h‘d l_n share prices. In such a situation, the urlI}' pric:.‘ u:h;mgm that OCCur app th
I::.u ing from new information. Since new information is generated on a randony b:l:'ﬁ
the “_‘-lbm' quent price changes also happen on a random basis. Major requiremen fo &
etlicient securities market are: .
(@) Prices must be efficient so that new inventions and better products will cause 5 firry!
securities prices to rise and motivate investors to buy the stocks. :
(5) Information must be discussed freely and quickly across the nations so that 4] in
. - i : ¥
VESLOrs can react 1o the new information.

(¢) Transaction costs such as brokerage on sale and purchase of securities are ignared
(d) Taxes are assumed to have no noticeable effect on investment policy. '
() Everyinvestor hassimilaraccess to investible fundsat the same terms and conditiong

(/) Investors are rational and make investments in the securities providing maximum

vield.
Q. 19. Explain the components of the total risk of a security. Provide necessary
examples for each component of risks. [June 2019 (5 Marks))

Ans. Total risk of a security comprises two components:

Systematic Risk/Non-Diversifiable Risk: Systematic risk is the risk which is caused by
factors bevond the control of specific company, such as general factors in the market,
GDP, inflation, interest rates, tax policy, government policy, etc. These factors affect all
the companies and cause variability in their returns. Systematic risk cannot be reduced
by holding an efficiently diversified portfolio. Therefore, systematic risk is that part of
total risk which cannot be eliminated by diversification. However, the systematic risk
may be managed by ensuring that the portfolio includes variety asset classes, like fixed
income, cash and real estate, each of which will react differently in the event of a major
systemic change.

Systematic risk of a security is indicated by beta coefficient (3).

B captures the sensitivity of a security’s return with respect to market return.

Unsystematic Risk/Diversifiable Risk: It is that part of total risk which is diversifiable.
It is caused by factors which are within the control of a specific company, such as mﬂﬂ;
agement, operational efficiency, labour conditions and financial levernge. The sources ?'
unsystematic risk are business riskand financial risk. Securities which are less than P?rf'f':t )
and positively correlated can be combined together to diversify away unsystematic riss

It can be observed that unsystematic risk can be reduced o zero in an efficiently diversifie

portfolio; hence the only relevant risk in such a portfolio is systematic risk.
and sys*
urity or
rtfolio.
urities

As per CAPM there is a linear and positive relationship between expected return
tematic risk measured by f. CAPM is used to estimate expected return from a sec
portfolio. f measures the sensitivity of a security’s returns to the return of market po
Some securities are less sensitive while others are more. Hence p of different 5¢€
and portfolios are also different,

Moreover, unsystematic risk of a security can be diversified away, hence in
receive any return or risk premium for bearing unsystematic risk. The investorw
nisk premium only for the systematic risk identified by .

| |

vestor will r.mt
ill recelV®
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- "FJBE{ES;EEMIWEEH: ‘Semi-strong fﬂm;;mmm
0-" thesls- - [June 2021 (4 Marks)) |
The Jfficient-market theory is considered as having three forms, viz. Weak Form. |
s g Form and the Strong Form, f
seii-St™ :-g Form Theory: This form savs that the curren share valuation is a reflection [
!

s af-strol 5 ! :
semtd 51 sical information plus publicly available knowledge about the compam
( L 4 k.

i T - y H 5
Mt ins that as soon as the information becomes publicly svailuble, it is absorbed

k!
antai :

“1‘“11 ] i 2 ; alvs . 2 e : .

dnvﬂcct.;d in cl.l_lehnl pﬂj.'.‘l.s..:."ciq] dﬂ'tl}h[(‘i'lﬂd n.r! investor are similardy placed insofar as
an Ling use of the information is concerned. Thus an analyst canno cbtain better returms
1113“ ,1;. ordinary investor.

¥ 5 ] - a .
m.:uﬂl;' Form Theory: According to this form, not enly is the publicly available informa- )‘
3 ss to the analyst or the investor, but all information is useless. No infarmation,

|

jon usele oo T, :
tion her public or inside information can be used 1o cam better returns than the market,

whet
7,21, Explain how the Sharpe Index Model is different from Multi Index Models i
: [June 2021 (4 Marks)] |

Ans. The Sharpe single index model imposes restrictions on how security returns can co-
wary. In particular, it is assumed that all covariance arises through an index. This leads 1o
s dramatic reduction in complexity.
The multi index model assumes a return generating process that is a linear function of
many factors. In this approach each factor is a source of svstematic risk. Sipce investors
cannot diversify systematic risk, they are assumed to be compensated for bearing this risk.
As a result a security'’s sensitivity 1o each factor affects the assumed retim senerating
.- . x - - [ =y b
process for the security. This sensitivity is captured by a beta factor.
The last term is the source of idiosyncratic or diversifiable risk. Except for the factor that
multiple factors make this a richer model than the single index model, the use of a multi
factor model is similar to the single index model.

waNVANYL

e —
e i —

- e PROBLEMS & SOLUTIONS
'm:um No. 1] Your client is holding following securities as proxy of market
0;
| Particutars of Purchase Price  Dividends Expected BETA
after 1 vear
. ®)
%ﬁ' shares:
-.am'ﬂr-h 8,000 800 8,200 0.50
G us 10,000 800 10,500 0.70
PSUMH: 16,000 800 22,000 0.50
U bong, 14.000 3,400 2300 100
Caleyy. . Fisk free rate of 15%.
Hhareg 1€ eXpected rale of return in each, using capital asset pricing model if
Salela ot ynn | [l 2018 (6 Marko], [Dec 2077 (4 Marke)]
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FAN AR B—

Ans,
Calculation of expected rate of return on market portfolio:
| Particulars Initial price | Dividends | Capital gain
() ) ()

Equity shares;
Company-A B,000 200 200
Company-B 10,000 80O 500
Company-C 16,000 800 6,000
PSU bonds 34,000 3,400 (1,700)

68,000 5,800 2,000
Dividend + Capital gain 100 5,800+5000 . 5889

68,000

Initial price
Expected rate of return on individual security using CAPM:
ER=R + (R -R) :
Company-A =15 + 0.8 (15.88 - 15) = 15.704%

Company-B = 15+ 0.7 (15.88 - 15) = 15.616%
Company-C =15+ 0.5(15.88-15)=15.44%
PSU bonds =15+ 1.00 (15.88 - 15) = 15.88%
Calculation of average return of portfolio:
15,704 + 15.616 + 15.44 + 15.88 — 15.66%
4
Problem No. 2] Zebra Ltd. has a beta (B) of 1.15. The retum on market portfolio
is 14%. What would be the expected rate of return on the shares of Zebra Ltd., if
the risk-free rate of return is 5%? What are the implications? Also compute the
alpha, if the actual rates of returns over 4 observations are as under:
Year Year1 Year2 Year3 Year4d _
ReturnonZebra(%) 1833 12,65 1535  16.57 [Dec, 2014 (4 Mﬂ
Ans.
ER=R+ (R - R,)
=5+ 115(14-5)
= 15.35% .-
"Actual | Required retum | Alpha | Strategy Reason |
18.33% 15.35% 298| Buy |Securityis undervalued
12.605% 15.35% -2.70 Sell Security is overvalued
15.35% 15.35% 0| Hold | Security is correctly valued |
l0.537% 15.35% 1.22] Buy [Securityis unden’al_u_f-‘_‘i_,.‘-‘-""

