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1 INTRODUCTION TO ACCOUNTING

- - s 1HEDRETICAL QUESTIONS

Q. 1. Write a note on: Accounting Cycle

[Dec. 1995 (5 Marks)], [Dec. 1997 (5 Marks)]

Ans. The Series of business transactions which occur from the beginning of an accounli_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.
(b) 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 taking 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 statement 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 (5 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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Ans. Following are the m
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PART 1 : CORPORATE ACCOUNTING
1.4

al journal and a book of original or- Prime

Fihe ddiary books is o speci
Each one of the subsidiary b 1 ade in these books.

i sntries when records are m
TIIlL'ln: uz I;::[Jf:'::‘:I\'::::sn(:fbsl::ll:sidjmy books which are commonly used in any big bug
:-c]:sr::(:lnn'm. 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
(8) Journal Proper

t'll]r-‘hI

—

. 3. Write a short note on: Petty Cash Book
[DEC. 1996 (5 Marks)]l [DGC. 1999 (5 M;u-h}]

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 chief cashier.

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

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

(4) Convenlence in preparing ledger amounts,
I’“l_"'“_' 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 p
called the imprest system of petty cash book.

O-J.Muﬂ;hhmumﬂwhleﬂnhijnm&ShghEnhyﬁm ]
1998 (8 Marks)], [Dec, 2007 (4 Marks)
sty ain points of distinction between double entry system and singl®
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Points

Double Entry System

Single Entry System

Recording
of transac-
tion

Under double entry system, both the
aspects fe. 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.

'-S_ubsldlnry
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
slatements

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
[Bune 1999 (5 Marks)], [Dec. 2006 (5 Marks)]

Ans. According to dual aspect concept,

two aspect of every transaction should be consid-

ered. This 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 {
financial accounting is based on this concept. That'’s why every entry consists o

o every transaction is known as dual concept. Modemn

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)

@ MNVINAYL
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c. 20
Q. 6. Write a short note on: Cash Book FD" ﬁ? (‘5 Marky);
n of Journal recording lmnrcsiaf]uizr:i énz?zluimgkm cash
s. Firstly, clions are recorde ash book wh,,.

St Jnd [:a):]t;::dtbs:{)iﬂi;::llﬁ??ﬂ. :EEI::SPCCIII\'E ICEIECI‘ c'.\.CCUUIHS. The cash bOD(;(I ‘:-
from llff'{; F- tphe form of a ledger with the required explanation ca]!ed as narration g,
mazn“{nclmz-l- a dual role of a journal as well as ledger. All -::qsh_recclpls are recordeq g,
IL-:njci;itl I:id;: >:m.:] all cash payments are recorded on the credit sud‘er All cash transactiop,
;r: r:curdl:d chronologically in the cash boul-c.‘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:asb book serves 0
subsidiary books as well as ledger: Depending upon the nature of business and the Lype
of cash tronsactions, various types of cash books are used. They are:

Ans. Cash book is a sub-divisio

¢ 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: 11 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 financial position i.e. availability of cash, position of assets and
liabilities etc. This helps the businessman to know his financial strength. Financial
stalements are barometers of health of a business entity.

) TEGP.[O:HY the Uquil_iity position: Financial reporting should provide information
a“mt owan enterprise obtains and spends cash, aboutits borrowing and repayment
2rmr‘:umr§|:sgl; ab[;ul its capital transactions, cash dividends and other distributions
\ILES DY the enterprise to owners and r affect an
enterprise’s liquidity and solvency, s ot Bctasifaymay o
© protect business properties: Accounting provides up to date information abou'

T
ik :
abaly o v .-tnh:al:.;hn" ﬁlmhlpu;m and the liabilities the firm owes, 5o th?'
\ enl which is not due 10 hi
(6) To [acilitate ratio i finan
: nn.ldeci:inn—mnking: i i g
Provide financia) information which hd:\ccnuntmg ndand e o

abou . p the business i i ional decision®
' the steps to be waken In respect of varioys ﬁpmlsnumgezfmnn

(5)
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(7) To satisfy the requirements of law: Entities such as companies, socielic§. publ{c
trusts are compulsorily required to maintain accounts as per the law governing ’J"F"'
operations such as the Companies Act, Societies Act, and Public Trust Act efc. 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.” Comment. [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 a.r-d
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
concerns.

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 ransactions.
(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.me 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.

Li?tbjhly 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 discnl: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 company &
« Bonus claim filed wor ker pen
¢ Liahilities on bills receivable

Q. 10. Distinguish between:

ples: Following ane some exam

PART [ : CORPORATE

ot acknowle

.-\CCOL’.\T[NG
ples of contingent liabilities:

dged as debis.

ding order of Court.
discounted but not matured.

Book Keeping & Accounting  [Dec. 2009 (4 Marks)]

Ans. Following are the main points of di

fference between book keeping & accounting.

=3 ; Book keeping Accounting
;-—I Book kecping is mainly concernad Acco:dn!ing is the art om"-
with recording of financial data re- classifying and SUMMANzing in g gj,
lating 10 business in asignificantand | nificantmannerandinterms of mope,.
orderly manner. transactions and event which are in
part at least of a financial characy,,
and interpreting the results thereof

Transactions | It is concerned with the recording | Itis concerned with l]‘ltsummaril,‘_ng

of transactions. of recorded transactions.

Work The work of book keeping is mainly | The work of accounting Wq“im

routine and clerical narure. level of knowledge, conceptual under. :
standing and analytical skill.

Base Book keeping is base foraccounting. | It is considered as the language of|
business.

Finaacial Financial statementsdo not form pan | 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. |

Financial Financial position cannot be ascer- | Financial positionisascertained onthe

- tained through book keeping. basis of accounting process.
Q. 11. State the advantages of sub-division of Ledger. [June 2019 (5 Marks)]

Jll:L Admm.agd: of sub-division of ledger are:
. Easy lo divide work: As a result of sub-divisi ke ficiently
by the concerned employee. vision, records can be maintained ¢

2. PRl
Easy to handle: As a result of sub-division, the size and volume of ledger is reduced.

3.
Easy to collect information: From the different classes of ledger any particular e

of transuction can be found out casily.

4. Minimizations of mistakes:

o Py 1o compute: As a result of s
compuiad quickly which is very

As a result of sub-division chances of mistakes &

ub-division, the calculations in accounting may be
helpful to the management.

6. Fixation of responsibil; |
ty: Due to sub-division, allotment of different types ©f work

to diferent emplovees is

done for which concerned employee will be responsi

ble-



) INTRODUCTION TO 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([)]: 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 every 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 statement
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 staternents
of subsidiaries.

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

3 AN,
Jv with the accounting standards referreg Cig)
- the deviation from the acc,,, the

Deviation from the accounting stan
sratements of a company do not comp ’
ompany shall disclose in its financial statements, o the s,
‘1Jné.m'is the reasons for such deviation and the financial effects, ifany, arisip,, £
- » rl.
such deviation.

Exemption [Section 129(6)]: The Central Government may, on 11S own or oy 5, a

plication. exempt any class or classes of companies am -Cftin-fplﬁnngilh ANy of th,
requircments of this section or the rules made there under. i -lt is cur}Sdered Necessy,,
1o grant such exemption in the public interest. Such cxemph-c:-]? may be granted i
unconditionally or subject to such conditions as may be specified in the notificatig,,
Disclosure of non-compliance with accounting standards [Section 129(5)]. Wher,
the financial statements of a company do not comply with the accounting standards, 1[1;
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 are
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 Chief Financial Officer of the Company can be held liahle
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:
persiins are responsible for maintaining the books of accounts:

{2 Marazing direcior

t5) Whole-time director in charge of finance

t¢) Chisf Financial Officer

{d}1 4 , 3 4 ”
4 :‘na:n“':;_‘s"ﬁm;‘”yd by the Board with the duty of complying with the prov!

comply : Iih o ponsible for keeping and maintains of books of accounts fails l:']'
O provisions of Section 128, he shall e : TR hich sha
. : punishable with fine whic

Rt be leva than 50,000 but which may extend 1o T5,00,000.

I P-I.tﬂ'!—f-‘it, a Com;!am &D‘ﬂari i F
'\ 3 bcmg a Chief inancial '
. Uﬁ-‘if.‘tl' DE ‘he CO’“PE o
hl:m Lahi: [ar ﬂiﬁmlmc D{ l!nh u’- &L‘CD‘I.:.ULS- uf lhl‘: Cﬂmm.n'“
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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 fees.

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 consclidated 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 OPC: 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.

énachf‘nem 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.
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i d by ‘provision for taxation’? What factorg are

Q. 4. What do you

considered while estimating the provision

for taxation?  [Dec. 2009 (¢ Mntru b

Ans. Advance payment of tax: Each yea
basis of estimated income of current previous

r the company has to pay advance tax ¢
year; This is based on the logic (h, & the
¥ dy

vance lax

is as follows:

you earn’, Journal entry for payment of ad

[Date__[Particulars _
Advance Income tax A/c ;
To Bank Alc

{Being, Advance tax paid for the previous year

.......

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 hias to file return of total income, which is also known as self aSSCSSmEH:
Based on self assessment the company has to make provisions for it in the final acco“m‘;
by passing following journal entry.

Date Particulars Dr. }) Cr. ()
Profit & Loss Alc _ Dr. X0
To Provisions For Tax Alc XX

(Being, provisions for tax for the previous
) |

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 taxation

Alter completion of assessment following entry is passed for the amount of advance tax

paid for the respective year,
cr (¥

Date Particulars
Xt

Dr. (%)
XXXX

Provisions For Tax Alc
To Advance Income 1ax Alc
(Being, provisions for tax for the previous

Dr.

——

Addlliulmlm.ijuslm:nlmh'ies required tobe passed on completion of assessment accordint
to the situation are as follows:

When provision Is less:
Profit & Loss A'c
To Provisions For Tax Al

. DE_
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iDatc Particulars Dr. () Cr. (T)
Dr. XXXX

Provisions For Tax Afc
' To Profit & Loss Alc
For balance tax liability: Dr. XXXX
Provisions For Tax Afc XXXX

To Liability for Taxation Alc

When provision is more:
XXX

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

to a committee of director or some of the directors. Comment.
[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
statcment? [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 to approve the financial
stalements to a committee of directors.

Thus, Beard of Directors of Grow More Limited, cannor delegate its power to approve the
financial statement to a comnitiee 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 state of affairs of the company.
True and Fair view in respect of financial statement means:

(@) Financial statements should comply with accounting standards notified uw/s 133,

(b) Financial statement shall be in forms as provided for different class or classes of
companies in Schedule I11.

NNVIVXVL
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2.6
rance or banking company orany cq

orto any other class ul’cammnnn"\
¥lg
= It

financial statement of any insu

z i i - of electricity

eng.:.gcdm the gcncmlwnorsuppl} o ] :
i ~cified n or under the

which a form of Anancial statement has been spec! ! the Act gZover %

such class of company. <hall not be treated as not disclosing a true and fair y;
the state of affairs of the company, merely by the reason of the fact that they

disclose -

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

case of a banking company, any
king Regulation Act, 1949.

n the generation or supply of electricity

be disclosed by the Electricity Act, 20633"}'

by any other law for the time being in fore
d to be disclosed by that law, =5,

(c) In case of

company, any matters which are not require
Act, 1938, or the Insurance Regulatory and p 0
: 5

be

e

¢ Inthe matters which are not required ¢,
disclosed by the Ban ; be
¢ In the case of a company engaged i
malters which are nol required 10
¢ Inthe case of a company governed
any malters which are not require

Q. 7. It Is not obligatory for every company {o preserve its books of account
[June 2012 (5 Marks)]

Comment.
Ans. Preservation of books of accounts [Section 128(5)]: Every company is required
1o preserve books of accounts along with vouchers of last 8 financial years.

f an investigation has been ordered in respect of the company, the Central Goy-
account for longer period.

of accounts for at least § b-

However, i
emment may direct to keep the books of
Thus, it is obligatory for every company Lo presene books
nancial years.

Q. 8. Where a company has a branch office, whether in India or abroad, the uriglrml-
books of account, records, efc. of the branch office will have to be maintained al
the registered office of the company. [June 2013 (5 Marks)|

Ans. As per Section 128(1) of the Companies Act, 2013, i
counts can be kept a1 branch. However, proper summarized retury
sent periodically by the branch office to the company at its registered office or the other
place where books of account are kepl.

ﬂlll.l]!;i |tris incorrect to say that the original books of account, records of the branch offict
will have 1o be maintained at the registered office of the company.

n case of branch, books of ac-
15 are required to be

Q. 9. Write a Short Note on: Approval and Signing of the balance sheet and prﬂ“;

B [Dec. 2013 (4 Marks)
or
Financial '
Explain. Statement shall be signed only by the Chalrperson of the cOmPety
[June 2015 (4 Marksl

Ans. A val 4
5“|¢'mti:'llfuinclu:jl;1d Iiill-lllF of financial statement [Section 134(1)]: The ﬁ_n,an(.'l-’d
g consolidated financial statement. if any. shall be approved by the

Buard of Directors before they are signed.
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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 ma naging 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...._.)
icul 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 discuunting operations

Profit(Loss) for the period

Earning per equity share:

(1) Basic

L(2) Diluted

wNNVITXYI
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; i f ]
Q. 11, Mention the imporiance of 'notes on accounts: Will it convey me

anj
stakeholders? [Dec. 2014 (4 Mu?—ﬁ;ﬁ
Ans. One of the main objectives of the An nual Accounts ofa ;;I:]IP‘;;:’:S :(I) commy,
elfectively its strengths and weaknesses. The ba.m figures en : fariir 3 Jg Fmlamc:u
not sufficient by themselves to depict and explain the true :Iun1 e of the stat
fairs of a company. It has, therefore, become necessary to exp Tln an : COMMUnicyy
of the vital information through ‘Notes on Accounts.. By and lai g": L e nou.:s on
are explanatory. They elucidate the figures in the accounts and explain their sigy

Micyy
nis arg
Cof g
€ S0m,
ACCoupq
‘”itancu_
Somelimes, these notes are clarificatory to meet the requirements oflaw. Whether 4 Pi.
ticular note is explanatory or clarificatory will depend on the facts in each case ang the
manner in which it is stated. Noles on accounts form an integral part of the accoun(g of
a company and conlain very interesting and vital information.
Contents of notes on accounts; The notes on accounts are intended to clarify and eluci.
date the financial position of a company as disclosed in its balance sheet and profit and
loss account, Generally, the notes on accounts dwell on the following matters:
+ Basis of accounting
& Significant accounting policies
# Material changes in the method of accounting
¢ Effect 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 above list is only ilustrative and not exhaustive, There could be many other items in

the Bnnks 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.

Q- 12. What are the key features of statement of profit and los Schedule I
- anies Act, 2013? tpro “dh[?u;:g;gs )

panies Act 2013, all the companies will have "’
edule IIT.

+

Ans, Accmlmg 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-
Josophy leading to privatization and globalization and consequent desired 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 accounling year.

It has several new features like:

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

o Avertical format of Statement of Profit and Loss with classification of expenses based
on nalure.

¢ 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 Lhe 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
(5) Cheques, drafts on hand
(c) Cash on hand
(d) Others (specify nature).

(i) Ela?cndarked balances with banks (for example, for unpaid dividend) shall be separately
stated.

(iif) Balam:t:*s with banks to the extent held as margin money or security against the
borrowings, guarantees, other commitments shall be disclosed separately.

(iv) Repatriation restrictions, if any, in respect of cash and bank balances shall be sepa-
rately stated,

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

@NNVINXVI—
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a].'fs';. you would present ‘Short Tt‘ﬂ“&.hedule 111 of the Cumpuni::"“ul

.—uhﬂehhmdnﬂuhmmpm}‘upcr [June 2016 (3 -'-hu-::]l'
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g : and ad g
() Short-term loans & e thareo:

(&) Loans and adhances 10 related parties (&
(&) Others (spexify nature). -
@i} The above shall alsa be sub-classified as:
(@) Secured, considered good
() Unsecured, considered good
i) Doubtful. |
i) Allowance for bad and doubtful loans and advances shall be disclosed up Her i,
relevant heads separately.

() Loans and advances due by directors or other officers of the company or any of they,
cither severally or jointly with any other person or amounts dm:e by firms or priyy,
companies respectively in which any director is a partner ora directorora membe;
shall be separately stated.

Q. 18. Vibgyor Ltd. is unaware of the manner and details of presentation of ‘Long.
Term Loans & Advances’ to be given in the balance sheet as per Schedule 11 of
the Companies Act, 2013, Advise the company with the contents and manner of its
disclosure. [June 2016 (5 Marks)]
Ans.: Long-term loans and advances are required to be presented as given below as per
Schedule [ of the Companies Act, 2013:
(i) Long-term loans and advances shall be classified as:
(a) Capital Advances
(b) Security Deposits
c) Loans and advances to related parties (giving details thereof);
(@) Other loans and advances (specify nature).
(1) The above shall also be separately sub-classified as:
(2} Secured, considered good
(B) Unsecured, considered good
{c) Doubtful.
fm} Allowance f :
relevant hu:;;hd,mwm ﬂimh'f"l loans and advances shall be disclosed under ¢
Loans ances .
nthn::::g: or} :: b" directors or other officers of the company or any of the”
pan:es marmdf:n \;h::i:h any other persons or amounts due by firms or private €@
be separately stated. any director is a partner or a director or a member sH
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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 1o evaluate past, present, and [uture events to confirm/correct
their past evaluations. The relevance of information is affected 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
nuggets and making interpretation difficult.

(b) Reliability: Information should be free [rom material errorsand bias. The key aspects
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 to 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.

(ii) 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-
acleristics. 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 I of the Companies
Act, 2013 with respect to “Short-term Borrowings”. [Dec. 2019 (5 Marks)]

Ans. Disclosure requirements of short-term borrowings: Following are the disclosure
requirements of short-term borrowings as per the Companies Act, 2013.
(i) 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)

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

BNNVIVXL
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rectors or others, a mention thereq|

f loans under each head. sh

guaranteed by di
ount o

ment of dues, providing break-up of Prin

{tii) Where loans have been 5
be made and also the aggregate am I

(iv) Period and amount of default in repay
and interest shall be specified separate
ts as per Schedule 1 of Compap e

Q. 18. Explain the disclosures requirements 2 s : =0 i o
¥ d Surplus” and “Long-term Borrowings» — ™
2013 with regards to “Reserves an p e s Markl"

- Cipy. s
ly in cach case. Iy

Ans.
Disclosure requirement as per Schedule 1T of the Companies Act, 2013 are as folloy.

Reserves & Surplus:
[. Reserves and surplus shall be classified as:

(i) Capital Reserves

(if) Capital Redemption Reserves

(iii) Securities Premium Reserves

{iv) Debenture Redemption Reserves

(v) Revaluation Reserves

(vi) Share Options Outstanding Account

(vif) Other Resenves - (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) g
. A reserve specifically represented by earmarked investments shall be termed as a

‘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 "Resene
and Surplus® even il the resulting figure is in the negative.

Long - term Borrowings:
1. Long-term bommowings shall be classified as:
(1) Bonds'debentures
{if) Term Loans - from banks/from other parties.
(1) Deferred pavment liabilities
{tv) Depaosits
{v) Loans and advances from related parties
(vi) Long-term maturities of finance lease obligations
tvir) Other loans and advances (specify nature)

h . 7 L

2. Borruwings shall further be sub-classified as secured and unsecured. Nature i
cunty shall be specified separately in each case.

[ 5]
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, y - of
3. Where loans have been guaranteed by directors or others, the aggregalte amount

such loans under cach head shall be disclosed.

4, Bonds/debentures (along with the rate of interest and particulars of rcd:mplipﬂ ar
conversion, as the case may be) shall be stated in descending order of maturity or
conversion, starting [rom 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.

. Particulars of any redeemed bonds/debentures which the company has power 1o
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.

Ln

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.
; [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.

@NNVIUXVL

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
(if) Extra-ordinary items
(ifi) 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.
(i) Example of extra-ordinary items:
(a) Loss due to earthquake/fire/llood/strike etc.
(b) Attachment of property of the company by the government.

I
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(iii) Example of prior period items:

{a) Applying incorrect rate of depreciation in one or MOre prior period,

. i in oneé or mor :
(b) Omission 1o account for income OF expenditure I'e priar Perig

_—-___-_-—-___.___-_-_-_.__—__-_‘_—_
atisfied any conditions specified aﬁi p:r secti?u lﬁ;ﬁ“
Companies Act [or current financial year. mgcumfllﬂ]r' hﬂ: A.;!.Cﬁzt:mq%l Statep,, !
as per XBRL Taxonomy for the previous fpan or 1 the A still reqy;, !
1o Mile financial statements as per XBRL Taxonomy for the current ﬂ“aﬂcia_l T
[Dec. 2021 (3 ‘“ﬂl‘lu].:

Ans. Filing of financial statemenis with Registrar lDlBRL I?ﬂl'l'ﬂﬂl: AsperRule 3,
the Companies (Filing of Documents & Forms in Extensible Busu‘IFSS Reporting Lap “
Rules, 2015, following class of companies shall file their financial statements anqg e
documents under section 137 with the Registrar in Form AOC-4 XBRL as pcr‘im’-‘fﬁun‘-:
(1) Companies listed with any Stock Exchange in India and their Indian subsidiarj,,
(2) Companies having paid-up capital of ¥5 Crore or above.
(3) Companies having turnover of Y100 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 Ltd. has filed financial statement as per XBRL Taxonomy for the previous financiz
year and hence it must continue to file ts file financial statement as per XBRL Taxonom

for succeeding years.
PROBLEMS & SOLUTIONS

Problem No. 1] Jupiter Ltd. Issued 10,000 equity shares at 320 per share for cash
and 20,000 equity shares to suppliers of plant costing ¥4,50,000. Assuming fac¢
value of shares at 10 each, show the resultant disclosure in the notes to account
attached to balance sheet as per Schedule I of the Companies Act, 2013.

Q. 21. ABC Ltd. has not

Buagy,

- [Dec. 2016 (5 Marks)
Ans_; Notes 1o Accounts of Jupiter Lid.: e
Share Capltal
Authorized Capital ?
Issued Capital il
Equity Share Capital :
- 30,000 equity shares of 210 for cash | 30008
Subsinbed Capital
. Iﬂ.MM!p‘shamdllU for cash 1,00,000 i
= 20.000 equiry shares of 210 for consideration other than cash 2,00.000 __4}’09_,@'
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Reserve & Surplus
_ 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 Ltd. 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 issued
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 ¥40 lakh
— Securities Premium . 130 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 Ltd.;

1. Share Capital

Particulars 2 in 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
m:m Tin lakh
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
le.ua’tslﬂmmh,ﬂ‘lﬂ: g el

BNNVINXVL-
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__——’________——/—_—_\_“_\_
’iam;nf_‘ Account (% in lakh) g
Term Loans 250
Capital Redemption Reserve 210
Unpaid Dividends 21
Securitles Premlum Reserve 115
Delerred Tax Linbilities 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 Reley,
noles to the accounts for the year ended as at 31st March, 2019 as per Schedulea'll;']l
of the Companies Act, 2013, The Relevant Notes should be related to:

(1) Reserves and surplus

(2) Non-current labllities

(3) Current labilitics [June 2019 (3 Marks))

Ans,

Notes to Accounts of Chika Lid.:

1. Reserve & Surplus:

Partlculars L in lakh |

Capital Redemption Reserve . 210

Secunities Premium Reserve 115

Statement of Profit & Loss (Debit) (118)
207 |

1. Nan-Current Liabilities;

Particulars T in lakh|

Term Loans 250

Deferved Tax Liabilities 65)

¥, Debentures _____i__l
715

3, Current Liabilities:

r[L!'udl:uhﬂ 7 in lokh

Unpaid Dividends 21

Interest Received in Advance - 10

Loans repavable on demand _________,_é.‘j-
63|

hﬁmﬂluﬂ.w- orporated with an aut - - 000

comistingal 200,000 cquity shareaof C10cach and 2 0000, a5 mecferencesh3"

]
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t
1ssued, Subscribed and Paid-up Capital: 1,00, 00,000
10,00,000 Equity Shares of T10 cach { 00,00,000
Ut 4,000,
1,00,000, 8% Preference Shares of T 100 each 2,00,00,000

The Statement of Profit and Loss of the Company for the ycml; tﬂ:::-::la :I:ltnf:m
2020 showed net profit bcfo;; lﬂ:ﬁg;;u:tfg?; :’:1;01:]?‘!] Gl:)l:oThc By akes
in:::;fi;‘:::,::' if)::sl':'n;::z:w t‘::. The dividend distribution tax rate (including
surcharge & Cess) is 17.304%.
Following appropriation was proposed 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 relevant items in t
tails in the ‘Notes to Accounts')

Ans.

he Balance Sheet. (Showing de-
[June 2021 (5 Marks)]

Balance Sheet of R Lid. [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 Liabllities:
{a) Short-term Provisions 3 50.84.512
Total 2,72,00,000
Statement showing appropriation of profit:
Particulars Amount (T)
Profit befare tax for the year 2019-20 60.00,000
{-) Income-tax @ 30% (18.00,000)
Profit after tax 42,00,000
{-) Appropriations: :
= Preference Dividend [1,00,00,000 x 8%] (8.00,000)
- Equity Dividend [1,00,00,000 x 20%] (20,00,000)
- Dividend Distribution Tax [28,00,000 = 17,304¢%] (4,84,512)
- Transfer to General Reselve (4 20'0[]0]
Net Profit 4.95,488

PNNVINXVL
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\ Notes (o Accounts of R Lid.:

|[ 1. Share Capital: .

| [Authorized Capital: -

l 20,00,000 Equity Shares of 710 cach 2.{}:},00%
200,000 8% Preference Shares of 1100 each 2,00,09

| BT
Jssued. Subscribed & Paid-up Capii ak: ! —\\\

| 10,00,000 Equity Shares (210 each fully paid-up) . l.Dﬂ,uglﬁ.q

| |1,00,000 8¢ Preference Shares (2100 cach fully paid-up) 100,00,

| ¥ 2 GG'DD.UC{

] 2. Reserve & Surplus:

l Particulars Amnum m
Profit carried brought forward from last year 12,0005

1 Net Profit 4'95‘15:

| General Resenve 4.0, o

| 21,15 483

p 3. Short-term Provisions:

2 | (1) Proposed Dividend

E {a) Preference Dividend 8.00.000

(b) Equity Dividend 20,00,000
(i) Dividend Distribution Tax 4,845
{ef) 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 31st March, 2020.

(i) Subsidy t2,50,000 received from Government for installing a factory in back
ward area.

‘m}’l'mﬂudtbmwhmwmuwmmn?

(iii) While preparing the accounts of the previous year closing stock was taken 2
market price of 4.55,000 Instead of cost gu,:{um,m.
[June 2021 (3 Marks)

r Ans.
i 1) Subsidy 22.50,000 received from Government for installing a factory in backwa

area should be shown as a capital reserve or as a deduction from the cost of the assel
() The market value of the quoted investment is 3,00,000 as against the €' b

27 . Disclose .
lmd: f:-ltlu fall in 1:;: :iaur:::t value in the balance sheet, no provision need 12

-
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¢ s -k is 1o be dis-
(iif) No treatment is required (o be made. The method of valuation of stock is 1

closed in the Balance Shect.

Problem No. 6] Following Items were extracted from the Balance Sheet of Z Lid.
as on 1-4-2019:

Particulars T)
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 {o incorporate the Board's recommendation.
{June 2021 (3 Marks)]

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

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

interest) [(12,00,000 - 1,17,000) 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 59%]

Profit & Loss Alc Dr.
To Preference Dividend Afc

60,000

- 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 @ 15% on 212,00,000)

e ANV ——




' 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)]: Small 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 T250 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 vear.
(v) Which is not a holding or subsidiary company of a company which is not SMC.

Explanation: A company shall qualify as SMC, if 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.
(iii) 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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itable financial info ;
(vi) To ensure the users of financial statements get credit Matig,,
(v3i) To attain international levels in the related areas. S et
- : tentorelm fide vaps
Accounting Standardsreduce 1o aconsiderable ex ¥

ese financial statements T
: pv : are and p L 4 - Thy
in the accounting treatments used to prep s ize the diverse accounti g Pl'u:I the

Aigy,

ic ohijectiv ounting Standard is 10 ; ti

?;;;:J:jr;:l:;:’ Lﬂ:::al.iar:laﬁd presentation of financial statements so as tg fhcil'.:zf:
intra-firm comparison.

Consider the following example:

Particulars AR, R

[ Prufits before depreciation Z10 Crore m
Gruss Block Sl Grore 10 Cl'ur;.|
Net Block %9 Crore %9 Crore|
Depreciation method SLM WDy
Depreciation rate 10% IU-?—;;|
Depreciation amount T1 Crore T90 Laky
Profits after depreciation T9 Crore Z9.10 Cmrn‘

Thus, the profits of A Ltd. are lower by 210 Lakh as compared to B Ltd.., because of th,
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 Accountin
Standards differ for each country as they incorporate policies and procedures that hav
1o be followed [or financial disclosures as per the standards set in each country, ICAL!
the body in India that has set the Accounting standards that need 1o be followed “‘hl!
financial reporting, all CAs, its' members, are an integral part of the corporate in Indi
have the responsibility (o report and furnish the financial results as per the set standard:
So Indian Accounting Standards are termed as Indian GAAP. While US has its own 3

of accounting Standards termed as US GAAP: a non-US company when prcsunling ¥
financial results in US has to follow US GAAP.

This helps in that all companies follow uniform procedure in financial disclosures whic
are widely acceptable and followed in the counuy:

- = _______-—"

Q. 4. What is the procedure for issue of Accounting Standard In India by ICAT? _

[Dec. 2006 (5 Marks
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Ans. Procedure [or issue of AS in India by ICAIL:

h 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 Draft to Council, member of ICAI & other bodies
such as DCA, C&AG, CBDT, ICWAI, ICSI, RBI, SEBI, etc.
|

-

Meeting with the representative of specified bodies to ascertain
their views, finalization of exposure drafts

)
Issue of exposure drafts, for comments, to members of ICAL
specified bodies, stock exchanges, efc,
4
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)

4
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. [fune 2008 (5 Marks)]
Or
“Accounting Standards are mandatory for all companies.” Comment.
[Dec. 2009 (3 Marks)]

Ans. Accounting standards issued by the ICAI have legal recognition through the Companies
Act, 2013.

The Companies Act, 2013 makes following provisions relating Lo compliance 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) Reasons for such deviation.
() Financial effect due to such deviation. [Section 129(5)]

@NNVILXV
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Y 5 i rngspﬂl‘lSibi]il}' Stalemeny ;. ..
(3) The Board's report shall also include a Directo e Alibable dcoouniiy md"‘"ﬂin
therein that in preparation of annual accounts, EStan .y M

i slating to i B
had been followed along with proper explanation reid g 10 maleria] dupartdur}]\
[Section 134(5)] :

(4) The auditor’s report shall also state whether 1
and the balance sheet comply with Accounting
negative or with qualification, it shall also stale

Accounting Standards Board.

[DGC- 2013 (3 Marks)], [June 2018 {5 Mar

in his opinion, the Profit & Loss X
Standards. Where answer |

0 qf oy
the reasons thereof. [

Iy

Q. 6. State the objectives of the .
; e k)
Ans, Recognizing the need to harmonize the diverse accounting policies and Practice,
present in use in India and keeping in view the International f]r:\'clopmems in the fielg i
accounting, the Council of the ICAI constituted the Accounting Standards Boarg (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 deye.
oped.
(b) To [ormulate Accounting Standards with a view Lo assisting the Council of (h, Iy
in evolving and establishing Accounting Standards in India. :
(¢) To examine how far the relevant [FRS 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
acceptance or changed conditions and if necessary, revise the same.

IAAAana®

(¢) Toprovide, from time 1o time, interpretations and guidance on Accounting Standards
(1) To carry out other functions relating 10 Accounting Standards,

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

Ans. Constitution of National Financial Reporting Authority [Section 132(1)]: The

Cemr.al_ Government may, by natification, constitute a National Financial Reportirg

| Authority (NFRA) to provide for matters relating to accounting and auditing standards
under Companies Act, 2013,

. Functions of NFRA [Section 132(2)}: Functions of the National Financial Reportinz
Authanity are as tollows:
E ; . .
| ) E‘:I:];: :‘twt;}m f;: the Central Government on the formulation and layin2
coounting and auditing policies and standards jon by companic
i compiiin ki gl s for adoption by comp

1) To maonit S 3 ) .
smmuﬂ:r and enforce the compliance with accounting standards and auditi®

l e :'::‘ with ;ﬁﬁu;rim: :;g[ lhtm professions associated with ensuring '»'D"“P.E_

ot service and ther related mxnbnd“::wmr: required for improvement in qU+™"
'J‘EUM!m%hf_.ﬁk funct:

prescrided ¢ functions relting 1o clauses (a), (5) and (c) as ™

Fra
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Q. 8. What are the disclosure requirements with regard to ‘Significant Accounting
Policies"? [June 2017 (5 Marks)]

Ans. Toensure proper understanding of financial stalements, itis necessary that allsignificant
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 if they are all disclosed as such inone place
instead of being scattered over several stalements, schedules and notes.

following principles.

Inrespect of reporting ol accounting policies, company need to follow

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 ene 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. Ifa
fundamental accounting assumption is not followed, the fact should be disclosed.

0.9. 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) Ccr_np:mies whose equity or debt securitics 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 net worth of less than Y500 Crore.

®NNVINAVL—
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Crore or more but Jeg,
(h) Unlisted companies having networth of ¥250 s Lh‘"l?:_rn
Crore. __:1e companies of the '
N . and assoclale e ¢,
(c) Holding, subsidiary, joint venture and mr‘"nﬁ

mentioned at or (b) above.
Once a company starts applying Ind
based on the mandatory criteria spe i
statements in compliance with the Ind ASs for
later on does not apply to it.

.naration of the financiy) .
; for the prepara it hancial g
Jlisl':cd above, it will have 10 prepare (ke I‘ntr'tru
oll the subsequent years even if tj, critlﬂ-u

Tl

i fthefinaneial .
Namaoli {orthe preparationo cial sy,
Acompany may voluntarilyapply the ::ﬂ?asfjer Al 2015, However, such & f:;:&”;

for the accounting period starting 0 ] g T 21 3
cannot subsequently revert back to the p,-.,-pnmtmrllﬂf{;";;:;‘ hiingStan dfrzi}ad“ming N
Accounting Standards specified under the Companies $)Ruleg ::

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

Ans. Features of International Financial Reporting SI_:UIdﬂfdﬁ EFP@J are:
1. Single set of Accounting Standards based on_[:ur value tb all _“Duld enablp Inier,
tionally to standardize and assure better quality on a global screen,

. It would also permit international capital to I'Iow_ more [reely, enabling cq,
to develop consistent global practices on accounting problems.

(0]

LU

3. Tt would be beneficial o the regulators too, as the complexity associated wi t
understanding of various reporting regimes would be reduced.

4, For investors, it gives a better understanding to the ﬁnam_:ial statements and gy
the Investment opportunities available in foreign countries other than their yp,
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.

S PROBLEMS & SOLUTIONS =
Problem No. 1] Jeevan Ltd. eammed 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 exk
The company has also issued 5,000, 20% convertible debentures of 320 e
convertible Into shares at par. Compule the basic EPS and diluted EPS as per &
20, assuming ncome tax rate at 30%, i [June 2014 (3 Mark]
Ans,

Calculation of EPS:
EPS = PI‘lfllﬁl available for equity shareholder
Welghied average number of shares
~90,00,000
© 10,000
= 500
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calculation of diluted EPS:
90,00,000
let profit for the curren! year i
s n 20,000

(+) Saving in inlerest expenses due conversion of debenture in to shares
(-) 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

| Additional equity shares due to conversion of debentures (5,000 x 20)/10 10,000
20,000

| Adjusted shares after conversion of debenture in to shares

Adjusted net profit

Diluted EPS = Adjusted shares
! 90,14,000
© 20,000
i = 450.70
., Problem No. 2] From the following information, calculate diluted earnings per
" share (EPS) of the company:
. Net profit for the current year 183,00,000
Number of equity shares outstanding 20,00,000
i  Number of 10% convertible debentures of T100 each 1,00,000
t  (Each debenture is convertible into 10 equity shares)
Interest expense for the current year £10,00,000
Y Tax relating to interest expenses 0%
’ [Dec. 2015 (3 Marks)]
g Ans.
Calculation of EPS;
i gps . _Profitavailable for equity shareholders
i Weighted average number of shares
f ~83,00,000
| ~20,00,000
i = 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 tax due saving in interest expenses (10,00,000 x 30%) (3,00,000)
Adjusted net profit 90.00,000

BNNYIAVL
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_! 4 | ACCOUNTING FOR SHARE CAPITAL
(AT

UNIT | ; ISSUE OF EQUITY SHARES

THEDRETICAL QUESTIONS

Q. 1. In case of under subscription of shares, questlon of returning the money does
nol 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 904 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 monics received

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

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

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 restructuring
scheme in accordance with any guidelines or directions or regulations spevified by the
RBI under the Reserve Bank 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 who is in default shall be liable 10 a penalty which may extend
10 an amount equal to the amount raised through the Issue of share
¥5 lakh, whichever is less.

The company shall also be liable to re

12% p.a. from the dale of lssue of su
been Issued,

s at a discount or

fund all monies received with Interest at the rate of
ch shares to the persons to whom such shares have

4.1
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Puints

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.

3 T s-in-advance & .
Ans. Following are the main points of distinction between call calls

R = i
Q. 3. Distinguish between: Calls-in-Advance & Calls-In =

[Dec. 2008 (3 Mark_.,‘
)

11"[-;“.I,Ra

When calls are made upon

allotted, the shareholders hi?;.r ]
the shares are bound 1o pay },. . &
money within the date fixed I'nr:c“.l.
payment. If a shareholder maku&.
default in sending the cal mJSE
within the appointed dage Tﬁk
amount thus failed is called ca’ll"-inb
aITear, :

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 at such rate not
exceeding 129 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_-r_-‘-_.;_ﬁ;l“'
Companies Act, 2013 pm\.id:
that, if a call is not paid before o rJ:
the day appointed for payment ||-.L:
shareholder shall pay interest froy,
the day appointed for paymen 1:,
the time of actual payment at 10
p-a. or at such lower rate, as (}e
Board may determine.

Nnture

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: Lien on a share

[June 2011 (3 Marks)]

Ans. Lien means to withhold the property of another for the lawful debts. It is equitabl
charge on the shares Lo secure any debis due from member of the company.

As per Table F 1o the Companies Act, 2013, the company shall have a first and paramoun!

lien:

(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 being fully paid shares) standing registered in the name of a sing¥
person, for all monies presently payable by him or his estate to the company.

The Baard of directors may at any time decl i l
3 ) 3 eclare any share ] n part exem?
from the provisions of this clause. : T

The company’s lien, il any, on a share shall extend
declared from time 1o time in respect of such s

1o all dividends payable and bonus®
hares,

Lien never imvolw sducti et
du:lauh-.».:n Pa}m::ln uction of capital because the shares are sold if the member m2X
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Q. 5. What 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)]

Ans. A company may issue securities at a premium when it is able to sell them at a price
above face value. The Companies Act, 2013, does not stipulale any conditions orrestrictions
regulating theissueof securities by a 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 to 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:

(1) Issuing fully paid-up bonus shares.

(if) Writing ofl expenses or commission or discount on any issue of equity shares,
({i) 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. Sccurities 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 T10 each Issued at a premium o
20% (to be pald at the time of -ppllcnl:!nn'mohey) on ﬁlﬂeh nﬂoun:m m:rf

::tnnd first call money of T3 were not received; the fnal call money of 22 is not

—pNNVIVX VL
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- 4:5- Thm !lhﬂ.l'l:s. we,
These shares were origlnally allotted in the ratll‘l:;;m B paidup., e Supyp
quenlly re-lssued at a discount of T1 per share:

[June 2011 (3
Pass journal entries in the books of Alex Ltd. M“ﬂu)]
"mi.:
Application  (1+2) 3
Allotment 4
First call 3
Final call 2
12
™ In the books of Alex Ltd:
Journal Entries
Date | Particulars : De(5) Cr. (%)
Share Capital Ac (100 x 8) Dr. 800 .
To Share Forfeited A/ic (100 + 75)or(375-200) 17
To Share Allotment A'c [(100 % 4)-*75) 3
To Share First Call Ajc (100 x 1) 300/
(Being, 100 shares forfeited for non-payment of I

allotment and first call as per Baands Resolution
No.... dated ...... )

Note: Share Capital Ac will be debited by called
up amount. Securities premium account will not
be debited as it is received and it will be deducied .
while calculating amount to be credited to Share |
Forfeiture A¢

Bank Ac (100 x 7) Dr. 700
Share Forfeited Ac (100 = 1} Dr. 100
To Share Capital A (100 x 8) 800/

(Being, re-issue of 200 forfeited shares @ 7 per :
sharesa1? 8 paid up and discount on re-issue debited |
to share forfeited account) |
Share Forfeited Ac (175 = 100) Dr 75

To Capital Reserve Alc 3
(Being. balance in share forfeiture account
transferred to capital reserve account)
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'(_}';;Tppllcallun 22
On allotment 5 (including premium)
On first call T3

On second and Anal call 32

Applications were recelved for 45,000 sharcs and prorafa allotment was made on
the applications for 36,000 shares. Money overpald on applications was employed
on account 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
after the second call. :

Of the shares forfeited, 1,200 shares were sold to 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 90,000
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 A/c ?Eggg
To Bank Alc 13,000
(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 Alc (30,000 x 5) Dr. 1,50,000
To Share Capital A/c (30,000 x 3) ' 90,000
To Securities Premium Ale (30,000 x 2) 60,000

(Being, allotment meneydue on 30,000 shares
@ ¥5 per share including 22 for securities

premium as per Boards Resolution No...
dated ...... )

I
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Dale

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

(Being, balance allotment moncy received

excluding that oFR.'un_eﬂ____'____...--—DT

Share First Call Alc (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 exe

that of Ramesh & Mohan)

Juding

Share Capital A/c (600 x 8)
Securities Premium A/ (600 x 2)

To Share Forfeited /e (Note 1)

To Share Allotment Afc (Note 2)

To Share First Call Alc (600 x 3)

(Being, Rameshs share forfeited for non-

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

NTING

__'__——4-"-_-.-_’-_
Particulars B
Dr.

Dr.

Dr.

Dr. (%)

Share Final Call Al (29,400 x 2)

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

Bank A/c (29,400 - 900) x 2 Dr.
Share Final Call e
(Being, final money received excluding that
of Pawan & Promod)
Share Capital Afe (900 x 10) Dr.
To Share Forfeited Alc (900 x 5)
To Share First Call Al (900 x 3)
To Share Final Call A/c (900 x 2)
(Being Mohan's share forfeited for non-
payment of first call & final call as per Boards
Resolution No..., dated ...... ) :
Bank Afc (1,200 x 9) Dr.
Share Forfeiture Ale (1,200 x 1) Dr.
To Share Capital A'c (1,200 x 10) '
(Being, 80shares re-issued @ 11 as per Boards
Resolution No..., dated ...... )
Share Forfeited Al'c (See Note 3) D
To Capital Reserve Ale i

(Being, balance in share forfeiture accoun
transferied 1o capital reserve account) ‘

1,35,240

90,000

85,500

4,800
1,200

58,800

57,000

9,000

10,800
1,200

3240

85,507

" 1440
Li] 2-T60
1,800

|
58,800

57,000

4,500
2,700
1,800

12,000

3,240
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I Balance Sheet of A Lid.
[EQUITY & LIABILITIES £
| Sharcholders Fund
Share Capital (29,700 shares @ 210 cach) 2,97.000
Securities Premium 58,800
Share Forfeited Account 1,500
Capital Reserve 5 g::g'
: 60,
ASSETS T
Current Assets
Cash & Bank Balance 3.60.§jg
3,60,
JE:'te 1:
Shares Shares Application Application money appropriated towards
plied | allotted money Appllcation Final |Refund
ap Rty fgﬂp" ) | Allotment | Firstcall | ° Jp
36,000 30,000 72,000 60,000 12,000 = 2
9,000 . 18,000 - 18.000
45,000 30,000 20,000 60,000 12,000 - 18,000
Calculation for Ramesh:
[ 720] 600 [ *1440 | 1.200] 240] T ey
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 m T
Amount nol received form Ramesh '(2 ':"60) 1760
1,35,240
Nole 3: Calculation of capital reserve on reissue of shares:
Share F'f'"fﬂiIEG Alfc eredited at the time of forfeiture for 900 share of Ramesh 1,440
P"DPUFHOM'EL‘ Share Forfeited A/c bal. for Mchan'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 v sha 10 cacks TH
s ; /000 equity es of 10 each, I7 called-up, is-
‘}'?il at a premium of 20% (to be paid at the time of allotment) rormpm '
o' allotment money of ¥4 per share (including premium) and first call llfgi F’Wm'
prare. Out of these, 600 shares were re-issued as fully paid-up for 28.50 per share
Pass the journal entries for forfeiture and re-issue of shares, CEh e
[Dec. 2013 (3 Marks)]

e ——
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Ans.:

Application
Allotment (2 + 2)
First Call

Final Call

LA P Y
‘qu\

§

9]

I
~  n the books of Y Ltd-

Journal Entries

Dr. (T) _-_‘_HE"‘“-\

Date Particulars E®
Share Capital A/c (1,000 x 7) Dr., 7.000

Securities Premium A/c (1,000 x 2) Dr. 2,000 -

To Share Forfeited Afc (1, 000 x 3) 300

To Share Allotment Alc (1,000 x 4) 4,00
To Share First Call A/c (1,000 x 2) 2,000
(Being, 1,000 equity shares forfeited of T7
called up fornon-paymentof allotmentof T4
and first call of 2 per share as per Board’s
resolution No...... dated ...... )
Bank A/c (600 x 8.5)
Share Forfeited A/c (600 x 1.5)
To Share Capital A/c (600 x 10)
(Being, re-issue of 600 shares for 78.5 and
discount of 2 1.5 on re-issue debited to share
forfciwd account as per Board's resolution
...... dated ......)
Sh:m.- I‘orl'cned Nc [Note I] Dr. 900
To Capital Reserve Alc 500
(Being, profit on re-issue transferred 1o
capital reserve)
Note 1: Calculation of capital reserve:

Dr. 5,100
Dr. 900

6,000

Share Forfeited A/c credited at the time of forfeiture for 1,000 share 3,000
Proportionate share forfeited balance for 600 share (3,000 x 600/1,000 1,800
Share Forfeited A/c debited at the time of reissue . p00) ______Eggl
Amount to be credited to capital reserve 900

Problem No. 41 A Lid. forfelied 360 shares of ¥10 each, < Tsued a1
8 called-up, issuct' 2
F‘ﬂm‘fﬂrpum ). O ay for tohllmmtml:riﬂ'ﬂ””“

called up for 210 per st ’_mmntummiuuedt o Amit ¢
_ *June 2017 (3 Marks)
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Ans.: Problem is not properly drafted, details of application money and call maney is not
clearly given in the problem. Hence, it assumed that out of 8 paid-up, T2 is application
money and T3 is the first call nioney and accordingly problem is solved,
Application 2 v
Allotment (3 + 2) 5 x
First call 3 x
Final call 2
12
In the books of A Ltd.
Journal Entries
Date Particulars Dr. (%) Cr. (%)
Share Capital Afc (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 A/c (320 x 8) Dr. 2,560 3
Share Forfeiture Alc (320 x 2) Dr, &40 E
To Share Capital Afc (320 x 10) 3200| 2
(Being, 320 shares issued at T8 called-up for {p
210 per share fully paid-up)
Note 1:

Calculation of capital reserve:

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

Problem No, 5] Delhi Chemicals Ltd. was registered with thorized capital
¥15,00,000; consisting of 1,50,000 Equity :I:Er:u of 710 u:]l:.l'l?he cump::; issu::

a prospectus inviting applications

 evablonataa e § applications for 60,000 shares at a premium of 22 per share,
On application -72

On allotment -5 (including Premium)

On first & final call -25

EPF“ﬂﬂm were received for 80,000 shares. Le { '
v tters of regret were sent with the
helt i““"_"htheappﬂmmnz,oﬂmhw.rmnuanomm ‘made on

Excess money received on applications was utilized tment '
Pass the necessary entries in the Journal of the mmpmmmmmm mmﬁ
required note of ‘Share Capital’ in accordance with the provisions of Schedule.111
of Companies Act, 2013, Dime 013t i'm

e
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Ans.
In the books of Delhi Chemical Lid.
Journal Entries
P e e
Date ] Particulars = DL@_R&-\
e Dr. | 160000 &)
To Share Application Alc 1,60 g, |
(Being, npplicmjon money for 80,000 shares Y
received at @ T2 per share)
Share Application Alc Dr. 1,60,000
To Share Capital Alc 1.20,00,
To Share Allotment Alc s D"I'I]I
_To Bank Alc 24,5¢|
(Being, out of application maney, T1,20,000 "
pertaining 1o 60,000 shares transferred toshare
capital account, excess application adjusted ‘
towards allotment and balance money on
12,000 shares refunded) ‘
Share Allotment Alc (60,000 x 5) Dr. 3,00,000
To Share Capital Afc (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 Afc (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’ Dr.|  3,00,000
To Share First & Final Al 3,00,000
(Being, first & final call received)
Note No. 1] |
Shares | Shares T Application | Application money appropriated | Refond
|I 65,000 o0.000 136,000 7 l;!ﬂ,cm 1 16,000 call __..-.-..-‘
| 12000 - 24,000 A 4 ] 24,000
[ 5000 | 0000 | 160000 1 130000 T 600 B | 24,000
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problem No. 6] Mithu Ltd. forfeited equity shares of 710 each, which ‘”2:‘512’5' fp
nally Issued at a premium of 20% to Guna, On these shares 79 per share calet '8
(other than premium). Guna failed to payallotment money 35 (including pre e
and also the first call of 22 per share. Out of these shares 700 shares are re- ol
1o Naku as fully paid-up for 28 per share. Give journal entries for forfeiture

re-issue of shares, : [June 2018] (3 Marks)]
Ans.:
;‘Pp]ication 4 v
Allotment (3 + 2) 310
First call 2 x
Final call el
12
In the books of Mithu Lid.
Journal Entries
Date Partlculars Dr. %) . ®)
Share Capital A/c (1,000 x 9) Dr. 9,000
To Share Forfeiture A/c (1,000 x 4) 4,000
To Share Allotment Alc (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) ; Dr. 5,600
Share Forfeiture Alc (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 to the
public. The amount was payable as to 4 on application. ? 5 (Including premium)
on allotment and ¥ 3 on call. The issue was subscribed to the extent of (rwo 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 allotied on pro rara basis t6 other applicants,
The excess amount received on applications to the extent of allotment dues was
l'l;:'alnui Shareholders holding 16 lakh shares out of pro rata issuc failed to pay

money and call money. Thelr shares forfel equity
lhnruummdnued:t!gpeuhmfullypald. : Kk el lekn

Shosvthejumuluniuindndlnxmhmmuﬂm [Dec. 2018 (5 Marks)]

- e
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Ans.
Application 4
Allotment (3+2) 5
First & Final Call 3
.E.
In the books of Mudgal Lid. 5
il R I | 1 lag
Dats ;:EM 3,600 _h‘“;’\
¢
To Share Application A/c 340, |
(Being, Being application money received 900 lakh
shares)
Share Application Afc Dr. 3,600
To Share Capital Afc 14ty
To Share Allotment Alc Ly
To Bank Alc Bay |
(Being, application monecy 21,600 lakh transferred
10 capital account and 1,120 lakh adjusted towards
allotment and balance 880 lakh refunded (o
applicants as per Boards Resolution No. ..... dated
Share Allotment Alc (400 x 5) Dr. 2,000 !
To Share Capital Alc (400 x 3) 1,200/
To Securities Premium Ale (400 x 2) BD
(Being, allotment money due on 400 lakh shares @
t5 per share including {2 for securities premium as
per Boards Resolution No. ..... dated ...... )
Bank Alc [Nore 2] Dr. B36
To Share Alloiment Ale B3¢
(Being, allotment money received)
Share First & Final Call Alc (400 x 3) D, 1,200
To Share Capital Afc 1,200
(Being, first & final call money due on 400 lakh '
ﬂmﬁlﬁ‘ Pﬂ'.lﬁhm as per Boards Resolution
A0odaled ... |
Bank A'c (400 - 16) x 3 Dr. 1,152
To Share First & Final Call A% 152
(Being, first & final call money received)
Share Capital A'c (16 » 10) Dr. 160
Securities Premium A'c (16 x 2) 2 i
To Share Forfeiture Al « 100
To Share Allotment A'lc_ - o id
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Date Particulars Dr. Cr.
To Share First & Final Call Ac (16 x 3) 48
(Being, 16 lakh shares forfeited for non-payment of
allotment & first & finalcall as per Boards Resolution
[No. ...dated .........)
Bank A/c (10 x 9) Dr.| 90
Share Forfeiture Alc (10 x 1) 10
To Share Capital A/c (10 x 10) 100
(Being, 10 lakh shares re-issued @ 29 and discount
on re-issue debited to share forfeiture account as
per Boards Resolution No, ... dated Figrecd)
Share Forfeiture Alc [Note 3] Dr 52.5
To Capital Reserve Alc 5235
(Being, balance in share forfeiture account
transferred 1o capital reserve account)

Note 1: (T in lakh)
Category | Shares | Shares |Application Application money appropriated | Refund
applied | allotted mun:zd towards —t

recei lication
Argapilﬂ] Allctmert |l
L 200 - 800 - = = 800
I 200 80 800 320 400 - &0
111 500 320 2,000 1,280 720 - =
Q00 400 3,600 1,600 1,120 - 880
Calculation for 16 lakh shares allotted on pro-rata basis:
[ m [ as] 16 ] *100 64| T = -]
Calculation of shares applied 1o whom 16 lakh shares are allotted:
For 320 lakh shares allotted — 500 lakh shares applied
For 16 lakh shares allotted — >
16;2;(}0 = 25 Jakh shares
Note 2: Calculation of amount received on allotment:
Total For 16 lakh
shares allotted
Amount due on Allotment (400 x 5) 2,000 (16 x3) 80
Excess application money adjusted towards allotment (1,120) (36)
880 44
Amount not received from 16 lakh shares allotted (44)
836
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2 ghare!
Note 3: Calculation of capital reserve on reissue of

: : < Jakh shares !
Share Forfeited A/c credited for forfeiture of 10 ]11\1\05 lakh shares '-Jf.’,ﬁ

Propartionate Share Forfeited A/c bal. for reissued 1 623
(100 x 10/16)

Amount debited on reissue g,
. g,
3¢

of Board of Directo o
Problem No. 8] During the course of the meeting rs of y
Ltd,, it has b:ln dtl:i:ﬂ] to forfeit the 500 shares held by Aasha oD accoyy, P
non-payment of the call amount of 24 per share, Ithas been informed that the g,
volue and the called up value per share Is T10. Based on the resolution passeq I:,

the meeting of Board of Directors, shares of Aasha have been' forfeited. In tu
300 forfeited shares are reissued at the rate of 29 per share. You are requireq
pass the journal entries in the books of Yana Ltd. [June 2019 (5 Mﬂrh}n]
Ans.
In the books of Yana Lid.
_ Journal Eniries
Date Particulars Dr. (1) o
Share Capital Alc (500 x 10) Dt 5,000
To Share Forfeited Alc (500 x 6) 3000
To Share First & Final Call Afc (500 x 4) 2000

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

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 Lo share [orfeiture account as
r Boards Resolution No. ... dated ... )

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

{Being, balance in share forfeilure account
transierred to capital resenve account)

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

Share Forfeited A'c credited at the time of [urfeiture [ L
or 500 share L
Prupmrtionate Share Furfeited A bal. for reissued 180
{3 000 » 300 200) s e |
Aruunt debited on resssue {300,
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Alternatively,
Capital reserve = (Amount paid per share - Discount on reissue) x No. of shares issued
=(6-1)x 300
= 1,500

Problem No. 9] Aaru Ltd. has issued 500 lakh equity shares of 710 each to public in
the year of 2017-18. The amount were payable as 72 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 first and second calls are in arrear,
— Z who is holding 5,000 shares on which second call is in arrear.
On 1st Navember, 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

In the books of Aaru Ltd.

Journal Entries (T in lakh)

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

(Being, application money received on 500 lakh shares
@ 22 per share)

Share Application Alc Dr 1,000
To Share Capital Alc

(Being, application money transferred 1o share ca pital
account)

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

Cr

1,000

1,000

999.70

NN VILXAL
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| Dr.
| Date Particulars D)y | —-——]—55-0—%
Share First Call Afe (500 x 3)
To Share Capital Alc g L3g|
{Being, first call money due orl| s00 lakh !-]'lﬂl".-(—;' @‘-.?-3) 1
«r share as per Board Resolution NO. .- dated .- D 1,499.2
Bank Alc [(500 - 0.15 - 0.10) x 3] | e |
To Share First Call Ale L-’J 1,495 %
cing, first call money receiv
g?mn:g&-cond & Final Call A/c (500 x 3 Dr. 1,500
Share Capital Alc i
(Etizt-;. second z final call money due on 500 lakh 0
shares @ T3 per share as per Board Resolution No.
ceere dated oonii- )
Bank Alc [(500 - 0.15 - 0.10-0.05) x 3] pr| 1,499.10
To Share Second & Final Call e 1,499 1,
(Being, second & final call money reccived) ’
Share Capital A/c [(0.15 + 0.10 + 0.05) = 10] Dr. 3.00
To Share Forfeiture Alc 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 Aic 0.9u=
[0.15+0.10+0.05) = 3] |
(Being, shares forfeited for non-payment of alloiment
and call money as per Board Resolution No. ... dated
...... )
Bank A/c [(0.15 % 11) + (0.10x9) + (005x7)]  Dr 2.90
Share Forfeiture Afc [(0.10 x 1) + (0.05 = k1) 0.25
To Share Capital Alc 3.00
[(D.)5 « 0.10 « 0.05  10)] ]
To Securitles Premium Alc (0.15 = 1) 0,15
{Being, forfeited shares are reissued as per Board
Resolution No. ... dated ...... )
Share Forleiture Alc (1.05-0.25) Dr. 0.80 |
To Capital Reserve Alc 0.80
{ Being. balance in share forfeiture account transferred
1o capital reserve uccount)
—

‘mmmmhm'm mj mm' cf.nrl'd“ : ‘tu!m equity shares of 100 each BO per share
Mﬂmmmﬂ‘ﬂ;ﬁhﬁ were issued at a premium ol;}l'l:":}
_ . 50 per share uding premium). Ou

these forfclicd shares 200 shares were mha&'rdnﬂym% by lf:mmpmy a1 60
- - [Dec. 2021 (3 Marks!
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Ans.
In the books of Veena Lid.
Journal Entries
(Date___ [Particulars Dr.(]  cr@)
Share Capital Afc [300 x (80 - 10)) Dr. 21,000
To Share Forfeiture Ale [300 « (50 - 10)] 12,000
To Share Final Call Alc (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 x 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 forfeiture account
I g 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: g
5
¢ £
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 - 30) x 200
= 2,000

UNIT |I: SWEAT EQUITY SHARES

THEORETICAL QUESTIONS

Q. 7. A listed company intends to i
s 0 1ssue sweal equity shares to its directors and.
_— :: em?losl&u. Advise the company about the conditions to be fulfilled I'o:

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

| —— T e
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Ans. .
Sweat Equity Shares [Section 2(88)]: Sweat equity Sh?“ﬁ:ﬁ:ij‘iﬁ::;; hh:]l Fes sy
acompany 10 ts directors or employees at 8 discopnt & }01 nature of inlcflo o han o !
for providing know-how or making available rights in the 1 €ctual Prope,,
rights or value additions, by whatever name calics: ) ) ¢
Issue of sweat equity shares [Section 54]: A company S S‘H:::; squi
a class of shares already issued, if the following conditions are satisticc:

{a) The issue has been authorized by 2 special resolution passed by the Compay, .
the general meeting. oy

(b) Such special resolution should clearly specily:

- Number of shares
- Current market price
- Consideration and
. Classes of directors or employees 10 whom such equity shares are 1o be issueg
. L
MHWW”MMWWWWMW
to commence-business: (Deleted by the Comparties {Amendment) Act, 2017)

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

() Acompanywhose sharesare nolso listed should comply with the Companies (S,
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 applicahle ,
equity shares shall be applicable to the sweal equity shares issued and the holders of 5~.\u.-:v
equity shares shall rank pari passu (on an equal footing) with other equity shareholden

¥ sha,
Ares, ]

UNIT 111 : ISSUE & REDEMPTION OF PREFERENCE SHARES E

THEORETICAL QUESTIONS

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

[June 2002 (5 Marks)]

Or
“‘““ the conditions which must be fulfllled for redemption of preferenct
s ; [June 2011 (6 Marks)

Ans. Issue & Redemption of Preference Shares [Section 55]:

(1) Irredeemable preference shares
shall issue any preference shares \m mlnu;d;:b?:nmpanyﬂmilcd il
(2) Period for which
o tiginy Tl ﬁﬁm%m €an be issued: If authorized by its 21"
J Y issue preference shares which are liable to "

deemed within a period not i
e o coppuics ot exceeding 20 years rom the date of their issue %
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(3

(4)

(5

—

(6)

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

As per Rule 10 of the Companies (Share Capital & Debentures) Rules, 2014, a com-
pany engaged in the setting-up and dealing with of infrastructural projects may issue
prelerence shares [or 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) Oul 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-tp.

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

Capital Redemption Reserve Account may be applied for issue of fully paid-up bonus
shares,

Premium on redemption of preference shares:

(é) 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, before the shares are redeemed,

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

(b) Outof 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 position to redeem any preference shares or to
pay dividend, iFany, onsuch shares in accordance with the terms of issue (such shares
referred as unredeemed preference shares), it may, with the consent of the holders of
314" in value of such preference shares and with the approval of the Tribunal ona
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 shal

erence shares held by suc
redeemable preference shares.
st The issue of further redcema

Explanarion
preference s
capital of the company.

Q. 9. Distinguish between ‘equl

Ans. Fallowing are the main points
equity share capital:

] arder the

h persons who hnmve n

hares shall not be Jdeemed to bean

I =
ty shares’ and preference shares’. TN

RPORATE ACCOUNTING

redemption forthwith of
ol cum'-n-'nlcd to the issue of { T,
U:—:hrr

ble preference shares or redempy;,,
increase or a reduction, in the s!:,q
%

[Dec. 2016 (3 Markg)

ALY
of distinction between preference share Capita]

Equity Share Cam

| Points | Preference Share Capital
Meaning Preference share capital, with ref-
erence to any company limited by

f the issued

shares, means that part o

share capital of the company which

carrics or would carry a prefercntial
right with respect to:

{a) Payment of dividend, either as
a fixed amount or an amount
calculated at a fixed rate, which
may either be free of or subject

l 1o income-ax.

{b) Repayment, 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. whetherornol, thereisa
preferential right to the payment
of any fixed premium or premium
on any fixed scale, specified inthe
memorandum or articles of the
COmMpany.

Equity share capital, with Te?;r:":-»
to anv company limiled by Sh::,:]w
means all share capital which g 5
preference share capital. i)

Preference shares are entitled 1o a
fived rate of dividend.

Rate of dividend on equity shares is
recommended by the board of direc-
tors in its report to the shareholders,
which is approved by the sharcholders|
al the AGM.

Dividend on the preference shares is
paid in preference 1o the equity shanes.

Dividend on equity shares is pnid'
only after preference dividend has
been paid.

S o |

In case of winding-up, preference
share holders get preference over
equity share holders with regard 10
the pavment of capial.

In case of winding-up, equity share|
holders get payment of capital after |
the pavment of capital to prefercnt®
sharcholders .
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Polnts l Preference Share Capital | Equily Share Capital
mc- Dividend on preference shiare may be | Dividend on equity shares is not cu-
ness cumulative. mulative.

voting rights | Votingrights of preference sharchald- | An equity sharcholder can 1.01# on all
ersarerestricted. As per Section47(2), | matters affecting the company.
apreferenceshareholder can vote only
in following cases:

(a) Whenhisspecial nghisasa prefer- !
encesharcholderare beinzvaried.
(b) Any resolution forthe winding-up
of the company or [or the repay-
ment or reduction of its equity or
preference share capital,
(¢) If preference dividend has not
been paid for a period of 2 years
or more, |

Bonus & No bonus sharesiright shares are | Acompany may issue rip_:hl:i'e-hm-al. or

right shares | issued (0 preference share holders | bonusshares to the company s existing

equity sharcholders.

Redemption | Preference shares are liable to be | Equity shares cannot be redeemed
redeemed within a period 20 vears | except under a scheme imvolving re-
from the date aof issue. duction of capital or buyv-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 financial 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 beapplied forissue of fully paid-up bonus shares.
Transfer of certain sums to capital redemption reserve account [Section 69]:
(1) Where 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

tmnsfcm:_d to the Capital Redemption Reserve Account and details of such transler
shall be disclosed in the balance sheet,

(2) The C:_a.piml Redemption Reserve Account may be applied by the company, in paying
up unissued shares of the company 1o be issued to members of the company as [ully
paid bonus shares, . .

Presentation in financial statements: Capital Redemption Reserve Account will be shown
in balance sheet on liabilities side under the head “Reserve & Surplus”.

NSV —— ——
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broblem No. 11] The summarized balance <heet of AB Ltd. as on 31.3.2¢54 T

em MsNO.
follows:
EQUITY & LIABILITIES 80,000 :
Equity Shares of 710 each 28 called-up o ,
Less: Calls-in-arrears 32 per share ¢yl ey 9]700
1,000, 119 Preference Ghares of T100 gach fully ,00,

d-up :
Em Calls-in-arrears on 250 shares __(5,000) gs-ﬂnu
Securities Premium 5.3
Investment Allowance Reserve 55,00
General Reserve 50}%“
Profit & Loss (Surplus) 90,00,
Trade Payables __ELﬂﬂg_
4'ﬂull}ﬂﬂ

TS —-Hh.i
ASSE
Land & Building 1,50,00
Plants . ) 50,00
Fumliture 25,000
Investments (Face value 250,000) 45,00
Stock in trade 2000
Trade Receivables 30,00
Cash at Bank 80,00

4,00,000

The company resolved to:

(i) Realize Investments at €40,000.

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

(iif) 1ssue 500, 14% debentures of ¥ 100 each at premium of 5%.

(i) Forfelt preference shares on which the call money remained unpaid immed
ately before the redemption of preference shares, holders of 200 shares paid
their dues belore forfeiture,

(v) Re-lssue the forfeited preference shares at 250 each,
(vi) Re-issue the forfeited equity shares a1 212 each as 28 paid-up. :
Pass necessary Journal entries to give effect (o the above. [Dec. 2012 (6 Marks!
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Ans.

Date
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In the books of AB Lid.
Journal Entries =
Particulars Dr. Q)| Ce(®
Bank Alc Dr. 40,000
Profit & Loss Alc Dr. 5,000
To Investment Alc 45,000
(Being, investment sold at loss)
Equity Share Capital A/c (150 x 8) Dr. 1,200
To Equity Share Forfeited A/c (150 x 6) 200
To Call-in-Arrear Afc (150 x 2) 300
(Being, forfeiture of 150 equity shares for non-pavment
of Call-in-Arrear)
Bank A/c (500 x 105) Dr.| 52500
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 Forfeited Afe (50 x 80) 4,000
To Call-in-Arrear A/c (50 = 20) 1,000
(Being, forfeiture of 50, 11% Preference shares for non-
pavment of Call-in-Arrear)
Bank A/c (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 Alc (150 x 8) 1,200
To Securities Premium Ale (150 x 4) 600
(Being, Re-issue of forfeited equity shares @ 12 cach as
T8 paid up)
Equity Share Forfeited Alc Dr. 500
Preference Share Forfeited Alc Dr. 1,500
Ta Capital Reserve Alc 2,400
(Being, balance of share forfeited account transferred to
Capital Reserve Account)
11%0 Preference Share Capital Alc Dr | 1,00,000
To Bank A/c
| (Being, preference shares redeemed) 80,000
General Reserve Alc Dr. 50,000
Profit & Loss Alc Dr. 50,000
To Capital Redemplion Reserve Ale 1,00.000
(Being, amount transferred (o CRR as per reguirement 2%
of Section 55 of the Companies Act, 2013)

e
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! Problem No. 12] Extract of ledger balances of Kal

; ITING
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includes the following:

2,000, 12¢¢ Preference shares of T100

Surplus

Securities premium

Under the terms of lssue, the preferen
" at @ premium of 10%. The directors de
shares of 210 cach at a premium of 5% for

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

each, fully paid

1
ce shares are redeemable on 31* March, ,
sire to makea minimum [resh issue
redemplion purpose.

the amount of fresh issue to be made and

)

P’“ Ltd. ason 31® Pﬂﬂrth' 20

Tt
eqult}l

rk!'”

Ans.

In the books of Kalpana Ltd.
Journal Entries

[une 2016 (5 pg
25 Marky))

Particulars

AR AANE

Bank Ac (16,800 = 10.5) Dr.

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

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

Prelerence Shares Capital Afc Dr.

Premium on Redemption Afc Dr.
To Prelerence Sharcholders Afc

(Being, amount due on redemption of preference

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

Preference Sharcholders Afc Dr.
T Bank A'e
(Being, amount paid to preference shareholders)

Surplus A'e Dr.
To Capital Redemption Resenve Ale

(Bemng, amount transferved 1o CRR as per

trequimement ol Section 55 of the Com: }
e panies Acl,

| Securiiies Premium A ¢
To Prenuum on Redemprion Ale
|i.I'L-m,',plr.mlurnnlrln.'ll-.'rnplhmL‘bl'pl’:lmnce:.hare

Dr.

wnitien off against secunities premium account)

Dr. (R) m
1,76,400 |
168,000/

B0

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

2,20,000
2,20,000

32,000
32,000

20,000
20,000
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Note No. 1:
Free Reserves Capital Profits
T CRR
Surplus SP :
Balance 40,000 | Balance 12,000 32,000
Premium pn 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 premitum on redemption of prefevence shares only existing
balance in securities premium can be used.

Problem No. 13] Lily Ltd., having sufficient balance to the credit of general reserve
and 71,00,000 balance in securities premium account, decides to:

- Redeem 5,000, 10% redeemable preference shares of 2100 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 D ®)| cCr@)
109 Redeemable Preference Shares Ale (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 Alc Dr. | 5.25.000
To Bank Alc 5,25,000
| {Being, amount paid to preference shareholders)
General Reserve Alc Dr. | 5,00,000
To Capital Redemption Reserve Ale 5,00,000
(Being, amount transferred to CRR as per requirement
of Section 55 of the Companics Act, 2013)

| TN R RS
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! D\\\F\

Dat c LX) :
e Particulars Dr. 25,0001 Cr_“ﬁ-
o

! Socuritiss Premium A | ~

To Premium on Redemption A€ . B
mpltion of preference share | ‘ 2

Premium A<)

[#]]

| {Being, premium on redel 0y
! written off from Securitics
| Capital Redemyption Reserve A€
{ | To Bonus to Sharcholders A< n 5,00
@ | {Beinz, 50,000 bonus shares of T10 declared to existing g
B | shareholder as per Shareholders Resolution NO. ...
(dated .....)
| Bonus to Shareholders Ac Dr. | 5.00,000
1 To Equity Share Capital A¢ S
| . : .t : K 00 1,
| { Being, bonus share issued 1o existing sharcholders) 1

Dr. | 5,00.000

e

| Problem No. 14] Balance Sheet as on March 31, 2022 of MUs Rajvansh Ly N
| 1  EQUITY & LIABILITIES Note No. '

(1) Sharchalder’s Fund
(a) Share Capital 1 2,995
(b) Reserves & Surplus 2 38,000
LA {(2) Current Liabilities 3 1.72I5[]u
S s 52000
= (1) Noo-Current Assets 3,00,000
('21 Current Asseis (including Bank Balance of 2,20,000
1,00,000) ————'
TOTAL 5,20,000
Note 1: Share Capital:
2,000 Equity Shares of T 100 each 2,00,000
1,000 9%¢ Redeemable Preference Sharesof T 100 each  1,00,000
Less: Calls in Arrears ¥20 per share {500) 99,500
Total 2,99,500
Note 2: Reserves & Surpluses:
g:u:r[ﬂ Pﬂ.‘::lum B i
Total = ]
- 48,000
Nole 3: Current Liahilities: E y
guﬂi Payable dat%)
Total "'E{E%
72,5
The Directors forfeited the Preference Shares o
notice to the shareholders -n:r! thereafier Mfu:tllﬂn-mbdp‘;immt of calls nf:;f:: E
premium of 10%. Forthe Preference S
purpose, the company made a fresh issue of Equity SP2
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—urﬁ-_l.EE.;Ell at a phrl:l‘li_l.lm_nr 5% lor st.lla-.:muu,ul as u_; necessary, after tnk:;:g
into account the utilization of available sources 1o the maximum exient. All
shares were subscribed and moncey received in full.

pass necessary Journal entries for the above transactions. [June 2017 (5 Marks)]

Ans.
In the books of Rajvansh Lid.
Journal Entries
Dale Particulars Dr. ! z ) L "J
9% Preference share Capital Al (25 » 100)  Dr 1,500, |
To Share Forfeiture A'c (25 x 80) : Z.Wﬂi
To Call-in-Arrear A'c (25 x 20) | | :-00[
(Being, 25 preference shares forfeited for nen- |
payment of call) '
Bank A/c (675 x 105) Dr. 70875
To Equity Share Capital A'c (675 »100) ' ' °75L‘Oi
To Securities Premium Alc (075 « 5) 3375 l
(Being, 673 equity share of T100 issued at i | t
premiumof? 5as per Sharcholders Resolution ; i |
No....dated ......) i ;
99 Preference Shares Capital Ale Dr ! ‘)T.:"'Jl}l
Premium on Redemption Ale Dc | 9.750
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 | 1,07.250 |
To Bank Alc | 1.07,250
(Being, payment made 1o preference
sharcholders)
General Reserve Alc Dr 20,000
To Capital Redemption Reserve Alc 30,000
(Being, amount transferred 1o CRR as per
requirement of Section 53 of the Companies
Act, 2013)
Securities Premium Alc Dr. 9,750
‘Ta Fremi!.lm on Redemption Alc 9.750
(Being, premium on redemption of preference
share written off against securities premium
account)
Working Notes:

No. of preference shares to be forfeited = 500720 = 25
No. of preference shares 1o be redeemed = 1,000 - 25 = 975

————

u\ SNVRAVL——
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Capital Profits
Frec Resenves W/’ﬁ
R
30,000 Balance 1,000 )
Balance (.}DE'J Premium on (9,750) g
For preference share capital (30, redemption
—il 8,250
On issue of 3,375
equity shares
11,625
1075 3 emium redemption .
Preference share capital (975 < 100) 97,500 l:;;.SUU < 10%) 9.5
P
Out of GR (30,000) | Outof S (5,759
67,500 "‘““*-m
Out of proceeds of fresh issue (67,500 :
Nil |
67,500
No. ol equity shares to be issued = — o 675

Problem No. 15] Vanities Ltd. hasanissue 1,000, 12%Redeemable Preference shareg
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 prem
um on redemption of shares has to be written off against the company's Securities

Pt [Dec. 2017 (5 Marks))
Ans.
In the books of Vanities Lid,
Journal Entries
Date Particulars Dr. (%) Cr._ﬂ_i!
10% Prelerence Share Capital Aic Dr. 1,00,000
Premium on Redemption Ale Dr. 10,000
To Preference Sharcholders Al 1,100
(Being, amount due on redemption of prefy
shares 1o preference shareholder as ][:cr e;cla::;
Resalution No. ....... dated e
Preference Shareholders Ale
To Bank Alc G AN 1,10,00
(Being. amount paid 1o ference sharghg] '
General Reserve k’c—Et__\_\;‘e‘?—
To Capital Redemption Reserve Al g 200,000 1,0‘3-”0]

(Being, amount transferred 1g
L mcmomeianSSnfmecmm“Pﬂmqulre-

———sAao0ly) |00 |~
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Date - Partlculars pr. (2)!

Profit & Loss Alc Dr. 10,000
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
7 100 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:

L4
9% Redeemable Preference Shares of 2100 each 1,00,00,000
Call-in-Arrears (on above Preference Shares) 2,00,000
General Reserve 60,00,000
Securitics Premium 18,00,000
Development Rebate Reserve 40,00,000

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,

Frie Reserve Capital Profita
GR DRR sp DRR CRR
+ |Balance inP & L 60,00,000  10,00,000|Balance 1800000 3000000 70.00,000

(- For preference share capital (60,00,000)  (10,00,000} |(-) Premium on redemption  (18.00,000)
= (+] Om issue of squity shares 5.00,000

5,000, 000

Preference share eapital 50,00,000 |Premium on redemption 18,00,000
{1 Owt of general resene (60,00.000) |(90,00.000 « 20¢:)
(-1 Out of development reserve (10,00,000) [(-) Out of securitics premiun {14.00.000)

30,00,000| Nil
('I Qut of proceeds of [rosh (20,00,000)
issue

Nil
20,00,000

No. of equity shares 1o be issued = =TT 2,00,000

NNV
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In the books of Chandu Ld.

Journal Entries

Date

D)

= Dr.

—TARMANNE—

Bank Alc (2,00,000 x 12.3

> Equity Share Capital A/c(2,00.000 10)
iomuﬁPm%mm{z.gﬂ-mc::'ﬂ i
(Being, 2,00,000 equilyshareofT10isst
of tzg.s per share as per shareholders ordinary
resolution No. ........ dated )

9% Prelercnce Shares Capital Alc
Premium on Redemption A/c
To Prefercnce Sharcholders Alc
(Being, amountducon 90, 9% Preference shares
{2100 each along with premium o[ 220 per share
as per Board resolution No. ... dated .......
Preference Sharcholders Ale Dr.
To Bank Alc
(Being, amount paid to p_refmm.d&_alruhnldm!
General Reserve Ale 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)

Dr.
Dr.