R Sl e e,
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i No. 3] Following particulars about fous Corporate securities are avail-
pro
able?

security  Todays  Predicted Expected Beta
Price (T)  Price after da'vi‘dmddm-in;

Estimates

one year (X)  coming year (7) ()

A 490 SED 7.0 1.4

B 180 200 7.0 a

C 570 640 5.0 1.0

D 220 245 6.0 05
cted rate of return in the market is 14% and the risk-free rate of return [s 8%,

you are required to calculate for each security —
({) The estimated return based on the CAPM model and

(i) Predicted return. [Dec. 2014 (10 Marks)]

uns. Calculation of expected rate of return on market portfolio:

i i vid Ca
Security lmtl?é }J‘d:e Di ﬁi;rnds Pi::]jm
s 490 7.0 90
| B 180 7.0 20
C 570 3.0 70
B 220 6.0 25
1,460 25.0 205
Dividend + Capital gain 25 + 205 .
Initial price x 100 = —mu—- x 100 = 15.73%

Expected rate of return on
ER= R+p (R_— R)
A28+ 1.4 (14-8)=16.4%
B=B+1.2(14- 8) = 15.2%
=3, L0 (14 - 8) = 14.0%
*84%0.5(14. 8) = 11.0%
E&mnﬂ- 4] Return on Lucky Ltd.’s shares has a standard deviation of 22%, as
E.E“i‘éﬁnﬂ]' Standard deviation of the market at 12%. The correlation co-efficient

individual security using CAPM:

Co - arket and stock of Lucky Ltd. is 0.7% _

. Pute the g risk and unsystematic risk of Lucky Ltd.'s
u (B) value, systematic uns [June 2015 (4 Marks)]
Hh,.‘ ——
e o

=

% C
o Ul‘rm

.
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22
= 2 x 0.7
= 1.2833
Systematic risk = Beta x SD of market
=P x ay,
= 1.2833 x 12
= 15.4%
Unsystematic risk = Total risk - Systematic risk
=22-154
* = 6.6%

Problem No. 5] In a portfolio of the company, T 2,00,000 have been iﬂ?tﬁtem
which has an expected return of 8,5%, ¥2,80,000 in Asset-Y, which has an expecteg
return of 10.2% and ?3,20,000 in Asset-Z which has an expected return of 129,

What is the expected return for the portfolio? [Dec. 2015 (4 Marks)]

Ans.
Assel T Weight | Return ‘Product
X 2,00,000 25% 8.5 2125
Y 2,80,000 35% 10.2 357.0
Z 3,20,000 40% 12 480.0
8,00,000 100% 1,049.5
: 1 1,049.5 4
Expected return for the portfolio = ——— = 10.495%

Problem No. 6] Kareena Softwares, a technology firm, has three divisions with the
following characteristics:

Division Beta Market Value
1 (T in lakh)
Personal computers 1.40 120
Software 1.90 160
Computer mainframes 1.00 260
Total 540
You are required to answer the following -

(i) What is beza of the equity of the firm? o
(ii) What would happen to the beta of equity if the firm divested itself of it$
business?

warc pels
1if were asked to value the software business for the divestiture, which

would vou use in your valuation? Restrict calculations to two decimal P"_‘f”t.‘:’ 1

E [une 2016 (4 M=

4_—-4
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P:nl?utali““ of beta
Ef'_,,f‘_——'_ Market Value | Weight|Beta Prod
Sision (2 in lakh) T
120 22.22%| 1.40 | 3111
160 29.63%| 1.90 | 3630
260 48.15%| 1.00 | 1815
540 10095 135.56
: 135.56
geta of the equity of the firm = T = 1.3556
geta of equity if the firm divested itself of its software business:
Market Value | Weight | Beta Product
n
o  in lakh)
personal computers 120 31.58% | 1.40 | 4421
Computer mainframes 260 68.42%| 1.00 | 63.42
Total 380 1009 112.63
b , : 112.63 -
New beta of the firm after disinvestment in software business = = 1.1263 -
Tovalue the soltware business for the divestiture, beta 1.9 would be used for valuation. ?
B
Problem No. 7] The following data relate to two securities, A and B:
A B
Expected return 229 17%
Beta factor () 15 0
i RF = 10% and RM = 18%,
Find oy Whether the securities, A and B are correctly priced?
S [Dec. 2016 (3 Marks)]
Ang,
-'-I-.-____--_-__-_-_
|ER <R, :
Bir B(R_-R) ER,=R+pB(R_-R)
| S0+ 15080 =10+ 0.7 (18 - 10)
: }LE\Z?E_‘ = 15.6%
‘ gy R Expected | Strategy REESD
. 22% 22% Hold | As security is correctly valued
15.6% 17% Buy | As security is undervalued

S e ‘ﬁn 81 The following information is available n respect of Security-X and

B

—
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> _-__-—_--‘"“\-._
Security B Expected Rate of Returm -
X 1.8 22.00%
Y 1.6 20.40%
Rate of return of market portfolio is 15.3%. If risk-free rate of retum is 1%, are
L]

these securities correctly priced? What would be the risk-free rate of retym, |
they are correctly priced? [June 2017 (8 Mark;]:
Ans. i D
ER, =R +f(R_-R)
=7+18(153-7)
= 21.94%
ER,=R;+B(R -RY
=7+ 1.6(153-7)

= 20.28%
Computation of alpha value:
Security | Actual Return | Required return | Deviation a
as per CAPM
X 22.00 21.94 0.06
Y 20.40 20.28 0.12

Alpha value is positive for both securities and hence securities are undervalued. Such
security should be bought.

Computation of risk free rate so that securities are correctly priced.
Let the R, be 'x’.

ER, =R +p (R, -R)
22=x+18(R_-R)

ER =R +B (R -R)
2040 =x + 1.6 (R, -R)

22-x 204-x
T e e
22 -x 204 -x
I8 = 16
352 - 1.6x=23672- 1.8
~-152=-02x
x=7.6

Therefore, both securities would be correcily valued when the risk free ra

‘then what is the

is 7.6%

. . B
Problem No. 9] King has purchased a bond for T1,000 with a coupont payme?
2250 and sold fnr_! 1,200.

(i) What is the holding return of King?
(i) If King sells the bond for ¥800 after receiving the Y250

#——_4

(e of rew™

as coupon
[June :F’_’_,-—-"/
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pnb: (p
=P+l
i3 - 1 o= § - T r - N Colll -
Huldiﬂg Fcrt”d Sl l""--l * 100 = 15,550
i

(1,200 - 1,000 + 230
1,000

) Holding period return =
I

[

(800 - 1,000) + 230
1,000

i) Holding period return =

« 100 = 452,

« 100 = 57

lor's through investment in the shares of Pink Lid.;

schange; compute the beta value of Pink Lid.