Securities Premium Alc Dr
To Premium on Redemption Alc

(Being, premium on redemption of preference share

written off against securites premium account)

25,00,000

90,00,000
18,00,000

1,18,00,000

60,00,000
10,00,000

18,00,000
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The share capital of the company consists of 22,000 equity shares of 710 each and
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 decidecd:

(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 50,000,

(iif) To issue minimum number of equity shares of T10 each at 715 per share lo
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 Dz (%) cr. (%)
Bank A/c Dr. 30,000
To Investment Alc 25,000
To Profit & Loss Alc 5,000
(Being, sale of investment at profit)
Bank Afc (11,000 x 15) Dr. 1,65,000
To Equity Share Capital A/c (11,000 x 10) 1,10,000
To Securities Premium Afc (1 1,000 x 5) 55,000

(Being, 11,000 equity shares of 210 issued at 15
as per Shareholders Resolution No. ... dated ... )

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

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

Preference Shareholders Ale Dr 2,20,000
To Bank Alc 2,20,000
(Being, amount paid to preference shareholders)
Reserve & Surplus Alc Dr. 90,000
To Capital Redemption Reserve Alc 90,000
(Being, amount transferred to 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
wrillen off against Reserve & Surplus)

BNNVILXVI
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| Note 11
Dr, Bank Alc

| 1\\11\\@—

To Balance bid

To Investment Ac

To Equity Share Capital Alc 1,10,000 .
To Securities Premium A'C 55,000

* Bal. Fig.
1,65.000 o
No. of equity shares to be issued = =TT 11,000 equity shares.
Note 2 =
Free Reserves Capital Profits
R&S %
Balance 92,000 Transferred from R & § 9001
(+) Profit on sale of investment ___(5,000)) '
1,20,000
{-) Premium payable on redemption ___ (20,000)
1,00,000
(-) For preference share capital (90,000)
10,000
Prelerence share capital 2,00,000 | Premium on redemption 20,05
(-) Out 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 220 lakh divided int
shares of 2100 each. The pﬂid-up &pﬂgy upiul was {u'su’m. Besides this, the
companyhad 9% Redeemable Cumulative Preference Shares of 210 each for 22,5000
Balance on other accounts were:

Securities Premium 128,000
Prolit and Loss Account 72,000
General Reserve 23,40,000

Included in Sundry Assets were v odit
the books at a cost of 134,000, lnvestments of the face value of 730,000 carmi

The company decided to redeem the cumulaive oowr. i
wuswmma%m.md o B?&;g@mﬂiwpm d
10%. Investments were sold at 105% of thejr  value of 1,20,000 I!BF“‘“LM!H

were pald off except Shnldmhﬁ,' mmwdu:nu
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Give the necessary Journal Entries bearing In mind that the Directors wanted

minimum reduction in free reserves, while effecting the above transactions.
i [June 2021 (5 Marks)]

Ans.
In the books of RG Ltd.
Journal Entries
Date Particulars - D ()] Cr (D)
Bank A/c (30,000 = 105%5) Dr. 31,500
Profit & Loss A/c (34,000 - 31,500) 2,500
To Investment Alc 34,000
{Being, investment sold at loss)
Bank A/c (1,200 x 110} Dr.| 1,32,000
To Equity Share Capital Aje (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 Afc Dr| 2,50,000
Premium on Redemption A/c Dr.| 50.000
To Preference Shareholders A/c 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 Alc 2,712,250
(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 Alc Dr| 2,12,500
To Bonus to Equity Shareholders A/c 3,42,500

(Being, 3,425 bonus shares of 2100 each declared to existing
shareholderin the ratio of 1:4as per Shareholders Resalution
No, ......dated ....... )

Bonus to Equity Shareholders Alc Dr.| 342,500
To Equity Share Capital Alc 3,42.500
(Being, bonus share issued to equity shareholders)

__—
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== B W Capital Profits

= S Y
e 72 00 | Balanwe . 28,000 S
| Balance 3,40,000 |'1 s00)|(+) On issud of equiry shares 12,000 1.1@,_&1‘

©9.200] (-} Premium ofl redemption  (40,000)

liv'l Loss oo sale of mvestmest

] = =S 10,0001 | (-) Banus issuc = f1y -
-} Preroium on redempion .___5;:_{.}-— Nil -_J‘&J:_‘
|1-) Preference share capaal (0500 _ (59.500) i
! 209300 A
}{-) Bomes sus {2,12.500)
| 57,00
Prolerence share capit=] 2,50,000| Premium on redemption SFJC“‘
(-1 Ot of proceeds of fresh {120,000} | (25,000 = 2) ¥,
[RL 0= 2
1.30.000 | (-) Out of securities premium (40,000
i) Onst oof P& balaner (9.500)|1- Out of P&L ._L!_ﬁ%
|t-) Ot of General Reserve (70,500} =
1 N L.

Note 2: There are no sufficient CRR and General Reserves 1o issue bonus shares j;, the
ratio of 4:1 which means 4 bonus shares for every | share held. Therefore, quesiioy I.-t
been solved assuming bonus in the ratio of 1:4 L.e. 1 bonus shares for every 4 share hc'lz
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 4 = 3 425

Problem No. 19] Beta Ltd. had issued 10,000 Redeemable Preference Shares of 2110

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

()
Redeemahle Preference Share Capital

10,00,000
Call-In-Arrears (Redeemable Preference Shares) 20,000
General Reserve 6,00,000
Securitices Premium 80,000
Forelgn Project Resenve 4,00,000
It Is ascertained that:
Calls-in-arrears are on account

. of final call on 1,000 shares held by four member

w!:nuwhuﬂbom.ﬁtmhnwu_u,mmﬂ;‘h, fs [ree
s G e - Fo Project Reserveis:

for distributlon as dividends. Balance of General Reqore o ohor eivios Premits

 the purpose 2
Issue “MM'@““H&:% and the shortfall is to be made

Only fully paid-up preference shares can be redeemed

UNTING l

(!
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In the boaks of Beta Lid.
Joumnal Entries

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

4.35

o] cr (0]

Particulars |
EE““’_F;;L Alc (21,000 = 10) Dr 2,10.000
To Equity Share Capital Ale 2,10.000
(Being, 21,000 equity share of £10issued at par as per
shareholders ordinarvresolution No. ....dated .. ... )
Preference Shares Capital Alc Dr. 9,00,000
Premium on Redemption Afc Dr. 90,000
To Preference Shareholders Afc 9.90,000
{Being, amount due on preference shares as per
Board resolution No. ...... dated ....... ) _
Preference Sharcholders Alc Dr 9,590,000
To Bank Afc 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 Ale 6,90.000
(Being, amount transferred to CRR as per
requirement of Section 35 of the Companies Act,
2013)
Securities Premium Alc Dr. 80,000
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 Rescries Capital Profits
Balance S t?oi ' DUFPR SP FPR
() Premium on redemplion l‘lﬁ IT'JOO} 00,000 Ba]-.,nn,l $0.000 3.00.000
1 () Premium on redemption 130 000 ) -
5,90,000 N 3.00.000
{-) Preference share caplial (5.50,000) (1.00,000) s
Nl il
et T et o
(5.90,000) | {-) Oul of secunties premiwm (80,0001
() Qut af Foreign Project Reserve tIJDiIDD?:;': ealaaa o “umfj'
o 2,10,000
ol fresh [ssue (2,10,000)
Nl
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UE & ISSUE OF BONUS SHARES

UNIT IV: RIGHT ISS

THEORETICAL QUESTID!

Q. 11. What do you understand by ‘bonus shares’ and what are the ady

[June 2004 (:m“ae;
issuing bonus shares? R eten, Ma,. JJ
Ans. Bonus shares are shares issued by a company JIECOECOBLIO S cXisting Shal'f:hnldh
on a prorata basis out of free reserve. . . .
Example: A company has the following capital structures:

Particulars !
1,00,000 Equity shares of ¥ 10 cach mﬂ{i_ryj
Securities premium account Loup,
Profit & loss account - 3.00 5
The company decides (o make a bonus issue on 1:4 (the shareholders will recejve | r;,

share for every 4 shares) by making use of Securilies_ Premium Account and Profj a
Loss Account. Therefore, the company requires ¥2,50,000 (2 I-GU-QOU from Securi,
Premium Account and ¥1,50,000 from Profit & Loss Account) to issue 25,00g bo
shares of 210 each.

Advantages of Issuing Bonus Shares:

(1} Fund llow is not affected adversely.

(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 nol an income. Hence it is not a taxable income.

{5) Paid-up share capital increases with the issue of bonus shares.

Q. 12. Write u short note on: Capitalization of profits & reserve .
[June 2010 (3 Markl

Be undistributed profits which they want to dismbu:
2 : Instead of distributing these profits as dividend. it
issue fully paid-up shares to them free of charge in proportion to their existing sh¥°
holdings. 'I_’!u:se shares are called Bonys Shares, As a result of this issue, the compi”
issued capital increases whereas 1 '

he assets of the <company remain intact
It is for this reason that the issue of e

IJCI 3 T = T i G[ 1-h
Undistributed Profits” of the company, nus shares s called the “Capitalization

Ans. Sometimes companies have lay
among their existing sharcholders.

- 13. Section 62 of the Companies Act, 2013 somree— o
holder. Discuss. P13 ensures pre-emptive rights of £

; - 'm.c.z'ciﬁ: “ M'f‘:"

pepiivestii e i Wms‘:nmnﬁumm dividend, liquidation and \-a;l:i&'i,cc
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2013 seccurcs

by p,u-.-isiuns in the articles. However, Section 62 of the Companies Act,
1al by the

shzu'elw'df'ﬁ pre-emptive rights with regard 1o the furtherissue of share capi

company.

Further issue of share capital [Sectlon 62(1)]: Where at any time, 2

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

such shares shall be offered to:

(1) Existing sharcholder in proportion 1o the paid-up share capital on those shares by
sending a letter of offer. Such right issue is subject o 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 deemed 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

earlierintimation from the person 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 other 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,

shall

—

(c

Or
wtmn.:;!he main sources of issue fully paid-up bonus shares as per Companies
! ? [Dec. 2021 (3 Marks)]

Ans,
::!il::;i;:.lc;::rl:;m;s [Section 63(1)]: Acompany may issue fully paid-up bonus shares

{a) Free reserves

(&) Securities premium

(c) Capital redemption reserve

BNNVIVKVI
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4 1w the revalu
However, revaluation reserve created by the

bonus issue,

n 63
Conditions for issue of bonus shares [Sectio

; - hares:
fullowing additional condition for bonus sh

(1) ed by its articles.
(2)

Bonus issue is authaoriz
Bonus issue is made on the recomm
general meeting of the company.

Company has not defaulted in paymen
deposits or debt securities jssued by it.
Company has not defaulied in p
contribution, gratuity and bonus.

Bonus issue can be made enly on ful

(3)
(4)
(5)
(6)
(7)

issue, shall not subsequently withdraw the same.[Rule 14 of the Companies (Shaye Capir,

& Debentures) Rules, 2014]

CORPORATE accou

ation of assets cannot Lo

endation of the

{ of interest or principal in respe, 5

Company also has 10 comply with other prescrib
Bonus shares shall nat be issued in lieu of dividend.
The company which has once announced the decision of its Board recommending ; |,

) _

\

NTING

L1
Seq foy .
R ]

(2)1: A company shal] Comp
¥

Board and 3114111*10,-,'-,..”rJ
et Il
Tl'rll:

i I'|,-Q_[

avment of stamutory dues of the employees li
) eh

ly paid up shares.

ed conditions.

iy

—_—

Q. 15. Distingulish between: Bonus Shares & Right Shares —

[June 2011

(3 Marks)], [June 2018 (5 Mar)

Ans.

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

Point Bonus Shares

Right Shares

Bonus shares are shares issued by a
company free of cost to 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.

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

of the company.

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

Market value |[Issueofbonus shares does not affect

the market value of the company.

th

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

It is governed by Section 63 of the

Companies Act, 2013,

- |
It is governed by Section 62 of ¥

Companies Act, 2013. —
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IR BLEMS & SOLUTIONS

st
problem No. 201 The Balance Sheet of Zed Lid, as on 31 March, 2020 was as follow

T
I ASSETS
LIABILITIES .
Issued & Paid-Up Capital: Freehold Property ::"gg't:;o
20,000 Equity Sharesof ¥ 10each  2,00,000 Stock : IDOD
I‘wlaﬁt & Loss Account I.Eﬂ.gﬂﬂ Sundry Debtors :'3'000
. 1,20,000 t Bank (o)

10% Debenl:f:ts (X100) . 100,000 Cash A
Sundry Creditors

6,00,000 __6.00,000

-as resolved al the annual general meeting:
'“(:; “;D pay a dividend of 10% and corporate dividend tax @ 12.5% and surcharge

of 10% and 2% education cess.

(if) To issue one bonus share for every four shares held.

(iii) To give existing shareholders the option to buy one share of T10 @ 714 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,

Right shares to be issued = 20,000 x

= 5,000 shares

Bonus shares (o be issued = (20,000 + 5,000) x = 6,250 shares
In the books of Zed Ltd.
Jourmal Entries
Date Particulars Dr (?) Cr ()
Profit & Loss Alc Dr, 22 805

To Dividend Alc (2,00,000 x 1042) 20,000
To Corporate Dividend Tax Alc 2,805
(20,000 x 14.025%)
(Being, dividend @ 10% on paid up capital was
declaredas pershareholdersresolution No. ... dated
-« and corporate dividend tax @ 14.025% payable
on it provided in accounts,)

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

T — /L. R s
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Tax A&
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E

Bank Alc (5,000 x 14)
To Share Capital Ac (5,000 % 10) 9 )
To Securities Premium Alc (5,000 x ! 30'[’4
(Being, 5,000 equity shares of10cach ilssltj-m I
al ¥ 14 pershareas pershamhniders resolu .
No. ..... dated ....) — -

Profit & Loss Alc
To Bonus 10 Shareholders Account

(Being, issue of 6,250 bonus shares in Fﬂ_““ Sy

of 1:4 as per sharcholders resolution NO. ...

dated .....)

Bonus 1o Shareholders A/lc Dr. 62,500
To Equity Share Capital Alc -

(Being, balance of bonus to shareholder 23

[transferred to equity share capital account.
6% Debenlure Alc Dr. 1,20,000
Premium on Redemption of Debenture Aic  Dr. 6,000

To Bank Alc 126
(Being, 1,000 Debentures are redeemed along +£6.00
with premium @ 5%)
Profit & Loss Alc Dr, 6,000

To Premium on Redemption of 6

Debenture Alc L
{Being, premium on redemption of debenture

adjusted against profit & lossaccount balance.)
Calculation of corporate dividend tax rate:

Basic mle

(+) Surcharge (12.50 x 10%) : 5
{+) Education Cess (13.75 x 2%) fﬁl.
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RIS
The company wanted (o issue bonus shares (g its shareholders @ one share for
every WO shares held.
Necessary resolutions were passed. Requisite legal requirements were complied with.
You are required to;
(¢) Give effect to the proposal by passing journal entrles in the books of A Lid.
(») Show the amended Balance Sheet. [Dec. 2011 (6 Marks)]
s

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. ) Ccr ()
== Equity Share Final Call A/c (80,000 x 2.5) Dr. 2,00,000
To Equity Share Capital Afc 2,00,000
(Being, share final call of 2.5 due on 80,000
equity shares as per Boards Resolution No.
vreene dated ... )
Bank Alc Dr. 2,00,000
To Equity Share Final Call A/c 2,00,000
(Being, share final call money received)
Capital Redemption Reserve Afc Dr. 1.50,000
Securities Premium Alc 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 Lo existing shareholder as per
sharcholders Resolution No. ..... dated ........)
Bonus to Sharcholders Ale Dr. 4,00,000
To Equity Share Capital Ac 4,00,000
(Being, balance to bonus to sharcholders
account transferred to share capilal account)
Balance Sheet of A Lid.
EQUITY & LIABILITIES 3 hd
Shareholder’s Funds
Equity Share Capital (1,20,000 Shares of T10 each) 12,00,000
Plant Revaluation Reserve 20,000
Development Rebale Reserve 2,30,000
2,50,000

Investment Allowance Reserve

B NNVIVNVL—
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General Resenve
Non-Current Liabilities
Current Liabilities

ASSETS __——._.____.——l—'-'_"___-‘__—_——— ¥
Non-Current & Current Assels N
Sundry Asscts

17 g,
Bank Balance = _._QD_U_H,:
s D Y

3 Y
Pml:lmu\.'o.zz,rr'imLul.lnpltmﬂiiﬂl!''”""““’f"“d’hyh':;'mI i N
shares to part finance s expansion. The existingequitysharecapital of the gy, iy
240 lakh and the market value is 745 per share. The company offered 1o i 5
holders the right to buy 2 shares at 212 each for every 5 shares helg. Yu";:
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 Marjy
Ans.
4 Market value of 5 shares already held by a shareholder (5 x 45)
4 |Add: The price required to be paid for acquiring lwo more share (2 x 12)
= |Total price ol 7 shares
z
T Average price of one share = = 3557
Market Value - Average Price = Value of right
45-3557=943
Alternarive formula;

Right shares ] . be 4 ,
Total shares after right issue x{Qumrightsiprice~New isue price)

2
-

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%

“(45-12)=943

Problem No. 23] Following is the extract of balanc: Lid. as o
i s balance sheet of Sunrise

| e -
i mmw z:ilgﬁ
: 5‘“?"“ =1 ks 'Zﬂ'l.m!




ﬁ—

CH. 4 ACCOUNTING FOR SHARE CAPITAL

4.43

mmny made the final call of 12,50 per share from u:]-u_]Tj_" sharcholders ul:::{
duly received it. Thereafter, it was decided to capitallze its reserves by Issulng i
gus shares at the rate of 1 share for every 3 shares held. Capital rescrve include

000 being profit on exchange of machinery. Pass journal entries with necessary
::]umpﬁﬂﬂﬁ- [June 2016 (5 Marks)]

Ans.

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

In the books of Sunrise Lid.
Journal Entries

Date Particulars pr. (7)] Cr. (),
Equity Share Final Call A/c (1,80,000 x 2.5) Dr. 4,350,000 |
To Equity Share Capital Ale 4.50,000
{(Being, linal call due on 1,80,000 equity shares @ ¥2 l
cach as per Board Resolution No. ........dated ........ ) l
Bank A/c Dr. 4.50,000|
To Equity Share Final Call Alc 4,50,000
(Being, final call received)
Surplus Alc Dr. 3,20,000
Securities Premium Alc Dr. 30,000
General Reserve Afe Dr 2,00,000
Capilal Reserve Alc Dr +0,000
To Bonus to Shareholder Afc 6,00,000
(Being, bonus issue approved to shareholders in 1
share for every 3 shares held)
Bonus to Shareholders Alc 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)

Problem No. 24] Following is the extract of the Balance Sheet of Prasann Ltd. (an
unlisted company) as on 31st March, 2018:

PARTICULARS ()
Authorized Capital:
12,000 10% Preference shares of 7100 each 12,00,000
2,00,000 Equity shares of 210 each zu.m:uon
32,00,000
.:smzd. Subscribed & Paid-up Capital:
2,000 10% Preference shares of 7100 each fully paid-up 12,00
00,000
1,20,000 Equity shares of 710 each 8 pald-up 9,60,000
Reserves and Surplus: i
secl!-l:ltlﬂ Premium (Collected otherwise than in cash) 50,000
Capital Redemption Reserve 75 'uuo
=T =
Bokeie 1L urpl 3,50,000

[T N ——
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final call

)

@ 72 per share on I,zo_ﬁ“ﬁaﬁﬂ_
On 11 April, 2018, the company made ril, 2018. Thereafter, the . 4y
i) ved by 20th AP ;ssug: at the rate of opg Comy,

shares. The call money was : of bonus . sh. k
decided to capitalize its reserves by zati:I there should be the minimup, re]:ldr':t:
every three shares held. It“mdﬂ(ﬂsd:mlus]' Uey;
in th f profit and loss ;

e balance of pro e booksof the company and pmpare“‘ﬂq
Show necessary journal entriesin ril, 2018 after bonus issue. [June 2019 (5 M Iy
of the Balance Sheet as on 30th Aprik : -"lrhj]
Ans.

In the books of Prasann Ltd.
Journal Entries
Dr. ()] =
Date Particulars AT JF‘!-L\Q“@
14-2018 | Equity Share Final Call e (120,000 x2) ks 0,000
To Equity Share Capital Alc : 2,40
(Being, final call of ¥2 per share on 1,20,000 equity ]
shares due as per Board Resolution NO. ....... dated
204-2018 [Bank Alc Dr.|  "2,40,000
To Equity Share Final Call Ale 2,40,y
(Being, equity share final call money received) '
Securitics Premium Alc Dr. 50,000
Capital Redemption Reserve Ale Dr. 75,000
General Reserve Afe Dr. 2,25,000
Proht & Loss Alc Dr. 50,000
To Bonus to Sharcholders Alc 400,00
(Being, 40,000 shares @ ¥10issued as bonus shares to
equity sharcholders as per Sharcholders Resolution
No, ....dmted ,....)
Bonus to 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. [Extract)
EQUITY & LIABILITIES N !
Shareholder’s Funds ole
Equity Shares Capital of 210 each 28,0000
Reserve & Surplus ' OU'W

Notes to Accounts: i

1. Share Capital:

Parl, 't 3 ST T 4
Auchorzed Capuial: B ‘
12,000 10° Pyeference s Z

< Preference shares “rﬂﬂ_ﬁﬁh__\__ L

o
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CH. 4 : ACCOUNTING FOR SHARE CAPITAL i
Farlicul.-urﬂ ﬂ
Whums of 210 cach T

. £0,00, A
32,00,000

fssued, Subscribed & Paid-up Capital:
12,000 10% Preference sllmrcs of 2100 cach fully paid-up 12,00,000
160,000 Equity shares of T10 each lully paid-up 16,00,000

(out of above, 40,000 shares are issued as bonus shares) i)
28,00,000 |

2. Reserve & Surplus:

particulars ®
profit & Loss (Surplus) 3,00,000
3,00,000
UNIT V: UNDERWRITING
- — - THEORETICAL QUESTIONS S
Q. 16. Write a short note on: Firm Underwriting [June 2001 (5 Marks)] _
- Or E
What do you mean by ‘Firm Underwriting'? How is it treated while computing the ;
net liability of the underwriters? [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 underwriling 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 XK XXX XXXX XXXX

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

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

(in gross liability ratio)

XXXX (xxx) XXXX XXX

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

XXXX XXXX XXX ANxx

Add: Firm underwriting X KXXX XXXX XXX

Net liability XXXX XXXX XXXX XX
Unmarked application xox
Add: Firm underwriting S
XXX

Total unmarked application




TARMAANE

NTING
QRPORATE ACCOUNT!

PART[: C -
marked application:

4.46

e ted as i
(2) Firm underwriting shares arc I;L“Ig:i____&h%?“
CXAX xxox | g
T F-._-'-‘;:: <xx) (xxxx) :§
Gross abiliy | % (i
ess: Marked application B :
lincluding firm un.-_Tcnmung) {til‘! (.u'xx'l ______(E_} LTS (y
Less: Unmarked application T XAXX x| W
( :::' KANK {NK.‘L\:} iy
. 2 MM e
Credit for over subscription X XXXK x|
:‘:\ XXXX XXXX Yy
Add: Firm underwriting — T o] oo
g, ooy — 1l ) 3
Net liability _::i‘-‘f-
tions & unmarked applicatjg,

: ked ap lica
Q. 17. Differentiate Between: Mar [Junepl 003 (3 Marks)], [Dec. 2008 (3 Ma'ht"l
)

case of underwriting of shares.

Ans. Applications bearing the stamp of l]ic
application, while application received directly by
any underwriter are called as unmarked application.
Marked applications as well as unmnrkcr:l applications are re
gross liability while calculating net liability of underwriter.

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

respective undenwriter are called a5 mar
tly by company which do not bare Stamp,

quired to be deduc(eq =

=

Ans. Underwriting Commission: Underwrilers undertake the to find buyers who .
willing to buy shares or debentures and guarantees the sale ol shares or debentures

the amount paid to underwriters is known as underwriting commission.

Brokerage: A broker undertakes only to find buyers who are willing 10 buy shares
debentures and does not guaraniee 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 th

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

Ans.

L'nc!cmﬂling Commission: The amount payable to the underwriters for underwrii®

lhlf issue of sh:m:s or debentures of a company is called underwriting commission. I

paid at specified rate on the issue price,

.,T: :nl:lmi:nl::n::m- llng commission can ht paid [Section 40(6)]: A company ma) -
s3100 {0 any person in connection with the subscription to its securities subjett’

such conditions as may be prescribed.

Pa t of und :

& .:l‘}?::wm t:;n Scc‘unm-ltilxlﬂw As per Rule 13 of the Companies (Prospe™

connection with the subscription or pru:ucr?:;m may pay commission to any pum-.;.nr ;

absalure or conditional, subject 10 the fﬂllmdﬂsl:cf;:.it:::spliun toits securities, whe”

(¢} The pavment of commission =
ciation. shall be authorized by the company’s articles of ==
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p) The commission may be paid out ol proceeds of the issue or the profit of the company
or both.
© The rate of commission paid or agreed (o be paid shall not exceed:

] rge B0 a0 2 -
- !“{mﬁe of shares: 5% of issue Price or rate authorized by articles, whichever
is less. 3

- In case of debentures: 2,5%
ever is less.

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

of 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.

PROBLEMS & SOLUTIDNS S

Problem No. 25] Super India Ltd. issued 75,000 equity shares. The whole 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

A B C Total

s 50%|  25%|  25%|  100%
Gross ]inbilil_y 37,500 18,750 18,750 75,000
(-} Marked application (15,000)f (7.500)( (15,000)| (37.500)
(=) Unmarked application (11,250)| (5.,625)| (5.625)] (22,500)
11,250 3,625| (1,875) 15.000

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

Problem No. 26] A company incorporated on 1* January, 2013 issued a prospectus
inviting applications for 5,00,000 cquity shares of 310 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

-D: 50,000 shares

wANVIVAVI
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ked applicag:,
fwhich mar pplicatig, .
Applications were received for 4,50,000 shaes = “'h‘
as follows:
Underwriter — A: 2,20,000
Underwriter — B: 90,000
Underwriter-C: 1,10,000
Underwriter - D: 10,000 [D 2
vidually. ec. 2013 (s
Find out the liability of cach underwriter indt Mﬂr]q]]
Ans, )
Data given in problem can be arranged as follows:
T
Firm Marked Total
Underwriters Application M_______
A . 2,20,000 2,20,000
B ¥ 90,000 90,000
C - 1,10,000 1,10,000
= ) 10,000 10,000
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. of shares issued 5,00,000
Statement showing underwriters liability:
Particulars A B c D Total|
Giross liabilay 2,00,000 1,50.000 1,00,000 50,000 5,00,000
(-3 Marked application 12,20,000) (50,000) | (1,10,000) (10,000) | (4,30.000
(=) Unimarked application (20:15:1065) (8.000) [(6.000) (4,000) (2,000) (20,000)
Credin for A (155 = 20 (28,000) 54,000 | (14,000) 38,000 50,000
Credit lor C (15:5 = 20) 28,000 (21.000) - (7.000) |
- (10,500) 14,000 (3,500} |
(+) Fum underwriting - 22,500 - 27.500 50,000
Set habiliny . . ' B
- 22,500 - 27.500 50,000

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

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

Applications for 80,000 shares were received in all; out of which lications [
mmm:rdmnmﬂwlam“d zz‘ﬂgumwf“
lip and 8,000 mmm:ﬂﬂn'lm. Imdﬂmt 0 mystaﬂ*P
Determine the liability of each underuriter. Pplications did r mz'“‘(s h!‘rkj]]
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pata given in problem can be arranged as follows:

Fi
Undem'ﬂlﬂ'l."s ol

Marked
Applleation

Application

Ma.ri&'.ﬂld
Lotus _
Tulip I
Lily

20,000
15,000
22,000

8,000

™
— |

20,000
15,000
22,000

8,000

65,000

65,000

ghares ol applied [Bal. Fig.]

No. of shares issued

(+) Unmarked application (80,000-65,000)

15,000

20,000
I,

80,000

00,000

giatement showing underwriters liability:

449

Particulars

Marigold
35%

Lotus
25%

Tulip
0%

Lily
10%

Total
100%%a

Gross Liability

(-) Marked application

(-) Unmarked application (35:25:30:10)
Net liability

35,000
(20,000)
(5,250)

25,000
(15,000)
(3,750)

30,000
(22,000)
(4.500)

10,000
(8,000)
(1,500}

1,00.000
(65,000)
(15.000)

| 9750

6,250

3,500 500 20,000

Problem No. 28] Metal Ltd. issued 1,25,000 shares of 2 10 each to public, The issue
was underwritten 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 unders
Gold: 4,000 shares; Silver : 6,000 shares; Bronze: Nil; Copper: 15,000 shares.

g firm underwriting but includingmarked applications

assuming firm underwriting shares be

[Dec. 2016 (5 Marks)]

Publicsubscription excludin
were 90,000 shares. The applications were marked as under
Gold : 24,000 shares
Silver 1 20,000 shares
Bronze : 12,000 shares
Copper : 24,000 shares
Ascertaln the liability of each underwriter,
Areated as unmarked applications,
Ans, Data given in problem can be arranged as follows:
Uﬂdﬂl'll i Firm Marked
-______E: Application | Application Total
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

B NNVINXVL—
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Total
' sl
Underwriters Application | Ap nlication 10 200

Unmarked application (90,000 - 80. 0od) 1,15,000
10,000

él

Shares not applied [Bal. Fig.]

No. of shares issued

A jability:
Gt t showing underwriters liab
atement showing  Gold| Silver| Bronze| Coppe,

Particulars 10% 25% 25% 20¢; lTuLl
==l 250 iy

AT 37.500| 31.250| 31,25 25,000] 54
Gross liability (24,000) (20,000)| (12,000) (24,000) -ijl

(-) Marked application

(-) Unmarked application (10,500)| (8,750)[ (8.750)|  (7,000)

30:25:25:20 i

( 5:20) 3,000 2,500 10,500 (67000) ‘_-I-;_-_.

- 875)| (1.875) 6,000 i
Credit for € (30:25:25 = 80) 250 ) :

il lor Copper 750 625 8.625 : ~——Hltl_:

0

(+) Firm underwriting 4.000 6,000 = 15,000 }:,,JI

Ne1 liability 4.750 6,625 8,625 IJ—(@J__ 3'1rr.

Calculation of net unmarked application:

Unmarked application 10,000
Add: Finm underwriting 25,000
35.000

Problem No. 29] M Ltd. 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 si
scription received 15,38,000 shares including marked applications and excludi
the flrm underwriting. Marked applications were as followed:

A Jlmlm

B 3,50,000

C 5,00,000

Unmarked and surplus applications are to be distributed in the gross liability r
Ascertain the lHability of each underwriter. [June 2017 (5 Marks
Ans.

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

Firm 1 Marked
| _; 0,000 200000 | 3.60.000
‘ 50,000 350,000 | 400,000
- | 70,000 500000 | 570000
T 1.50.000 1150000 | 13.30.000
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Firm Marked

pnderwrlle™® | Application | Application Total

(nmarked application (15,38,0000- 11,50,000) | 3,88,000

; ; 17,18,000

ghares not applied (Bal. Fig.] R

No. of shares issued to public 18,00,000
_thod 1: Underwriters liability - when firm underwriting is treated as unmarked

| spP“"a““":

| paiculars A B c Total
I Gross liability 4,00,000 6,00,000 §,00,000 18,00,000
(-) Marked application (3,00,000)| (3,50,000)| (5.00,000) (11 ,50,000)
(-) Unmarked application (2:3:4) (126222)] (1,89.333)] (2.52.445)( (5,68.000)
(26,222) 60,667 47,555 82,000
Credit for over subscription of A (3:4) 26,222 (11,238) (14,984) b
i - 49,429 32,571 82,000
( |(+) Firm underwriting 60,000 50,000 70,000/  1.80,000
i |Net liabilily 60,000 09,429 1,02,571 2,62,000

* Calculation of net unmarked application:

Gross liability 4,00,000 6,00,000 8,00,000 18,00,000
{-) Marked application (including (3,60,000)| (4,00,000) (5,70,000) | (13,30,000)
firm underwriting)

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
I application:
| |Particulars A B c Total
)
|

(-) Unmarked application (2:3:4) (86,222)| (1,29333)] (1,72.445) (3,88,000)
(46,222) 70,667 57,355 82,000

Credit for over subscription of A (3:4) 46222 (19.809)|  (26,413) =

, | sosss| 31142 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 problem only under one of the method.

Problem No, 30] Pina Ltd. issued to public 2,00,00,000 equity shares o[ 310 eachat
25% premium which was payable 26 per share on application and the balance on
allotment, The jssue was underwritten by Poova Underwriters Ltd. for a maximum
commission as per section 40(6) read with Rule 13 of the Companies Act, 2013.

The public subscribed for 1,45,00,000 equity shares and the rest had to be taken
up by the Poova Underwriters Ltd. At the end of the year these shares were quoted
In the share market at 110.15 per share.

pNNVINAN]
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e S r - Jet mt’ in tl'le buo
You are required to prepare the necessary ledger Dec. 201;‘%(,\
writer. (5
Ans,
Calculation of underwriting commission: : [
2,00,00,000 x 12.5 x 5% = 1,25,00,000 i.e. 12,500 thousan i
No. of shares taken by Poova Underwriters Ltd.:
2,00,00,000 - | ,45,00,000 = 55,00,000
Calculation of loss on Quoted Price: g
Particulars -
Cost of shares taken (55,00,000 x 12.5 = 6,87,50,000) ¢
{-) Underwriting commission i
(-) Quoted Price (55,00,000 x 10.15 = 5,58,25,000) B
Loss “I E
i
. Rin gy |(
Dr. Underwriting Commission A/c £ (
To Equity Shares in Pina Ltd. Alc | 12,500] By Pina Ltd. Alc H—TEE;E (
% 12500 T
- 5 = = —
c Dr Equity Shares in Pina Ltd. R
= [ToPina Lid. Aic 68,750 By Underwriting Commission Alc | 125 -
By Profit & Loss Al &
By Balance ¢/d 55,8
68,750 68,78
Dr. Pina Lid. Alc &
To Underwriting Commission A'c 12,500| By Equity Shares in Pina Ltd. Alc | 65,5 :
To Bank Ale 56,250
68,750 T :

%
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§.
;ifﬂ given in problem can be arranged as follows:
Firm Marked I
w Application | Application el
R 90,000 |  16,50,000 | 17,40,000
S 60,000 6,00,000 6,60,000
T 30.000 4,50,000 4,880,000
1,80,000 27,00,000 | 28,180,000
arked application 1.50,000
Uomess 30,30,000
Shares not applied (Bal. Fig.) 1,20,000
No. of shares issued [45,00.000 x 70%] 31.50,000) .
Underwriter's liability - When firm underwriting is treated as unmarked application:
Pasticulars R s L e
Gross liability (3:1:1) 18,90,000 6.30.000 6,30,000 3-1.5'.'.!.(1'0'?I
(-) 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}
; : S [S(3:1 42,000 (36,000) 1,144,000 1.20.000
Credit for over subscription of S (3:1) 7 000) St 19.000) 5
(+) 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 = 18,90,000 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 T10 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: Nil, D: 16,000 shares

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

A 30100'0 shares
B 23,000 shares
C 17,000 shares
D 15-000 shares

@MV IVA Y
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Ascertain the Labiliry of cach underwriter (No- ng fi.
wTiting shares be treated as unmarked applications- ID'-‘C-ZOzo(shuﬂ
e _ )
D2tz given in problem can be arranged as follows:

i Marked Total
| UHI:n it 1 Firm
= L Application | Apy 36,000
- A I 6,000 30,000 36,
! B S 000 23,000 31,000
| C 5 17,000 17,000
| D 16,000 25,000 41,000
' 30,000 | 95.000] 1.25.000
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 applicyy
- ]
Particulars A B [ D H—ﬁ?ff
Gross liability (30:25:25:20) | 45000 37.500]  37.500( 30,000 |3
() Marked application (30000)| (23.000) (17.000)| (25,000 (g5 "
1-) Unmarked application (30:25:25:20) | (13,500)| (11,250)| (11,250) (9,000) .45%'
Credit f bscription of D 1.500 3,250 9,250 (d.000)] oo
Gontasy o aEnG (1500)| (1250)| (1.250)[ 4000 "
-| 2000 8000 ==
{+) Firm underwriting 6,000 8,000 - 16,000 30
Net liability 6,000 10,000 B,0O0D 16,000 40,00

* Calcuwldatlon of net unmarked application:
Unmarked application 15.000
(+) Firm underwriting 30,000
45,000 '
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Ual:.l given in pmblvm can be arranged as follows:
Firm Marked il
i I_;ndenl'r“m Application | Application o
- 1,600 2,000 3,600
600 4,000 4,600
2,000 1,000 3,000
4,200 7.000 11,200
Unmarked application (10,000 - 7,000) 3,000
_ 14,200
ghares nol applied [Bal. Fig.] 5,800
No. of shares issued 20,000 - i
};lelhﬂd 1 — When firm underwriting is treated as unmarked application:
X Y z [ Total
Particulars
Gross liability 12,000/ 5000 3,000 20'0‘:'?
(-) 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) B
: A - 0 5,800
Wi 5,040 76 :
i 1600] 600| 2000 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 ¥ Z 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 . | 5800
(+) 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.

BNNVITNVL
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ACCOUNTING FOR DEBENTURES

—

THEORETICAL QUESTIONS

Q. 1. Write a short note on: Loss on imm:ul debentures

Ans. Il 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
issuc ol debentures,

Redemption of debentures at a premium is a known loss at the time of 1ssue 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 Shareholders 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. |

Rate of Dividend on equity shares is paid at a | Debenture interest is paid at a pre-

Income variable rate. determined fixed rate.

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

L 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-
tered’ Bearer. Convertible Non-con-
vertible, ete

e —

Balance sheet Inthe company’s balance sheet. shares | In the company’s balance sheet,

Presentation |are shown under “Sharcholders|debentures are shown under “Non.

—— Funds”, Current Liabilitles™.

Conversion Shares cannot be converted into|Debentures can be converted into
debentures in any circumstances. | shares as per the terms of issue of

Lt o debenture,

5.1
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[Polnts Shares - -

§ ited lor N : : ey
= ﬁl\:::?nlc;iﬂ&fmi‘nn:?ndcau mioneys. | non- :]',.]'l‘ll'.‘l'llfl.;!‘r C‘l‘” MOneyg Edl.:
Liquidation Lllhctlmn:oﬂiquidaliansh:lrl.‘l'-ddt‘r‘.i ﬁ;ll:;z:;“’:r‘; [Iﬁilllntlld:lll?nb L.hc“lu
are paidatlast. afterpaying debenture chareholders. efor, 1|~r'
halders, creditors, elc. sh '

rchase of debentures for j,
Q. 3. l:'-{'_rc the journal entries for pu g (sm%h
cancellation. M%

2 I
Ans. If authorized by its articles of association, a company can buy its own debemur@s

£ ; S :
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 cancell<

and the price paid for them, the same has to be treated as profit ar loss on cancellatiz
and should be credited or debited to “Profit on Redemption of Debentures Account’

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 Alc
To Bank Alc

on- | Debentures cannot be

Cr,m

Dr.

In case of profit:
Profit on Redemption of Debentures Afe

To Capital Reserve Ale Dr.
e ol R S

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

To Loss on Redempiion of Deben, 2
tures Ajc e
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- e ________________._——-—-—"-]
—Ton transfer of profits which would otherwise be . |

avallable for dividends to DRR:
profit & Loss Appropriation Alc

D |
To Debenture Redemption Reserve Al ‘

Werg debenture redemption fund exists:

|

— [On sale of debenture redemption fund investments ,
on pmﬁl:
Bank Afc br
To Debenture Redemption Fund Investment Ac
To Debenture Redemption Fund A'c
On sale of debenture redemption fund investments

on loss: .
Bank Alc Dr
Debenture Redemption Fund Alc
To Debenture Redemption Fund Investment A<
On purchase and cancellation of debentures:
Debentures Alc
To Bank Alc
On purchase and cancellation of debentures at profit:
Debentures Alc Dz f
To Bank Alc ' |
To Debenture Redemption Fund Alc
On purchase & cancellation of debentures at loss:
Debentures Alc
Debenture Redemption Fund Alc Dr |
* ToBank Alc
On transfer of the nominal value of the debentures : !
cancelled to general reserve:
Debenture Redemption Fund Alc Dr.| }
To General Reserve Alc |

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

Ans, If the purchase price for the debentures includes interest tor the expired period, the
quotation is said to be “Cum-interest”.

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

Example: If a company purchases of its 9¢s Debentures of 100 each at ¥95 cach on Ist
August, 2019 the dates of payment of Interest being 30th September and 31st March, the
treatment of the same for “Cum-interest” and “Ex-interest” quotations will be us follows:
In cage of cum-interest quotation: If the purchase price of 395 is taken to be the cum-
interest price, it implies that this includes the interest for the expired period of 4 months
(ie. from 1st April, 2019 to 31st July 2019, which amounts:

X
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100 x 924 « —1—42—--3

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

Date |Particulars Dr. (X) Cr () '
If debentures are purchased for immediate
cancellation .
Debenture Afe Dr. 100
Debenture Interest Alc Dr, 3 '
To Bank A/c 95

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 9
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 months
(i.e. from April, 2019 (o 31st July, 2019 which amount to

4
e, ——
100 x 9% x= 12 =3
In this case, the price of 95 represents the price actually paid for the debentures and the
company is required 1o pay T3 for every debenture as interest in addition Lo the purchase
price of T3 for every debenture as interest in addition (o the purchase price of T95.
Therefore, the company is required Lo 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 Alc Dr, 100
Debenture Interest Afc Dr| 3
To Bank A/c 98
To Profit on Cancellation of Debentures Ale 3
IT debentures are purchased as investment:
Investment in Own Debentures Afe Dr 95
Debenture Interest Ade Dr 3
To Bank A/c 98
When thege own debentures are cancelled in future: |
¥ Debenture Alc Dr. 100
To Investment in Own Debentures A/c 93
To Profit on Cancellation of Debentures Aie J
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e: The prul'il ::)n cancellation of debenture being capital profits transferred to 'Capi[a'

No erve Accounl :

Res

- R
5, Explain with examples “interest accrued and due” and “interest accrued but
not due”. How are these items shown in the balance sheet? [Dec. 2015 (5 Marks)]

“Interest on debentures is a charge against the profits. Interest is normally payable

haJr-}’e"‘rl}r and it is calculated at the fixed percentage on the nominal value of debentures

issucd- ,
Acompany is liable to deduct TDS at the prescribed rate from the gross amount ol interest

payable 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
itself on behalf cf_thc debenture holders. However, the interest paid by the company has
10 be grossed up for calculating the interest expense of the company.
Accounting Entries: Following entries are required to be shown in the books of the
company to deal with interest on debenltures.
Particulars Dr (2) cr. (@)
On interest becoming due:
Debenture Interest Alc Dr. 100
To Income-tax Payable Alc
Ta Debenture Holders A/c
On payment of interest to the debenture
holders:
DPebenture Holders Alc Dr 90
Income-tax Payable A/lc Dr. 10
To Bank Alc 100
On transfer of interest to P & L A/c at the
end of the year
Profit & Loss Afc . Dr. 100

Date

10
90

To Debenture Interest Ale 100
Interest Accrued and Due (outstanding): Suppose acompany has issued 13.5% Debentures
for® 10,00,000 interest is payable on 30th September and 315t March. The company will
pay 267,500 in every 6 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

Interest accrued but not due: Suppose, in the example given above, the company closes

I1S books on 3]st December. Interest up to 30th September must have been paid but

that up 10 31st Decemnber is not yet due. For proper accounting, however, interest from

18t October to 31st December (3 months) must be taken into account. Interest for

‘;':!h a period is termed as ‘Interest accrued but not due’, The entry for recording this

eresy is:

Dr 67,500

B ANVIALT
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On interest becoming accrued: I
) 2 Dr. 33,750 !
Debenture Interest Afe (10,00,000 x 13.5% x 312) !
To Debenture Interest Accrued but not due Afc__* 33_,1_31%

Note: “Interest accrued and due” and “interest accrued but not due” both are showy
balance sheet under heading “Other Current Liabilities™.

Q. 6, What are the provisions regarding creation and adequacy of Debenture g,
demption Reserve (DRR) in each of the following cases:
(i) Listed company.
(if) Unlisted company.
(7ii) 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 shall create a debenture redemplion reserve account oul of
the profits of the company available for payment of dividend and the amount credited 1
such account shall not be utilized by the company except for the redemption of
debentures.

Provisions of the Companies (Share Capital & Debentures) Rules, 2014 inrespect of Debentuire

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 required in the following cases:

{A) In case of public issue of debentures -

A. For NBFCs 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) For other unlisted companies, the adequacy of Debenture Redemption Reserve shall
be 108 of the value of the ouistanding debentures.

DRR only fornon-convertible partion [Rule 7(c)]: In case of partly convertible debenture®
flkt;b:“mm Redemption Reserve shall be created in respect of non-convertible portion

v Denlures.

|

S ®
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B | Redemption of preference shares is

on of DRR [Rule 7(d)];
« shall not be utilized by the

Following are the main points of dis
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dited 1o Debenture Redemption

ANy except for the purpose of redemption of

Redemptlnn of prelerence shares & Redemption of

[June 2018 (4 Marks)]

Nction between Redemption of shares &

L] Redemption of debentures —j

payment to owner of the company,

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 from 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 Lthe 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 ol the proceeds of a fresh
issue of shares.

(c) Partly out the profits of the
company and partly out of the
proceeds of a [resh issuc of
shares.

Debentures can be redeemed out
of Debenture Redemption Reserve
which is created out of prulits of the
company which would otherwise be
available for dividend.

Where preference shares  are
proposed to be redeemed out of
the profits a sum equal to the
nominal amount of the shares
should be tansferred to the Capital

A Redemption Reserve Account,

For the purpose of redemption of
debentures the company is required
to comply with creation of Debenture
Redemption Reserve.

Issue secured irredeemable dcbentures, Comment.

[Dec. 2018 (5 Marks)]

@ NNV
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Ans.

Perpetual/irredeemable Debentures: If the debentures are issued subject to redemp;, |
on the happening of specified events which may not happen for an indefinite periag tJ :
winding-up, they are called perpetual/irredeemable debentures. ty

As per Rule 18(/)(a) of the Companies (Share Capital & Debentures) Rules, 2014, ap sy, |

of secured debentures may be made, provided the date of its redemption shall nog """'E';'u;'

10 vears from the date of issue. !

However, [ollowing classes of companies may issue secured debentures [or a pcﬁbdl‘

exceeding 10 vears but not exceeding 30 years: J'
(i) Companies engaged in setting up of infrastructure projects. |
(if) Infrastructure Finance Companies.

(iif) Infrastructure Debt Fund Non-Banking Financial companies.

{iv) Companies permitted by a Ministry or Department of the Central Governmen o
by RBI or by the NHB or by any other statutory authority to issue debentures for,
period exceeding 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

Problem No. 1] Roshan Limited issued 125 debentures of the face value of 72,00,000
at 10% discount on 1st January, 2020. Debenture interest after deducting tax at
source @ 10% was payable on 30th June and 31st December every year

All the debentures were to be redeemed after the expiry of 5 years period at 5%
premiun.
Pass the necessary journal entries. [June 2012 (6 Marks)|

Ans.

In the books of Roshan Limited
Journal Entries

| Date { Particulars Dr. ()] Cr ()|
112020 !Bank Ac (2.00.000 x 90%) Dr. | 1,50,0000 _-.F J
Discount on Issue of Debenture Afe (2,00.000 x 105:) Dr. 20,000
Loss on [ssue on Debenture Afc Dr. 10,000 ‘ .
| To 12% Debenture Alc 200,000/
: ‘ To Premium on Redemption of Debenture Alc 10,000 |
| (Being. issued 12% debenmures of the face value of T2,00,000 h
j at 10¥: discount redeemable at 5% premium) . o
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Partlculars T T |
%ﬁ;"};ﬁmurc Interest Alc e Dr : I:;::ﬂzl Fﬂr” l|
To Bank Ale ! L 10800| |
To Tax Deducted at Sources Ajc L i 1,200 | l
(Being. debenture interest paid after deduction i Tps) ': ': |
39,6.1030 Tax Deducted at Sources Ale Dr. | 1.200| ] !
To Bank A/c : | 1.200¢ |
(Being. TDS paid to government. ) | . ' !i
31_|2L202l] Debenture Interest Afc Pr | IE,WJ? | l
To Bank Afc & l 10,200
To Tax Deducted at Sources Afc | 1.200 :I
{Being, debenture interest paid after deduetion of TD5| | | |
31.12.2020 | Tax Deducted at Sources Alc l 1,200 [ \ |I
To Bank Alc | 1200 |
{Being, TDS paid to government.) | i E
11.12.2020 | Profit & Loss Alc Dr 6, m-u} \ l
To Loss on 1ssue on Debenture Alc . 2,000 I1
To Discount on Issue of Debenture Alc 4000] 2L
(Being, proportionate loss & discount onissue of debenture l E
written off) =
31.12.2020 | Profit & Loss Afc Dc . 24,000 Z
To Debenture Interest Alc ' 24,000 Y
(Being, transfer of interest to profit & loss account) | !
31,12.2014 | Debenture Afc L | 200,000 l
Premium on Redemption of Debenture Alc 10.[‘001
To Debenture Holder Ale ' 2,10,000
{Being, amount due on redemption of debentures) |
31.12.2014 | Debenture Holder Al Dr. | 2,10.000]
To Bank Afc \ 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.

C lrymm: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

Date | Particulars D] Cr
Bank A/c (2,00,000 x %0%) pr.| 73500
Loss on Issue on Debenture Alc Dr. 7.000
To 12% Debentures Alc 70,000
To Securities Premium Alc 3,500
To Premium on Redemption of Debentures Afc 7,000
{Being, issued 12% debentures of the face value of T100 each
at 5% premium redeemable at 1062 premium)
EQUITIES & LIABILITIES 55
Sharcholder's Funds: =
Securities Premium 3,500
Less: Losy on Issue om Debentures (7,0000] (3,500
Non-Current Llabilitles:
129 Debentures 70,000
Premium on Redemption of Debentures 7.000
73,500
ASSETS T
Currcnl Asscls:
Bank Balance 731,500
73,500
Problem No. 3] § Lid. Issucd 10,000, 12% debentures of 7100 each at a dlscount of
5%, These debentures are redecmable at a premium of 10% after 5 ycars.
Yon are required to show —
(1) Journal entry on Issuc of the debentures and
(#{) The loss on Issue of debenture account over the period.[Dec. 2014 (3 Murks)]
Ans.
In the books of S Lid.
Joumnal Entries
[Date| Particulars Dr. )] Cr (®)
Bank A/c (10,000 x 95) Dr, |9,50,000
Discount on Issuc af Debentures A/c (10,000 = 5) Dr,| 50,000
Lusss on Issue of Debentures Ade (10,000 = 10) Dr. [1,00,000
To 127 Debentures A/e (10,000 x 100) 10,00,000
To Premium on Redemption of Debentures A/e (10,000 x 10) 1,00,000
(Being, 10,000, 12% Debentures ol ¥ 100issued ut S%discount which
are redeemable at 10% premium.) .

e 4
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v B Lisss on Issue of Debertiyre Alc cc
. o Premium on 1,00.000TY, ——— ———
":r'.r;':.lrf 3 Redemption of o1 | By Profit & Lons Ac ' 'D'UJU|
Debentures Alc ;, | ) {
By Bals - 50,000
E_@!i e 100,040
s bid ! it
Yﬁlfz To BZI]UIICL SG.U{KJI Ytar 2 !B:' Profit & Loss Aic| 10Lm |
—— | By Balance o'd ! &0,000 |
year3 |ToBalance bid 00.000\Year 3 | By Profit & Loss | 20,000
| By Balance od - 40.000
60,000 60,000 |
vear4 |To Balance b/d 40,000 |Year4 | By Profit & Loss Ac | 20,000 |
By Balance c'd | 20,000
40,000 T 20,000
year5 |To Balance b/d 20,000 |Year5 |By Profit & Loss A'c 20,000
= | | l
20,000 [ 20000

Problem No. 4] Cheer Ltd. is Interested in lasulng 10,000, 12% debentures of T 100
‘gdh Y.:::ure required to pass neceasary journal coiries in each of the following
{a) Jssued at 10% discount and redeemable aj par

|[b] Issued at 5% premium and redeemable at par.

r'?%hmd al par and redeemable at premium of 54,

() Issued at discount of 5% and redeemable at premlum of 10%.

‘[&]hmd at premium of 10% and redeemable at premium of 20%%.

—

[Dec. 2015 (5 Marks)]
Ans,

In the books of Cheer Lid.
Journal Entries

[n-]’ Particulars | D@ cCr(t)

Efmk Ale (10,000 x 90) Dr| 9.00,000

Discount on Issye of Debenture A/c (10,000 x 10) Dr.| 1.00.000

; To 1285 Debentures Ajc (10,000 x 100) 10,000,000

(Being, 10,000 debentures issued at 10% discount which
b < tedeemable at par)

)| Bank A/ (10,000 105) Dr. |10.50,000
To 129 Debentures Afc (10,000 x 100) 10,00,000
To Securities Premium Alc (10,000 x 5) 50,000
{Bﬁing,

10,000 debentures issued at 5% premium
Lﬁ""‘““‘ﬂ-liﬁ]_‘._"l_____rm.‘cma ble at par)

._

MYV Lo oo .
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Date |Particulars Dr.R)| Cr.(3)
(c) |Bank A/c (10,000 « 100) Dr.[10,00,000]
Loss on Issue of Debenture A/e (10,000 = 5) De| 50,000
To 129 Debentures Ade (10,000 < 100) 10,00,000
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 Ale (10,000 = 10) Dr| 1,00,000
To 12% Debentures Alc (10,000 x 100) 10,00,000
Ta Premium on Redemption of Debentures Ale 1,00,000
(10,000 = 10)
(Being., 10,000 debentures issued at 5% discount which are
redeemable |96 premium)
{¢) |Bank Alc (10,000 « 110) Dr. {11,00,000
Lioss on Issue of Debenture Ade (10,000 < 200 Dr.| 2,00,000
Tor 129 Debentures Ale (10,000 « 100) 10,000,000
To Secunties Premium Afc (10,000 « 10) 1,00,000
To Premium on Redemption of Debentures Alc 2,00,000
{10,000 = 20)
{Being, 10,000 debentures issued at 109 premium which
are redecmable 2066 premium)
Problem No. 5] X Ltd. made an Issue of 10,000 12% debentures of 1100 each as
fullows:
¥ 23 on Appllcation
25 on Allotment
lﬂl on First & Final Call
were received [or 12,000 shares and the dﬁnn allotted l:dﬂﬂg
debentures rejecting an application for 2,000 debentures, money recelved o
mmz?&mﬂmwwnmymmmmm
made and duly received. Show the necessary Journal Entrles and Cash Book
record the above trunsactlons, [Dec, 2017 (3 ke)]
Ans,

in the books of X L,
2
Jernal Enrries

Pai b )| cr )
Bark Al (12,000 + 25) Dr | 300,000
; T 12% Debenure Application Alc 3,00,000
i (Becing, spplication toney rocetved @ 228 [ur 1 2000
: idebmntoren) = RN SER S

w0 O _SEEe - 4
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Particulars ;
- Cr. (T)
pate 12%p Debenture f\ppW“'——————-l Dr. (¥) == |
R DAL De | 300,000
0 v ebenture Ale (10,000 %) \ i 2 50,000
To Bant Nle (2,000 » 25 | | so.000
(Being, application money of 10,600 debe | i
@ 25 transferred 1o 129 Debenture hLl:l",u::u;::Ji I
application money of 2,600 debentures, relunded | |
1o applicants as per Boards Resolution Ne. | |
dated ...... ) | l
: 129 Debenture Allotment Al Dr. | 230000
To 12% Debenture Al ] | 250000
] " ¥
| (Being, allotment money due on 10,000 debentures | | "
| @ X25 as per Boards Resolution No... dated . )
: Bank A/c (10,000 x 25) DT‘ 2,50, 000 |
To 12% Debenture Allotment Ale _ 2.50.000
(Being, allotment money on 12% Debenture received) | !
12% Debenture First & Final Call A/c Dr 1 500 1)
To 12% Debenture Alc | l 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. ! 00,000
To 12% Debenture First & Final Call Ale | 500000
(Being, first & final call money on 129 Debenture | |
A received) | | {
Dr. Cash Book (Bank Column only) Cr
To 12% Debenture Application Alc| 3,00,000|12% Debenture Application A« EU.UUU_i
T012% Debenture Allotment Arc 2,50,000
To 12% Debenture First & Final 5,00,000 | By Balance o/d 10,003 ()
Call Are
e AR
10,50,000 | 10,850,000

No. 6] Aman Ltd. Issued to the public 16,000, 10" Debentures of 7100
dlscount of 2%. The amount payable by applicants Is as 250 per debenture
with lication and balance amount at the time of allotment. The Issue
. ten by Gama Lid, for commission at the rate of 1% of nominal
debentures underwritten. The whole of the Issue was subscribed by
s of the public at large. The company pald underwriting commission

S entries In the books of Aman L1d. for the ubove men-
'l'_ ornal [Jmmﬂullnk_l}l

wh NV L
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In the books of Aman Lid.
Joumal Entries

Date Particulars | De®] cr@)
Bank Ac (15,000 » 50) Dr.| 3,00.000 |
To Debenture Application AT
(Being. recespt of spplication monsy on 16,000 106 Debentures
of 250 per debenturc) |
10%% Debentize Applicstion A Dr| 500,000
To 1Fc Debentimes Ac 8,00,000

8,00 fJJ.l-rjl

=Coart )

Diebenture Allotment Ale (16,000 = 38) Dr| 7,658,000
| Discuaznt on Issos of Debentures Alc (16,000 < 2) Dr 32,000
To 107z Debentures Alc 8,00,000

{ Being. allstment money dise on 16,000 debentures & T48 per
| debenture a1 a discount of $2 per debenture)

f IBa:.". Ac Dr| 7.68,000
| T Debenture Allotment Alc 7,638,000
| { Bring. allotment money received)
! UnderaTiting Comumission Afc (16,000 = 100 = 152) Dr. 16,000

! Tis | e Debentures Alc 16,000

| (Beingz, underwriting commission paid to Gama Ltd. by issue
Lof 10Fc debeniiures)

DISCOUNT ON ISSUE OF DEBENTURES

Problem No. 7] Moon Lid. issued 5,000 debentures of 2100 each at a discount of
10/4. The expenses on issue amounted 107 20,000. The company wants to redeem the
debentures at the rate of T 1,00,000 each year commencing with the end of 5th year.

medwlhﬂﬂhewﬂmnﬂ'meﬂyuﬂ
[June 2016 (5 Marks)]

AN ANAW

Ans.
Discoant on issue of debentures = 5,000 » 100 » 10% = 50,000.
fxpenises an issue of debeniures « 20,000
Total amount of discount and expenses is 70,000. It should be writlen off each year
sccording w the ration of the amounts outstanding.

|
1
|
1
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o

70 (1) =1

TING Pt nies
NG Fo DEREsT BES 5.15
mbﬂﬁﬂﬂ_‘ ‘_.'""“iﬂd!nhhh""‘—"-——-—— = i
; 4,00,000 w 1
i & 3,00,000 | 5,000 b
:: 2,000,000 .], OiER | ’
| & | 1060 00 = 4,000 !

No. 8] Josh Ltd. issued 2 000, 1 T‘;‘;—-—-—-—

L
of 10 These debentures are I'Edeﬁ'mab[c s prn:w“ n:; :grul:[:h ala d]wm'ml
: mulrtdlﬂ‘ Tium ¢ afler 8 vears. You

m Compule the loss on issue ﬂfdthcnlm, 1o be the
accounted aver

|

Tﬂ A joﬂmﬂ] entlries on issue of debentures, !
|

= 4

I

_— [Dec. 2016 (5 Marks)]
Ans. |
Total discount = 2,000 = 10 = 20,000 '
Year Debentures Ratio = |
' oulstanding off f
H 2,00,000 2 2300 }
2 2,00,000 ) :m
3 2,00,000 2 2500
3 2,00,000 2 ::u‘o =
3 2,00,000 2 :r;ﬂ -
G 2:00.000 2 23 z
1 2,00,000 2 = 3
; 15 20,000
Lens on issue of debentures = 2,000 « 10 = 20,000
E’l Debentures W“milli_ Ratio Discount written off
: l.ﬁﬂ,ﬂﬂﬂ 2. l_:m
4 2,00,000 2 2500
2 2,00,000 2 2,500
6 2,00,000 2 2500
y 2,00,000 2 2,500
g 2,00,000 2 2,500
2,00,000 2 2,500
16 20,000
In the Books of Josh Lid.

Journal Entries

- Dr (R) Cr (7
Bank Alc (2,000 x 90) Dr.|  1,80.000
Di!r.‘uunl on Issueof Debentuns Adc (2,000 10) Dr 20,000
Loss on Issue of Debentures Al (2,000 x 10)  Dr. 20,000
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Date IFarticolars — e Dr. (X} ——E';B_l
¥

To 129 Debentures Aic (2.000~ 100) 2,000,001
. To Premium on Redemption ol <0.00¢

| Debentures A'c (2,000 100 .
{ (Being. the issue of 2.000 10% debenturvs of H:TU
{each issuad at discount of 10K miwn'--xhk at 10%¢
| premium asper Board Resolution No....- dated .o )

Endof | Profit & Loss Ac Dr. '

Yearl | To Discount on Issue of Debentures A€ 2,500
v olf)

L
L
(=]
=

| {Being, discount an jesue of debenture winttel
Dr 2,500

|
|
| Endof [Profit & Loss Al
2,500
|

Year1l | To Lass on Issue ol Debentures A
L | {Being. loss on issue of
Note: Enmry No. 2 & 3 will be repeates
Problem No. 9] On 1st July, 2023 a company issucd 50,
cach at a discount of 10%. The debentures were redee
ings of ¥10,00,000 on 31st March each year.

Calculate the amount of discount on debentures to be writien off at the end of each
year on 31st March. [June 2018 (5 Marks)]
= 50,000 = 10 = 5,00,000

ritten off for different years:

debenture written off)

1 az year end for next 7 mmore years.,

000, 9% debentures of T100
mable by five annual draw.

Ans. Total discount

Calculation of discount 1o be w
Year end- Period Debentures Equivalent Ratio | Discount to be
ing outstand- monthly written off
= lng | amount | L ——————r——
31.3.2024 1,7.2023 10 31.3.2024 50,00,000 4,50.(}0.00-0 45 1,316,364
31.3.2025 1.4.2024 10 31.3.2025 40.00,000 J,SD,(}U,UBD 48 1,45,455
31.3.2026 1.4.2025 to 31 3.2026 30,00,000 3,60,00,000 36 1,09,091
31.3.2027 1.4.2026 10 31 32027 20,00,000 2,40,1]0,!]'30 24 72,727
31.3.2028 1.4.2027 10 31.32 028 10,00,000 1,20,00,000 12 36,363
L 165 500,000 |
e —= e
% ©10,00,000 debentures at

10] In April 2019, n company issucs 12
ption will be carried out by annual drawings

March 2020,

Problem No.
297 but redeemable at 7104, Redem
of 22,50,000 (face value) commencing at the

You are required to show:

(1) The journal entries on issue of debentures; and ;
(2) The loss on issuc of debentures account over the period. [Dec. 2020 (5 Marks)]

Ans.
Journal Entrics

Date |Particulars
Bank A/t (10,000 = a7}

Discount on [ssue of De
Loss on Issue of Debentu

benture Afc (10,000 x 1)
res Adc (10,000 x 4) 215
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—Tparticulars
EEST 0 12% Debentures Aic 16,655, o[ DR @GR
To Premium on Redemption of De : 10,00,000
v |'k'll:lu“_- Ne 40,000
\ (10,000 x 4)
Being, the issue of 10,000 126; depse ikiyaa .
. :."Zijsculllﬂ of 3% recleemab, » .:rlc“;,:? J_thﬂcnchl*.'.ut'd
: Resolution No. ... dated ..., ) Mium as per Board
E;“':':n‘ to be written-off in varipys Years:
Debenture outstand
7 < 10,00.00 Sl ———E'_“E___ Discount writlen off
3-2020 00,000 100
3l 2 12,000
3‘102] ?.Dﬂ,gﬁﬁ 75
3]-3-2 9,000
31-3-2022 3,00,000 , 50 6,000
2,50,000 3
3)-3.2023 — | 25 3,000
s Lo s ] 30,000
mc of debentures to be written-off in various years:
™ Year Debenture outslanding Ratio Loss written off
41-3-2020 10,00.000 100 16,000
31-3-2021 7,50,000 75 12,000
31-3-2022 5,00,000 50 8,000 >
3132023 2,50,000 25 4,000 z
250 40.000 z
z
fﬂjn]:lﬂn No. 11} AnjaliLtd, {ssued 12,000, 13% debentures of 1100 eachatadiscount r
:'. {6% on 1s1 July, 2017. The debentures are repayable in three equal instalments of
14,00,000 each on the 30th June every year. Books of account of the company are
dlosed on 31st March every year. You are required to show the Discount on Issue
ofDebentures Account over the period, [Dec. 2021 (5 Marks)]
Ans.
Total discount = 12,000 x ¢ = 72,000
Galeulation of debentures outstanding for various years:
car Period Debenture | Month | Product
! outstanding
1-7-2017 10 31-3-2018 12,00,000 9 1.08.00,000| 1,08.00,000
1-4-2018 10 30-6-2018 12,00,000 3 36,00,000 1,08.00 n;l
1-4-2018 1o 31-3-2019 8,00,000 | 9 7200000 "
1-4:2019 10 30-6-2019 8,00,000 3 24,00,000 60,00,000
3 1-4-2019 10 31-3-2020 400000 | 9 36.00,000
1220 - 2021 1-4-2020 10 30-6.2020 400000 3 12,00,000]  12,00,000
%’«uun of discount to be written off for different years:
Yeark m Ratio Discount to be written off
- 108 27,000
108 27,000
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Discount 1o be wrillen olf

Ratio
31-3-2020 o0 15,000
31-3-2021 12 3,000
2588
F_)r. Discount on lssue of Debeniures A'c _E-IJ
1-7-2017 |To 13% Debentures Alc] 72.000[31.3.2018 | By Profit & Loss Alc[ 27,009
31-3-2018 | By Balance ¢/d 45,00q
72,000 2
1-4-2018 |To Balance bid 45,000 31-3-2019 | By Profit & Loss Ale ;?ggg
31-3-2019 |By Balance o/d 18,000
45,000 45,000
14-2019 | To Balance bid 18,000 31-3-2020 |By Profit & Loss A/e | 15,00p]
31-3-2020 Bj' _B:l!:lnCI: C.l'd ].qun
1-4-2020 |To Bal: L 1800
alance bfd 3,000|31-3-2020 |By Profit & Loss Afc 3,000
5,000 YT

Problem No. 12] S Lid. issued 5,000, 149 debentures of ¥100 each on 1st Apri],
2016 ot a discount of 5% repayable at a premium of 10% 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 to give journal entries in the

books of the company both at the time of issue and redemption of debentures,
[Dec. 2021 (5 Marks)]

IAMANNE

Ans.
In the books of S Lid.

Journal Entries

Date Particulars Dr. (T) Cr. {T)
1-4-2016 | Bank A/c (5.000 = 95) Dr| 475,000
Discount on Issue of Debentures A/e (5,000 = 5) Dr. 25,000
Loss on Issue of Debentures Alc (5,000 x 10) Dr, 50,000
To 14% Debentures A/c (5.000 x 100) 5,00,000
To Premium on Redemption of Debentures A/c 50,000
(5,000 = 10}
{Being. issue of 5,000 debentures of ¥100 each at discount
of 5% redeemable at 109 premium as per Board Resolution
No. ..... dated ......)
1-4-2021 | 14%¢ Debeniures A'c 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)
1—-2021 | Debenrure Holders Afe Dr.| 5.50,000
‘ To Bank Afc 5,50,000

lchmg, amount paid to debentune holders)

e e
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wm\ br.(t)] _€x(0)]

pebenture Redemption Reserve A & .
Profit & Loss Al Dr.| 1,70,000|

| 3.30,000

# T o R-.., i D]’ 3_;.
To General _uuu. Ae ‘ 500,000
(Being, the nominal value of df.'f‘rtl.:u:r'. redeeme ’
the year transferred 10 pener| ., TV dctonny) J

DENURE ISSUED AS COLLATERAL SECUR_IT}EEFH‘ER —_—

Wﬂ-] X Ltd. borrowed 25,00,000

{
d during

|
|
|
|

M a scheduled bank at an annual
ﬁ;ul rate of 12% and deposited 14¢; debentures of ghe face value of 7$0,00,600
ki) T8 the Joural i roguuttng bt ot b s
colateral security and also show the abose frepe. e the company's balance sheet.
[Dec. 2013 (5 Marks))
==
ABS- In the books of X 14,
Joumnal Entries
e Particulars | @) ce@)
F Bank Afc 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 7';'
(Being, 14% debenture issued as collateral
security as per Board Resolution No. ...
dated ......)
=4 Balance Sheet of X Ltd. (Extracr)
Asat ...
T
40,00,000
25,00,000
65,00,000
[
40,00,000
25,00,000
65.00.000

1 No, 14] Mars tained an overdraft of 25,00,000 on 31sg March,

m -thauitbymtit; ﬁd securing 6,000, 12" debentures of ¥100 cach as
Security, :
£58ary journal d the entry in the balance sheet as on 31st March,

| Sl s e Marks)]
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Ans.
In the books of Mars Ltd.
Journal Entrics e
Date Particulars De®)]  Cr @)
31.3.2022 For taking loan:
Bank Afe Dr. 5,00,000
To Bank Overdraft Alc 5.00,000
(Being, bank overdraft taken) =)
31.3.2022 |For issuing debenture as collateral
sccurity:
Debentures Suspense Alc Dr. 6,00,000
To 129 Debentures Afc 6,00,000
(Being, 6,000, 12% Debentures of 100 each
issued as collateral security as per contra)
Balance Sheet of Mars Lid. (Extract)
As at 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 sectrity)
6,000, 1256 Debentures of 100 each 6,00,000
{issueed as collateral security as per contra)
ASSETS ?
Non-Current Assels:
Debentures Suspense Account 6,00,000
(issted as collateral security as per conira)
Currenl Assels:
Cash at Bank 5,00,000
Problem No. 15} Aarvi Ltd. has availed a loan of 1150 lakh from Bank of India and
issued to the Bank of India as collateral security - 2,50,000 debentures bearing
Interest rate of 9%, and of the face value of ¥100 each.
From the above Informatlion, 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 I of the Companies Act, 2013. [June 2019 (3 Marks)]
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Ans: e
I“””Idl I'.ntjj(_-\ (Tt f;,,f_hl
..-—""_-___-.__-_____-—-— e
jculars R T
,D.-.-t—;”“ part : Dr.| Cr. ’
|
= m D ! 1’0; ~ j
To Bank Loan Alc ¥ | ) 1 150 |'
(Being, loan taken from Bank of India) | j |
= ' |
Debenture Suspense Alc Dr. | 7501 |
To 9% Debentures A/ i | agg| |
(Being, 9% debentures issued as collateral security as | : !
_E"-_'[Ec'_ard Resolution No. ..... dated ) : | | |
L— Balance Sheer (Extract)
EQUITY & LIABILITIES | ?inlakh|
Non-Current Liabilities |
i b pebentures 1 250
gank Loan IS &,
T 400
SSETS i Uinlakh
Non-Current Assets ! =
Debenture Suspense Afc 2300 2
Cuwrrent Assels =
Bank Balance 150 E
H0| s

(CONVERSION OF DEBENTURES INTO SHARES

Problem No. 16] On 10th April, 2022, Zenith Lid. issued 12,500, 12% debentures
of2100 each at ¥98. Holders of these debentures have an option 1o convert their
Jll-'_llgliulr 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
Dotified their intention to exercise the option,

-ﬂ'?iﬁﬂmﬂ entries relating to the issue and conversion of debentures in the

Oks of the company. [Dec. 2013 (5 Marks)]
Ans,
In the books of Zenith Lid.
Journal Entries

%, ___ | Particulars Dr®)]__Cr ()
42022 Bank A (12,500 x 98) Dr.| 12,25,000
Discount on Tssue of Debentures Al (12,500 x 2) Dr| 25,000

1y To 129 Debenture Alc 12,50,000
20231 129 Debenture Alc (2,500 % 100) Dr.| 250,000

To Discount on Issue of Debentures Alc 5,000

To 14% Preference Share Capital Afc (1,960 x 100) 1,96,000

To Securities Premium Alc (1,960 x 25) 49,000
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“ote 1] Preference shares 1o be issued: T e e i

Fus “t- Al oot roy vey bpr st 2 <05 # 1000, ANy
| Bhmecnsest alerwed © 2% s pusae 12,500 ¢ 2 — 5
et vt recwmead am st oA e SetamioE = 245 by
Face valie of zr peraer o e
- Fremus @ 300 ——
Fume groe of orofememp e goges L

" . ’ 225 0N
. of prefecence shores 0 Se Swes s ol

Prodiéem %o 17] 0= Ja2 Novemher, 2613 S Lid Iscued 10,030, 37~ Debentures of
7100 emcin
These dehentares were redeemaile a1 2 « premium o st (ktober, 2015 by the
way of elther cumveriimg jmus 87 Preference Shares of 7100 eaeh a1 ¥/ ¢ premipn
oF 05 B pald i caal Lp to 3ot Ociober, 2515 the holders of 7,265 debentures had
€esTise thety option fior 8% Preferecce Shares and remmuinisg were paid in cash,
Yom are regralived tar

0y Fiod cua the pom=izal value of sreference sbures inued to debecture holders,
(i Give pezewsary jrarmal extries. [Dec. 2018 (5 Markas))

Az

Imche Books of S Led.
Jermrmad Entraes
[ ) Dr(?)_ Cein)
% Dhelbemtoges A 155000 « 196 D= | 16,06 000
Pormess om Redenption of Debestemes A (30000 « 207 Dr | 2.00.000|
T Dectermany Heddem Lz
By tar smame Sue o sedeemrtmes of detesture ot 1 20F0:

Debentmre Flinklery Lz 7 240 « 135) Dr. %43:300, !
T ¥ Frefrnor Shaers Caputad A (7260 « 1003 /

o Secvritiey Presmes Alc (7260 « 30
Brog. aswr of 7240 mefmrence shores of 200 exch at a ! L
| |
|
1

12,060,050

grommas of PE n ssmenyen of 85 debentures)
Dectrmogrs Hoiders A - Dr! 2356200
T Bunk ¢ : | 256200

Beetmg. redemption of 7 135 debermtizres @ 2120 in cash) F
Semermes Prevece= A Dr. 200,600
To Premeem on Redemption of Debentures Ac |

{Being, prercm on redempuon of preference shares written
iwnmm} '

Nste: Calculation of number of preference shares 1o be issued on conversion of 87
Debentures:




EH Y AMAELENT e
-.,jf'?:'?__
TR e 5.23

,,/{g'n/‘_f::.'a.'-‘--r** (TGS « 165 - —
“s‘_' = a5 =0

O st vedernpion (126,55 - 35,

'._“_.'.-2 :._-,..-_-, l—'z.ff‘r; | 4 ..-,h
of 9% Preference Shares < vy L 3, T E— T

‘?"‘!ﬂ} = 7250 Pre frrorer vharey
DEBENTURES FOR IMMEDIATE Caicoit s~~~
Amﬁﬂmrﬁ_;.‘li_'_—‘_—_:—-—;__. By T T
Ne. 15} 2090, 12% AP 10 ench 21 797 om

Feo -i.“r,ghlilﬂﬂ Ian}xEHhmmmhm-ﬂw

entries in the books of the commpasy (June 2016 (3 Maris;)

| Pariiculars Dxf) Cci7)
172024 | Debenture Pedemption Ac
| Debeniure Interest A'c

TE e

I|lt(“

I

| F -

l | To Bank AT 19 S5

{ { (Being, the purchase of 200, 125 Determrs 8 757 ety

i | cum interest for immediate cancelarin=,

(72024 |12% Debentures A'c D= 295 1

] { To Debenture Redemorion Ac 13 R
| To Profit on Cancellation of Debenmaes Ac 12065
| (Being. the cancellation of 200, 122 Debemnmeand profiten

L Icmlliﬂnu transferred 1o profit on carsellation accremt)

Nene |I:

\Com interest price paid (200 = 97) 15.300

4 : 3
mt[:zm:im:tll‘.rx 12] (el
| 15,300 |

— 1,000 Debentures @ T57/(cum-interest)

1,800 Debentures @ ¥99/(ex-Interest)

due dates are 30th September and 31st March i.c. twice in a year
~ [June 2017 (5 Marks)]

WAV
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In the books of ABC Ltd.

Journal Entries
IL'I'F Particulars Dr. (T) GE
1.7.2023 | Debenture Redemption Alc Dr. 95,500
Debenture Interest Afe Dr. 1,500
To Bank Alc 97.000
(Being, purchase of 1,000, 6% Debenture @ 797 each
cum-interest lor immediate cancellation)
117.2023 | 6% Debentures Ale Dr. | 1,00,000
To Debenture Redemption Alc 95,500
To Profit on Cancellation of Debentures Afc 4,500
(Being, the cancellation of 1.000 6% Debenture
and profit on cancellation transfemred to profit on
cancellation account)
30.9.2023 [ Debenture Interest A/e (9,000 x 100 x 6% x 6/12) Dr. 27,000
To Bank Afc 27,000
(Being, the interest paid on 9,000 debentures @ 6% for
& month ending 30th September)
29,2,2024 | Debenture Redemption Alc Dr. | 1,78,200
Debenture Interest Afc Dr. 4,500
To Bank Alc 1,82,700
{Being, purchase of 1,800, 6% Debentures @ 99 each
ex-interest for immediate cancellation)
29.2.2024 | 6% Debentures Alc Dr. | 1,80,000
To Debenture Redemption Alc 1,78,200
To Profit on Cancellation of Debentures Ale 1,800
(Being, the cancellation of 1,800 6% Debentures
and profit on cancellation transferred to profit on
cancellation account)
31.3.2024 | Debenture Interest Afc (7,200 x 100 x 6% x 6/12) Dr. 21,600
To Bank Alc 21,600
(Being, the interest paid on 7,200 debentures @ 6% for
6 month ending 31st March)
31.3.2024 | Profit & Loss Afc Dr. 54,600
To Debenture Interest Afc 54,600
(Being. the interest on debentures for the year
transierred lo profil & loss account)
3]1.3.2024 | Profit & Loss Alc Dr. | 2.80,000
To General Reserve Alc 2,80,000
(Being, the nominal value of debentures redeemed
| during the vear transferred 1o general reserve account)
11.3.2024 | Profit on Cancellation of Debentures Ale Dr. 6,300
To Capital Reserve Afc 6,300
(Being. profiton cancellationof debentures transferred
_______..-—"

| to capital reserve account)
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MU X 97)

c l::l {nterest price
u

3
000 = 6% »
() Interest [I'Un' SRR

97000

|
|

(1,500))

price (1,800 x 99)

te 2
::-i nterest

(-) Interest |:1 ,80,000 x 6% x

cum interest price

5.25

amounted to T200.
mjoumﬂ] entries in the books of the company.

[June 2017 (3 Marks)]

= No. 20] On Ist April, 2020 Kapil Ltd. had made an issue of 2,000, 6%
P res of € 100 each. The Company during the year 20212023 purchased far
cancellation 500 of these debentures. The company paid 795 per debenture for
400 debentures and Y98 per debenture for the rest. The expenses on purchase

Ans.

In the books of Kapil Ltd.