Wﬂ, 10] From the information related to annua)

FEILra earned by inves-

and also
ivestors’ community at large from index rate movements in E mmwl : by

Year  Retwrn on Shares of Return earred
Pink Lid, (%) Investors ﬁn-nuu?r i)

ba Xy _

-

XY | 896-6x12x9

=AY T 900-6x8l

3?,,‘1;\;1_ 304 256

F .
o

= l.lo

2 | b
—
F =

2012 14.00 6.00
2013 21.00 8.00
2014 (6.00) (2.00)
2015 4.00 12.00
2016 20.00 14.00
2017 19.00 16.00
I [June 2015 (4 Marks)|
Method 1:
B IXY-nXY
XY! . n V2
‘-_‘-'-_"-—-———__
"""-i{._______‘:r_ xY Y
g
{ 8 168 64
E: ) > 3
14 280 196

n REITIEYT

e —

—m——
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Method 2:
Alternatively, beta can be calculated using following formula:
B= _CU_‘“,'.EM_
(o)
Calculation of covariance between Security & Market:
P D! D PxD_xD,
0.1667 20 (@3) (1)
0.1667 9 (1) (1.5)
0.1666 (18) (11) 32.99
0.1667 (8) 3 (4)
0.1667 B 5 6.67
0.1666 T 7 8.16
Covy, = 41.32
Calculation of variance of market:
R D D’ P PD?
6. (3) 9 0.1667 1.5
al 8 (1) 1 0.1667 0.17
7 (2) (11) 121 0.1666 20.16
Z 12 3 9 0.1667 15
g 14 5 25 0.1667 4.17
- 16 7 49 0.1666 B.16
Y=9 o= 3566
o= 597%
b= Cov,,, : 41.32 _ 116
(o)’ 35.66
Method 3: Alternatively, beta can be calculated using following formula:
o '
B= x Corrg,
O
Calculation of standard deviation of security:
R D D? P PD?
14 2 4 0.1667 1
21 9 81  0.1667 13,50
() (18) 324  0.1666 53.98
4 (8) 64 01667 10,67
20 8 64 0.1667 10.67
19 7 49  0.1666 8.16
xX-12 ol= 97.98
o= 9.99%
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Covey' _ _ 41.32 41.32
fl.:llT.iH H "':1:‘—; Ty 9.99 » 5.97 59.64 =063
9.99
x D.6928 = 1.16

_Fff..d w COITgy,
b oy
m Aarvi, a portfolio manager of WX Mutual Fund —f'&tﬂu ==

prob ssary decisions to provide th

all nece P e the sufficient retorn to the jn, ory’ of
gké . . exl |
f _The following information is available with respect (o the . y |

mgnagerl by her:
) Risk free rate of interest generally applicable in an economy is §%.
2) Expected markel return by investing community is 14,
3) siandard deviation of assets deployed by fund is 3.0%.
4) Standard deviation registered and normally recorded by market is ey
(3) Carrelation coefficient of portfolio of fund with markes is 17,

from the above information, calculate the expected rate of return of portfoli
[Juse 2018 (3 Marks)]

i

Ans.
o,

3
I= = Corr,,, = —4— =1 =075

T

(alculation of required return on the security:
ER=R,+ B (R_- R)

=8+ 0.75 (14— 8)

=12.59%,

-_-_-__—-_
hlﬁl[l. I'Ii] 12] Rﬂj h.ﬂﬂ I:"E:EEI]:!]!I i Pﬂrﬂnlh .d h h: M tb
i r = . l‘.'rﬂlted hl_ﬂ F‘m.

Security Amount Invested Expected Return Beta |

NNV IN Y]

4.'
|
f
i

%) (%)
Stock A 10,000 8 0.80
Stock B 20,000 12 .95
Stock C 30,000 15 1.10
Cale Stock D 40,000 18 L40

Euﬂ-nhie: te his expected return from this portfolio. What is the beta of this portfulio?
Dt on this portfolio also. D 2019/¢6 Wikcka))
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Ans,
Calculation of expected return of portfolio:
Security T Weight Expected Product
Return (%)
Stock A 10,000 10% 8% 80
Stock B 20,000 209 12% 240
Stack C 30,000 0% 15% 450
Stock D 40,000 40% 18% 720
1.00,000 1008 1,450

Portfolio Return = Weighted Return =
Calculation of beta of portfolio:

1,490/100 = 14.90%

Security L4 Weight B Product
Stock A 10,000 109 0.80 8
Stock B 20,000 206 0.95 19
Stock C 30,000 30% 1.10 33
Stock D 40,000 409 1.40 56

1,00,000 100%% 116

Portfolio beta = Weighted beta =p = 116/100 = 1.16

Problem No. 13] Apple Ltd. and Banana Ltd. have been paying a dividend of 764

per share each year to their shareholders. Beta coefficient of these two companies
is 1.25 and 1.40 respectively, If the risk free return is 6% and market return s 10%,

what is the prediction about share price of these two entities?

[June 2019 (4 Marks)]
Ans. ol
Expected return of Apple Ltd.: Prediction of price of Apple Ltd.:
ER—_—R!-"B(RN_R[} D
=6+ 1.25(10-6) Pymies
= 11% e
o]
0.11
= 581.82
ed return of Banana Ltd.: Prediction of price of Banana Ltd.:
:b#l"i‘ﬂ{lu_ﬁ} Pn= H
= ]11.6% €
Lo 68
T 0116
= 551.72 e
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/,m. 14] A portfolio manager has the lollowing five $locks in his portfolie:
e Gecurity No. of Shares Price/Share (%) Beta

A 10,000 50 1.2

B 5,000 20 1.0

c 8,000 25 El'l

D 1,000 1) 1.0

E 500 200 1.3 '
guq‘-‘lmd: :

@ Calculate Portfolio Beta,

ﬂ.ﬂ, m !
ment should he bring in? What wil] be the mwhp:tfunngEu =
[June 2019 (4 Marks)] |
e |
Ans.
Security Total Market Weight B Product|
E Value (3) [ | |
A 5,00,000 30% 12! 0.8/
B 1,00,000 10% 20 02!
C 2,00,000 20% 07 u.l-.!
D 1,00,000 10% 1.0 1| 0.1
E 1,00,000 105 13, 013!
10,00,000 . 100% ! 117
Fortfolio beta = Weighted beta = =117

To reduce the beta fro

m 1.17 to 0.8, the portfolio
pertfolio and use the

manager may sell off a pertion of the
proceeds to buy the risk free securitjes.

Let the PErcentage investment in Existing Portfolio = x

Thus Percentage iny

e N A

estment in risk free securitips = (1-x)
Beta of risk free security = 0 [zero]

Betg of Portfolio = [x x L17] +[{(1 -x) x 0] = 0.8

IITI = ﬂ_ﬂ

*=0.6838 ;0 68.38%

Thys,

::ﬂaht of Existing Portfolic = 68 38%

E:E-hl Of risk free securities = 31,626 (100 - 68.38)
im':tl“-!lﬁm This

implies that a portfolio consisting of ¥ 6,83.500 (0.6838 x m.m.u?m
®din the 5 securities and ¥ 3,16,200 in risk free securities will have a beta of 0.8,

B
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gl L
Problem No. 15] As an Investment manager, you are given the following lm“
Investment in L"ql.l"}’ share of E:\'Pl.'i'-'lfd Standard e
Return (%)  Deviation (%) Beia
A Lid. 22% 0% g
B Ltd. 24% 38% 1.24

The correlation coefFiclent between the returns of two stocks is 0.72, The standarg
deviation of the market return is 20%.

Required:
(/) Is investing in B Ltd. better than A Ltd.?
(ii) If you invest 70% in A Ltd. and 30% in B Ltd,, what is your expected rate of
return and standard deviation?
(iii) What is the rate of return on market porifolio and what is risk-free rate?