Journal Entries

te |Particulars D (?)! Cr(T)
@ Debenture Redemption Ale (400 x 95) Dr. 38,000
To Bank Alc 358.000
(Being, 400 6% Debentures purchased for immediate
cancellation)
Debenture Redempliion Alc (100 = 98) Dr. 9.E00
To Bank Alc 9.800
(Being, 100 6% Debentures purchased for immediate
cancellation)
6% Debentures Ale Dr. 30,000
To Debenture Redemption Alc 47,800
To Profit on Cancellation of Debentures Alc 2,200
(Being, the cancellation of 500 6% Debenture and profiton
cancellation transferred to profit on cancellation account)
Expenses Afc D 200
To Bank A/c 200
ing, expense incurred for purchase and cancellation
|OF debentures)
fit on Cancellation of Debentures A/c Dr. 200
To E:‘P'EI’ISES Ale 200
tH’CiDg, expense incurred for purchase and cancellation
of debentures set-off against profit on cancellation of
- ebenures)

BNAVINYLL
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Date | Particulars
Profit on Cancellation of Debentures At |
To Capital Reserve A/C
i rniires
(Being, balance of profit on cancellation of debentt
jtal resenve account

account lmnsft‘lﬂd_[ggy__—____——_—:_—‘——:_—‘_‘\
00, 1206 Debentures of 2100 each as o

Problem No. 21] Fortune Ltd. had 40 purchased the followln: éﬂ
LS

April, 2018. As per terms of the |ssue, the company PU=

benture in the open market for |mmediate cancellation:
1st May, 2018 800 Debentures at cum-interest 798
1st January, 2019 1,600 chmltl.ﬂ'ﬂl.lcufn-intcrem 2100.25 o
Ist March, 2019 400 Dcbentures at ex-interest ¥98.50 eag)

The company closes its books on 31st March each year. Assuming that debenyyy,
interest was payable half-yearly on 30th September and 31st March, show q},,
following accounts in the books of company:

(i) 129% Debentures Alc

(if) Debenture Interest Alc

(iil) Profit on Redemption of Debenture Alc [June 2019 (5 Marks)] |
Ans,
Dr. Debenture Redemption A/c Cr
1-5-2018 |To Bank Ac [Nore 1] 77,600[1-5-2018 |By 12% Debentures Afe| 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 Alc [Note 1] 800|31-3-2019 |By Profit & Loss A/c 34,000

20.9-2018 |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 [Nore 3] 2,000
31.3-2019 |To Bank Afc [Note 5] 7.200

34,000 34,000
Dr. 12% Debentures Alc t
_-——-'-'--.-.
1-5-2018 |To Debenture 71,600 | 1-4-2018 |By Balance c/d 2,00,00
Redemption Alc Redemption Afc
1-5-2018 |To Profiton Cancellation 2,400
of Debentures Alc
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 .
_—"—/
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32019 |To Profit on Cancellation )
I- ol Debentures Ale
To Balance c/d
e
| 4,00,000 4,00,000
pr. Profit on Cancellation of Debentures Alc Cr.
31-3-2019 To Capital Reserve Al 7.400(1-5-2018 | By 12% Debentures A/c 2,400
[Bal. Fig.] 1-1-2019 By 129 Debentures A/c 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 |:80.000 x 129% x 7 } (B00)
Ex-interest price 77.600
Note 2:
Cum interest price (1,600 x 100.25) 1,60,400
3
(<) Interest [1.60.0(}0 x 129 = H] (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
Cum interest price 41,400

Note 4;

Debenture interest payable on 30th September; 2018:
(4,000 - 800) 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

ﬁmmz OF DEBENTURES AS INVESTMENT

NNV
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et —— .__-_————'-—_'______——___ - e
= On 18t July, 2018, 3,500 own debentures were purchased at 295 hx-lnl%"

from upen market and cancelled them. y
= On 318t October, 2018, 2 mdﬁbﬂlﬂfﬂ*mpmdm al 19y
Interest) fl"t:ll a:;m mald.:ljn Out of which 1,000 own debentures wer, ;0!:"\
31st December, 2018 at 1104 (cum:interest). n
- Interest on dehenlmﬂwmlbhwmm’m s"’“‘“""‘w;,
”m]lnq,,m o ]
You are required to pass the necessary journal entries for the yearended 315
2019. Ignore Tumdﬂmmjmmmmu_ drehy

[Dec. 2019 (5 Mark,
In the books of Puva Lid.
Journal Entries
Date  |Particulans D= coy
147-2018 | Investment in Own Debentures Alc [Note 1] Dr| 332,500 ="
Debenture Interest A'c Dr. 8,750
. To Bank A'c 34125
| (Being, purchase of 3,500, 10% Debentures @ 95 each
I‘ lct—im.trmll
i 1-07-2018 | 10% Debenture Alc 3,50,000
| {  Tolnvestment in Own Debestures Alc 33250
'_ | To Prufit oa Cancellation of Debenture Alc 17,500
{ |(Being, the cancellaticn of 3.500 Own Debentures and
' profit oa cancellation transferred to profit en cancellation
{ debemtures 2copumy
| 3005-20] 8 Dc:ve:z::rc Intmest A (11500 2 100 = 10%: x &12) Dr| 57,500
| ! ToBask Ac 57300,
[ Being, debernire interest paid on 11,300 debentures @ '
. {10% for & months ending 30th Sestember)
' 31-1G-2015 L'rz-.n:'.:m i Own Debentures Az [Noze 2] Dr| 230,800
' Debemnere Inteyest Ac Dr. 2,000
To Bank Ac 232,500
((Being, purchase of 2400, 10°: Debentures @ 197 each !
| cum-imteresti
'31-12-2018 :Bank Ac [Note 3) |
i Dﬂ i {
T2 Debentore Interest A ¢ e 2500
To Imvestment i Oun Debennires A 1,010
(Beung., sal= of 1,000, Our, )
| . : Debentres @ 2104 each cum-
3122018 Imesmmt a Osn Db A e s -
{Being. the cancellatios of | gog Oun
mmmwhwﬁ:’mﬂ and i
arcreimg) on cancellation
___‘_-I—|_______-—___-___-___-.__.-_._._.-"‘/
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= ] Gl
—— | Particulars Dr. () =6
e ——

p.-:;.z-’_ll"' Debenture Interest Mc (10,500 2 109 , (e, L 812, Dr 52500
L To Bank Alc (9,100 » 106 + 174 .+ 613, 45 506

T Interest on Own Debentures 40 7
(L300 2 100 » 106 » 613,
(Being. the interest on 10,560 debentures paid ard
interest on 1,400 Orwn Debentures credited 1o interet crami
debentures account)
31_03,20“' Profit on Cancellation of Debentures Ac D= 22 733
To Capitz] Reserve Alc ! 22433
(Being, profit on cancellation of debentures transferred 1o
capital reserve account)
31-03-2019 Profil & Loss A'c Dz! 115250
| 518250

To Debenture Interest A'c
(Being, balance in debenture interest transferred to profit |
and loss account) i .
31.03-2019 | Profit & Loss Alc Dr| 1.18250
To General Reserve Alc ! I
{Being, amount equal to face value of debentures ca.nocﬂ:d {

transferred to general reserve account) i
Note 1: :.:"
Ex-interest price (3,500 x 95) ; 332:-00! ;
3 =
(+)nterest | 3.50,000 x 10% x —— ] I s.:so; i
Cum inlerest price 3.41250]
Note 2:
Cum interest price (2,400 x 97) 232 800
(-) Interest | 2,400,000 x 109 x %:l (2.000)
Ex-interest price 2.30.8500
Note 3:
Cum interest price (1,000 x 104) 1.04,000
{-}lmcrul[[mmoxmctx—l';— 2.500)
(Ex-inierest price 1.01.500
Note 4:
sahﬁmufo\!m Debentures 1,01,500
) Cost of Own Debentures (2.30.800 x 1,0002,400] (906.167)
1 on Cancellation of Debentures 5.333

h___—___‘
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e urchased its own 1,000 9q,
Problem No. 23] On 1st July, 20202 mmlm“ydptu give necessary Journgy] c:;:j} 'tn,
tures of 100 each for £88,360. You are require ey p

; !
(i) These 9% debentures are cancelled immediately :

{ii) These 9% debentures, purchased by the company; 41¢ k;[I:: ¥ [m“t"‘t'm.
arky)
t\.l‘l.ﬁ. =
Journal Entries -
Date Particulars ___————-—*F—?—SL% \E;F]\ .
()| Debenture Redemption Afe : 10 _
To Bank Afc . ; 88 3nu|:
(Being, the purchase of 1,000 debentures for immediate .
cancellation) |
94¢ Debentures Ale ' Dr | 1,00,000 i
To Debenture Redemption Afc 88,344
To Profit on Cancellation of Debentures Alc 164
(Being, the cancellation of 1,000 debentures and profit I ,
transferred to profit on cancellation of debentures account ) i
(ii) | Investment in Own Debenture Alc Dr.| 88,360 |
To Bank Alc B8 300 !
(Being, the purchaseof ! 000 owndebenturesasinvestment) R
REDEMPTION OF DEBENTURES WHEN THERE IS SINKING FUND

Problem No. 24] Following balances appeared in the books of N Ltd. on 1st Aprl,
2024:

1
12% Debentures . 8,00,000
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 mace on 31st March
every year.
On 31st March, 2025, balance at bank was 4,00,000 after receipt of interest.
The company sold the investments at 80% and debentures were redecmed.
You are required to prepare:
{i) 12% Debentures Alc
(ii) Debenture Sinking Fund Afc
& [Dec. 2005 (4 Marks), [yune 2016 (4 MarT}
— _ [Dec. 2016 (4 Mo




E CHL 5 : ACCOUNTING FOR Dy gy NTURES 53¢
|
. Ly
,r ! An In the books of N 144,
| br 12% Dc'fu;""“-,.. Ne Cr.
: "ﬁf’ﬁ_ﬁ; To Bank Ac BO0.000] 142024 Thiy Balance bid | #.00.000
l " ,00,000 | ]:-.'l I_?J,I 00
5}"-—___‘ Debenture Sinking Fund Alc ' Cr.
"fﬁ.-il-]i;- To Debenture Sinking 24,000 1.42024 | By Balance hd ?,mnuu_
| i Fund Investment Alc 31.3.2025 |By P& L Apperopriation Ac | 128,000
31,3.2025 | To General Reserve Ae  ( 7,76,000( 31.3.2025 (Annual contribution)
| : (transfer) [Bal. Fig.] By Interest on Sinking 72,000
Fund Investment A e N 0)
' 8.,00,000 [ 8.00 000
-l | Dr. Debenture Sinking Investment Fund A/c Cr.
! [742024 | To Balance bid 6,00,000 31.3.2025 | By Bank Alc 5,76,000
(Facevalue¥ 7,20,000) (7.20.000 = B0}
| 31.3.2025 | By Debenture Sinking 24,000
i Fund Aic {
; [Loss on sale)
| : 6,00,000 [ 6.00.000
i Dr. Bank A'c Cr.
| 31.3.2025 | To Balance b/d 3,28.000( 31.3.2025 |By 125 Debenture A'c 3.,00,000
(4,00,000 — 72,000)
| 31.3.2025 | To Interest on Sinking 72,000 31.3.2025 | By Balance od 1.76.000
Fund Investment Alc [Bal Fig.]
' |31.3.2025 [ To Debenture  Sinking| 5.76,000
Fund Investment A/c
] (7.20,000 x BD%)
| 9.76.000 9.76.000

‘No. 25] 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
T91
109
2103

WNNVINAVL—
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. od remium of 5¢
On 31st March, 2024 debentures “‘T‘l;;dlht baok'-: :I":Dm]:lan!p'. % Yoy
o i rtani accoun
required to prepare impo [June 2014 (7 M:
]

J\]']_s_ IU
et c
Dr. 8¢o First Mortgage Debentures — G
, ce b g
(3132024 [To Bank A 000003132024 |ByBa | 10,0655
|
Dr. Premium on Redemption A/c G
— 5 31.3.2024 | By Debentures e
31.3.2024 | To Bank A'c 50,009 Redemption SU-'J"I;i
Fund A/c I
L ——— |
50,000 oo
ion Fund Afc o
Dr. Debentures Redemption P
131.32024 [To Premium on Redemp- 50,000/31.32024 |By Balance bd | 10,63 |
tnon A'c | I
31.3.2024 |To General Resenve Ale | 10.73,400[31.3.2024  |By Debentures Redemp- 58,00
tion Fund Investment | !
Al |
—_—————
11,23,400 [11.23400]
 ——]
Dr. Debentures Redemption Fund Investment A/c el
31.3.2024 |To Balance h'd 10,65.400|31.3.2024 |By Bank Alc :
- 6% Haryana Electricity - 6% Harvana Electricity| 3,50,000
Board Bonds Board Bonds I
- 5% Punjab Water Board - 5% Punjab Water Board| 3,64,000
Lnan Loan L
- #% Rajasthan G, - 8% Rajasthan Govi.| 327000
Loan Loan t
= T¢ Gurgaon Gramin = TCe Gu_rgann Gramin 82,400/
Bank Loan Bank Loan
31.3.2024 |To Debenture Redemption 64,300
Fund Aic 2
11.23,400 11,2340, |

Problem No. ﬁl Following balances appeared n the books of Bright Ltd. as 07
1s1 April, 2023:

(a) Sinking fund account ¥50,000

(b) Sinking fund investment account ¥ mina!
alue T45,000) 48,000 (10% government securities, no

(c) 12% Debeniure account ¥1,00,000,

The company sald 30,000 government of
w#:mdl@; ﬁmﬂm““""“ﬂm““’"‘




CH. 5: ACCOUNTING Fop DEBENTURES 5.33
AnS:
In the bogks f Bright Lid.
or 12% Debentyre A/ cr.
3701 [ToDebenture Holder Ac| 36066 14305 e 0000
142023 |To Balance c/d 70,000
' 1,00,00) 100,000 |
= Sinking Fund Alc cr
"'ﬁfiaﬁ- To Premium on 3.000| 142023 |By Balance bd 50,000
Redemption 142023 | By Sinking Fund 1,000
Debenture Ajc Investment A'c |
(30,000 = 106%) !
142023 To General Reserve Alc 30,000 !
142023 |To Balance c/d 18,000
51,000 | 51.000
Dr. Sinking Fund Investment A/c Cr
[1.4.2023 |To Balance b/d 48,000| 1.42023 |By Bank (Sale) 33,000
(Face Value T45,000) 1.4.2023 |By Balance c'd 16.000
1.4.2023 |To Sinking Fund A'c 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
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)
(<) Costofinvestment | ——— ———
" 5000
_Profit on sale of investment 1,000

wINVIA L
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g PART I ;CURPOR-\TI: AC |
follows: |
l}l'l the same dajr the lm'eslml:ms\\crc suld as
909% and

(a) the 5% State Development Loans 2!
(b) 6% National Defence Bouds 3t P2t =y o2 premium of 2.5 5

Te
On July 1, 2024, all the Dchmwf?s‘”fm Jgnore Interest

contribution for redemption Was ] & Sinking Fund Investme,
Prepare 7¢% Mortgage Debentures, SKiog [June 2017 (5 p A
counts, _‘—‘im
Ans.
Dr. ¢4 Morigage Debenture ‘l_\iif______._______ (e
30.6.2024 | To Bank A/c 3062024 | By Balance bid 400,05
Dr. Premium on Redemption Alc o
30.6.2024 |To Bank Alc T 500] 306 2024 [By Sinking Fund Al | g
10,000 oo |
Dr. Sinking Fund Alc al
30,6.2024 |To Sinking Fund 30.000/30.6.2024 |By Balance h.Fld m
Investment Alc 30,6.2024 |ByBank Alc (income) | 1450 |
30.6.2024 |To Premium on 10,000306,2024 | By Profit & Loss Alc 50,009 !
Redemption Alc (Annual contribution) [
30.6,.2024 |To Discount on Issueof| 25000
Debenture Ale
30.6.2024 |To General Reserve A/c | 3,65,000 E
1,30,000 430,000 |
Dr Sinking Fund Investment A/c ; Cr |
30.6.2024 | To Balance b/d 30.6.2024 |By Bank Afc |
- 5% State Development | 1,90,000 - 5% State Development | 1,580,000 |
Loan (2,00,000) Loan |
- 696 National Defense | 2,00,000 {2,00,000 x 90%%) i
Bond (1,80,000) . 6% National Defense | 1,80,000] ¢
Bond
3062024 |BySinking FundA/e | 30000
3,590,000 3,90,000] |
Problem No. 28] Following balances appeared in the books of R Ltd. on 1,4.202% '
12% Debentures ~18,00,000
Sinking Fund =17,00,000
Sinking d Investment - ¥7,00,0 ' el
Annual contribution to the dnkh; uf
com - i flindm;i 1.20.000 made each
On 31.3.2024, balance at bank vas !l,zﬁ,lann ﬁ-;'."""-m'“" plaxc L The
company sold the investments at
of 10% on above date.
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Sinking Fund Account e o DS

{[:‘; sinking Investment Fund Accoup,

Account = :
(i) Bank 2% [June 2018 (5 Marks)]
Ans:
In the boks of g Lid,
oI 12% Debentures Alc Cr.
(31,3.2024 | To Bank Al B 142023 | By Balance b [ 5.00.000
{
‘ 8.00.000
5;"’—-_-‘ Sinking Fund A Cr
W To Sinking Fund 25000\ 14.2023 |By Balance bd 7.00,000
Investment Alc 3132024 |By P& L App. Ac 1,20,000
31‘3.2{]24 To Premium on 80,000 | (Annual connbution)
Redemption of 3132024 | By Interest on Sinking |  75.000
Debentures Alc Femd Favestesent Alc|
31,3.2024 | To General Reserve Alc | 7,90,000
(Transfer) [Bal. Fig.]
8,95,000 | 5.95.000
Dr Sinking Investment Fund A/c Cr
1.4.2014 | To Balance bid 700,000 31.3.2024 By Bank A'c 6,75,000
(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 b/id 3,50,000| 3132024 By 12% Debentures A'c 3.00,000
31.3.2024 | To Interest on Sinking 75,000 | 31.3.2024 | By Premium on £0,000
Fund Investment Alc Redempticon uf
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
Problem No. 29] The Balance Sheet of Z Lid. as at 31-3-2018 supplied the following
Information;
- y - i L r
i D'.'bentum Account 14,00,000
> Debenture Redemption Fund Account 10,00,000
Debenture Redemption Fund Investment Account 10,00,000
1 1,40,000

. 13% Debenture Redemption Fund Account and 13% Debenture Fund
ment M:c:lmt. [Dee. 2019 (3 Marks)]

ANV ——
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Ans,
ot Debenture Redemption Fund A/c
{72018 |By Balance bd T G|
31.3.2019 |By P & LApp- A/c i o0
(Annual Contribution) ; U.t)gu ]
31-3-2019 |BY Interest on Debenture :
i ; 30
Redemption Fund g
Investment Alc
(10,00,000 x 13%)
31-3-2019 |To General Reserve Alc |16,70,000|31-3-2018 [By Debenture Redemption
[Bal. Fig.) Investment Fund Alc
16,70,000
D Debenture Redemption Investment Fund A/c
1-4-2018 |To Balance b/d 10,00,00031-3-2019 | By Bank A/c
31-3-2019 | To Debenture Redemption 4,00,000
Fund Alc
14,00,000

TANALANAE—
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6 | RELATED ASPECTS OF COMPANY ACCOUNTS

p—

UNIT | : SHARES WITH DIFFERENTIAL RIGHTS

0. 1. Board of director-s of Pf‘“gressive 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 equity 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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hares oF debentures that have becop,,, i
are

(¢) Redemption of its preference $ oy

redemption.
. bentures:
{d) Payment of inferest on dtpOS'l: or de
(e) Payment of preference dividend. ete.: The company has ngy d
- 2 ar Q-[.
(7) Nodefaultsin respcc!o{dlﬂdfﬂdrlf"“]nm Ay
in following:
\a) {Divdand oS 5harc5ﬁ-ﬂ a public financial institution or gy,
(b) Repavment of any term loan mb:ufk that has become repayable o ;
financial institution or scheduled
pavable thercon. .
(c) Dues with respect 1o statutory payments
autharity,
{(d) Increditing the amount in [nvestor Edu
Government, ol vk
However, a company may issue equity !hﬂ-l'f-‘“"":h differential rights upon eXDiry ¢
5 years from the end of the financial Year in which such default was made gooq.
(8) No penalty under certain laws: The company has not been penalized by Cg,,p, &
Tribunal during the last 3 years of any offence under the following laws:
{a) RBI Act, 1934
(b) SEBI Act, 1992
{c) Securities Contracts (Regulation) Act, 1956
(d) Forcign Exchange Management Act, 1999

(¢) Any other special Act, under which such companies being regulated by sectory
regulators,

Q. 2. As a Practicing Company Secretary, advise your client company regarding

le ]E\'tl
nlf_‘r:“

the matter relating to lssue of shares with differential rights, to be included in the |
[June 2017 (4 Marks)| .

Board of Directors Report.
Ans, Disclosures in Board's Report: As per Rule 4(4) of the Companies (Share Capitl

& Debentures) Rules, 2014, in case of issue of shares with differential rights, the boardof |

directors shall disclose in the Board’s Report, the following details:
(1) Number of shares allotted with differential rights.

(¢1) Details of the differential rights relating (0 voting rights and dividends
tir) Percentage of the shares with differential i

(v) Price at which such shares have been issued,

{(v) Particulars of promote

rs, directg, . i
are issued. i Urh-_w Managerial Personnel to whom such shares

»

Jating 1o its employces ) .
fy

cation & Protection Fund to (he C“““:d .
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616 RELATED ASFECTS 0% conpanty scem NTS 6
anee | ontrol, in the ¢ P ¢

i change 1n CONOL, | ympany con : coy gl th
v dilﬁ.'rr.'nlial voling rights, *equent to the issue of equity shares wi

(i) piluted EPS calculated in accordance with the applicable accounting standards.

(viti) PTe and post issue sharcholding pattern along with voting rights.

UNIT Il: BUY-BACK oF SHARES

-""—-'d-_-___
TR e e———
3, State the .;,I:ndll‘th;n;whlch are required to be satisfied by a company for the
purpose of buy-back of shares. - {June 2003 (5 Marks)], [Dec. 2010 (8 Marks))

Or .

gnumerate the conditions that must be satisfied in order 1o buy-back of shares
sccording to section 68(2) of the Companies Act, 2013, [Dec. 2018 (5 Marks)]

Ans. Buy-back [Section 68(/)]: A company may purchase its own shares or other
_spcciﬁcd securities oul of:

{a) Freeresenvesor

(b) Securilies premium account or

(e) Proceeds of the issue of any shares or other specified securities.

However, no buy-back of any kind of shares or other specified securities shall be made
out of the proceeds of an earlier issue of the same kind of shares or same kind of other
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 109 but up to 25% of the aggregate of paid-up
capital and free reserves of the company.

However, for buy-back up to 10% 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. lo
say —

Secured + Unsecured Debts
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 other specified sccurities listed on any recognized stock
exchange is in accordance with the SEBI (Buy-Back of Securities) Regulations, 2018.

WNNVIVALL
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¢ other spec
rdance W

fied securities for unlisieq

th lhe Cumpanie.‘i (Share Cpul:llt

(6) The buy-back in respect of shares 0 e

company and private companies IS il acCa

& Debentures) Rules, 2014. G
(7) No offer of buy-back shall be made within £

of the closure of the preceding offer C;CI i

be gap of 1 year between two buy-back. months [Section 68(8)).

i rnext 6 g e
Prohibition of issue of shares n{ss}nj; l;lhﬂ;_::or other specified securities, it shall :ru
a company completes a buy-back ot 1

urities includin |
make a further issue of the same kind of shares or D;J;fljl.ezezecuﬁtics \\-iLhi]‘lEilaplL?!mem '
of new shares ws 62(/)(a) [i.e. night issue] or other SP lod o
6 months. :
I . sl v SWeay |
Exception: However, bonus issue, conversi A - : Iy
equ i::-' or conversion of preference shares or debentures lr;-o B?Ultii‘]];arrss will be allowey
; in ol ection : No com o
Prohibition for buy-back in certain url:umstm:hm [eciﬁcd L pany shyy 1
directly or indirectly purchase its own shares or other Sp s |
(a) Through any subsidiary company including its own subsidiary companies;
() 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 t |
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. '

dof 1 year reckoned from the
f any. In simple words, theye Sho, E:‘
4

on of warrants, stock option schemes
|

! |
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 Statements) 'r

i
Q. 4. As a matter of prudence, whole of free reserves - dinthe |
case of buy-back of shares. Fessves !houfdmmt h;&;u:;tm,b]] i
Ans. Buy-back [Section 68(1)]: A co b

securities out of mpanymay purchase its own shares or DthI‘SPC':iﬁed |
{a) Free reservesor |
(b) Securities premium account or I
{c) Proceeds of the issue of any shares o

However, as a matter of prudence, whole of

of buy-back of shares and the following 54:
to arrive at the net amount available Ei:ffl:'s““mls should be magde against free rese’

- Unamontized miscellaneoys exp lh:'"rm“ of buy-bac:
- Unamortized deferred revenue e,

other specifieq Securities.

free reserves should not be utilized in the ¢
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_ purchased goodwill,

_ contingent liabilities likely to Mature

e and .
_ Any diminution of long term investm N0L provided.

. Buy-back may be misuged I
?n;':’mﬂ- Give your comments, Y the COTporate entities at the cost of innocent

___,....-—-—-b——b k o = [June 2010 (3 Marks)]
. The buy-backmay be misused by the oy, T - =
J;::ausfr of the following reasons: TPorate entities at the cost of innocent investor

@) It will provide Dpportunlity for insider trading. The promoters, before the buy-back
may undcdrista:f: the ;::}rnmg by manipulating accounting policiés in respect of depre-
ciation, valuation of inventories etc, This would Jead toa fall i i
shares and the promoter would buy a fall in the quoted prices of

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,

fﬁ_‘;_ “Measuring the shareholders’ value” is the objective of Good Corporate
Governance. Comment on the statement, how buy-back of shares achieves it
3 [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 eamings per share, the company’s
financial structure requires balancing.

Objectives/benefits of buy-back: Varios objectives/benefits for buy-back are given below:

. To improve Earnings Per Share (EPS).

To improve return on capital and return on net worth

. To enhance the long term shareholder value.

. To erhance 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
are thinly traded.

Thedecisj : . : uen“dby;-mousmhcrfacmrs relatingtothe company,
e g:;l;:-?hbz};::ﬁiz :J:SG szl]ph 4] structure, sourcing of funds, cost of capital and

Optimurn allocation of funds generated.

O W oo oW B —
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k its equity shares. The cqp,
r 4 Il] ['l.luy pﬂld-up) andprnh-'l'

Problem No. 1] Hardnut Ltd. wants 10 hur-b::luﬂ o
has equity share capital of T100 Crore {r;.cel res are $60 Crore. Preference

reserves of 7200 Crore. Partly paid equity s'rlm company seeks your n'h- £
capital of fuce value 2 100 fully pald is 40 BALT back [June 2015 (5 1‘-'lml:umI
about the quantum of shares that can be bought - arks))

Ans.

(i) Calculation of possible amount of buy-
According to the proviso (o Section 68(2) Oflhe
authorize buy-back of securities not exceeding /0
free reserves of the company.

(100 Crore + 60 Crore + 200 Crore) x 10% =30 Crore.
Thus, maximum number of equity shares that can be brought back by passing boarg
resolution is 3 Crore equity shares (30 Crore/10).

(i) Calculation of possible amount of 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 1o its total paid-up equity capital in that financial
yeur
(100 Crore + 60 Crore + 200 Crore) x 25% = 90 Crore.

back by passing board resolutiop;

Companies Act, 2013, the Boarg ca
%o of total paid-up equity capital 4

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% = 40 Crore.

Thus, maximum number of equity shares that can be brought back by passing sharcholders
resolution is 4 Crore equity 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 Aoroibit
Share Capital:

1,00,000 Equity shares of T10 each (fully paid-up) 210,00,000
Free resenves %5,00,000
Unsecured debt ?T,UB:GDO
Shgirocldeh 215,00,000

_@E?rm*nl as on 1st April, 2018, buy-back of shares with tg; :mz]rd;;;

Ans. ¥

Following conditions of Section 68 of the Cg : 110
calculate maximum limit up to which huy_m;t:;igl3bm$hud to be obser ed
€ by the company:
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buy-back of equity shares i ;
() Thi{-un equily capital in that ﬁ?:::z fancial yearshould not exceed 259% of it total

ial
@ 25% of the aggregate of paid-up Capllaly::E E:m";ﬁ ?:::1'50'000]
(@ m,ou.oo? : ¥5,00,000) x 25% = 23,75 000 e
4 io of the aggre
;3) g;?:;'back is ngogt mg::z lc]):aieziﬂrﬁ :md oy ey oved Byjihe eormE SRy
iiuy-bﬂ‘:k is out of free reserves and hen
share bought back shall be transferred
t the nominal of amount shares to be
_&ﬂtd to CRR)
Secured + Unsecured Debts
~Paid-up Capital + Free Reserves = 2
Let the amount to be buy-back be x'.

Ce a sum equal to the nominal value of the
to Capital Redemption Reserve (CRR).
buy-back be ‘x’. (equal amount will be trans-

_ 22,00,000
10,00,000 —x + (5,00,000-x) - >
22,00000  =30,00,000 - 4x
_ 8,00,000 L
x =22,00,000

Smne out of the above three calculation minimum amount is ¥ 2,00,000; | -
~ imum face value of shares that can be brought is 22,00,000.

A“" of shares = ¥2,00,000/10 = 20,000 equity shares.
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Notes: :
Note 1: Share Capital: 0 each |
: hares {1 2,400
240 lakh fully paid-up Equity 3 9
Note 2: Reserve & Surplus: j
35
Security Premium : !
General Reserve 3,
Capital Redemption Reserve 40
Profit & Loss Account --l-i‘ﬁ_
> -—-___LE!E :
Note 3;: Current Liabilities: :
Trade Payables 149 |
Other Current Liabilities ____.':!_Eq_‘
1,880 |
|
Note 4: Current Assels: ' !
Current Invesiments 1484 ]
Inventories 1,200 i
Trade Receivables 520
Cash in Bank 1,480
3,348 |
Additional Information: |
(i) On 1st April, 2018, the company announced buy-back of 25% of its equify |
shares @ 7 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. :
(ifi) On 30th April, 2018, the company issued one fully paid-up equity shares o |
210 each by way of bonus for every four equity shares held by capitalization
of reserves. .
You are required to prepare Balance Sh 1 |
of Companies Act, 2013, getialie bonus i“'i;h as I;':]flg'i';ﬁi’" |
Ans. = e
Udyog Lid.
As on 31st March, 2013 :
[ EQUITY & LIABILITIES ——) ‘

Sharcholders Funds S| Tin

Share Capital (2,400 - 600 + 450) )
Reserve & Surplus 22 |
Security Premium 1 , |

Profit & Loss Account :
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Capital Redcmptior-: .Rcsr:rw:
on-Current Liabilities 550
12% pDebentures :
current Liabilities 1,500
Trade Payables
other Current Liabilities 1--3‘33
Total 6,502
'&mnt Assets R in lakh)
: Assels
f:z::lcnl Assets 032
ntories
’ll'r::fle Receivables lggg
Cash & Bank (1,480 + 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 (430)
550
Equity capital (o be brought back 600 | Premium on redemption 300
(-} Out of General Reserve (530) | (-) Out of securities premium (300)
" 10| Nil
(+) Out of P&L (70)

_-—__'_-—-__
Note 2 Calculation of bonus shares to be issued:

2400~ 600 x 14 = 7 450 lakh

horized equity share capital (210 each)
"UP equity share capital '

= @ No. 4] 1 data of a listed company as on 31st March, 2018 are as

210 Crore
25 Crore
T3 Crore
T2 Crore

SNNVIVX VL
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: : z irculation for ]—;
res iution by circ : -
ard of directors of your curn?a.uy pa:‘s;d ;;;o i geatie i fiezank
of shares to the extent of 9% of the I

: f the proposal with refere, 6

ine the validity o [une 2019 Ce o

serves. You are required to examine 22 @
the Provi(:}iu:eurf l{II'lc SEBI Regulations. __,__j‘_f\lfi]‘{ :
:\I].S. |

013 read with SEBIL Reglﬂ:ﬂiuns_ the !
9 of the total paid-up equity Capiy) ;;:

As per Section 68(2) of the Companies Act, 2]0
of directors is authorized to bﬂl'r"hac,k up’w lution at ils meeting.

frec reserves of the company by D facompany has given power (o ,,,.
Under Section 179(3)(b), the Board of Directors ofac t meetings of the Board hag
ol securities as per Section 68 by passing resolution a horized tobuvck k
Therefore, in the present case, the Board ufol'f-'Cmrs i}reﬂu .mr,!:: I‘m'id-c‘d :llca lheshar
of the company up to 10% of the paid-up capital and A resden t']f' el 'L_ resolytjg, |
authorizing the buy-back is passed at the Board meeting an. not by “"'-7'.-' AT resolutiy, :
As per the facts given in case, the board of directors of Pious II.IdT dcsircﬂ 10 buy.py |
9% of paid-up capital and free reserve. This can be dU_I'IC by passing Board
board meeting, -
Total shares that can be brought back by passing Board Resolution are calculated as folloye |
[XS Crore (Paid-up Capital) + 23 Crore (General Reserve)] x 9% = T0.72 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 s
the SEB] (Buy-back of Securities) Regulations, 2018,

Resolutig il

pecified in Section 68 and |

Problem No, 5] An extract of Balance Sheet of Airrath Aviation Ltd., comprises o

Equity Share Capital 230,00,000 of 50 each
12% Preference Share Capital 5,00,000 of 2500 each
14% Debenture capital %15,00,000 of 2500 each
(i} Ascertain the maximum share ca the itv shares |
g o L eﬁﬁ pital and the number of equity s
(1) What Iy meant by buy-back through tender offer under SEBI (Buy-Back of
Securitles) Rtgulutioun. 20187 [June zg;_z [;l Marks)
Ans, BN

(1) The buy-back of cquity shares in g
paid-up equity capital in thay §
(2) 25% of the agprep

ry_ﬁ:tanrr‘af year should
nancial year, [*30,00,000
ate of paid-up capital
[(30,00,000 + 0) « 25¢; . 27,50,000]
{3) The ratio of the AERregate of sy x npan! -
after buy-back fy g 1o ol ;H;:(i and yp debts owed by the comp®®

the Paid-up capiya] and its free reserves:

not exceed 25% of its tot2
x 25% = ¥7,50,000)

and free reserves of the company.

_Secured + Unsecured Debis
Paid-up Capital + Fyee Reseryey . 52
Let the amount to be buy-back be fy"
15,00,000

10,00,000- 5 "2
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15,00,000 = 60,00,000 - 2x
45,00,000 = 2x
1 = 22,50,000
f the above three calculayic ;
ince, oul C_i s ; -Wations mipi, 1 . = . - -
g;cl-: of equity shares having nominal amgyp, uf;?zﬁaga?]uiglpls;iglljulmﬂ' AR
ity share that can be broyehs ko .1 _ _7.50,000
No. of equity £ rought back - 50 = 15,000 equity shares
an offer by a com
letter of offer fro

e.

Tender Offer: Tender offer means
other specified securities through a

pany to buy-back its own shares or
specified securities of the company,

m the holders of the shares or other
Acompany may buy-back its shares or oth
holders on a proportionate basis.

Reservation for small shareholders:
small shareholders:

erspecified securities from its existing security-

Higher of the following two shall be reserved for
(a) 15% of the number of securities which the co

mpany proposes to buy-back or
(6) Number of securities entit]

ed as per their shareholding.

el
Problem No. 6] Following balances were shown in the Balance Sheet of Geeta Ltd.
as at 31st March, 2019:

Particulars

R in lakk)
500 lakh, Equity Shares of 210 each fully paid-up 5,000
50 lakh, 8% Preference Shares of 10 each 8 paid-up 400
Capital Reserve 1,950
General Reserve 2,500
Securities Premium Reserve 4,000
Surplus 210
12% Debentures 1,800
Nﬂn'ctﬂ'rent Investments at cost 3,200
Cash ang Bank 2,800
Additiona) Information:
(n {he €ompany passed a resolution in the Board of directors’ meeting, to buy-

ack 20

% of its equity share capital at 2 45 per share. For this purpose, it sold
investments of ¥ 2,200 Jakh for 2 2,500 lakh.

@) Includeg in its investments were “Investments in own debentures” costing

2150 lakh (face value 7 180 lakh). These debentures were cancelled as per

of directors’ meeting’s resolution.
Y"-'i:‘lﬂre Yequired to pass necessary journal entries in the books of Geeta Ltd,

[June 2019 (5 Marks)]
\___

BNNVIEXVL—




Section 68 of the Companies Act, 2013)

12¢ Debentures A'c

To Investment in Own Debentures A

To Profit on Cancellation of Debentures Afc

(Being, debentures having face value 1801akh cancelled

and profit transferred to profit on cancellation of
debentures account)

|

!

F
%
i
-
=
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,——'_—‘-—-;_S-s_ued & Suhscrib.ud caPilal;

2,5'1000 quﬁl}' Shﬂ.l’cs Qf{lﬂ

2,000, 10% Preflerence Shares each fully Paid-up Z,Zgg
(¥100 each fully pajd.-yp. ;
(b) Reserves and Sul‘pTus; P lssued for the Purpose of buy-back)
Capital Reserve
General Reserve - LoD
Securities Premium 2,000
Profit & Loss Account ;'%zg
(2) Current Liabilities: 'J
Other Current Liabilities 1,400
Total 13,800
IL ASSETS
(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 for 222,00,000. You are required
lo pass necessary journal entries and prepare the Balance Sheet after buy-back.

S [June 2021 (5 Marks)]
Ans,
In the books of D Ltd.
Journal Entries (X itn '000)
E—_Ea_ﬂiﬂ“lﬂrs Dr. Cr:
Bank A/c Dr. 2,200
Profit & Loss Alc Dr. 800
To Investment Ale 3,000
(Being, sale of investment at profit)
Equity Share Capital A/c (50 x 10) Dr. 500
Securities Premium Alc (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 ......)

WNNVIVXVL
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LDnu- ]P.uﬁculm///”ﬁ'-_ 2,500 \ _

Equity Sharcholders A E.Suﬂ
To Bank A'c puy-back)
3 . oldersont. " |
{Being, amount paid toequily shareh Dr. 500 [ ]
General Reserve A€ e Sﬂﬂll
To Capital Redemption e f equity shares -
(Being, amount equal to face value of eq \!

rent of
brought back wransferred to CRR as per requiren

section 68 of the Companies Act, 2
Balance Sheet of D Lud.

As on 31st March, 2020

o —————————————————————

EQUITY & LIABILITIES (X in '00p)
Sharcholders Funds
Issted, Subscribed & Paid-up Capital:

Equity Share Capital (2,500 - 500) 2,(}1}0!
Preference Share Capital - ' 200
Reserve & Surplus ‘
Capitlal Reserve I.E]ﬂﬂi
General Reserve (3,000 - 500) 2,500
Securities Premium (2,200 - 2,000) |
Profit & Loss Account (3,500 - 800) 2,700 |
Capital Redemption Reserve 5N|
Current Liabilities

Other Current Linbilities 1,400, ¢

Total ——U__aam

ASSETS 'III'DU [

Non-Current Assels

Tangible Assels 9,3W|{
Current Assets |
Cash and Cash Equivalents (1,500 + 2,200 - 2 500) 1,200 |

TDI;I] ! ___.———lalgaj E
__._——-"'"
N O SPLTES SHRE WS s
Q. 7. Write a short note on: Emplg, —~—-—___\__—___4__/ [
Ans. Employee Stock Option [sﬂ:l‘lnu : mll o/ %)L Dll:n: 2013 @3M
given 1o the whole-time direciors, oficers o 237)): Emplu'.-ee stock option means the oP‘ 30
$ of a company, which gives

5

L
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. olficers or employees (he benef; i
i|1.-ctl“'5" fities offered by (1 it :
juu- the securities offered by Company y, gr-: ﬂﬂ?} d
' = . y “elermined price.
ot Employees Stock Option [Scclion 62(2]]- S
B s under a sc.hcmc ofempln_yccs Stock option by e
"“mpi;,-ing with specified conditions, o
COTHER.

4n unlisted company issuing employee s,

§ - ck onti
of the Rule 12 of the Companijes (Share Capiu[mmm has

Listed company issuing employee stock o
Rule 12 of the SEBI (Share Baseq Empl

1ase or subscribe at a friture

pany can offer shares to
' Passing special resolution and

10 comply with the provisions
& Debentures) Ryles, 2014,

PLions has tg com ly wi isions of
Ply with the provisions of the
Oyee Benefits & g ? .

: : Weat Equity) Regulations, 2021,
Example: X Ll_d- grants its employee 3 rightto subscribe | 000 shares at 250 when market
price of share is T140. Employee can exercise such right after 2 years,

[fafter two years price_ of the share X
take 1,000 shares at ??0. Assume that there 13 no lock-in
sell the shares immediately. Total benefiy (o employee ig
Ifafter two years price of shares is £40 (hen, employee
will loss his money. Thus, ESOS is ‘option’ but not ‘oblj

53180, the eémployee will exercise the oplion and can

Period and employee decides (o
¥1,30,000 [(180 - 50) x 1,000].

will not exercise the oplion as he
gation’,

Q. 8, Write a short note on;:

Employees Stock Purch
[Dec. 2008 (4

—

ase Scheme (ESPS)
Marks)], [Dec 2012 (4 Marks)]

In simple words, under the Em ployees
anoption to purchase shares on the s
Important provisions relating to ES

¢ 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 fora minimum period of 1 year from
the date of allotmen(. '

Stack Purchase Scheme (ESPS)
pot at a discount price,

PS are summarized below:

* No vesting periods for ESPS as shares are offered on the spot.

Q.9. Distinguish betwe : Sweat Equity Shares & Employecs Stock Option Scheme
(Esos) e [gee.zom (4 Marks)], [June 2015 (4 Marks)]
Ans, Fo)|

owing are the main points of distinction between Sweat Equity Shares & ESOs:

e
Foj

| Sweat Equity Shares Employees Szock O?ﬂnn Scheme

Sweat equity shares means equity EmPlo}'ec_ .stuck Dp;]mu r]:.g:]mg; ‘lhe
shares issued by a company to option gnfﬁn to the wl c: e- u}ne
its direclors or employees at a|directors, oh'c;rslur cmphcgﬁss of a
discount or for consideration, |company, whic 181:-'355516‘ 5 ::E_:::rs,
other than cash for providing|officers or employees 5 gg-: or

&) r making available | right to purchase or subscribe at a
klnﬂ\'-—-m\]v oal‘l.ll.'l:ﬂf intellectual | future date, the securities nfﬁ_:red
Eih;;lr:;ﬁs orvalueadditions, | by the company at a pre-determined

1 by whatever name called. price.

BNNVIWXVL
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PART 1:

Points

Sweat Equity Shares

shares 15

How regulated

suc of sweat equity :
f—:;?mcd by Section 33 U;Et.]l;ti
Companics;\c!.lﬂlSandlh? e
(Share Based Employee Bencli®
& Sweat Equity) Rc_gulmmns:
2021 and the Companies (Share
Capital & Debentures) Rules,

2014,

Issue

at discounted price or free for
know-how and services (o the

company.

I
Sweat equity sharescan beissued

Employees Stock Option s

(ESOS) h“h

[55l|c0f5||;1n::;undcr ¢mployee >

option plan is rugullalcd by Sec jgk'
2(37)of the Companies Act, 29134
he SEBI (Share Based Emy Jl-u.
Benelits & Sweat Equity) R"'E“]?Iljurt
2021. L

—'—'—‘_'_________'_“‘-“-..___

Employee stock options cap b
issued with conversion right a1 4 =
determined price. The issue p|-j“!
can be less than the intrinsic valye
of the shares.

Consideration

The consideration can be partly
cash and partly IPRs/value
addition or fully non-cash
consideration.

The consideration has 1o be paig ™
cash.

Sweat equily shares are mainly
intended to be issued to build up
equity fordirectors or employees
with technical capability but with
meager [inancial resources.

Employee stock options can be used!
for multiple purposes — as a 1alen
retention Lool, as an incentive, asal
remuneration mechanism. i

Lock-In-Perlod

Sweat equity shares have
compulsory lock-in-periad of
3 years.

The company shall have the [reedom’
to specily the lock-in period for the
shares issued pursuant to excreis
of ESOS. '

Q. 10, El—lnguhl: between: Em':‘ - _lvyeu_-
Stock Purchase Scheme (ESPS)

Stock Optlon Scheme (ESOS) & Employedt

[Dec. 2012 (4 Marks)] |

Ans, Following are the main points of difference between ESOS & ESPS:

Poinls

Employees Stock Option
Scheme (ES0S)

‘mployee stock opiign scheme
under which 4
COmpany grants employee Wock
option’ direcily o through 4 (ryy

mecans a wheme

. . ——'————..____‘__‘—__‘
U ﬂdl.'r w}ﬁ_ mmm i H._“ =

ari Gptinn L Pt b e
later date j ¢

ksl in peniad fur e

[T uant y e gy,
—— Ll of gty

al a

.iflar Vit I
The U.rmp;mm

"Pﬂ:ify the !
e | ;

Employees Stock Purchase
| Scheme (ESPS)
Employee stock purchase sche™ E
meansa public issue or otherwise
through a tust where the trust
“"dt'ﬂakcwyrmd;,r}- m_'quibiliﬂ"
l}_" ses of the scheme. - # |
Under ESps, employees are 20 |
:n ':Plirm 1o purchase shares 0%~
2 st a discount price. ”
Shaes issued under an ESPS %
be bicked.in for a minimum

/|
of E:
'."

: O vear from the date of a””‘m‘ﬁL
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Eml'l":lye'z:s Stock Purchase
F“W ESOShas tobcapprowd Scparatu!y_ Scheme (ESPS)

4 W Shares = T e
by the c?mpdny”.-, general Meeting 5 p*;l‘;bol;rjdu ESPS can be issued as
by Passing special resolution, it a public issue.

cannot he part of public issue,
m— Minimum vesting period forESDS
grlﬂd is one vear
Compensation A company has

; ire t for
Committee Com'pfensaunn Committee for| ESPS, uch requiremen
adrmnlslration&supcrimcndcnce

Novesting periods for ESPS as shares
: are offered on (he spol.
Lo constityye There is ng s

ACCOuNTS 6.17
=l Employees St =
1s ock Opy
pots Scheme (Esog) :

. of the ESOS,
Q. 11. What is employee stock option plan? Explain the imponrtance of such plans
in the modern time. [Dec. 2017 (5 Marks)]
Ans. Employee Stock Option [Section 2(37)]; Employee stock option means the option
given to the whole-time directors, officers or empll

oyees of a company, which gives such
directors, officers or employe

: es the benefit or right to purchase or subscribe at a furure
date, the securities offered by the company at a pre-determined price.

Issue of Employees Stock Option [Secti
employees under a scheme of employees stock option by passing special resolution and
complying with specified conditions,

An unlisted com
of the Rule 12 o

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 SEB] (Share Based Employee Benefits & Sw

eat Equity) Regulations, 2021.
Important Advanta

ges Employees Stock Option:
1

. Stock options Provide an opportunity to employees to participate and contribute in
the growth of the company,

2. Stock Option creates long term wealth in the hands of the employees.
3 They are important means 10 attract, retain and motivate the best available talent
or the company,

4. It Creates o Common sense of ownership between the company and its cmployecS.

Qtlﬁ.nudug the financial year 2023-2024, the board of directors of CARE Auto-

. Limi issued shares to employees under Employees Stock
. tlon g Ms Em has recently joined the Board of the company and
thep ol

to be disclosed in
the Sﬂ:retary of the company, as to what details are :

» 2024 in this regard. Advise her.
Boarg 's Report for the year ending 31st March bt L -
i per ies (Share Capital & chcntufhj Rules, 2014, the
k of dir]::t]rfr; iﬂf;ﬁgﬂpﬁmmm Report following details of the Employees
1on Scheme (ESOS):

£

£f
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(a)
th)
ic)
(d)
{e)
)
(2)
(h)
(1)

)

PART I . CORPORA
Options granted
Options vested
O o of option
Tj:‘al number of shares arising 252 result of exercise o1 9P
Options lapsed

Exercise price
Variation of terms of cptions
Money realized by exercise of 0
Total number of options i force
Employee wise details of options granted 10:

(i) Key Managerial perscnnel (KMP)- ,
. ¢ of options in any one year of op,.

(is g Jovee who receives a gran -
ir) A-n,‘ Oihf-'r cmpiol - more Ot—opﬁons gnnwd dunng that vear.

amounting to five percent O : :
(iii) Identificd employees who were granted opuon. during any one year, cqugy,
) tal (excluding outstanding warrp

or exceeding one percent of the issued capi
and conversions) of the company at the ume of grant.

be made in the explanatory statemen

ptions

O-Ii.clnlludhcmmmdmdh :
annexed to the nnﬂctfw:pu:lﬂrudﬁmlobepmﬂ‘brshmhﬂldenoram
Emplujvesaukt}pthn- [June 2019 (5 Marks)|

Wfﬂflppmﬂnlmhmnf

Ans.
for passing of the resolution

1.
2.

FDE®E NP W

[N

tatement annexed 1o the notiz

osures in the explanatory &
ployee Stock Option Scheme

Following are the disc)
for approving scheme of Em

Total number of stock options Lo be granted.
Identification of classes of employees entitled 10 participate in the Employee Sted
Option Scheme.
Appraisal process for determining
Option Scheme.
Requirements of vesting and period of vesting.
Maximum period within which the options shall be vested,
Exercise price or the formula for armiving at the same.
Exercise pericd and process of cxercise,
Lock-in peried, il any.
Maximurm number of options to be granted per employee and in aggregate:
Method u—hic:dlht t.'nm:tn) shall use to value its options.

ions er whic i
S:T:iuaf rnl: ployment fu:p' mﬂmin employees may lapse e.8-
sneciiicd ime period within w sané
the event of 2 proposed Mﬁﬁmmm:mﬂtﬂ ;::i];; of mrﬁ;;ﬁl“

the cligibility of employ

ees 1o the Employce Stod |

in cast of ter®

P

1 f
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rza[f_f;l_‘.‘_rt‘ 6.19
A statement Lo the effect tha

i lhl_' Com

any
ing standards. £
1

shall tomply with the applicable account-

— U »

it April, 2021, it granted 5,000 shqpg, 714! divided into sharcs of 210 each.
on

e TES as employee's stock options at 230 per
share, when the market price WasT130 perg are. The oplions w:f: to be exercised

n 16th December, 2021 ang 15th March, 293, i i :
ﬂl’ﬂn::! for 4,500 shares only; the repmy; 22 The employees exercised their

ning options lapsed. The company closes its
pooks on 31st March every year. Show journa] €ntries in the books c-it?l‘;:mmpan};

[Dec. 2015 (5 Marks)]

Ans.
Journal Entries

Tale Particulars _ D)l cry)
16.12.2021 [ Bank A/c (4,500 « 40) Dr | 1,580,000 | i
i Employees Compensation Expenses A/c (130-40) < 4500 Dr. | 405 000 |
153.2022 To Equity Share Capital A/c (4,500 10) ‘ i 35.000!
To Securilies Premium Alc (4,500 « 120) | l -,'-_-'.0_!J{n}|
(Being, shares issued 1o the employees against the options yested | : ,

to them in pursuance of Emplovee Sinck Option Plan) — |

313.2022 | Profit & Loss Alc Dr| 4 OE'WJOL
To Employees Compensation Expenses Alc | 4.03,000

(Being, transfer of employee compensation 1o Profit & Loss Ac)| |

Toblem No. 9] On 15t January, 2024, Tullp Lid. offered 100 shares of 710 each 1o

each of its 500 employees at 730 per share. The employees were given time up 10

31st March, 2024 10 sccept the offer, The shares issued under ESOP shall be subject

lock-In-period of 2 years from the grant date, Other details provided are as under-

(}) The markeq price of shares of the company on the grant date is ¥50 per share.,

(i#) Due 1o POst vesting restriction on transfer of shares, the fair market valye of
Is estimated at 240 per share,

mﬂ On3gy March, 2024, 400 employees accepted the offer and Paid¥30 pershare.

o uired ¢ cessary journal entries to record the allotment of shares
In the bor:?‘. of th: 22;':;; [Dec. 2016 (5 Marks))
-_“_'____‘___ (]

 Fairvalye of an option =340-330 =10
Hihber of €mployees accepting the offer = 400 employees
Umber of shares jssyed = 400 employees « 100 shares = 40,000 shares
“Irvalue of ESOP = 40,000 shares < 210 = 24,00,000
fecognized in 2023-2024 = 24,00,000

&

_m




NTL
6.20 PART | CORPORATE Accov
In the books O[Tullip Lid
Journal Entrics
Dr. ()
Date Particulars Dr. | 12,00,000|
1.1.2024 | Bank Afc (40,000 = 30) 40,000 Dr. 4,00,00
: —30) % 95 .000
Employees Compensation Expenscs N;;:i 10) d
To Equity Share Capital Ale (40: : 00
To Securities Premium A€ (400 x::!E;OPaT.a premium 1200y,
(Being, shares jssued tothecmpinv"mngmm |
of 230 per share) Dr. | 4,00,000
31.3.2024 | Profit & Loss Alc o Expenses Alc "
To Employces Compensation EXPE 00,0y
(Being, transfer of employee compensation expenses 10 Profit !
& Loss Alc)

. Problem No. 10] XYZ Ltd. granted 2,000 options “En April, 20 l?i::l“o (Nomipy)
value 710 each) when the market price was 7170. The \’ﬂﬂ“gpfl M:-’as two and
half years (2'%). The maximum exercise period was one Yem!n:h ]st Y, 2017, 509
vested options lapsed and 1,200 options were exercised on une, 2018,
Remaining 300 options Japsed at theend of exercise period. Pass necessary journ)
entries. [Dec. 2020 (5 Marks)]
Ans.

Fair value of an option =¥ 170~ 750=2120

Fair value of ESOS = 2,000 shares x T 120=1 2.,40,000
Expenses recognized in 2015-2016 (full year) = ¥96,000
gnized in 2016-2017 (full year) = 796,000

in 2017-2018 (half year) = ¥ 48,000
remaining options are 1,500.

TAXMANN®

Expenses reco,
Expenses recognized
However, in 2nd year 500 options lapse; hence
Fair value of 1,500 Options = 1,500 x 120 = 1,80,000.

Cumulative balance in Employees Stock Option Outstanding A/c up 10 2nd

+ 66,000 = 1,92,000
excess expenses (o be reversed by transfer to General Rescrve A/C = 1,9200°

year =9 0

Hence,
1.80,000 = 12,000.
In the books of XYZ L1d,
Journal Entries
[Date Particulars : ﬁﬂ
1.04.2015 Employees Compensation Expenses Alc = W Em
96,

To Emplayees Stock Option Qutstanding A/
c

(Being, compensation expense ; :
options granted to employees Ildjmmmn tof in respect of 2,000
on straight line basis over 2.5 veary) of 2120 each, amartized //
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RY ACCounTs 6.21
=)
pariiculars be @ or {1
& Loss Ale
Eraht o Loss | Dr.| 96,000
To Employees C‘Jmpl‘nsminn E‘-P‘f-‘ﬂm Ae 96,000
(Being, transfer of employee compensation transfer 1o Profi &
Loss A/c)
Employees Compensation Expenses Alc Dr.| 96.000
To Employees Stack Option Outstanding ase 96,000
{Being. gompcnsalion EXpense recagnized in respect of
2,000 options granted to employees ay discount of 2 120 each,
amortized on straight line basis aver 2.5 vears)
Proht & Loss Alc Dre | 96,000
To Employees Compensation Expenses Alc 96,000
(Being, transfer of employee compensation transfer to Profit &
Loss A/c)
Employees Stock Optian Outstanding A/c D | 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]
Employees Stock Option Outstanding Afc Dr.| 36,000 =
To General Reserve Alc [(170 - 50) x 300] 36,000 | Z
(Being, balance in Employees Stack Option Outstanding Alc 7
on lapse of another 300 Options transferred 1o general reserve 4
account)
Bank AJc (1,200 = 50) Dr.| 60,000
Employees Stock Option Outstanding A/c (170 - 50) x 1200 Dr | 1,44,000
To Equity Share Capilal Afe (1,200 = 10) 12,000
To Securities Premium Afc (1,200 x 160) 1,52,000
(Being, 1,200 shares allotted to employees under ESOS at a
premium of ¥ 160 per share, ¥ 50 per share received in cash
| balance being ESOS entitlement)
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7 ; CONSOLIDATION OF ACCOUNTS

- — THEDRETICAL QUESTIONS

0. 1. Under what circumstances, 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 rmanner 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 company
along with the laying of its financial statement.

T;I!.‘ Central Government has been given power to provide for the consolidation of accounts

ol companies in such manner as may be prescribed.

Srtemenl containing salient features of financial statements of subsidiaries:

S = qﬂfnpnny shall also attach along with its financial statement, a separate statement

;":ll:llnmg the salient features of the financial statement of its subsidiary or subsidiaries

Al; aAssaciate company or companies in prescribed form.

) I:ErRu]e 5 ofthe Companies (Accounts) Rules, 2014, the statement containing the salient
ature of the financial statement of a company’s subsidiary. associate company and joint

Venture shall be in Form AOC-1,

OEE::““ of consolidation of accounts [Rule 6: The Ca“-"-"]i."t?‘i"'“ offinancial statements

npplﬁ:;‘g{npany shall be made in accordance with the provisions of Schedule 111 and 1he

n € Accounting Standards. _

= Case of o company covered under section 129(3) which is not required 10 prepare
N5olidayed financial statements under the Accounting Standards, it shall be suflicient

7.1

NNV




TAXAMANNS

. U
1.ond financial stateme
if i cansohdukd finan NS Proy,
:_I the company cnnlplif:s with pmnswns on 1]
in Schedule 1L i
S ’ - idate
Provisions in respect of preparation of consolida

shall not apply if it meets the following conditions:
or is a p2

4 ﬁnﬂnciul siatements by g Comy
ﬂnl‘

,—gialh'—m\'ﬂf-‘d subsidiary of g,

(i) It is a wholly-owned subsidiary, 8 P ing those not otherwise Qllli[]?‘ o
company and all its other memb® fi ¢ which the proof of delivery 3
vote, having been intimated in writing and 12 biect to the company not A
intimation is available with the company. donot o] A RS
consolidated financial statements. _ - notin the process of lisi;

(i) Ttis a company whase securities arc not ]Isw.'idorlar;ia = QL lsting oo
any stock exchange, whether in India or outside fnE lidated f .

(iif) 1ts ultimate or any intermediate holding company ﬁ]L::gEDI;ISO l) ﬂll}‘ bllnancm]
ments with the Registrar which are in compliance with the applicable Acco
Standards.

Pravisions in respect of pre

is also not applicable in respect of
having subsidiary or subsidiaries in

commencing on or after 1st April. 2014.

Thus, consolidation of financial statement is mandatory

cases where such provisions do not apply as stated above.

_ Slg),
1"cfll.ing

Stale.
UI‘LIin,E

ed financial statements by a company
of financial statement by a Cﬂmp;m!.
ide India only for the financial ye;

paration of consolidat
consolidation
corporated outs

for all companies except in thog

Q. 2. 1ssue of bonus shares by the subsidiary company does not affect the cost of
[Dec. 2009 (6 Marks)]

control. Conment.

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 (s Marks]

g compan

affect the cost of contrdl,

Ans. Holding and Subsidiary companiesare relative terms. Acompany is a holdin
of another il the other is its subsidiary,
Hﬂld'-l'lg CUmP‘a“y [se‘:‘lnn 2(46}]' Ho]dlﬂg Cﬂmmnyl i“ I'I!|:!li|:|n lﬂ‘ one or Inu['e ﬂl-hEf
companies, means a company of which such companies are subsidiary companies:
Subsidiary Company [Section 2(B7)]: Subsidiary co i ; other
; 2 mpany tion to any
company (that is 10 say the holding company), means a E%am;;: rifll;:.vl?jch the holdiré
company — ¥
(a) Controls the composition of the Board of Directars or

(b) Exercises or controls more than 50% of 1, i . —
ogether with one or mare of its mhﬂd;::;m C:'Dt::?'a 1:;::8 power either al jts oM

- — RSO

—————

aan

y
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7.3
owever: prescribed class or classes o
Ho

f he
psidiaries beyond the preseribed [jmj, lding “Ompanies shall not have layers of
ubs i . :
bl o composition uf A Company’s Boarg of Dj
nlu:llt'l' company if that other company |

giscretion can appoint or remoy
1}

rectors shall be deemed 1o be controlled by
call or 5

Iy i ‘ ‘

¥ c:(.grs_-“c of SOMe power exercisable h\ iLat s
Majority of |he directors,
Q.4 What is ‘cost of control

i
sheet? " the contex; of preparing consolidated balance

[June 2014 (5 Marks)]
A

ares acquired in the

is more than the intrinsic value of the shares acquired,

subsidiary company
as Cost of Control. It may be Goodwi] orCa

the difference should be treated

pital Reserve and calculated as shown below:
[Cost of Control L
Cost of Investment Xx
(-) Face value of shares (x0cx)
{~) Pre-acquisition dividend (xxx)
(-) Pre-acquisition profits (xxx)
Goodwill/{(Capital Reserve) XXXX
?. 5. How are pre-acquisition losses of subsidiary companies shared and accounted
or?

[Dec. 2014 (3 Marks)]

ary company up to the date of acquisition of shares
by the holding company are called pre-acquisition losses, Both the holding and minority
must share such losses in proportion to their holdings.

The minority shareholders share of such loss
Minority Interest, But th
capital loss and deduct

Ans, Accumulated losses of the subsidi

es should be deducted from the amount of

e holding company's share of such losses should be treated as
ed [rom ‘cost of control’,

0.6. When dividend is declared and paid by a
acquisition 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 and paid by a subsidiary company: When o
subsidiary company pays a dividend, the holding company will naturally receive its due
share, Op, receipt, the holding company will naturally debit the bank account: the question
* Which account s 10 be credited.

(m Dividend received out of pre-acquisition profits/period: It should be treated as
“apilal receipt and credited 1o Investment Alc,

(2) Dividend out of post-acquisition profits or period: It should be treated as revenue

income and credited to the Profit & Loss Alc,

| .

N NVIVAVL
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i Associalt Company
pany [Dec. 2016 (5 NI"[’I“

co RFOP.ATE ACCO l‘-NTINC—

1

15ub§idi3","' & associate ':Un'l.r_',
dny,

Q. 7. Distinguish between: subsidiary Com

inction betweet

Ans. Following arethe Elmp[ﬁr]__.——lif)—[fil—'_f RiEC
Associate Com
T Celai Subsi Con Y jate mtmm-huxhﬁ'ﬁn
- - “t 4 - 5
Meaning |Subsidiary company means acom p.'ll'll_\' I?z:-,:;fn\fmcanﬁ A Conlpu[;:-:.-hthm' hyy
: e . company controls | € ¥ ; ¥ in wh
in which the holding € th: Board of | that pther mmp:_mg..h;.s a signif ic
but whichisnota 5U|J<.|'E;Ea
sidig

the composition of it influence
Directors or cxercises or co niro d
> : . of the company havj
lh.':nS{J-?cuflhcmulmungpuwcrcuhrr mePﬂ"} Ord = '1-" dl:'?fl}‘hl‘nmg Sug
influence and inc udes a joint veny, |
e

at its own or together with one or more =
of its subsidiary companics. company. ___———wonw |
Holding | Holding company holds more than 30% iy |‘:O mf;ﬁmql;h' One€ Compapy
of Paid-up | share capital in subsidiary company- held’s more than £ ut less than 50¢|
capital . of share capital. . vl

Control Holding company has major control in In associ:gt!_' FDI11pa_lllus. one cm
subsidiary company: hasonly significantinfluence over othe]
) i company but not major control. |
The term ‘aespciale company’ is d.;[',nm‘

o
Section The term ‘subsidiary com pany’ isdefined T
in Section 2(87). M___‘_‘_

PROBLEMS & SOLUTIONS - s
B 3
of H Ltd. & S Lid. as at 31s1

5 more

Problem No. 1] Following are the balance shcets
December, 2020:
LIABILITIES H Litd. S Lid
() ({4]
Equity Share (Y100 each fully paid-up) 5,00,000 2,00,000
Genecral Reserve 1,00,000 E
Profit & Loss Account 80,000 (1,00,000)
14%¢ Debentures - l.gﬂ.'ﬂﬂﬂ
Creditors 75.000 3,000,
55000 2500
mﬂ, jﬁ. ssels 3,50,000 1,50,000
Stock 90,000 W-Iﬁ
an,
Debtors 60,000 ;
14% Debentures in S Ltd. (at par) 60,000 |
m;yswtnsmumpm 1,20,000
B i ———“?fs AT s
H Ltd. acq 1,500 sharesinSLid.on llllnr,zomwm = ﬁa’ﬂﬁ
\ |

of S Lid. showed a debit balance of¥1,50,000 on 15t J ey
M“M“‘Whmmf'mw
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d £2,000 onl . o
‘”mpa:g;u:{ Ltd. on ::Izlﬁ!s[-ll‘:]d- Cl"d]tuﬂ of S Lid. include 720,000 for goods
illppfut of this, An ltem of plant “"";-'Iuﬁd :"Pmﬂl 0f 72,000, Half of the goods w crcr
ﬁ!:ﬂﬂ“- 1t was to be revalued a1 220,00 or | < 255€(5) of S Ltd. had book value o
r

On I8t January, 2020 (i depreciation).
dated balance sl ARFEOre sep
F‘pnm consolida sheet as op 3151 December, 2020,

[June 2011 & June 2013 (9 Marks)]
g [Dec. 2021(8 Marks)]

Ans :
Cﬂﬂml Ratio:
f@;ﬁiﬂ‘ﬂ-——mmﬂ% % 100 = —300 75
—lal shares of subsidiary = 2000 < 100=7%
Consolidated Balance Sheet of H Lid. & S Ltd.
As on 31.12.2020

UITY & LIABILITIES i T T
mu Funds | | j"'
General Reserve (H Ltd.) | 1.00.000
Adjusted P & L Balance \ | 1,00,000
Minority Interest |

. For Shares 26,250 |

- For Debentures t 10 r,q}nl 06,250 |
Current Liabilities : :
Trade Creditors |

- HLuwd. 75000

- SLid. 45,000
(-} Mutual Debts (200000 1.00.000

| 872250

ASSETS | i T
Non-Current Assets
Goodwill 03,250
Fixed Assets

- HLtd. 250,000

- SLid. 1.50,000
(+) Revaluation Profit 5.000] 5.05.000
Current Assets
Stock in Trade

- HLtd, $0.000

- SLid. 40.000
() Stock Reserve (See Note) (1,000)| 1.29,000
ntblurg

- HLu, SAR

- SLud 30,000
O Mutual Debts (20,000)|  70.000

|

B NNVIAVL
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1.6 pART 1: CORPORATE ACCOUNTE
(4
EQUITY & LIABI[II‘IFS/ !
Bank 75,000
- HLd 25000 g0 i}
: ’——~ Ggﬂq i
S Lud, HJ‘-\ ¥
-—_BJ_ZL@
Working Notes: 0)
Lud.
Dr. profit & Loss Alc (3 = G,
To Balance bid 1,50,000| By Prt:ﬁl du;zg ¥e _Tmﬁiﬁ
- Balance 0
To Goods lost (6,000 - 2,000) 4,000| By Baa “—'-l-sgﬂ-ﬁg@_
_______L_.‘_‘[E
Analysis of profits of § Ltd.: I | e
H Ltd. | Minority To
Particulars 75% 25% 1005,
Pre-acquisition/Capital Profit: 3750 2%
Revaluation profit on fixed assels £ 5 '0 3,000
Opening P & L balance (1,12,500) | (37,5001 (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
5 (98,250)| (32,750)| (1.31,000)
; Post-acqulisition/Revenue Profit: |
E Profit during the year (54,000 x 8/12) 27,000 9,000 36.000!
27,000 9,000  36.000] }
Minority 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 P
Goodwill 68.250] £
Dr. 0 Adjusted Profit & Loss Alc (H Lid.)
To Stock Reserve (Noie 1) 1,000[By
(20,000 x 50% x 10%) Hiiaetid e
To Balance e/d 1,06,000 ¥ Share in profit of subsidiary
1.07,000




ATION oF 5¢ COUNTS 7.7
o 1: Calculation of profit % for sygey o\
ole 1t )
2 profil | 2,000
I { = 3 ;
Gale pt'iEL’ 4 20,000 100 = 105,

oblem No. 2] The balance sheet
f

s of - : s T .
Lan 31st March, 2022 are as fulluw:handuma Hd-and s sabeidhary Rra L
| EQUITY AND LIABILITIES Chinirm Tara Ltd.
) Sh_";-holders' funds: s
(a) Share capital- issued, subscribed
& paid-up:
Preference share capital 10,00,000 -
Equity share capital
(2100 each fully paid-up) 50.00,000  60,00,000 15,00,000 15,00,000
(b) Reserves and surplus; -
General reserve 34,00,000 60,000
Surplus 36,00,000  70,00,000 10,80,000 11,30,000
(2) Cwrrent Liabilities:
(a) Trade payables 10,00,000 4.41,500
- (b) Bills payable - 10,00,000  2.41,500 6,83,000
1,40,00,000 33.23,000
ITASSETS
(1) Non-current assets:
{a) Fixed assets;
Land 35,60,000 7,00,000
Properties 37.60,000 4,00,000
' Plant and machines 14,00,000  87,20,000 9,13,000 20,13,000
(%) Long-term investment:
12,000 shares of Tara Lid. on 1st 18,00,000 -
April, 2021
(2) Current assets;
(a) Inventorics 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:

) Surplus of Chanderma Ltd, includes dividend of 10 received from Tara Lid,

(ii) On Ist April, 2021 surplus of Tara Ltd. stood a1 27,75,000 and general reserve
8t ¥30,000. Chanderma Ltd. revalued plant and machinery of Tara Ltd. at the
e of purchase of shares by ¥2,00,000 more than its book value.
lm'emm-y of Chanderma Ltd. includes T80,000 of inventory at cost purchased
M Tara Ltd, Further, trade receivables of Tara Ltd, Include 22,40,000 for
the sale 1o Chanderma Ltd. on which Tara Ltd, makes a profit of ¥60,000,
{ Tara Ltd, made a bonus Issue during the year out of pre-acquisition profits
for ¥6,00,000. This is not recorded in the books,

\:.-r_!__cgtf__ﬂudatnd balance sheel. [June 2014 (8 Marks)}
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Ans,
Control Ratio:
\lT of shares held by holding__ 100 = J%%%g- x 100 = 80%
otal shares of subsidia 15,
Cnnsclid.atedryﬂalmn:c Sheet of Chanderma Lud. & Tara Ltd.
As on 3lsL March, 2022
[EQUITY & LIABILITIES
Shareholder’s Funds
Preference Share Capital (Chanderma Lid.)
Equity Share Capital (Chanderma Lid.)
General Reserve (Chanderma Ltd.) ld,nglﬂml_
Adjusted P & L Balance (Chanderma Ltd.) 33'*3-003‘
Minority Interest 5.68,003
Capital Reserve 2.['4.%
Current Liabilities
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 1
Non-Current Assets :
Land
- Chanderma Lid. 35,60,000
- Tara Ltd. 7,00,000| 42,60.000
Properties
- Chanderma Ltd. 37,60,000
- Tara Ltd. 4,00,000| 41,60,000
plant & Machinery =
- Chanderma Lid. 14,00,000
- Tara Lid. 9,13,000
{+) Revaluation Profit 200,000 25,13,000
Current Asscts —
Inventories
. Chanderma Lid. 13,60,000
Tara Lid. 5,06,000 b
w—- [23.@__!_3_&@_/
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ccci\r;jl'_‘l].L'S & Cash

de K Lid.

Wchﬂ_nl.lfima
i B Lud.

21,20,000!
A0, 000

7.9

}4 sutual Debts (2.40,000 ﬁ%
“‘or‘ki“g Notes:
General Reserve A/c (Tara Lid. ) ——-——c'{"
pr By Balance b/d | 30.000]
By Profit & Loss Aic | 30.000]
1o Balance c/d 60,000 (Transfer) L—’J
60,000 60,000 |
B—;—"‘""— Profit & Loss A/c (Tara Ltd.) Cr.
T Dividend Alc 1,50,000] By Balance b/d 7-75-‘3@]{
1o Bonus Shares 6,00,000 | By Profit during the year [Bal Fiz]| 485,000
To General Reserve 30,000
To Balance c/d 4,80,000
12,60,000

Analysis of profits of Tara Ltd.:

Farticulars Chanderma | Minority Total
Lid. 20 1007
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 (4,80.000) | (1.20.000)] (5,00.000)
2,04,000 51,000 2,55.000
Post-acquisition/Revenue Profit:
Prf!ﬁtduriug the year 3,88.000 97,000 4.585,000
(Sinceshare has been acquiredon 1.4.2021 all the profit
for the year will be Post acquisition profir)
e 3.88.000] 97,0001 10,85,000
e Interest 2] [Cost of Control T
S Capital 4,20,000 | | Cost of Investment 18,00,000
re DfPrDﬁrs; (=) Face value of shares (16,80,000)
* Pre-acquisition 51,000 | (-) Pre-acquisition profits (2.04,000)
Post-acquisition 97,000} | (-) Pre-acquisition dividend | (1.20,000)
5,68,000 | | Capital Reserve | (2.04.000)]

i: 3
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3]
Tr Pr Adjusted Profit & Loss A (Chandermna UJ..:]} 2
9 Pre-acquisiton Dividend 120,000 | By Balance B
(1.50,000 x $0¢) By Share in profit of
1 To Stock Reserve (20,000 = 25%) subsidiary
To Balance o'd =

. Temow] | O8Gy
Since bonus issue was not recorded in the books ufsubsidjal};i"_l"am Lid.), it will h;:_:--\_.
reconded. Since opening balance of general reserve is not sufficient bonus mus, haye Ok,
done out of balance of Profit & Loss A'c. Net effect of this is that, before solving pmé}%
we have 10 adjust the balance sheet of subsidiary i.e. Tara Lid. as follows: tem
= Iﬂu"n.'asmg share capital of Tara Lid. by 6,00.000 and
- Decreasing Profit & Loss A< by ¥6.00,000.
l_{cm:s.-. new balance of Tara Lid. for Share capital = ¥21,00,000 (15,00,000 + ¢ gg 000
& Profit & Loss A'c = 24,580,000 (10,50,000 — 6.00,000). Further both holding & mjpy !
will get bonus issuc; hence it will not affect control percentage.

Profit on Sales - %x 100 =23%

Problem No. 3] The balance sheets of H Ltd. and its subsidiary S Ltd. as on 315

Cl]'i'[}.

March, 2023 are given below:
I EQUITY AND LIABILITIES H Lid S Lid
(1) Shareholders’ funds: 4 3 X
{a) Sharecapital-lssucd, subscribed & -
paid-up:
Equity share capital
(Z 10 each fully paid-up) 15,00,000 3,00,000
(D) Resernves and surplus:
General resenve 6,00,000 z,25,000
Surplus 3,00,000 9,00,000 75,000 3,00,000
(2) Currcni Liabilities:
Trade payables 4,50,000 1,50,000
28.50,000 7,50,000
Il ASSETS
(1) Non-current assets:
{a) Fixed assects:
({) Machinery 9,00,000 2,70,000
{if) Fummilure 1,50,000 51,000 !
(iii) Other asscts 1320000 23,70,000 4,29,000 7,50.000,
{b) Long-term investment:
2,400 shares at 2200 cachin §
Ltd. (af cosr) 4,80,000 —_—
- 28,50,000 30
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0

7.1

w,rnl

0 palance in general reserve and statemeny of profit and loss (Cr.) of S Lid.
1

317715,000 and 245,000 respectively on the date of acquisition of its 80

by H Ld-

@ \tachipery (book value¥3
u

were rgva.‘utd al 14,50,000 and 145,000 respectively for the purpase

+00,000) and f 260,000) of S Ltd-
urniture (book value ot xing

stood

1

he price of its shares. Book value of other assets remaining un . These [|
calues are to be considered for consolidation purpose. |
esbore bt s sd st iomaon e cometlBeS] |
sheet as at . [Dec. 201 |
palonce =
Ans- C ; 2
onsolidated Balance Sheet of H Ltd. & S Lid. {
Ason 31.3.2023
[GQUITY & LIABILITIES t! 5|
shmholder's Funds o
Equity ghare Capital (H Ltd.) 15,00.000 :
General Reserve (H Lid)) ﬁ-Uﬂ-E'UU "
Adjusted P & L Balance (H Ltd.) 4.33.3!{_]0 |
Minority Interest 1,44,450 -
Current Liabilities 2
Trade Payables Z
. HLd. 4,50,000 Z
- SLud. 150,000, 6.00,000 F
32,758,250
ASSETS U T
Non-Current Assels
Goodwill 36,000
Machinery
- HLwd. 9,00,000
- SLud. 2,70,000
(+) Revaluation Profit (4,350,000 - 3,00,000) 1,50,000
() Depreciation on increased value (1,50,000 x 10%) (15.000}| 13,05,000
Fumiture
= HLu, 1,50,000
- SLid. 51,000
(=) Revaluation Loss (45,000 - 60,000) (15,000)
E]hnfl-"l'e-:iaﬂnn on decreased value (15,000 x 15%) 2250|  1.88,250
er Assels
- HLid. 13,20,000
\l 4.29.000| _17,49,000
32,78.250

I"
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\\-Ol'kjng -\:ﬂtl.ls:

Dr. - (S Ld)
[ | Reserve Al -

Genera By Bg]nllf':b'd ——\.__r\tr

w od 5 25,000 | By Profit & Loss A/c (transfer) .Dn -

o Profit & LossAle(SLtd)

To General Reserve Alc 1,50,000 | By Balance bid ..

To Balance e/d 75,000 | By Profit after acquisition

2,25,000

Analysis of profits of S Ltd.:

HLd.| Minority| 5
Particulars Ota]
805o 20% Tooy
Pre-acquisition/Capital Profit: B
Revaluation Profit on Machinery 1,20,000 30,000 1,50,009
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 9,000 45 00g
2,04,000 51,000] 2,5500q]

Post-acquisition/Revenue Profit:
Depreciation on increased value (12,000) (3.000)| (15,000
Depreciation on decreased value 1,800 450 2,250
1,44,000 36,000] 1,80,000,

Prolit alter acquisition

1,33,800| 33,450]  1.67,250]

Minority Interest 7] [Cost of Control ?
Share Capital 60,000| |Cost of Investmenl 4,850,000
Share of profirs {-) Face value of shares (2,40,000)
- Pre-ncquisition 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 depreclation Is calculated as follows:
Balance sheetvalueof machinery is2,70,000, whereas book value at the time of 7€V¢
i.;t 1 00,000. Thus, depreciation of 30,000 has been provided.

Balunce sheet value of furniture is 51,000, whereas book value at the Lime of reve
T ;‘10 po0. Thus, depreciation of 29,000 has been provided.

Ial_ilm
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CH. 7 : CONSOLIDATION OF ACCOUNTS e

L 100 = 10¢%
yachine™ = 3,00,000 i :

—Z—— 100 = 159
cumir® = Te0000 <%0 = 15%

plem No- 4] Prepare the consolidateq balance sheet from the following balance

: P":etg of H.Ltd. and S. Ltd.:
| sb (% in '000)
: | FQUITY AND LIABILITIES H Lid. S Ldd.
) shareholders’ funds:
(a) Share capital
Equity share capital of T10 10,000 2,000
(b) Reserves and surplus:
' Reserve fund 1,000 ot
i 4,000 1,200
(2) Current Liabilities:
{a) Trade payables 2,000 - 1,200
(b) Other current kabilities (bills payable) - 300
17,000 5,300
i IIASSETS
{1) Non-current assets:
(a) Sundry assets 8,000 1,200
(b) Investment (1,50,000 shares in S Ltd. af cast) 1,500 B
i {2) Current Assets
! (a) Inventories i 6,100 2,400
‘ (b) Trade receivables 1,300 1,700
. (c) Other current assets (bills receivables) 100 .
! 17,000 5,300

Following additional information is also given;

() 8 Ltd. has earmed all the profits only since the above 1,50,000 shares were
acquired by H 1.4d,

(li) 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.

{ii{) The bills payable of S Ltd. were in favour of H Ltd. which had discounted
?2;00;000 of them.

(iv) Sundry agsets of § Ltd. were undervalued by 72,00,000. Stock of H Ltd, in-
udes goods of ¥5,00,000 purchased from S Ltd. on which S, Ltd. made a
~—Profit of 259 on cost. Uune 2015 (8 Marks)]

I
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Ans d. & SLid.
Consolidated Balance Sheet of - = (Tin
EQUITY & Lugumgs/ 00 _
Sharcholder’s Funds 109yl
Equity Share Capital (H Ltd) ]‘W["'
Reserve Fund (H Lid.) 4'&['5:
Adjusted P & L Balance (H Ltd.) g
Capital Reserve 1 :UIJ
Minority Interest L
Current Liabilities
Trade Payables 2,000
- HLid. |
NS 1,200 320
Other Current Liabilities (bills payable) :
- I‘i Lid. 300
- S, (100) o
(-} Mutual debt _-—M_hﬁﬁi
__i_'_‘_-
ASSETS (Rin '000)
Non-Current Assels
Sundry Assels 8,000
- HLid.
- SLd. L20)
(+) Revaluation profif ALY 94
Current Assels
Inventories
- HLud i‘lﬂﬂ
- SLlul ¢
{-) Stock Reserve __@Q]_ 8,400
Trade Receivables s
- HLwd ;
. sLd. 1,700| 300
Other Current Assets (bills recetvables) _
- H L. 100
- SLud - e
(=) Mutual debt (100) '-_EEEEE |
———-'-.-I-‘-—F
Working Notes:
Cr
Dr. Reserve Fund Alc (S L1d) 7
r By Balance bd [Bal. Fig.] &
To Balance ¢d g ﬁ"""’”ﬁ
e —— __-_.___.r"—/




CH. 7: CONSOLIDATION pf ACCOUNTS 7.15
Su nlus Alc (s Lid ) Cr.
By Balance bid [Bal. Fig.] e
By Profil after acquisition 1,2
after acquisi 300
M’lf’is of profits of § Ltd.: ( in '000)
== H Ltd.| Minority Total
culars 75% 2506|  100%
partl 5 i
“qujsitioru‘Capital Profit:
gevaluation profit 150 50 200
opening general reserve 450 isol 600}
600 200 800
l,m“_m:.;l|.nisitlc:n.ﬂih:w:rme Profit:
profit after acquisition 900 300 1,200
%00 300 1,200
_@Eemt Zin'000| |Costof Control ¥ in '000
Share Capital 500| |Cost 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 Ltd.) Cr.
To Stock Reserve (500 x 20%) 100 | By Balance bid 4,000
To Balance c/d 4,800 | By Share in profit of subsidiary 300
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 S Lid. as on 31st

March, 2024 are given below:

L EQUITY AND LIABILITIES H Ltd. S Lid.