(iv) What is beta of portfolio, if weights of A Ltd. and B Ltd. are 70% and 30%

respectively? [June 2019 (8 Marks))
Ans,
(i)
Particulars ALtd. | B Lid. |
Expected return 22% 24%
Standard deviation | 40% 38%

A Ltd. has lower return and carries high risk as compared to B Ltd. Hence, investing
in B Ltd. is better than investing in A Lid.

(ii) Investing 30% in B Ltd. and 70% in A Ltd.:
Expected return = (22 x 70%) + (24 x 30%) = 22.6%

Cov

ALl
Comry, = =
Cov,,
0.8 = o3
Cov,, = 0.72 x40 x 38 = 1,094.4
A B
0.7 0.3
A 0.7 1,000 1,094.4
B 0.3 | 10944 1,444
I 0.7 x 0.7 % 1,600 = 784.00
2 0.7 0.3 = 1,094.4 = 229.82
i 0.3x0.7x 1,094.4 = 229.82
4 03x03x144 = 12996
o'= 1,373.60
a= 37.06%

-y
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portfolio risk can be calculated by using formula method as follows
A g L :

It [ I ——
RJ “IJ'E;A}E = {l“\ﬂ} E”[I}]x i:w"}! + fE E ﬂ" F ".'H" o« ﬂﬂ. .!‘" “lln - cr-”_rm]

{1,600 049 + 1,444 x.0.09 + 2% 402 0.7 38 x 03, 0.72]

(784 + 129.96 + 459,65

(Tl
Fﬂl’ﬂlﬂlin risk = o = 37.06%
calculation of risk free rate of return:
Let the be R, " and (R_ - R,) be %y’
ER,- R+ P (R,-R) ER,=R+B(R_-R) ]
22=x+0.86xy 24=x+124xy
22 =x+ 0.86y 2d=x+124 !
22 =x + D86y
24 =x + 1.24y
-2=—0.3By
y = 2/0.38 = 5.2632
y=R_—R, =52632
Putting value of 'y in first equation we can gel value of ‘1",
22 = x + 0.86y
22 =x + 0.B6 x 5.2632
22 = x + 4.5264
X = Risk [ree rate = 17.47%
Calculation market rate of return:
R, -R =52632
R ~17.47 = 52632
R, =22739

v ;‘:;;z:;]alian of beta of portfolio if A Ltd.'s weight Is 70% and B Ltd.’s weight Is

(iii)

ml 24 x 0.3) = 0,974

devig,, No. 16] Security-A offers an expected rate of return of 14% with a standand
deviagye of 8%. Security-B offers an expected rate of return of 11% with a standard
f@m On of 69, If ap investor wishes to construct a portfolio with a 12.8% expected
~ "What percentage of the portfolio will consist of Security-A?

. [Dec. 2020 (4 Marks)]

& ll::i[ Security § = (1 ~x)
gy o 71U of the portfolio = [x x 0.14] « [(1 -2) x 0.11] = 0.128
"-“3“ D.i] ~0.11x=0.128

1=0,128

18.23
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0.03x = 0.018

X = ﬂ,tl j.f'. 6{}‘:2‘ Curil.\,' B ]—s -iﬂ%.

o. 17] A Portfolio Manager (PM

Problem N

portfolio: \arket Price

Securily No. of Shares B e Q)
50

Dlllljﬂ Ltd. Iﬂ,ﬂﬂﬂ 20

Cauliflower Ltd. 8,000 e

Apples Lid. 2,000

Compute the following:

(i) Portfolio bela .
(ii) If the PM sceks to reduce the beta to 0.8,

should he bring in?
(iéi) If the PM sceks Lo increase the beta to 1.2,

: : .« 60% and in 5S¢
Thus, investment in Secunty Alz opme ) has the following four stocks m

Beta

0.9
1.0
1.5 !
1.2

how much risk free investment'

how much risk free investment

[Dec. 2020 (4 Marks)]:

should he bring | in?

Ans.
=3
% [Security Total Market Weight B Product
= . Value (2)
Z [Dahlia Ltd. 5 00,000 41.67% 0.9 0.3750
l—i
Rose Lid. 1,00,000 B.33% 1.0 0.0833
Cauliflower Ltd.|  2.00,000 16.67% 1.5 0.2501
Apples Ltd. 4,00,000 33.33% 1.2 0.4000
12.00,000 100% 1.1084

Portfolio beta = Weighted beta=p = 1.1084
Reduction of beta to 0.8:

portfolio and use the proceeds 1o buy the risk free securities.
Let the percentage investment in Existing Portfolio = x

Thus percentage investment in risk free securities = (1 - x)
Beta of risk free security = 0 [zero]

Beta of Portfolio = [x x 1.17] + [(1 -x) x 0] = 0.8

1.1084x = 0.8

x=07218ie 72.18%

Thus,

Weight of Existing Portfolio = 72,189

Weight of risk free securities = 27.82% (100 - 68.38)

invested in the 4 securities and 2 3,33,840

To reduce the beta from 1.1084 10 0.8, the portfolioc manager may sell off a portion of the

Conclusion: This implies that a portfolio consisting of ¥ 8,66,160 (12,00,000 = 72.18%)
n risk free securities will have a beta of 0.8.
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18.25
in beta lo 1.2:

W’p:gl‘l:ﬁnlﬂge investment in Exis(j
the

ng Portfolio =y
Lel centage investment in risk free securities = (] _ )
'fhu's, f risk free security = ( [zero]
i o

e of Portfolio =[x x L1714 [(1 - x) x 0] - 1 5

=12
ax

.J.-‘uf'ﬂg;.g. ie. 108.26%
BE

£

. ht of Existing Portfolio = 108,269,
weight ©

ight of risk free securities = — 8.269 (100 _ 108.26)
.wﬂghu’inn: The portfolio manager should borrg
g:;lm rate and invest total funds ¥ 12,99 1

0in
R O — i__-"
) T

w T 99 120 (12,00,000 » 8.26%) at the
the I'nu.rsncm-ilizs.

— % x Corr =-E?15—HD.B=D5‘-5
o 5
mc“l‘:ﬁ“““fuq“hlﬂl‘tm.m of security:
“R+B(R,-R)

=124+ 09620 )
_ =19.689
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Ans.

Expected rate of return on individual security using CAPM:
ER =R, +B (R, -R)

A=8+1.4(14-8)=16.40%
B=8+12(14-8)=1520%
C=8+1.0(14-8)=14.00%
D=8+05(14-8)=11.00%

Predicted Return:
R = (P,-P)+D = 100
Pﬂ
(580 - 490) + 7
A 290 x 100 = 19.80%
Ry 2N IB0BT  sh (5i00%
180
(640 - 570) + 5
. =131
C = x 100 = 13.16%
(245 - 220) + 6 ol .
D= = x 100 = 14.09%

Security is overvalued
Security is overvalued
Security is undervalued

e
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p 0.20
% = — 0.8 =1,
o Colfm =015 1.06
J “]a:ion of required return of security:
c
=R, +B (R —R)
B+ 1.06(13-7)
_13.36%
tandard deviation for the security is hi
(a) ‘qu]::_‘l:a:ﬁ rity is higher, Expected Return (ER) will be

Thus, if we increase standard deviation of security from 0.20 10 0 increases
to 14.98% =

0.2
B= — xComm,, = > L 08=133

- 0.15
ER=R,+p(R_-R)
=7+ 133(13-7)
= 14.98%
() If the correlation co-efficient decreases, the ER will decrease. Thus, if we decrease

correlation co-efficient from 0.80 to 0.70, ER increases to %
£ o 0.20
= x Corr . = 0.70 = 0.

|3 o, 015 » 0.93

ER=R, +f (R -R)
=7+093(13-7)
= 12.58%

(€} Ifst_a.n!:lard deviation [a] is higher; the expected return would increase and if standard
deviation [o] is low, the expected return would decrease. Therefore, the required
retumn for a security is directly proportional to market risk.

e NNYINX VL
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OPERATIONAL APPROACH 10
FINANCIAL DECISION

e — &

e T e

— wn THEORETICAL QUESTIONS —
ﬁmn}quau[mrﬁnﬂuuutm h:lvlhnﬂnﬂdhw;ﬁ-
ﬁﬂ. - [June 1999 (5 Marks)]

: : Or
Iﬂ'ﬂh‘- a short note on: Make or buy decisions. [June 2011 ljl[uh}f

Ans. Margi nal costing helps the managementin decision-makin ginrespectofthe following
vilal areas:
(1) Make or Buy decision: The decision is to be taken whether to manufactuire 3 product
or component within the organization or buy it from outside supplier

{2) Expand or contract: When capacity is limited, additional machinery is acquired
and component is produced, if it is cheaper compared to buying it from outside.

(3) Comparing machines and hand labour; Products manufactured by hand kabour
may be cheaper. But, Machines may produce the products on a mass scale. Taking
the interest as opportunity cost and depreciation into consideration, the total cost per
unit of output may still be lower than that of the hand product. Then. installation of
machines will be profitable. Likewise, decisions may be taken by the management.

(4) Replacement of existing machinery by new and improved ones: The differential

cast or savings in the cost and incremental revenue will play an important role in
taking such decisions.

) Diversification of products: Management may think of introducing a product to
utilizes the idle capacity or capture a new market provided it fetches the profit after
neeting the variable cost and specific fixed costs, if any, relating to the new product.

Product mix, profit planning and profit maximization: A product which is incur-

Hng losses or having low P/V ratio is discontinued and another product with high

V ratio is introduced so that such product-mix will improve the profitabiliry. To

achieve this objective, the factors such as, selling price, sale volume, cost contrul,
Product-mix, etc., are to be studied carefully and decision is to be taken.

) P"iu In order to earn foreign exchange and goodwill in the Inrv::g:n‘markct. any
PRice over and above the marginal cost is generally accepted though it is very much
OWer than the indigenous prices.

(6)

19.1
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19.2 .
PART I1 : FINANCIAL MANAGEMENT

(8) Suspending activities, ie. closing down the factory for a temporary Periog
run the operations at a loss. A

(9) Determination of selling price, sales volume and desired profit.
(10) Determination of optimum output level.
(11) Decision making and profit maximization based on the key factor. |
(12) Cost control and to find out break-even point.

u'z‘mthumqfnfﬂﬂ How may it be improved? .
| [June 1999 (3 Marks)], [June 2000 (5 Magy,)

[Dec. 2009 (3 ""ﬂ'h]];%

Ans. Margin of safety is the difference between the actual sales and brcm
Margin of safety represents the strength of the organization. A high margin of salety give.

confidence to the organization. On the other hand, an undertaking with low m:lrg;gwq |
safety may wipe off the profit and turn into a loss with a drop in sales. Bt i

Formula:
Margin of safety = Actual sales — BEP sales |

: Profit
Margin of safety (Units) =

L Atety.(Linits) Contribution per unit

Margin of safety (Value) Lront

n of safe iz

y o P/V ratio

Margin of safety and BEP are complement of each other; that is to say if BEP is 60% of
Sales Margin of Safety is 40% of sales and so on.

If the margin of safety is small, any fall in sales revenue may touch BEP and finally results
into a loss which is a serious matter to be considered.
Improvement in Margin of Safety:
(1) Increase in the selling price, provided the demand is inelastic so as to absorb the
increased prices.

(2) Reduction in fixed expenses.

(3) Reduction in variable expenses.

(4) Increasing the sales volume provided capacity is available.

(5) Substitution or introduction of a product mix such that more profitable.

TAXMANNS

A = "|=.¢ g P
J ke = P 3 e d

S " 1 f L s
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Ans. Cost-Volume-Profit analysis is analysis of three variables i.e. cost, 1..raIu|_1|e and profit
which explores the relationship existing amongst costs, revenue, activity levels ﬂ-l:” 5
resulting profit. It aims at measuring variations of profits and costs with volume,

is significant for business profit planning.

CVP analysis makesuse of principles of marginal costing. Itisan important tool of pl
for making short-term decisions.

E 44__4

anning
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<is has the following objectives:
oF n |:!Irp5 1o forecast the profit fairly and accurately,
I hﬂﬁ as an effective tool of profit planning to the Management.
It :-:':11135 in ascertaining the BEP of the product produced and sold,
It

v mnuch useful in setting up the flexible budget, which ascertains cost, ¢
1t 15- ;:I?rs al different levels of activity, T

jt assists the management in the process of performance evaluation for the purpose
3 L.
coniro | .
a[h Jps in formulating the price policies
. limf:.lu res on the costs and profits.
5

(¢ helps in determining the amount of overhead cost 1o

by projecting the effect of different price

i be charged 1o the product at
if ferent levels of operation, as overhead rates are generally predetermined on the
g:ﬁis of a selected volume of production. CTIn

0" [June 1999 (S Marks)), [Dec. 2003 (5 Marka)]
| - ﬂ'l’
L than the masgliialicost Gf (he rratest,

Ans. Selling at or below marginal cost: During periods of recession or in case of
wmpetition, the firm may sell the product at or below the marginal cost. If the products
we sold at marginal cost, the firm will not be able to recover the fixed casts and incur
ihe losses to this extent. If they are sold below the marginal cost, the firm will not anly
be unable to recover the fixed costs but also part of the variable cost. Then, the losses
will be further higher and the firm has to take action to reduce the losses. Reduction of
prices even below the marginal cost may be justified for a short while due to several ather
reasons as indicated below:

¢ To introduce a new product or to popularize jt,
* To eliminate the weaker competitors,

* To explore the foreign market and earn the foreign exchange.
* When there is recession in the market.

* When the employees cannot be retrenched and production is to be maintained,
* Whep

0 the sale of one product will push up the sale of another co-product which is
making a considerable profit.
_ To dispose off perishable goods.

you will permit to fix a price, which

-

4%_“1&_1‘1-951 Volume Ratio (P/V Ratio) is the relationship between ‘contribution’ and
115 also termed as ‘contribution to sales ratio’,
[:] 'IﬁﬂlnP ce of P/V Ratio:

e

-

= B AL

V Ratig is considered to be the basic indicator of the profitability of the business.
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PART II : FINANCIAL MANAGEMENT

(b) The higher the PV Ratio, the better it is for a business. In the case of a firm e

steady business conditi i i0 wi
. 10NS 0 d of years, the P/V Ratio wil
stable and steady, VA REEACOND also

(¢) IEP/V Ratio is improved, it will result in better profits.
Improvement of P/V Ratio:
]‘t[.] P/V Ratio can be improved by the following means.
(i) By reducing the variable cost.
(i1i) By increasing the selling price.
(iv) By increasing the share of products with higher P/V Ratio in the overall sales mi
Uses of P/V Ratio: .
(1) To compute the variable costs for any volume of sales.