(1) Shareholders’ funds: 2 4
(a) Equity share capital of 710 each 5,00,000  2,00,000
(b) Reserves and surplus:

. Securities premium 50,000 10,000

. General reserve 1,00000 50,000

 Surplus 75000 20,000

@) Carrent Liabilitles:

- Trade payables 80,000 40,000

Sl 8,05,000 3.20,000

HNNVIVXY]
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1L ASSETS

(1) Non-current assets:
(@) Fixed assets:

Tangible asséts g 3,20'%
(b) Long-term Investment 2,95,000
(15,000 equity shares in § Ltd. at cost) 8,05,000 3‘557“?
H Ltd. acquired shares in § Ltd. op 315t March, 2024. T
You are required to calculate —
(a) Minority interest and
(b) Goodwill/capital reserve Lo d Marky)

PORATE ACCO U‘\‘TL\I e

Ans.

Analysis of profits of § Ltd.:

HLtd.| Minority] 1o
i ola
5 articulars 5% 25% 100¢;

Pre-acquisition/Capital Profit:
Securities premium

General reserve

Surplus (P & L balance)

75000 2,500| 1000
37500 12,500] 50,009
15000] 50000 3000

Post-acquisition/Revenue Profit:

- Pre-acquisition
- Pusl-acquisition

Minority Inlerest ¥| |Caostof Control 1
Share C.:pim‘l 50,000( |Cost of Investment 2,95,000
Share of profits: (-) Face value of shares (1,50,000)

20,000 ((-) Pre-acquisition profits {60,000)

70,000] |Goodwill 85.000

60,000 20,000 £0,000]

Yy

Calculation of minority interest by shortcut method:

Calculate net assets of S Lid,

Net Assets = Total assets - Outsiders liability

= 3,20,000 - 40,000
= 2,80,000

Minority interest = 2,80,000 x 25% = 70,000

Prublem No. 6] Prepare the

sheets of Happy mﬁmm“wammtﬁmhfulhuins

o

»
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UNTS 717
m LIABILITIES

1. B0 reholders’ funds; HappyLid.  Joy Lid:
[l} uity share capital of T1p each T
tz; :::sen'cs and surplus 4,00,000  1,50,000
( | reserve
g:"'_‘;l‘: ; 2,10,000 13,000
2 ’
¥ frade payables 40,000 59,450
TOTAL 8,00,000 3,02,450
SETS 7 T
[i.]‘q:nn-currem assels
Fixed assetls

3,96,000 1,45,000

nvestments (in shares of Joy L1d.) 1,80,000 -

2 Current assets
(a) Inventories
(b) Trade receivables
{c) Cash and bank

1,02,000 62,050

97,000 82,200

25,000 13,200

TOTAL.  8,00,000 3,02,350
Following additional information is also given;

(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 fram

Joy Ltd. at a cost of 218,000, [June 2016 (8 Marks)]
Ans,

Percentage o

[ shares held in subsidiary is not given hence it is assumed that 100% capital is
held by holding campany in subsidiary.

EQUITY & LIABILITIES LS T
Shareholders Funds

Equity Share Capital (Happy Ltd.) 4,00.000
Generg| reserve (Happy Ltd.) 2,10,000
Adjusted Profit & Loss Alc (Happy Ltd.) 1,63,500
Capital reserye 45,000
Current Liabilities

Trade Payahles

: I;*ﬂnrw Ld, :g'ﬂg

T Aoy ltd, ]

) Mutua) gety (24,000) - :;ig

|
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_—__-—__—____—-—-‘—-—_——__‘_-_'_‘—'—\.._
S i
Non-Current Assets N
Fixed Assers 3,96,000
Happy Lid. 1,45,000| 'Il
Joy Lid. ik 5-4I_[,J].
Current Assets |
Inventories 1,02,000 |
- ;lapp_v Ltd. 62'050 |
- Joy Ltd. ' |
(-) Stock reserve _(_‘1_;_0‘9‘!" i 59,5501
Trude receivables 97 0o ‘
- Happy Ltd. 32'2(]0
- Joy Lid. <00 !
(=) Mutual debr (24000)] 1,551
Cash & bank
Happy Lid. 25,000
Jov Lid. __1_3&92- 382y
8,93 93
Working Notes: '
Dr. General Reserve Alc (Joy Lid.)
By Balance b/d [Bal. Fig.]
To Balance o/d 13,000 | By Profit & Loss Afc
13,000
Dr Profit & Loss Ale (Joy Ltd.)
To General Reserve Ale 4,000| By Balance b/d
To Interim dividend 12,000 | By Profit during year
To Balance od 80,000
96,000
Analysis of profits of § Ltd.:
Particul H Lid. | Minority
100%
Pre-acquisition/Capltal Profit:
Opening general reserve 9,000
Opening P & L balance 66,000
75,000
Posl-acquisition/Revenue Profit:
Interim dl’_\idcnd [Note 1] (12,000) i i
Profit during the year 30,000 i !
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N OF Accoyns 7.19
piipodt=" (Cost of Control ;
pare CoP! i Cost of Investment 1.80,000
ghare afP""ﬁ"i i (~) Face value of shares (1,50,000)
Siprcacdt > (=) Pre-acquisition profits (75.000)
Pusl_acqulsllluﬂ
2 Adjusted Profi; & Loss Alc (Ha v Lid.) Cr
To Stock Reserve 4.500 | By Balance b/g 1,50,000
(18,000 x 25%) [Note 2] By Share in profit of subsidiary 18,000
1o Balance ¢/d
1.68,000
Calculation of profit % for stock reserve:

Profit 0 6,000 s
Sleprice 00" 24000 X 100=25%
Note 1: Since interim dividend has heen
:'”;gn'm divined will be deducted from p

Note 2: Cost of purchase of Happy Ltd. is sale price of Joy Ltd. hence profit percenta ge has
{o be taken 25%.

paid by subsidiary after it becante subsidiary, entire
Ost-acquisition profir,

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 HELd 2

SLd T Assets HLd? SLd?
Share Capital @ 10) 5,00,000 2,00,000 Gaodwill 30,000 10,000
General Reserve 80,000 60,000 Machinery 3,00,000 1,50,000
Profit & Loss A/c 90,000 70,000 Stock 80,000 50,000
Sundry creditors 50,000 40,000 Debtors 1,20,000 1,60,000
_nlllll:mdlng 20,000 10,000 Cash at bank 20,000 10,000
Expenses Investments:

16,000 shares in S 1,590,000 -
_ Ltd,
Total

! 7,40,000 380,000 Total 7,40,000 3,80,000
When control was acquired, S Ltd, had 240,000 in general reserve and 230,000 in
M--nd:mumum.ImmmMy onpurchase of shares, H Ltd, received 2 16,000

- from S Ltd. which was credited to profit and loss account. Debtors of

- B inclugde ¥20,000 due from S Ltd. whereas creditors § Lid. include 215,000

| SO HLW the difference being accounted foy by a cheque-in-transit,

P [June 2017 (8 Marks)]

| h"""‘-—-._._______

| Ans,

Contrg) Ratio:

No. of sha ; 16,000
res held by holding 00 =t x 100 = 80%
Tota) shares of subsidiary ] 20,000

B
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Lid. & S Ltd.
lidated Balance
Comacssts 31st March, 2022

EQUITY & LIABILITIES ______——— | -
Sharcholder's Funds 50
Equity Share Capital (H Ltd.) 'Eu'n“:
General Reserve (H Ltd.) I g
Adjusted P & L Balance (H Lid.} 38,%
Minority Interest 66'03.
Current Liabilitles
Sundry creditors 50,000 |
- l:l Lid. 40,000
¢ ;Tuud' I deb )
=) Mutual debt 5
(=) Cheque in transit —(2.000) 1040y
Outstanding expenses 20,000 I
- HLud. 10,000 I
- SLud. ———1 300y
8,84,
ASSETS < :
Non-Current Assets 1
Goodwill
- HLd. e
e 10,000
{-) Capital Reserve ol
Muachinery
T 3.00,000
i | 1,50,000! 450,008
Current Assels
Stock 80,000 !
. wd. 3
- 15{ l[.r:d. | 50,000/ 13008
Debtors
- HLud 1,20,000
- S5Lid 1,60.000
{-) Mutual debt {15.000)
- 2,600
(=) Cheygue in Lransil _(_52%
Cash at bank '
I H L:‘- 20,000 300:'!
- s Lud. __'EEE'LE@
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NTS 7.21
ysl of profits of S Lid.;
V_—\\\__ =
 calars HLd.| Minorty| ©  Total
100%
ncqulsjljun_l(,‘apila] Profit: o i
fre neral Reserv
opening General Lzbc::; 32,000 8,000 40,000
opening profit & Loss 24,000 6000 30,000
pividend (16,0000  (4,000)] (20,000)
40,000 10,000 50,000
Post- acquisit jon/Revenue Profii:
profit after acquisition 64,000 16,000 30,000
| 64000] 16000 80,000
—-—r""_'__—____‘_‘——-———l——
Minority Interest Cost of Control L4
—_
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/d 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 b/id 30,000
To General Reserve Al 20,000| By Profit after acquisition 80,000
| |ToBalance c/d 70,000
-' e 1,10,000 1,10,000
E Adjusted Profit & Loss A/c (H Ltd.) Cr.
. | Pre-acquisition dividend 16,000 By Balance bid
To Balance c/d 1,38,000| By Share in profits of subsidiary
1,54,000

l-‘-"':"‘-'——-___.____
Divideng Teceived by H Ltd. = 16,000
Lid. holds g, shares in S Ltd.

€, dividend declared by S Ltd. = 16,000 x 100/80 = 20,000.

»
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Sheets of F Lid. and S Ltd- as on m

Problem No. 8] The Balance R "‘Lq [
are given below: ﬂ'l

H
Ltd, §
@ W
1)
L. EQUITY AND LIABILITIES
(1) Sharcholders Funds:

(a) Share Capital:

Equity Shares of 1100 each fully paid-up 2,500 g

(b) Reserves and Surplus:

General Reserve 600 %5
Profits 300 200
(2) Current Liabilities:

Trade Payables 450 .___3_1‘;
Total 3850 i3k
II. ASSETS
(1) Non-Current Assets:

(a) Tangible Assets:

Land and Building 1,670 720

Plant and Machinery 240 289

(b) Long-term [nvesiment 980 .
(6,00,000 Shares in S Ltd.)

(2) Current Assels 760 __5_.'1

okt 3,850 1580

H Ltd. acquired the shares in S Ltd. on 31st March, 2017. On that date Generdl
Reserve and Profits of S Ltd. stood at 2 50 Lakh and Z 120 Lakh respectively.

Lgndandﬂuﬂdfngmmk\ah:!BthﬂandedMacMnEH(mkx
ue T 340 Lakh) of S Lid. were revalued at ¥980 Lakh and 7 310 Lakh
I:uokhlneufrmaimngmwu:mchmgad,

You are required mmw&hﬁmww@”owmw
[Dec, 2018 (7 Masi)

Ans.
Control Ratio:
No. of shares held by holding 100 Slakh
Total shares of subsidiary = —E'Eih‘_ x 100 = 752
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7.23
Consolidated Balance Sheet of 1 144 &SLiud
| ¥ & LIABILITIES - =
£ holder's Funds :
ghare ital (H Ltd
| .+ hare Capital ( td.) 2 500
EquitY H Ltd.) 5
| Reserve ( id. | 600
Gener™ & L Balance (H Lid.) '
sdjusted P & | pi g
inority Interest '- 346.625
Trade Payables
- H LT_d 430
_ sLtd. - 330 780
| | 4,651.5
TASSETS 2 d
|ASSETS |
" INon-Current Assets |
Goodwill 65
Land & building
- HLid. 1,670
- SLid. 720
(+) Revaluation profit 180
() Depreciation on increased value (18) 2,552
Plant & Machinery
- HLtd. 440
= SLid. 289
(j} Revaluation Loss (30)
(#) Depreciation on decreased value 43 703.5
Current Assets
" HLw, 760
* SLud, 571 1,331
4.651.5
"h}"{' of profits of § Ltd.;
8 HLid| Minority Total |
: : 5% 25% 100%%
bl *“Quisition/Capital Profit:
i
B aton b on [and & Building 135 45 180
Yation Loss on Plant & Machinery (22.5) (7.5) (30)

WNNVIVX YL
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fLtd.| Minority _\T\
Particulars 75%|  25%| ; Oly)
: 112.5 s
Opening General Reserve (90) 30 15
Opening P & L balance -'"""i; 105 L“\%
Post-acquisition/Revenue Profit: (135) 45)
Depreciation on increased value 3,375 1125 “E;
Depreciation on decreased value '”5 e 43!
Profit during the year 8y
i 124.875 41.623 o
e 5
-—'—_-__—___________'_'_"“—-..___
o ne I [GEEc=nt . |y
Share Capital 200| |Costof investment 989
Share of profits (~) Face value of shares (600),
- Pre-acquisition 105| | () Pre-acquisition profit (3151!
- Post-acquisition 41.625 ____‘-'
Dr General Reserve A/c (SLid.) Ce
By Balance b/d 150
To Balance o/d 250 100
250 2
Dr Profit & Loss Alc (S Lid.) C
| 100 By Balance bid 120
To Balance c'd 200 | By Profit after acquisition 18
o I
Drc Adjusted Profit & Loss A/c (H Ltd.}
By Balance b'd
To Balance o/d 424875 | By Share in profits of
subsidiary
o 424875
Rate of depreciation is calculated as follows:
- Balance sheet value of Land & Building s £ 720 Lakhs the
s ) , whereas book value at '
ginning of the year was Y800 Lakh. Thus, depreciation of 2 80 lakh has been P
. Balance sheet value of Plant & Machinery j e ¥
o egsmiog ol the e wat T g A whereas Dok
provi 5 Thus, depreciation of 2 51 lakh h*

4
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CONSOLIDATION OF ACcoy NTS P

ot 100 = 17

., puilding = —2 4 = I
d&bul 800
pan =

Furniture = E x 100 = 154

Ltd. idi
;:::‘3 :;Lglli:?u?::d a: ais;; :lum‘;ﬁgf ;lpln Ltd. Following is the Balance
nrﬁcufﬂ?'s @ im lakl)
| fQUITY AND LIABILITIES
| I ghareholders Funds
| (a) Share Capital: Equity Shares of 710 each 300
} (b) Reserves and Surplus (Statement of Profit and Loss) 250
2. Non-current Liabilities: 8%¢ Debentures 200
3, Current Liabilities 160
fotal Equity and Tiabilities ~ 910
ASSETS :

1. Non-Current Assets:

Tangible Assets:
Land and Building 270
Plant and Machinery is50
2. Current Assets
Total Assets " s10

On 1st April, 2018, Alpha Ltd. acquired 24 lakh equity shares of Beta Lid. at a cost
of T 460 lakh. On that date, Statement of Profit and Loss of Beta Ltd. showed a
credit balance of 7 180 lakh and Land & Building was revalued by Alpha Ltd., at
2% above book value of 7 300 lakh (but no such adjustments are shown in the
books of Beta 1.¢d.).

You are required to calculate:

1) Cost of Control

Aii) Minority Interest. , [June 2019 (5 Marks))
Contrg] Ratio:

No. of 5 ! :

e hares held by holding e 24 lakh 100 < 80%

shares of subsidiary 30 lakh

4
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7.26 pART 1: CORPORATE ACCOUNTING
Analysis of profits of Beta Ltd.: _______._d—-_ﬂ_________\
= .| Minorit
P Alpha Lt ority
S el | . | 0% 20  fog
Pre-acquisition/Capital Profit: s \
Opening Profit & Loss Alc : = 26 iyl
I
Revaluation profit on Land & Building e 12 |
192 4R ‘\\\Hl,
Post-acquisition/Revenue Profit:
|
Profit during the year 20 14 TU‘
Depreciation on increased value of Land & (4.8) (1.2) i
Building {
51.2 l28]
Minority Interest ?| |Cost of Control E
Share Capital 60| | Cost of investment a0
Share of profits (-) Face value of shares (240
- Pre-acquisition 48| |(~) Pre-acquisition profit (192
- Posl-acquisition 12.8
120.8| | Goodwill u|
Dr. Profit & Loss A/c (Beta Lid.) (i3
By Balance b/d 180
To Balance c/d 250 | By Profit during the year n
250 L
Balance on 1.4.2018 300
Depreciation for 2018-2019 [Bal. Fig.] {30)
Balance on 31.3.2019 270
Rate of depreciation = x 100 = 10%
mmgm:::. 10] From the following Balance Sheets of Viva Lid.
prepare Consolidated Balance Sheet in the books of Viva Ltd. viva It 1l
qulmdlhnlhaMGflblnd.um‘mnﬂ ber. ¢ as at
ober, 2018. Balance Sheet
March, 2019:
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////_" Amount ()
{culars Viva Led. Jiyn Ltd.
capital 30,00,000 6,00,000
5[1#":‘3] Reserve 4,00,000 —
Bm|:| and Loss account 6,00,000 2,10,000
PF9 ey creditors 5,00,000 1,90,000
Suﬂﬂ1 and Building 24,00,000 4,00,000
::LI and Machinery 4,00,000 4,00,000
nt Assels 11,60,000 2,00,000
Cll-ﬂ"m“nt’ 5,40,000 =_
(5,400 shares of 2100 each of Jiyu Ltd.)
The profit and loss account of Jiyu Ltd. had a credit balance of 90,000 on 1st
spril, 2018. [June 2019 (5 Marks)]
Ans.
control Ratio:
No,of shares held by holding . 5400 100 = 90%
Total shares of subsidiary 6,000
Consolidated Balance Sheet of Viva Ltd. & Jivu Ltd.
[EQUITY & LIABILITIES l d ?
Shareholder's Funds
Equity Share Capital (Viva Ltd.) 30.00.000
General Reserve (Viva Lid.) +,00.000
{Adjusted P & 1. Balance (Viva Ltd.) 6,54,000
Capital Reserve 1,35,000
Minority Interest 31,000
Current Liabilities
Sundry creditors
* VivaLd, 5.00,000
- Jiyu Ltd, 1,90,000 6,90.000
49,60,000
= 2 4
Nu“'c“"'mt Assets
" and Byjlging
T Wivary, 24,00,000
%__ 4,00,000 | 28,00,000

wh N WYV




TAXMANNE

T

728 PART I : CORPORATE ACCOUNTING
Plant and Machinery " ‘—‘\
- V'l\'a le_ . O-UUU l
- Jiyuld. | 400,000 800
Current Assets Y
T 11,60,000
- 2,00,
- JI}‘LI Ltd. ,__ﬂﬂo___l_%%
Analysis of profits of Jiyu Ltd.:
vivaLtd.| Minority[ T
Particulars 90% 10% 1“&]:
L —'—-—-—-29_%1
Pre-acquisition/Capital Profit: l
Opening Profit & Loss Alc B100C 2,000 90,00
Profit during the year (1,20,000 x 6/12) 54,000 6,000 60,00
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 2| [cost of Control t
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 ,
: (1,35.000)
81,000 | |Capital Reserve :
Ce
Dr. Profit & Loss Afc (Jiyu Lid.) |
By Balance b/d
To Balance c/d 2,10,000 | By Profit during the year
2,10,000
P = e
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Adjusted Profj, & Lews Alc (Viva Lid
r .

d T i By Balance bd | 6,00,000
3 Bﬂanceﬂ' 4,000 | By Share In profis of | 54,000
subsidiary |

6.54,000 |

No. 111 Following are the Balance § ST
ﬁbﬂlst March, 2018: heets of g Ltd. and its subsidiary S

| pARTICULARS Hid  SLtd

d L4
 EQUITY AND LIABILITIES _ % .
(1) Shareholders Funds:

{a) Share Capital (equity shares of 719 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
1I. ASSETS
{1) Non-Current Assets;

(a) Fixed Assets - Tangible

3,00,000 1,00,000
{b) Non-current investment

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
Un!alnMarch.ZGIBSLtd

;revalueditsfixed assetsat? 1,50,000 and current assets of
11,60,000, Trade payables of H Ltd. include 2 20,000 due to S Lid.

Prepare the consalidated Balance Sheet of H Ltd. and its subsidiary S Ltd. as on
st March, 2018 with Notes to Accoun

ts and working notes.
. — Sy [June 2019 (7 Marks)] (0ld)
Ans,
Contro) Ratio:
No, of share hel .
$ held by holding . 12,000 100 /s 0%
Total shares of subsidiary x40 20,000 i ¥
Consolidated Balance Sheet of H Ltd. & S Ltd.
& LIABILITIES A 7
i apital (H Ltd.) 5,00,000
Sted Serves & Surplus (H Lid.) 70,000

aNNVINYVLe—————————
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i .
EQUITY & LIABILITIES w
Minority Interest ]
Trade Payables 80,000
= H Lud. 60,000
= L0 (20.000)| 59
(=) Mutual debt 7% )
T
ASSETS [
Non-Current Assets
Fixed Assets — Tangible 00000
= L:l' 1,00,000 !
- SLiud |
50,000 |
(+) Revaluation profit 4.50,03(].
Current Assets 500,000
- HLid
2,10,000
- SLud. oo
(-) Revaluation loss (50, 00}
(=) Mutual debt (20.000) |  3,40,000
7.90,000
Analysis of profits of S Ltd.:
H1Lltd.| Minority Total
Pre-acquisition/Capital Profit:
Revaluation profit on fixed assets 30,000 20,000 50,000
Profit before acquisition 30,000 20,000 50,00
' 60,000| 40,000 10006
_I’osl-ncquislliunmcvcnue Profit:
Revaluation loss on current assets (30,000) (20,000) _ﬂ_g_g;,
0,0
(30,000)[ (20,000 G075
r-'-'-'--‘-‘i
ernﬂﬂty Interest _ | |Cost of Control -*""“ﬁ
Share Capital 80,000 | | Cost of investment Lsnll)ﬂal
Share of profits (~) Face value of shares “lznlﬂﬂul
- Pre-acquisition 40,000 |(-) Pre-acquisition profit (60,
= -acquisition {20,000
Post-acguis _————i. ,,—-——ﬁ
m Goodwill/(Capital Reserve)
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7.31
[’Ijtl—[il & Logs Ale (g Lid) Cr.
]: E/—f‘_____\ | By Profiy before acquisition 50,000
|| [goBalance o “%%E?" . Fig ) [ =o.0001
L2000 | | 50,000
f—fmm““* & Smui Ltd.) Cr.
pr : o] [ oy :
W 30.000 | By Balance bva ‘ 1,00,000
1o Balance g/d —'-?—’{-:I—‘[-]PE.
100,000 | 1,00,000 |
mce Sheet and additional information given below,
pare consolidated Balance Sheet of Ltd. (Holding Company),
P Balance Sheets of H Ltd, and s [4g.
As on 3154 March, 2019
Particulars HLtd S Ltd.
: (¥) )
L.EQUITY AND LIABILITIES
{1) Shareholders Funds
(a) Share Capital 500,000  2,00,000
(Equity shares of 7100 each)
(b) Reserves ancl Surplus:
General Reserve 60,000 40,000
Profit and Loss Account 30,000 10,000
2) Non-Current Liabilities
(@) 12% Debentures of 7100 each (secured) —  1,00,000
) Current Liabilities
() Trade Payables;
Creditors 40,000 25,000
Bills Payable 12,000 8,000
(b) shbl't-ter]:n Provisions 40,000 20,000
de 6,82,000 4,03,000
'5-'15-&85513 ———— s
M) N“"'Ehmlu; Assets
| @ Fixed pygqy Tangible
w‘w My 350,000 3,209,000

B
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H Ltd.
Particulars Sy, {
(b) Non-current Investments: 1,80,000 .-
Shares in S Lid. G
(1,500 shares @ 2 120 each) 36,000 :
12%¢ Debentures 1) < |
(400 debentures in S Ltd. @ 790 eac |
(2) Current Assets 35,000 .
(a) Inventories — Stock 5,00 !
(b) Trade Receivables: 20010 )
Debtors 10 606 0,009
Bills Receivables ! 8,009
(c) Cash and Cash Equivalents
Cash in hand g 11,000 300!
Total 6,82,000 4,03,00;
— e
Additional Information: L |
(a) When H Ltd. acquired the shares of S Ltd., the Gene erve and Profi g!
Loss Account of S Ltd. showed a balance of ¥ 30,000 and T 4,000 (Dr.) respes
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. ,
(d) Plant and Machinery were overvalued by 220,000.  [Dec. 2019 (8 Marksj]

Ans,

Control Ratio:

0. of shares held by holdin 1,500
> Total shares ufsuzsinﬁnr}'g 00= 2,000 & 100=75%

Consolidated Balance Sheet of H Ltd. & S Ltd.

EQUITY & LIABILITIES z :?
Sharcholder’s Funds
Equity Share Capital (H Ltd.) 5,00,00
General Reserve (H Ltd.) 6000
Adjusted P & L Balance (H Lid.) a1
Minority Interest
- In shares 57.500 E:
. In debentures 60,000 1,477
Current Liabilities |
Creditors o /,/
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7.33

,/H-'ﬁ"/— 40,000

sLid. 25,000
;’J Mutual ff’bl (10,000) 55,000
gils Pay2Ple
H Lid. 12,000
_ sLid 8,000
() Mutual gebe ‘ (8,000) 12,000
ghort-term provisions
CHL: 40,000
g1 20,000 60,000

8,51,500

@— 7| T
Lﬂunmnt Assets
Goodwill 21,500
plant and Machinery
. HLud. 3,50,000
. SLtd. 3.20,000
{-) Revaluation loss (20,000) ©6.30,000
Current Assetls
Inventories — Stock
- HLtd. 35,000
- SLtd. 15,000
() Stock Reserve (10,000 x ' x 20%) (1,000) 49,000
Debtors
* HLtd. 60,000
* Slid, 30.000
() Mutya] dep (10,000) 80,000
Bills Receivable
* HLw, 10,000
- SLtg, 8,000
) Mutya) debt (8.000) 10,000

hand Cash Equivalents
“Hig 11,000
T SLy. 30,000 41,000
\—\_— 8,51,500

.-
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Analysis of profits of S_L_l(.l._————-_"r_’—ﬂl_l. Minority

Particulars J@. 25% ;rm
S
Pre-acquisition/Capital Profit: “5,0001 (5.000) \
Renkdon o BB i L o]
Opening P & L balance (3,000 L2 r:‘;'[‘mﬂ
Posl-ucquisltionmcvcnmr __‘\\\J'
Profit after acquisition _____EED—G 8,000 24,0qy
)L___la,anu 6,000 W
|
(Minority Tnterest | Shases] Debeatures| |Costo Control i
Share Capital 50,000 60,000 |[Cost of investment T e
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

General Reserve Alc (S Ltd.)

Dr.
& By Balance b/d
To Balance c/d 40,000 | By Profit & Loss A/c [Bal, Fig.]
40,000 :
= Profit & Loss Alc (S Ltd.) Ly
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
Dr. Adjusted Profit & Loss A/c (H Ltd.) &
To Stock Reserve 1,000 | By Balance b/d 3007
To Balance c/d 47,000 | By Share in profits of 180
S subsidiary




»r

CI1. 7 CONSOLIDATION of ace OUNTS 7.35
Wlw Balance Shcemm's Ltd. 23 on 31.03.2020 “.cm
" I-l,]]uwﬁf Balance Sheets of jy Ltd, and § [.4d,
1 As at 31s March, 2029
| - articulars 1 Ltd. S Lid.
() (€3]
Eﬂ”lﬂ AND LIABILITIES
| | i sharehlders Funds
.I (a) Share Capital
; Equity share of ¥100 each 6,00,000 2,50,000
l (b) Reserves and Surplus
I 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 1,50,000 1,08,000
Vehicle 1,230,000 50,000
Furniture 50,000 30,000
(ii) Intangible Assets - Goodwill 60,000 40,000
(b) Non-current Investment
i 2,000 Equity Shares in S Ltd. (at cost) 3,80,000 —_
¢ | ) 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
Additiong Information:
(:g H L. acquired 2,000 equity shares of S Ltd. on 1.4.2019.

The Profit and Loss Account of S Ltd. had a credit balance of 2 30,000 and
~~—that of General Reserve ? 50,000 on the date of acquisition.

.

—yp NAVIVAL l—




TANMAANE

CORPORATE ACCOUNT! ING

(iif) On 01.06.2019 S Ltd. declared o di\'lf.lel:lf-' Ul;t::;::eplrs%
@ 12% on its share capital. H Ltd. credited th rofi ""“IF;E
Account, )
(iv) S Ltd. owned 2 20,000 for purchase ﬂfﬂ?cz:ffb“::: ::,;ﬂd- The entjy,
held on 31,03.2020. H Ltd. made profit ©
t ¥ 1,20,000 on the dag,e of 3
Ly

(v) Machinery standing in the books of S Ltd. a
sition of shares, were re-valued at ¥ 1,44,000. G

Prepare a consolidated Balance Sheet of H Ltd. and S Ltd.on 3 1.03.202¢,
[June 202) (g M;
)

7-36 PARTI:

at'-'llll .

Ans.
Control Ratio:

No. of shares held by holding o 2,000 « 100 = 80%

Tolal shares of subsidiary 2,500
Consolidated Balance Sheet of H Lid. & S Ltd.

EQUITY & LIABILITIES 2
Sharcholder’s Funds e
Equity Share Capital (H Lid.) 6,00,00¢
General Reserve (H Lid.) 1,00,008
Adjusted P & L Balance (H Ltd.) 2,00,08
Minority Interest ' 84,320
Current Liabilities
Trade Payables — Creditors
- H Lud. 70,000
- SLud 60,000 1,30,000
Other Current Liabilities — Income-tax
- HLid. 60,000
- SLud 70,000 130000
[ 124400
il
Non-Current Assects |
Intangible Asseis:
Goodwill i
- HLid 60,000 {
: gL 40,000 J
. Goodwill on consolidation 96,800 ._..—]—‘EE'E/
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7.37
: ;r;mﬂ:'bh’ Asst ]l— \
r Mﬂ‘:hincry | |
L | 150,000 |
F gsid. | 1,08,000 |
bl Rcmluall?n I'"Of'it | 24000
Il pepreciation on increased value (24,000 x 10%) | (2.400)| 2.79.600
| yehicle i ;
. HLud ‘ 1.30,000 |
| sLtd. ! su.cm’. 1.80,000
| Furniture r—1
. HLtd. l 50,000 |
. Slid. 30,000 | £0.000
Current Assets l____t
[nventories — Stock |
- HLid. 70.000 |
. SLtd. 1.4&).000'1
{-) Stock Reserve [20,000 x 2095] (3.000) l 2.06.000
Trade Receivables — Debtors
- HLud. 60.000
SRRl 1.00.000|  1.60,000
Cash and Cash Equivalents - Bank
- HLud. £0,000
T IDLEE 62,000  1.42,000
| 12,244,000
Analysis of profits of S Ltd.:
y HLtd.| Minority Total |
I"m B0 20% 1009%
acquisition/Capital Profit:
Upenj:anon profit on machinery 19,200 4,800 24,000
B General Reserve 40,000 10.000 50,000
;{::::;i Profit & Loss 24,000 6.000 30,000
(24,000) (6.000)|  (30,000)
i 59.200 14,800 74,000

—p Y WAVl
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r’ﬁif Minority "\
Particulars L e 20% __\@
Post-acquisition/Revenue Profit: > [[,920) (480) -
Depreciation on increased value of machinery 80,000 20,000 1 0;%”
Profit during the year [Note 3] 78,080 19,520 -__\\Q?Nx
— 7| [Cost of Control 3
Minority Interest | e L
Share Capital 50,000 [Cost of investment 3,30_%'
Share of profits (I Eees valu.e_c:.t' Sha.m.s (2'00-003;
- Pre-acquisition 14,800 | (-) Pre-acquisition dividend | (24 o
Post-acquisition 19,520 ) Pre-acquisition profit (59.20‘1]'
[ 84320 Goodwill 96,80g
Dr. General Reserve Alc (S Lid.) &
B}' Balam:e b/d SG.MJ
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 lﬁﬁ'ﬂ
[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 ;2_3;3_9%

Note 1: Calculation of profit % for stock reserve:

In problem profit percentage on cost is given, but we have to take profit percent3g® G

sales, which is calculated as below:

25
125

Cost + Profit = Sales
100 + 25 =125

x 100 = 20




CH.7:Con

|
! e On 1.4.2019
i. :pﬂ?ciali'-‘” for 2019-2020 (Bal, Fig.
. n 31.3.2020

| palance®

| i 12,000
| col’dcprcl:lallﬂﬂ =

1,20,000
Note 3:

by the 5 Ltd. during the year will be

-sm.mmr)_-

iace H Lid. acquired shares at the first da
treated as post-acg

lem No. 14] Shiva Ltd. purchased 4
OctobeT, 2018, From the following info

YOF Ateea
WiNTs 7.39

120t
(12 000
‘]Tf"—‘—-—
ey
——=000

)

100 = 10r,

t 1o
¢ of the financial vear. entire profit carned
uisition profit.

,000 equity shares of Chandu Ltd. on 1st

rmati g
e on of Chandu Ltd., calculate minority
31" March, 2018 31- March, 2019
5,000 equity shares of T100 each 5,00,000 5,00,000
profit and Loss Afc 5,000 35,000
Discount on issue of debentures 10,000 IB.DOO
On 1st 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.
revalued Land & Building at 2 2,20,000 and Plant & Machinery at 2 4,553,000,
[Dec 2021 (5 Marks)]
Ans,
Control Ratio:
No. of shares held by holding 4,000
Towl S 00 = — « 100 = 80%¢
otal shares of subsidiary 5,000
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 35,000 | By Profit during the year 30,000
35,000 35,000

NNV AV e —
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Analysis of profits of § Ltd-: [Shiva Ltd: ”ﬁiﬁﬁ? -
Particulars il iy luul;el
Pre-acquisition/Capital Profit: = o l?j
Discount on issue of debentures . o ) 26?0]‘
Revaluation profit on Land & Bullldmg st Sl U D:I
Revaluation loss on Plant & Machinery 16,000 4,000 - 26 0)
Opening General Reserve 4,000 1,000 5'%
it e e ool 3000] i
Profit during the year (30,000 x 612 —o00] ___10oo] i
s
Post-acquisition/Revenue Profit:
Profit during the vear (30,000 x 6/12) 12,000 3.000 .
Minority Interest ‘.
Share Capital : 1,00,000
Share of profits
- Pre-acquisition i
- Posl-acquisition —_39%
1,04,000|

ADVANCED PROBLEMS & SOLUTIONS

Ltd. holds 80% shares in its subsidiary Tulip Ltd. From

Problem No. 15] Orchid
ority interest at the end of each year:

the following information calculate min

- Share capital of Tulip Ltd. was 1 0,00,000 (X 10 each) and reserves ¥2,00,00000
the date of acquisition on 31st March, 2020.

— Fully paid bonus shares were issued by Tulip Ltd. on 31st March, 2021 in the
ratio of 2 bonus shares for every § shares held, '

— Profit and loss of Tulip Ltd. for the various years are:

Profit/Loss (T)

11st March, 2021  :3,00,000

31st March, 2022 :(1,00,000) (loss)

31st March, 2023 :2,00,000

3lst March, 2024 :2,50,000 (including profit of T 50,000 on revaluation ,,fwwi

(Dec. 2016 & June 2018 (5 Mok

4




CH. 7 CONSOLIDATIAN
TION g ACCOUNTS e

Avé: ofmirmn'l)' for different ye
jare

§

ars i profis:

—ded Cumulative profig 5 the eng

rUa.DDUJ =1 =
(1,00,000 - 1,00,000) - 90000 11,00,000  20%

Calculation uf‘ Share of

(2,00,000 + 3,00,000 - ++4 share minority
|
|

20,000
0% 200 Nil
(0 + 2,00,000) = 2,00,000
: 12,00,000 » 200, | 40,000
1132024 (2,00,000 + 2,50,000) = 450,000 ¥

4 50,000 « 207 90,000
aus share capital = 10,00,000 x /5 - : 207 | :
Bo

**4,00,000
Vinority interest for different years:

3132022 31320237 31.3.2024

280,000  2,80,060/ 2,580,000
Nil | =0,000 90,000

3,00,000]  2.30,000] 3,20,000| 3,70,000

Note: Capital held by minority = 10,00,000 . 4,00,000 x 20% = 2,80,000.

“Problem No. 16] Following are the profit & Joss accounts of H Ltd. and S Lid. for
the year ended 31st March, 2022;

H Lid. S Ltd, H Lid. S Lid.
' To Opening Stock 1,00,000 ~ By Sales 8,00,000 6,50,000
To Purchases 5,00,000

4,00,000 By Closing Stock 1,50,000 100,000
To Productive Wages  1,50,000 1,00,000

ToGross Profitc/d  2,00,000  2,50,000

9,50,000  7,50,000
To Sundry Expenses 75,000

9,50,000  7,50,000
1,00,000 By Gross Profit bid 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 c/d 68,000 74,000
zlualm z‘sn'm Z.OJ.DNI 2.50.000
To Preference = 3,000 By Net Profit bid 68,000 74,000
gas 2 d
To Proposed Dividend 20,000 20,000
T Txon distributed 3000 3,450
Profit @ 150,
To Balance o/ 45,000 _ 47,550 e
o 74,000 68,000 74,000
You are

also given following additional information:

OB IS uity shares 0f 2100 each in § Ltd. whose capital consists
\E_Z_.géu_‘:_l::u:;im o100 each and 6% 500 cumulative preference share

B

wHNVIAVL




e

—TANAMANNE -

7.42 PART 1 : CORPORATE ACCOUNTING

of T 100 each. S Lid. has also [ssu
H Ltd. holds 50,000.

tures were acguired on 1st April 202

od 60 debenturcs of ¥1,00,00

0 out g,
iy

2 hares i 1 Ltd. on 15t July 2021 bug g,
(2) Thes in S Ltd. were acquired b{. s Ltd. was incorporated on l';:i

A

they,
b

A

2021.
T50
(3) During the year S Ltd. sold to H Ltd. £00¢8 :gnt:::f-ed ré?:ﬁnmdthn *<Mling
price of 2 75,000. One fourth of the S""d'm;m to the holding e 30
31st March, 2022. The goods were valued at {besion SOmpan o
closing stock purposes. e 2017 (2 M&rh]]
Ans.
Consolidated Profit & Loss Alc
[Panicalary T HLd sma@—ﬂ [ HLd smm\ﬁ
| To Opening Stk | 1.00.000 = 1 1.00.000] By Sales 8,00,00016.50,000| (75,000 13 750
[To Purchaee ,’smcm,'u,.:_r,m (75,000} s::uﬂiﬂrﬂzﬁi?—fs-'ﬂk 1.50,000{ 1.00.000 | (6.250)] 343"
(To Prductive (150000100000  -| 250,000
" waz=s r I ’ |
| T2 Gress Profi lz,r_n_c.u:izjqcnnj (825p)| 243750 |
350000 750000 (51.2551] 1618750 9.50,000|7.50,000(81.250)[ 15 1335
(T Sty [ 75000 1 00000 T 175 000 By Gross Profit bd | 2,00.00012.50,000 re:_sn,‘;_‘;;;i'-
{ Egenses [ i ! 1
| ¥ Deberzare It | - soon (3005  3000|ByDebemturent | 3.000 ~| 13.000) .
| To Presiasom for | SO0, TOO00) - 130000
A ! i '
i To Profi od | ssoo0! 742000 ..,_1_.—,_5,.! 135750
H 2 olon 2500 925011 £41.730] 2.03.000]2.50.000| 19.250)] 4437%
‘T Prel Croidesd | - L, -1 3,05, By Pt bid 5,000 74.000| (6230)| 13575
T Propeoned | 20 ol song! 25006 By Propesed 15,000 ~|(15,000) -
Dimdend i | | | | Diiderd
o Tax on datrde I j_l‘l..i.-l 3230 - £450 (20000 « T5%)
wned prfos ! If 1 :
| T Presig cod | sliDon 475500 (6330 151500
FIoah) TAO00 2135 135750 R000| 74.000]121.250)] 13575
o Imsmmtement i | ! ] | 1By Profe bd s0000] 47.550] 16,250)| 10138
- Pre-acqpeusos | 3.7 - - 3T '
drtierad i : i |
- Copiasl Pondin | - Al - ws,
To Wlameri - ppsmE 0382 1026
[ i ! : [ i
2o Bedumece oAt | $62%0] 2874 (Asem| 78308}
[T R T —] . i § [ g1
s 47555 6355 161300 w0 A 47.550] (6.250) 101

5':‘5‘-" rescic = Tﬁrfﬁ #» lis» 113 = 6.150
Pro-acguisl

Share of p‘rﬂ-ﬁ! 1o Minonty Interest = 47,550 » 255 = 1,828
stock reserve has been set-off as under:

sim dividend = Pruposed dividend of 215,000 « 3/12 = 3,750
Capital Profa (Profit for the period 14.2021 10 30.6.2021) = 47,550 x 75% = 3/

12=89%

.} Lid. share = 6250 # 75% = 4,625 swetoff against current year profit. ot
. Share of minorty shareholder = 6230 225% = | =62 set-off against minority I

e
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m FINANCIAL STATEMENT ANALYSIS
L

m;rﬂﬂ:; note on: Interest Cover/Debt Service Rat

. [lune 2001 (5 Marks)]
=i

e

EBIT
Interest

fnterest Cover or Debt Service Ratio =

Theinterest coverage ratio shows how many times interest charges are covered by funds
| ja are 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 conservative
inusing debt and a very low ratio indicates excessive use of debt.