(2) To measure the efficiency or to choose a most profitable line. The overall profitabj.
ity of the firm can be improved by increasing the sales/output of a product giving

leu_],,ring
em :lir.

higher P/V matio.
(3) To ?_uturminc break-even point and the level of output required to eam a desireg
profit,
(4) To decide more profitable sales-mix. |
Q. 6. Sunk costs are irrelevant for decision making. Comment. 1

[June 2000 (5 Marks))

Ans. Sunk costs are historical or past costs. These are the costs, which have been created

by a decision that was made in the past and cannot be changed by any decision that will

be made in the future. Since sunk costs cannot be altered by later decisions, hence are

irrelevant for decision-making.

Examples:

(1) Investments in plant & machinery, buildings, efc. are prime examples of sunk costs.

These costs are already incurred and no decision in future can alter or reduce these
costs and that’s why these costs are called sunk costs.

(2) The marketing department conducts preliminary survey for a new product. Suc_h
costs have no relevance and hence not considered in taking decision. Hence, costis

sunk cost. ‘]

Q. 7. Costing as an ald to management. discuss. [June 2001 (5 Marks)]
Or

Define accounting. Explain how does it help the management in pgﬂ@d-_ﬂf

trade m and trade competition. [une 2002 (5 Marks)]

Ans. If the Central Government is of the opinion, that it is necessary (0 do so, il ma!f-d";l[’_
order. direet that the audit of cost records of class of companies, which are covered “r_‘b
section 148(7) and which haveanet worth of prescribed amount ora turnover of prescn
amount, shall be conducted in the manner specified in the order. [Section 148(2)]

ases cost accounting system is installed on grounds of its benefits. Thus

[ the
In most @ 5 mensurale with the expected benefils.

costing system should com
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ce of cost accounling can be discussed under following heading;
. F”ﬂan an aild to management: It provides detailed costin
cost 25

) o tO maintain effective control over various cosi itefm. The varioys advantages
?ri‘-fﬂd by the management from a good system of costing are as follows:
E

. 1t helps in periods ol trade depression and trade competition,
[t aids in price fixation.

g information to enable

-

It helps in making estimates.

=

_ Tt helps in channelling production on right lines,
_ It eliminates wastages.

_ It makes comparisons possible.

. It provides dala for periodical P&L Alc,

- It helps in determining and enhancing efficiency.
- It helps in inventory control.

) Costing as an ald to creditors: Investors, financial institutions are interested in the
b success of the business concern and hence they also get benefitted by the installation
of an efficient system of cosling. They can base their judgment about the profitability

& future prospects of the enterprise on the costing reco
(c} Costing as an aid to employees: Employees have interest in enterprise in which
they are employed. They are benefitted by a number of ways by the installation of

an efficient system of costing. They are benefitted through continuous employment
and higher remuneration by way of incentives, bonus plans, etc.

(d) Costing as an aid to national ecomomy: An efficient system of costing brings
prosperity to the business enterprise, which in turn results n stepping up of this
Govt. revenue: The overall economic development of a country takes place; as a
consequence increase in efficiency of production. Contral of costs, elimination of

wastages and inefficiency led to the progress of the industry and, in consequence of
the nation as a whole.

8 Distinguish Between: Costing & Cost Accounting.  [Jume 2008 (2 Mark
Ans. Distinction between costing & cost accounting is as follows:
Costing: Costing may be de

fined as, “the techniques and process of ascertaining costs”.

Em",'ﬁ involvesin classification, recording, allocation, appropriation of expensesincurred
Acilitate the determination of cost of the product or service.

3tng i the classifying, recording and appropriate allocation of expenditure for the
T hation of cost of products or services and for the presentation of suitably arranged
OF purposes of control and guidance of management.
udes the asce

l,:.iml rtainment of cost of every order, job, contract process, service units
May be appropriate.

bud Ji"‘":"':'“'“45“]'11:: CIMA, London defines cost accounting as, '!hf_ establishment ﬂf
indgets, Slandard costs and actual costs of operations, processes, afln'lliﬁ or products;
the analysis of variances, profitability or the social use of funds”®.

N
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PART I1: FINANCIAL MANAGEMENT .

Eﬁ:t accounting primarily deals with collection, analysis of relevant cost dagy ¢
rpretation and presentation for various problems of management. 2

Q. 9. Notlonal cost and imputed cost means the same thing. Comment,
[June 2004 (3 Mnf
|

' Or
What are imputed cost and common cost? [Dec. 2003 (2 Mll‘h}_i: |
Ans, Imputed/notional/hypothetical costs are those costs which do not involve cash

m:t_la}'s.'l'h‘cy are included in cost account and are important for taking into consideray
while making management decisions. =
In case two pI“DjEELS require unequal outlays of cash, the management must take ipyq
consideration interest on capital to judge the relative profitability of the projects,
Examples:
(1) Interest on own capital is considered in cost accounting but ignored in financia)
accounts. i
(2) In s_imilar way, when a company is working in its own building and it considers |
notional rent for cost computation purpose, is also an example of notional cost or |
i
|
|

imputed cost.
The British equivalent term of the American term ‘Imputed Cost' is ‘Notional Cost’,

Q. 10. Define explicit cost. How is it different from implicit cost?
Ans, Explicit Costs: These costs are also known as out of pocket costs and refer to costs
involving immediate payment of cash. These are also known as accounting costs. Salaries,
wages, postage and telegram, printingand stationery, interest onloanefc. aresome examples
of explicit costs involving immediate cash payment.

Implicit Costs: These costs do not involve any immediate cash payment. They are not
recorded in the books of account. They are also known as economic costs.

Main points of difference between explicit and implicit costs are:
costs involving| These costs do not involve any
nt of cash. immediate cash payment. _
e [ These are also known as accounting | These are also known as economic

costs & out of pocket costs. cosls.
[ They are recorded in the books of | They are not recorded in the books
of accounlL. —

Following assumptions are made in BEP Analysis:
e All costs are divisible into fixed and variable. ‘
rmain constant at all levels of output within the installed capacity-

¢ All fixed costs re

‘—4
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The variable costs vary along with production.
¢ rhe selling price is assumed to be constant.
g The volume of production influences the cost.
*

There is synchronization between production and sales, whic

the break-even point.

h would help deciding

%ng are main points of distinctions between abae
Ans-

@._ﬂ,ing:

According to CIMA, Absorption costing
is a principle whereby fixed as well as
variable costs are allotted to cost units.

According 10 CIMA
is a principle where
of cost units are ascerained.

by marginal costs

Stock is valued at total cost which
includes fixed cost as well.

Stock is valued ar marginal cost only,

x| Problem of under or over absorption

of hixed overheads.

No such problem in marginal costing.

Fixed cost is charged to cost of
production.

Fixed cost is treated as period cost. The
profitability is judged by marginal cost

and P/V rato.

! '™

NN VIVE VI

Ans. Following are main points of distinctions be
costing:

tween differential costing and marginal

= T

It consists of variable and

R E

hixed costs.

It consists of variable cost only.

Itis a change in the cost at two levels.

o —

It is nol necessary for marginal costing to

Differential cost anal
absorption costing an

ysis applied to both
d marginal costing.

have two levels for being worked out.

Marginal costing analysis will not apply to
absorption costing.

Itis not different type
analysis jg kept outsi

of costing and, he nce, its
de the books of account.

It is a different type of costing.

iLEfEl‘l:nv.':t.t in cost is

important.

Contribution is important.

Differentja] revenue,
crential profit are |

“lsion-making,

differential cost and

Contribution, P/V ratio, contribution pcr_l:r.-:,r
he main yard-stick for | factor, CVP analysis are the main yardsticks

for decision-making.
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130 PART II : FINANCIAL MANAGEMENT
: Factory X m
Selling price per unit (2) 50 50 |
Variable cost per unit () 40 35 |
Fixed cost ) z;ﬂﬂ.ﬂﬂﬂ 3,00 LHI] |
Depreciation included in fixed cost (3) 40,000 30,000 |
Production capacity (units) 40,000 30,000 .
You are required to determine: '
(i) Break-Even Point (BEP) for each factory individually. |
(if) Which factory is more profitable. |
(iii) Cash BEP for each factory individually. ;
(iv) BEP for company as a whole, assuming the present product mix of Factory X &|
Factory Y is 3:2 ' |
Note: Indicate BEP in unil. [Dec. 2006 (10 Marks)]
Ans,
Faclory X Factory Y
Particulars IRTR Sales | Producition| p.u. Sales| Production
Units 30,000 40,000 20,000} 30,000
Sales 50 15.00,000 20,00,000 50 10,00,000 15,00,000
Less: Variable cost | (40)] (12,00,000) (16,00,000)| (35) (7,00,000) | (10,50,000)
Contribution 10 3,00,000 4,00000| 15 3,00,000 4,50,000
Less: Fixed cost (2,00,000)| (2.00,000) (3,00,000)| (3,00,000)
Proht 1,00,000 1,00,000 Nil 1,50,000
(i) Calculation of BEP for each factory individually:
P/V ratio (Factory X) = C““'S';]b;“““ x 100 = x 100 = 20%
P/V ratio (Factory Y) = C”“;L";“““ % 100 = —;g— x 100 = 30%
i Fixed cost 2,00,000
BEP (in value) (Factory X) = e = 10,00,000
Fixed cost 3,00,000
BEP (in value) (Factory Y) = e = 10,00,000

(i) Factory Y is more profitable because it give higher contribution per unit.

(iif) Calculation of Cash BEP for each factory individually:
Fixed cost considering non-cash fixed expenses i.e. depreciation.
Factory X = 2,00,000 - 40,000 = 1,60,000
Factory Y = 3,00,000 - 30,000 = 2,70,000
Cash Fixed cost 1,60,000
P/V ratio T 8,00,000

’——4

BEP (in value) (Factory X) =
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. Cash Fixed cost 2,70,000
gEP (in value) (Factory Y) = =0 ratio T 306, = 900,000
ulation of BEP for company as a whole, assuming the ;
(i ufffactnl'}f X & Faclory Y is 3:2. 8 The present product mix
Calculation of equivalent P/V ratio:
lﬂ% w 35 = 12%
0% x 2/5=_12%
24%
o) Fixed cost _ 5,00,000
PEE Unvaue) = Equivalent P/V ratio ~ 2y, - 2083333
: 20,813,333
BEP sales units = gy 41,667

Problem No. 2] A company produces a single product and sells it at 7200 each,
‘The variable cost ufﬂ!ﬁpﬁdﬂh?lmpﬂuﬂitﬂnﬁlﬁeﬁnﬂ cost for the year

(i) Sales at break-even point :
{iii) Sales units required to earn a target net profit of T1,20,000.
(iv) Sales units required to earn a target net profit of 21,00,000 after incame tax,
~ assuming income tax rate to be 50%. '
_4) Profit at sales of 27,00,000 [June 2007 (10 Marks)]
Ans, :
Sales - Variable cost = Contribution P.u.
200120 = 80
(@) PV ratip = — Contribution % 100 = = x 100 = 40¢%
Sales ~ 200 S
(ii g _ Fixed cost - 96,000
] S (o value) - PNratic g% 210000
(i) Sales unitg required to earn a target net profit of T1,20,000:
Sales ; 5,40,000
Less: Variable cost (3,24,000)
Contribution 2,16,000
Less: Fixed cost (96,000) ‘
Profit 1,20,000

Sa]ES = “——————ziiﬁggfn = 5,4':!,{'0“

A

WNNVINX V-
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- 5,40,000
Sal o e b
£5 units 200 2,700

(iv) sﬂlelu.l:litl reql.l'.lltd to earn a target net profit of T1 ,00,000 after income tax:

=

Less: Variable cost (4.44,000)

Contribution 2.96,000

Less: Fixed cost (96,000)

Profit - 2,00,000

Less: Tax (1,00,000)

Profit after tax 1,00,000
2,96,000

Sales = AT e 7.40,000

7.40,000
Sales units = 500

(v) Profit at sales of ¥7,00,000:

= 3,700 units

Less: Variable cost (4,20,000)
Contribution 2,80,000
Less; Fixed cost (96,000)
Profit 1,84,000
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~—unl 4,000
5 ';-": ’ A p'u' !
T 25.00(  1,00,000
sale yariable cost | (17.50)| (70,000)
" bution 750] 30,000
. Fixed cost (18,000)
it 12,000
Net Pro
B Contribution 30,000
pV ratio = Salesw 0= 100,000  * 100=30%
) Calculﬂﬂﬂfl of number of units by selling which the company will neither lose
por gain (i.e. BEP):
Prvlite) s Fixed cost 18,000
BEP (in value) = PV ratio 30% - 00.000
, ) Fixed cost _ 18000 4
BEP (in units) = Contribution pu. 75

(vi) Calculation of the sales needed to earn a profit of 20% on sales,

P . X 3
Sales x E
Less: Variable cost (0.7x) =
Contribution 0.3x '{‘a
Less: Fixed cost (18,000}

Net Profit 0.2x

0.3x - 18,000 = 0.2x

-18,000= -0.1x

x = 1,80,000

(vif) Calculation of extra units which should be sold to obtain the present profit if
it is proposed to reduce the selling price by 20%:

Present selling price per unit is ¥ 25 which after 20% it reduction will be 720 p.u.
Sales 20 2,40,000
Less: Variable cost | (17.5)] (2, 10,000)
Contribution 2.50 30,000
Less: Fixed cost (18,000)
et o 20
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Sales T 4,50,00,000) ﬁ-,.nn.ﬂﬂg
Less: Fixed cost (1.40,00,000) (1,40,00,000)
Nel Profit . x + 42,00,000

19.12 PART I : FINANCIAL MANAGEMENT

P/Vratio= —oMWrbution = 25 o0 1550
Sales 0

: 30,000
R = —
equired sales T 2,40,000
No. ﬂ[ unils = Hﬂ_'____m]u

20 = 12,000

Thus the extra units which should be sold to obtain the present profitifitis Propose
to reduce the selling price by 20%: (12,000 - 4,000 = 8,000 units)

(vii) Calculation of selling price to be fixed to bring
500 units under present conditions:

down its break-even point ¢,

Less: Variable cost {17.5) (8,750)
Contribution 36 18,000
Less: Fixed cost (18,000)
Net Profit Nil
At BEP: Contribution = Fixed cost, hence Contribution = 18,000

18,000
s00 - 36 p. u.

Contribution p. u. + Variable cost p. u, = Selling price p. u.
36 + 17.5 = 53.5

Contribution p. u. =
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Change in profit .
pN ralio = Change in sales 100
(x + 42,00,000) - x
= 76,00,00,000 - 4,50,00,000 < 100
42,00,000
= 1.50,00,000 x 100
=28%
: _2016-2017]  2017-2018
s 4,50,00,000]  6,00,00,000
{s5s: Variable cost (72%)| (3,24,00,000)|  (4.32,00,000)
Contribution 28% 1,26,00,000 1,68,00,000
| fgss: Fixed cost (1,40,00,000)|  (1,40,00,000)
et Profit (14,00,000) 28,00,000
(i) “ Calculation of BEP:
_ Fixed cost 1,40,00,000 :
BEP (invalue) = =0 o 3% = 5,00,00,000

S

Eﬂﬂﬂﬂﬂ{]ﬂ

lﬂﬂ%
Less: Variable cost (72%)| (5,76,00,000)
Contribution 28%| 2,24,00,000
] Less: Fixed cost (1,40,00,000)
| Net Profit 84,00,000

: ."'Gﬁange;:in.. pmﬁt

x 100

Change in sales

4,00,000 - 2,00,000

30,00,000 -
X = 20%

20,00,

x 100

000

(i) c.lcula.ﬂnn of prnlitﬂnsn on a fnreca.ltad IH.IEl volume of % 8,00,00,000:

19.13

®NNVIWXVL
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100% 20,00,000 00,000
Less: Variable cost (80%) (16,00,000) (24,00,000)
Contribution 20% 4,00,000 [ﬁ.ﬂﬂ.uug}
Less: Fixed cost (2,00,000) fz.ﬂﬂ*l]un}
Profit 2,00,000 4,00,000

(if) Salu toeam a pmﬁl of 25,00,000:

35,00,000
Less: Variable cost (80%) (28,00,000)
Contribution 20% 7.00,000
Less: Fixed cost (2,00,000)
Profit 5,00,000
7.00,000
Required sales = 0% = 35,00,000

(iif) Profit whenlalﬂm !'Il]ﬂl]ﬂﬂﬂ

Less: Vaniable cost
Contribution
Less: Fixed cost
Profit

(80%) (8,00,000)
20% 2,00,000
(2,00,000)

Nil
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Ans- T in Lakh
_. Hlaut) Plant I Merged |
90% 100%|  60% 100% 100%

_ 4 o

- (35; ;,U 600 300 500 1,100

" variable cost ) (440) (225) (375) (815)
S 1344 160 75 125 285
s Fixed cost (80) (80) (50) (50) (130)

i 64 BO 25 75 1

o 55

ﬁmt:un of break-even sales of the merged plant and the capacity utilization
at that stage:

1.100 > 100 = 25.90909%

p/V ratio (Merged plant) = Cunt;lablrrnn x 100 = e
) Fixed cost 130
al M d plant) = =
BER (G value) (Merged plant)'= =yt 25.90909%
Capacity utilization at BEP = 5;'1]%— x 100 = 45.61%
(if) Calculation of profitability of the merged plant at 80% capacity utilization:
[Particulars Merged
80%
Sales (1,100 x 80%) 880
Less: Variable cost (652)
Contribution 228
Less: Fixed cost (130)
Proht o8
liii) Calculation of sales turnover of the merged plant to eamn a profit of 775 lakh:
|Particulars Merged |
Sales 791.2

Less: Variable cost (586.23)
Contribution 205.00
Less: Fixed cost (130.00)
| Profit 75.00

Sales at 809% (Merged plant) = 205 = 791.23 Lakh

{iv) Calculation of percentage inc
trease of 5% in fixed overheads:

25.90909%
rease in selling price required to sustain an in-

Increase in fixed overheads = 130 x 5% = 6.5

Percentage increase in selling price =

-

791.23

x 100 = 0.8215%

= 501.75 Lakhs

_wmx\'l'.’ NVL—
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5 _ 2 product per monih. The sellins
wzmﬁu ﬂﬂ:ﬁ il ﬁ:nn;ﬂl:“"" The fixce eXpensos of “le.']‘ |
factory amount to ? 8,000 per month. i |
Calculare; | !
(i) The estimated profit In a month wherein 240 units are produced. | |
(i) The break-cven sales quantlty. |
|

(fif) The sales to be made to carn a profit of ¥7,000 per month.

[Dec. 2010 (5 Marks)]| |
Ans. e

Present monthly profitability statement |

| No. of units 300 .

Partlculars p- . Tolal 1

Sales 120 36,000 |

Less: Variable cost (80)| (24,000) |

Contribution 40 12,000 |

Less: Fixed cosl (8,000) |

Profit 4,000 |

p| (i) Calculation of estimated profit in a month wherein 240 units are produced: |
7 No. of units 240
= Particulars p. U, Total
= Sales 120] 28,800
Y L&s5: Variable cost (80)| (19,200)
Contribution 40 8,600

Less: Fixed cost (8.000) .

Priafil 1,600 |

(if) Calcidation of break-even sales guantity: i

(iii) Calculation of sales to be made to earn a profit of 27,000 per monih:

Particulars p. L. Total
Sales 120 45,000
Less: Variable cost (80)| (30,000)
Contribution 40 15,000

Less: Fixed cost (8,000) ‘

Profit 7.000 r

15,000 -
Required sales = w " 120 = 45,000
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,,..f“’—— jiem No. 81 ¥ ‘ollowing data are provided by Mahi Ltd.: !
Product-Kau Product-Vau ()

84 .

| ..+ material @ 325 per kg. 250 200
pis et {abour @ 148 per hour 240 168
i 900 G667

1

e overheads charged @ T30 per hour

g Director, would like to decide which product to manufacture in
= IME clrcumstances;

) 1f the monsoon s not up to the mark, in such circumstances the scarcity nf
[ﬂ raw material Is expected for both products.

mmlnfbmarhﬂn:thnﬂlﬂvﬂ“mml!htnmﬂinl.fwm
dtuuﬁﬂhlml.ndmldunrmktng by considering both the situations

P [Jume 2019 (5 Marks))
=
Ans.
calculation of material required per unit:
Product-Kau = 225; = 10 kg per unilt
2 :
Product-Vau = e = 8 kg per unit
Calculation of labour hours per unit:
Product-Kau = "335_ - 5 hours per unit
168 2
Product-Vau = Ae 3.5 hours per unit
T —— Bl — | Kau(@®[  Vvau(¥]
Selling price per unit 900 667
Direct material 250 200
Direct labour 240 168
Variable overheads 150 105
Variable cost per unit 640 473
Contribution per unit 260 194
[PV Ratio 28.89% 29.09%

pNNVIVXYL
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19.18 PART I FINANCIAL MANAGEMENT
(1) Direct material is the key factor
Caloularon of comtnbution per kg
Product-Kau = il? e
Pruduct-Vay = —l—?— = 2425
oot Kau is recommendad.

(2) Sales volume is key factor: Contribution per unit of product Kau is more (hyy thay
of Product Vau. Hence, Product Kau is recommended.

w= B -
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