0. 2. Write short note on: Liquid Ratio/Quick RatiofAcid Test Ratio
[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 liabilities. Liquid assets m:mld.
include cash in hand, cash at bank, sundry debtors excluding bad debts and readily mar-
ketable investments. Prepaid expenses and stock are not taken as liguid assets.

B i o . it iod. The bank over-
Liquid liabilities mean liabilities which are payable within a short period. The bank
Gif it continues to be a permanent mode of financing) and credit facititics Wil be
eicduded from current liabilities in such a case.
ﬂml short note on: Return on Investment (RO1) (June 2002 (5 Marks)]
Or
High return on investment (ROI indicates eMcent US€ S5 00 P, ¢ (4 Macks)]
o - - T
z h mpany is caming on its in
Ang, Return on Investment (ROI) ratio shows howdin:g ::g e of the most important

nls e, capi ed, This ratio is consideres @ 0L ) cels are used.
Pl htcaluicci?:?!lcztr: ?l!:?m'cm]] cfficiency with which capitalasse

Liquid Ratio =

NNV
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ratio indicates ineffectjye

ok st s as : & low iy 5
A high ratio indicates efficient use of assets and re of profitability and i qu“E

j ML
sets. Return on inyestment is also an important o Sefy) FrL
mmier-firm comparison. i
This ratio is calculated as under:

ot e Y (ERTT)
Return on Investment = m____“_n;g__——-——-—mmd“'" x 100

Capital Employe
Q. 4. Explain any four advantages of ratio analysis. e ) M;'"""‘lJ]

Ans. Following are the advantages attributed to the lecll.lnlql{e of ratio analysis,

(1) Simplifies financial statements: Ratio analysis 51mpl1ﬁt_35 the Compr‘-'"t‘nsiun
financial statement. Ratios tell the whole story of changes in the financia] congd
of the business,

(2) Analyze past and forccast future: It helps to analyze and understand finang
health and trend of a business, including past performance and makes it possip, o
forecast of future periods. They diagnose the financial health by evaluating liabiljy,
Solvency, profitability elc. j

(3) Decision making and cost control: It serves as a useful tool in management conyy|
process for 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. 5. What are the objectlves of financial statement analysis? :
[Dec. 2008 (6 Marks)

Ans, The relationship between two accounting figures is known as ratio. Ratio analysisisa
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 imponant task. Ratio analysis is a very powet
analytical tool useful for measuring performance of an organization. Ratio analysis

extremely helpful in providing valuable insight into a company's financial picture. Ratic$
normally show a business strength and weaknesses,

Objective of Ratio Analysis:
¢ To show relative strengths and weakness.
@ To helps to analyze the past performance

jlilan
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; on the inter-relag :
entrales alionshj i) {
; cﬂ"cms Pamong the figures appearing in financial
ments:
jratef N e
5 pru'-'ide an easy way lo compare preseny
0 e :
o T Jepict the areas in which business js ¢,
To ; T
dclcm‘incs the financial condition angd
To

Performance with past.
Petitively advantaged or disadvantaged.

: : performance of the firm.
helps 10 take suitable corrective measures when

{ormance are unfavorable (o the firm,
o

— m;ﬂnﬂ“i’h between: Return on capital employed &
0.0

, T the financial conditions and

Return on net worth
[Dec. 2010 (5 Marks)]

m main poinl,s of djffcrencc b(!l'-'. €¢n retum on capit;]_] cmp]rj_\ Cd &

{un o1 net worth:
re

Poinls Return on net worth

Meaning fhisEato 5119\'.*5 ho"}' much a com- | This ratio expresses the net profit in
| pany 1§ €arning on 1ts investments | terms of the shareholders funds.
i.e. capital employed.

Return on capital employed =l

Formula Operating Profit (EBIT) 0 Profit After Tax (PAT)

Capital Employed i Net Worth X400

m It reflects the overall efficiency with | It indicates the return generated on
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)]

wNNVILXY

Ans,

ARt Tatlo Current Assels
Current Liabilities & Provisions
The ideal Current ratio is taken as 2:1.
This ratjo 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.

Slthlﬁl:a.nce: A very high current ratio will have adverse impact on the profitability of the
:E"'"lmtian. A high current ratio may be due to high level °f inventory, 1r*._c[|"lc:1cncy il

tclion of debyors, high balancesin cash and bank accounts without properinvestments.
W$ilis correct 1o say that firm having high current ratio may not necessarily be treated

"8 favourably placed as regards payment of its current liabilities.

| PROBLEMS & SOLUTIONS

Slem No. 17 From the following Informatlon make out a statement of propri-
fund with details:
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Current ratio

Liquid ratio

Proprietary ratio (fixed assets/proprie
Working capital

Reserve & surplus

Bank overdraft

There is no long term loans and fictitious amel
Ans,

tary fund)

Balance Sheet

cOUNTING

) 4

s

1.5

0.75

260,000

40,000

210,000
[Dec. 2009 (6 Ma "hj]

EQUITY & LIARILITIES

Shareholder's Funds:
Share Capital

Reserve & Surplus
Current Liabilities:
Bank Overdmft

Other Current Liabilities

2,00,000 [
40,000

10,000
30,000 10,0¢

ASSETS

Non-Current Assets:
Fixed Assets
Current Assels:
Stock

Other Current Assets

40,000
60,000 1,00,000
2,80,000

Calculation of current assets & current liabilities:

Current assets
Current liabilities

Current ratio =

x
25=—
¥
25y =x
Current assets ~ Current liabilities = Working capital
x -y = 60,000 '
2_5-‘- ~- _‘l' = 60.000
1.5v = 60,000

;s 60,000 :
¥ = Current liabilities = T = 40,000

¢ = Current assets =40,000 x 25 = 1,00,000




CH. B: FINANCIAL STATEMENT ANALYs1s
tion of stock:

Current Assels — Stock
Current Liabilitjes

Asscts+(:urreutﬁmu
140,000 = x + 1,00,000

1+ 40,000 = 0.75y + 1,00,000

815
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T3lst March 2009 \

| Balance Sheet as ©

R
; Oogy
LIABILITIES
| P:I.id-'l.rp capita_'l [-HJ.UOO equ.itl' shares of T 10 Eﬂf-‘h) % |
|  Retained carnings :20
| Debentures ¢ O
| Creditors : 18
|  Bills payable ) z
Other current liabilities
T
| ASSETS
Net fixed assets 809
Inventors 400
| Debtors 175
| Marketable securities 15
Cash ) ]
_ 13
Price per share: T15
Industry’s average ratios are:
€ Current ratio 24
E Quick ratio 15
Z Sales Lo inventors h ; 8 times
- Average collection period 36 days
Debt to assets : 40%
Debt equity 2l
Times interest enrned q:
7

Net profit margin

Price Lo 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

areas.

(if) Based on the ratio analysis, as a Compan e a report f
consideration of your board of Mﬂfgmﬁ?mnp;ﬁthe re:’:m in
respect of identified problem areas and giving suggestions to solve them:

[June 2010 (15 Marks)
Ans. _____ﬁ-[ﬂ}
Partlculars Formula AG Ltd, A
r= try
Current Current assets WOE T | —ight
ratio Current liabiliti oan =25 240 | Current ratio 1% 10
& %50 ly high as comP® " .,
industry averagt © |
This is due to high
¥ of stock.

P



Quick assets

e
Current liabilitjes

Sales
Stock

8.7

Comment

—

This ratio shows how
much time ligquid 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.

This ratio shows the
movement of stock.
The rato is week; as
stock remains without
movement for 108 days
where as for other firms
in industry it remains

7

Debtors

Credit
sales

for just for 37 days.

This ratio shows the av-
erage collection period.
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

debts

x 100
Total

This ratio is the rela-
tion between borrowed
funds and total assets,
This ratio is used to as-
certain the soundness
of long-term financial
policies of the business.
The ratio is satisfactory
as it is near to industry
average ratio.

Debt
Equity

AG
Lud, Indus-
300
e
280 107 =
1600 8
a0 - *
v
7 x 360 =90 days | 45 days
T 360 = 40 days| 36 days
40%
100 100 - 46.67% i
1,500
2
W a3
620

This ratio shows the
relation between bor
rowed funds and own-
ers capital. It is also

@ NNVINXVL—
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Particulars

Formula

AG Ltd.

Times
interest
carned

EBIT
Interest

25055
45

ACCOUNTING

try

u——-—-__"b—____\\‘\
_________________-—-—-' kn(}\\“ s l'_‘xtel-n
al-”-'_

ternal equity ratig
Debt-Equity Rﬂli;)
used 10 ascertajy
soundness of long_
financial policies of LT:
business. The ry;, .
low which shows lhls
long term ﬁnan{;ing Dal
tions are not Proper],

§
the

le

availed by the COmpap,

This ratio shows hoy
many times intereg
charges are Covered by
funds that are availah),
for payment of intereg
A very ratio indicates.
that the firm is conser.
vative in using debt and
a very low ratio indi.
cates excessive use gf

debt.

Price 1o

Marker price

15

EPS

3.075

This ralio measure the
number of times the
EPS to share price of a
company.

This ratio reflects the
market’s  assessment
of the fulure eamings
potential of the com-
pany. This ratio is low
as compared to indus-
try average ratio which
indicates low earm
ing potential and less
market’s confidence If
the company’s cquily

Retum lo
twtal assets

Total assets

Net profit

123

'Tsa--loo-s.z‘?‘n

119%

This ratio reflects n¢t
profit margin on l}fc
total assets. The rati
is less than industry 3
erage ratio and henc
position is not satisfac

tory. —




B9
plem No- 3] Following are 1h,¢ Fatlos 1o g,
1:: Lid. ) € rading activities of National Trad-
btor's velocity 3 monih,
velocity B Mmonthg
smckwfs velocity 2 monthy
fit ratio 25%
ross pre
G profit for the year endeg 315t Dece g
closing stock of the year is 710,0q¢ more “: h::zm amounting to 74,00,000.
cmount t0 ¥25,000. Bills payable v

amount tg 7 Iﬂ,m;]p tning stock. Bills receivable
Find out:
() Sales
(i) Sundry debtors
(iii) Closing stock

(iv) Sundry creditors

[June 2011 (6 Marks)]

Ans.
calculation of sales:

fit rati CL08 prehl

it ratio =
CIvss pro Sales

4,00,000

== —— %1100

X

x=Sales = 16,00,000
Calculation of debtors:

Deblors v elocity = Account receivable
Credit sales

x 12

e
16,00,000
* = Account receivable = 4,00,000

Debiors + Bills receivable = Account receivable
2425000 = 4,00,000
*=Debtors = 3,75,000

x 12

Caleulation of closing stock:

Sale 16,00,000

©) Gross profit 259 (4.00,000)
Slof goods solg 12,00,000

Stack velocity - — AverageStock

Cost of goods sold

wNNy NXVL—
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x 12

.
12,00,000
X = Average Stock = 8,00,000
Opening stock = x
Closing stock = x + 10,000
Closing stock

_Opening Stock + Closing 2=

Average Stock = 3

,000
8,00.000 = x+(x 1-210 000)
16,00,000 = 2x + 10,000
15,90,000 = 2x
x = Opening stock = 7.95.009
Closing stock = 7,95,000 + 10,000 = 8,05,000

Calculation of sundry creditors:
Opening stock + Purchase - Closing stock = Cost of goods sold

7,95,000 + x - 8,05,000 = 12,00,000
x = Purchase = 12,10,000

Accounts ble
Creditors velocity = = mdﬂpuf:::m x 12

¥ o
- ——— ]
2= 210000 *

x = Accounts payable = 2,01,667
Creditors + Bills payable = Account payable

X + 10,000 = 2,01,667
x = Creditors = 1,91,667
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m fo prepare:

8.11

) Balance Shect of the company op
(2 statement showing working ¢

he basis of above detafly.

apital
2] yomake a provislon for contingencies @ lﬁﬂ“hmmh if the company wants
such provision. % of net workl capital including
7 [Dec. 2011 (10 Marks)]
ADS- .
Balance Shee
——— & LIABILITIES
QUITY,
W Funds (Net Worth) l T T
Capital
ghare Cap | S83255
Reserve & Surpius i s
Non-Current Liabilities = 22U,
erm Debts
an,,nmg . tn;labiiilies 6,25,000
§ 7,50,000
26,225,000
ASSETS g z
Non-Current Assets
Fixed Assets o
Current Assets; LU
ek 3,735,000
Debtors 5';*0‘30
Cash & b ; 00,
ank [Bal. Fig.] ol
=
Statement showing workin £ ; 26,25.000
g capital requirement:
Cumrent Assers ot noc
() Curreny Liabilities - Ry
Gross W, ) (7.50.000)
(+) e coptal 3,75,000
* El L] "
o Cunm::gency @ 10% of net working capital (3,75,000 x 10/90) 41.667
Call E ecul "4,16,667
salm"aﬂ““ of stock:
e
Bg 30,00,000
By it (7.50.000)
°fgoods sold 22,50,000

S i
logk Wmover ratic = _ Cost of goods sold
Stock

BN VIXVL—
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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
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fion of long term debis:

: Rat'm =

Long Term Dehys
Shareholder's F nds

x
45= 1250000
_ ong Term Debts = 625,000
tjon of reserve & capital:
' Reserve
etoCapital =~
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EQUITY & LIABILITIES ¥ \

Net Profit £1#0,000 I‘

Reserve & Surplus 60,000

Debentures | 3.00,000| 2'00-‘]][}

Current Liabilities

Creditors 3,00,000

Other Current Liabilities 1,00,000 4,00 00q
16.00,0@

ASSETS T :

Non-Current Assels T e

Fixed Assets 8,00,000

Current Assels

Stock 3,00,000

Deblors 4,00,000

Cash & Bank [Bal Fig.] 1,00,000 8,00,000
16,00,000]

Calculation of current assets & current liabilities:

Current Assets
Current Liabilities

Current Ratio =

i
y
2y=x
CA-CL=WC
x -y =4,00,000
2y —y = 4,00,000
y = 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 = 16,00,000

Total Assets — Current Assets = Fixed Assets
16.00,000 - 8,00,000 = 8,00,000
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pssets To Turnover =

CH. 8 : FINANCIAL STATEMpsT ANALYSIS

n of turnover:

Fixed Assets
piced Turnover
| 500000
- T

3 _ qumover (Sales) = 24,00,000
c,.‘l.:ull“““ of cash & credit sales:

; Cash Sales
WCredit = ————
sales Cas! Credit Sales

x

—_—

Bl
2 b

j=2s

Cash Sales + Credit Sales = Total Sales

¢ +y=24,00,000

1+ 2x =24,00,000

3r=24,00,000

¢ = Cash sales = 8,00,000

Credit sales = 16,00,000

Calculation of stock:

| Sales 24,00,000
[ () Gross profit 25% (6,00,000)
ll Cost of goods sold 18,00,000
f Stock Velocity = Stock x 12

! Cost of goods sold
: X

2 =

18,00,000 * !2
*=Stack = 3,00,000
Galculation of debtors:

Debtors velocity - _ Deblors

Credit sales
! E 3 x

—L
16,00,000
<~ Pebiors = 4,00,000
Ulation of creditors:

x 12

Cie, y
ditors Velaciyy - - c*‘f“d""“ %12
ost of goods 50

B.15

Not;
‘o5 F Sinice, credjs purchase figure is not available; creditors are calculated on the basis of

sold,

-

WMV
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X
%= Ta00000 * 12
x = Creditors = 3,00,000 |
Calculation of net profit:
Sales x 10% = Net profit
24,00,000 x 10% = 2,40,000
Calculation of reserve & surplus:
Sales x 2.5% = Reserve & surplus
24,00,000 x 2.5% = 60,000
Calculation of capital & debentures:
Debentures/Share Capital = Dehentures
Share Capital

1% ¥
2. T

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 asscts (after writing off 30%)

¥ 10,50,000

Fixed assets turnover ratio (on cost of sales) 2
FiInished goods tumover ratio (on cost of sales) 6
25%

GP rale on sales
Net profit (before Interest) to sales 8%

Fixed charges cover (debenture 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 02l
' [June 2013 (12 M=

y
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Balance Sheey

B.17

——TIABILITIES - |
iy & LS 3 ¢
older’s Funds: T
spare Capital l 10,00,000
5
peserve & SUTP “b_nﬁ , 2,10000| 12,10.000
Non-Current Liabilities: 4,00,000
% pebentures
current Liabilities: 4.00,000
20.10.000
Non-Current Assets:
Fixed Assets 10.50,000
Current Assets:
Debtors 3,50,000
Stock of Finished Goods 3.50.000
Siock of Raw Material 2.10,000
Cash & Bank [Bal. Fig ] 50.000 5.60.000
20,10.000

|
|
| Calculation of fixed assets:
|

Fixed assets turnover ratio = —C—m'ﬂ

Fixed assets
X

.
10,50,000

T=Cost of sales = 21,00,000

Calculation of sales:

:rl::: Profit is 25% on sales that means 1/3% or 33.33% on cost.

profit = 2 00,000 x 1/3 = 7,00,000

- [;-n'?'; ;;1&5 + Gross profit = Sales

A +7,00,000 = 28.00,000
Culation of finished goods stock:

F-' ¥
‘Nisheq Boods turmover ratio = —Em—[?iﬂf_

; Finished goods
2l
6 2100000

X
X Fl -
Dished Boaods = 3,50,000

-
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Calculation of net profit before interest:
Sales » 8% = EBIT
28,00,000 « 8% = 2, 24,000
Calculation of debenture:
EBIT
Interest

Fixed Clu.rgn Corver =

2,24 000
x
x = Interest = 28,000
Rate of debenture interest is 7%
For 79 interest - 28,000
For 10064 - 7

8=

8,000
Debenture = ie ’:
Debenture = 4,00,000
Calculation of debtors:
Debt collection peried = ._IE?”‘_ %12
Credit sales
15 2 12
28,00,000
1 = Debtors = 3,530,000
Calculation of raw material stock:

Sales « 309 = Material consumed

28,00,000 = 30 = 8,40,000

Stock of raw material 12
Material consumed

Raw malterial stock velocity =

I
3= 75.40,000
¢ = Stock of raw material = 2,10,000
Calculation of current assets & current liabilities:
Stock of finished goods + Stock of mw material = Total stock
3.50,000 + 2,10,000 = 5,60,000
Current ratio = M

Current liabilities

x 12

: 4
24= —
v

Jdv=x




.

: jo =
sk !

CH. & - FiNane 1AL 572 MEMpaey
T anag H5.19
Current assets - Syl
Current liabilities

24y - 5,600,000
e

Qu

1= ¥
2.4y - 560,000
# grrent liabilities = 4,00,000

T et assets = 4.00.000 1 2.4 « 5,60 00y
calculation of reserve & capital:

Fu.cd asscls + Current assels - current liabil

ES - Cebenture o

|ﬂjﬂ,tm - 960,0[?{] = 4_(-‘.].':‘)‘] - Im.[xﬂ . rz‘lnf{f) = wifl el
peserve (0 capital = Reserve
Capital
i 4
0ll=—"
¥
plly=x

Capital + Reserve = Net worth
y+x=12,10,000
y+0.21y = 12,10,000

1.21y = 12,10,000 5-
¥ = Capital = 10,00,000 z
x =Reserve = 10,00,000 x 0.21 = 2,10,000 s
Problem No. 7] You have applied for the position of Assistant Company Secrciary. |
in Sashvati Ltd. As part of the pre-interview in i |
ol e pre- scanning, the following information |
been |
Sales TL825 lakh |
N_ﬂ“’brlh to Sales . S0
Current Liabilities to Net Worth 20%%
Total Debt to Net Worth 504
vables average collection period 44 Days
N tory Turnover (Based on Cost of Goods Sold) 4.839 Times
Number of days in a year 365

Carreny inventory, receivables and cash & bank balance in 3:2:1

:’h‘ﬂﬂm 1/4th of credit sales.

S Part of scannin

tz:]“mn foll sg l::letds.e. you are required to calculate and inform to the jn-
P Nm"‘“"’ﬂl.t debl (as per the Companies Act, 2013)

~@) Receivables

.
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s PART | ; CORPORATE A-:I:OUNTING
{3) C'l-l-!l"l'l='|:|.| assels ___r_______——-’—"'_——_—_—_‘*‘\
June 2019
(#) Cost of goods sold [ (5 Mariq
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-Citrrent Debt = 821,25 lakh—328,50 lakh = 492.75 1aKn
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 lakh
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 = x 365 days

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 Turnover =
Inventory
9 Cos! of goods sold
4.839 = 264 lak!

Cost of goods sold = 1277.496 lakh
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CASH FLOW STATEMENT

THEORETICAL DUESTIDNS

sh between: Cash Flow Statement & Fund Flow Statemenl

[June 2002 (10 Marks)]

Following are the main points of difference between cash flow statement & fund flow

Funds Flow Statement

Fund flow statement is statement of
sources & application of funds and
statement of changes in working
capital,

Funds flow statement is based on a
wider concept of fund ie. working
capital.

Nosuchadjustmenis are needed in the
case of funds flow statement,

Funds flow statement does not cover
opening and closing balance of cash
and cash equivalents. Such items are
covered in stalement called ‘changes
in warking capital’.

g

-""'—-_-_

0. 1. Distingui

Ans. .

statement:

Polnts Cash Flow Statement

Meaning A cash flow statement is a statement
showing change in cash position from
one period to another.

Concerned Cash flow statement is concerned with

with cash only, which is only a part of the
working capital.

Adjustments |1n the case of cash flow statements

for . adjustments requires for prepaid and

prepald & | outsianding items.

outstanding |

Opening Cash flow statement is covers opening

ﬂﬂluln; and closing balance of cash and cash

balance equivalents,

Use Cash flow statement is generally
used as a tool of short-term financial

—~—— __ |analysis and cash planning purpose.
‘.-h.________
2 Distinguish between: ‘Cash’ and ‘Cash Equivalents’ _[Dec. 20083 Marks)]

- Ang,

m“hﬂrt notes on: Cash, Cash

Funds flow statement is useful in
pi:mnmg sources and application of

varous hunds.

Or

Equivalents and Cash Flows

[June 2010 (3 Marks)]

i Casgh comprises cash on hand and demand deposits with banks.

9.1
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PART I : CORPORATE ACCOUNTING

Cﬂsh Equjva]ems.. Cash cqui\'alenls are short terin, h%gh]}" hqqu JnL'esll]‘iclnts ( B
readily convertible into known amounts of cash and which are SUDJCCL to an ingjyy .o At
risk of changes in valye, Can
Cash Flows: Cash flows are inflows and outflows of cash and cash equivalents,

Cash & Cash Equivalents: Cash equivalents are held for the purposc of Meeting o
term cash commitments rather than for investment o other purposes, For an in‘-'EStmum
to qualify as a cash equivalent, it must be readily convertible to known amount gf .1
and be subject to an insignificant risk of changes in value. ¥
Therefore, an investment normally qualifies as a cash equivalent only when it hag
maturity of, say, 3 months or less from the date of acquisition.

Investments in shares are excluded from cash equivalents unless they are, in substap,
cash equivalents; for example, preference shares of a company acquired shoryly b._.i": :
their specified redemption date (provided there is only an insignificant risk of fajjyy, :;'
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 by,
part of its operating, investing and financing activities. Cash management includes g,
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 ore
period to another. It presents a summary of cash flows from operating, investing and
financing activities.
Example:
Cash balance as on 31.12.2023 - 720,000
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 summarized
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
position. |
« It facilitates the management to plan and co-ordinate the financial operation
properly.
¢ It helps for making plans for the future,
+ 1t helps in ascertaining how much cash will be available to meet obligatio
creditors, to pay bank loans and to pay dividend to the shareholders.
# i enables the management 1o invest il to some profitable investments.
& 1t helps to improve liquidity.

[
|

a 5h0n

the cash

ns @ '-ﬂdc
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CH. 91 CASH FLOW STATEMENT 9.3
erm lenders of funds canuse the g0, ;. ol s
gonB T e its debts. 'ementas a means of estimating the firm’s
# pility 10 5
2

the following activities as (f - :
u,l-ﬁ,:;ﬂ:anclng activities (iv) Cash ilgf::ﬂﬂi;:::mﬂ (i) Investing activ-
i -

jiies ty received
(1 i:f:laﬂsg paid on purchase of shares
@

F,_ur.],nr.-k of own shares for cash
) yarketable securities having maturtty period of 3 months

'{;:' short-term deposits having maturity period of 4 months.
: [June 2019 (5 Marks)]
| /—/—
'm;' Royalty recelved: Operating Activities
{:, Brokerage paid on purchase of shares: Investing Activities
1) Buy-back of own shares for cash: Financing Activities
@ Marketable Securities having maturity period of 3 months: Cash and Cash Equiv-
alent
(5) Short-term deposits having maturity period of 4 months: Investing Activities

1 PROBLEMS & SOLUTIONS

problem No. 1] The Amex Ltd. 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 (T)
Share capital 5,00,000 6,00,000
Reserves 1,50,000 1,80,000
Profit and loss account 40,000 65,000
Jeocntures 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
ASsetg ) e
f:u block : 10,00,000 11,20,000
o : Depreciation. (3,70,000) (4,60,000)
-Siuztm 5,30,000 6,60,000
Sty ;: trade 2,40,000 3,70,000
Cabre ::: 2,50,000 2,30,000
Misc,. d and at bank 80,000 60,000
e *Expendityyes:

..%‘ﬂﬂhlue of shares 10,000 7,500

ll"""'-‘:f expenses 10,000 7,500

. : 12,20,000 _13,35,000

—
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o PART I : CORPORATE ACCOUNTING
’__\P& L Appropriation A/c for the year ended 31-3.20N
: b/d b
To Transfer Lo reserves JD,CIDO By Balance u'um

To Interim dividend paid 80,000 By Net Profit for current year

To Bal. carried to balance 65,000 1‘35%
sheet
1,75,000 -7.!
Win‘*_\

You are required to prepare cash flow statement showing the follo
() Cash from operating actlvities
(ii}) Cash from financing activities
(#if) Cash from investing activities
(iv) Net increase/decrease in cash [Dec. 2007 (3+2+1+1=7 M‘rhj]
i
Ans,

Cash Flow Statement (Indirect Method)
For the year ended 31.12.2009

[Particulars A3 !
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 1,590,000
Income-tax paid (60,000)
Cash before extra ordinary item 1,30,000
Extra ordinary item t 1,30,000
Cash [low from investing activities:
Fixed assels purchased . (1,20,000) (1 ,20,000)
Cash lows from financing activities:
Issue of shares 1,00,000
Redemption of debenture (50,000)
Dividend paid {BD'I}DG] (30,000)
Total (A) + (B) + (C) R —— 3 (20,0000
Cash & cash equivalent at the beginning 80,00
Cash & cash equivalent at the end _____________‘__—_J_gﬂ_‘ﬂ
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Share Capital Ac

6.00,000

Reserve Ale

By Balance bid
6,00,000 By Bank Alc [Bal. Fig.]

1,80,000

By Balance b/d
280,000 By P & L Adj. A'c [Ral. Fig.)

1,80,000
Debentures Alc Cr.
50,000 | By Balance b/d 3,00,000
2,50,000
3,00,000 ™ 3.00,000]
b Provision For Tax Afc Cr
o Bank Alc 60,000 | By Balance b/d l 60,000
7 Balance c/d 80,000 | By P & L Adj. Alc [Bal Fiz] 20,000
1,40,000 i 140,000
I Fixed Assets Alc Cr
To Balance b/d 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 Cx:
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
De. Discount on Issue of Shares Alc Cr
To Balance b/d 10,000| By P & L Adj. Alc (Bal. Fig ) 2,500
By Balance ¢/d 7.500
10,000 10,000
D,
'l‘: Preliminary Expenses Alc Cr.
Halance b/ 10,000 By P & L Adj. Alc [Bal Fig.] 2,500
By Balance c/d 7,300
10,000 10,000
Interim Dividend Afc Cr.
80,000 By P & L Adj. Al | 80,000
80,000 80,000

RNV L—
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r———-D"' Profit & Loss Adjustment A/ F = :
To Reserve 30,000 | By Balance I | 43‘6{
To Provision for tax £0,000 | By Prolit before working | 3 “]'QUH
To Depreciation 90,000 capital changes [Bal. Fig.] g
To Discount on shares 2,500 |
To Preliminary expenses 2,500
To Interim dividend 80,000
To Balance ¢/d 65,000

3,50,000 %

at 31st March, 2023 and 31st March, 2024:
EQUITY & LIABILITIES

Problem No. 2] Following are the summarized balance sheets of Gammg, Lid, o

(i) Investments costing T8,000 were sold during the year for ?*8,500«
(¢f) Provision for taxation made during the year was ¥9,000.

712,000, the profit was included in profit and loss account.
(iv) Dividend paid during the year amounted 10 744,080,

Sharcholder’s Funds

Share caplial 4,50,000 4,50,009
General reserve 3,00,000 3,10,00q
Profit and loss account 56,000 68,000
Non-Current Liabilities I
Mortgage loan - 2,70,000
Current Liabilities

Creditors 1,68,000 1,34,000
Provision for laxation 75,000 10,000

10,49,000 12,42,000

ASSETS ) )
Non-Crrrent Assets

Plant and machinery . 4,00,000 3,20,000
Investments 50,000 60,000
Current Assels

Inventory 2,40,000 2,10,000
Debtors 2,10,000 4,55,000
Cash at bank 1,49,000 197,000

10,49,000 12,4200

Additional information:

(iif) During the year; a part of plant and ma(:h[ner, costing 710,000 was sold for

You are required to prepare cash flow statement in fo Accounti®
| Standard (Revisod) by éndicect method, T Dume 2008 (10 Mark)
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Cash Flow Statemeny (Indirect Method)
For the vear ended 31.3.2024

gEse ; B
Wmllng activities
h . .
O profit before porking capitslchanges 1,42.580
NE ase in Current Assets
{+ pecre
. Inventory 30,000
: i
: mcrcmmcurrenthu s
Debtors (2,45.000)
(s) Increase jn Current Liabilities
”wruu in Current Liabilities
] _ Creditors (34,000)
| Cash anrated from operation (1,06,420)
Hncome-1ax p:]id (74,000)
| cash before extra ordinary item (1,80.420)
‘ Extra ordinary item -1 (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
I Mortgage loan taken 2,70,000
' \Dividend paid (44080)| 225,920
- |Totala) + (b) + (c) 48,000
' |Cash & cash equivalent at the beginning 1,49.000
Cash & cash equivalent at the end 1.97.000
|r Lt Share Capital Alc Cr
: By Balance b/d 4,50,000
To Balance c/d 4,50,000
4,50,000 4,50,000
D
"‘r:‘-—______ General Reserve Alc Cr.
ToR "‘ By Balance b/d 3,00,000
alance ¢/d 3,10,000 | By P & L Adj. A/c [Bal Fig.] 10,000
3,10,000 3,10,000
Dr
! };"-——_______ Provision For Tax A/c Cr.
To Bank A7c [Bar Fig 74,000 By Balance b/d . 75,000
Balance cid 10,000 | By P & L Adj. Alc [Bal, Fig.] 9,000
i 84,000 84,000

.
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e Mortgage Loan Alc
- By Balance bid

Bank Ac [Bal. Fig.]

To Balance o/d _J_Z_,_TQ,UUD By
2,70,000
Dr Plant & MachineryAle
To Balance b/d 4,00,000| By Bank A/lc .__‘-1‘2?'%%‘
To P & L Adj. Alc 2,000 By Depreciation Alc 70,0
(Profit on sale) [Bal. Fig.] ‘
By Balance c/d 3'2&[}&]
4,02,000 m
!
Dr. Investment A/c Cr
To Balance b/d 50,000 | By Bank Alc ___-_-_-EEEE
To P & L Adj, Al ,500 | By Balance c/d 60,005/
(Profit on sale) !
To Bank A/c [Bal. Fig.] 18,000 \.{
68,500 68,500
Dr. Dividend Afc Cr
To Bank Afc 44,080 |By P & L Adj. Afc [Bal Fig.] 44,080
|
44,080 44,080
Dr. Profit & Loss Adjustment Alc 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
P
Problem No. 3] A company has provided you the following details:
Ednbilicies 31.3.2022 31-3-1"(';‘;
)
Share capital 70,000 14'0(”.
Debentures 6,000
Reserve for bad debts 12,000 luu
Trade creditors 2
Profit and loss account 19,360 560
10,040 102
—_ __ _ 103,100 la"’__ﬁj
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(\
cash 9,000 7,800
peblo™ 14900 17,700
stock 49,200 42,700
1and 20,000 30,000
goodwill 10,000 5,000
1,03,100  1,03,200
; Mﬂ“"“" information:
. pividend paid ¥ 3,500 and
Land was purchased for ¥10,000.
prepare cash flow statement as per Accounting Standard-3 (Revised),
[June 2009 (9 Marks)]
| S
Ans.
Cash Flow Statement (Indirect Method)
For the year ended 31.3.2023
Particulars 7] 3
Cash flows from operating activities
Net profit before working capital changes 9,120
{+) Decrease in Current Assels
Stock 6,500
[-)Increase in Current Assels
- Debtors (2.800)
(+) Increase in Current Liabilities
Creditors 1,480
(:) Decrease in Current Liabilities z
generated from operation 14,300
[ncome tax paid -
Cash before extra ordinary item 14.300
Extra ordinary item i 14,300
rﬁ_‘——__
Gash flow from investing activities:
Purchase of Jand (10,000)|  (10,000)
h flows from financing activities: 4000
od capital jssued (6 000)
E]'n 't )
B = o debentures (3500)|  (5.500)
T 1,200
E:;] D+ (B) + () : ( 9.003
Ca&h :: cash equivalent at the beginning 7.800
= cash equivalent at the end
Dr. Cr.
: are Ca nital Alc
Shane By Balance bid 70,000
By Bank A/c [Bal. Fig:] | 4,000]
| 74,000

whNVIVAVI
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b= Debennure A = ‘\\(
ToBank Ac (Bl Fig 6,000 By Balance 1

! 20y
To Balance oid 00 |
12,000, F:‘q'\;f\ﬁ
D Resemie FCTBlchb:j Ac = | Ce
| Bv Balance b'd 1 o
| 00| Bv P & L Adj. Alc [BaL Fig ] ;
To alance cd '______._:“_"E.B-" = Ir-ra
| 3001 ';‘—__\—\N:‘:E‘
Do Land Ac
To Balance hd { 30,00{1|
1 To Bank A'c [Bal Fig ] ___10,000| By Balance d
| j[l.[)ﬁﬂl
Dr. Goodwill Alc
| To Balance bid I 10,000 | By P & L Adj. Alc
By Balance c/d
I 10,000
Dr. Dividend Alc Cr.
To Bank A/e 35001 By P & L Adj. Al [Bal. Fig.] 3,500
P 1 3,500 3,500
Dr. Profit & Loss Adjustment Alc Cr
To Reserve for bad debis 100| By Balance b/d 10,040
To Goodwill 5,000 By Profit before working 9,120
Ta Dividend 3,500  capital changes [Bal. Fig.]
To Balance c/d 10,560
| 19,160 19,160

Problem No. 4] From the fo

sheets and information, are 3
cash flow statement of Rajat Ltd. for the prep

Accounting Standard-3 year ended 31st March, 2022 as per
oun 4 .
R 31.3.2022 31.3.2021
Shareholder's Funds . o @
P s b 6,00,000  5,00,000
10% Preference share capital s z'm'm.
ol 1,00,000 :
General reserve 1,00,000 o
Profit and loss account 1,00,000 2,50/
Non-Current Liabilities 70000 50000
9% Debentures




CH.2:CASH FLOrx STs

: Sﬂ’#y creditors 93,000 50,000
' gills p‘!"b::r B oen 20,000 30.000
f “_m.uiﬂ 18,000 20,000
i staion for trxation 95,000 60,000
propesed dividend 90,060 0,000
' 15006060  12,50,000
: iﬁlﬂjﬂ building 150,000  2,00,000
{ plant and machinery 765000 500,000
[ovestments 30,000 80,000
tory 53.000 50,000
r:uctlvablc 63,000 70,000
sundry debtors 1,75,000 1,30.000
Cash and bank 65,000 90,000
Preliminary expenses 10,000 25,000
Voluntary separation payments 1,25.000 63,000
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
revaluation of land and building.

(it} On 1st April, 2021, a plant was sold for 290,000 (original cost 270,000 and
written down value 750,000) and debentures worth 21 lakh were issued at
par as part consideration for plant of 4.5 lakh acquired.

{{if) Part of the investments (cost 250,000) was sold for 270,000.

(iv) h‘e'lwqu.llillnn dividend received ¥ 5,000 was adjusted against cost of invest-
ment. :

(¥) Directors have proposed 15% dividend for the current year.
) Voluntary separation cost of 250,000 was adjusted against general reserve.
(vi) Income-tax liability for the current year was estimated al T 1,35,000.

{viii) Depreciation @ 15% has been written off from plant account, but no
depreciation has been charged on land and building.
- [Dec. 2010 (15 Marks)]

.
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Cash Flow Statement (Indirect Method)
For the year ended 31.3.2022

_______—____ e —
Earticular; : %
ash flows from operating activities '
Net profit before working capital changes 3,353,000 :
g cap
(+) Decrease in Current Assets
= Bills receivable 3,000
(*) Increase in Current Assets
- Inventory (5,000)
= Sundry debtors (45,000)
(+) Increase in Current Liabilities
= Creditors_ 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 extra ordinary item 2,23,000
Extra ordinary item
- Voluntary separation payment paid (1,10,000)] 1 13,000
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) (73,000]
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] A/ c
R 50000
| T Balance od 1,00
| 5,000
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9.13
0[) ]
VWMEMQ;C{TGSQ};? Et:a ital Alc Cr.
o ﬁ‘fm s
//—/—— ' 2,00,000
V’_ Capital Redemption Reserve Ale Cr
By Balance h/d L
wﬂﬂlanu c/d : ggc'ﬁ By General Reserve Ae 1,00,000
el L 1,00,000
I Capital Reserve A/c cr.
By Balance bid .
By Land & Building A'c
(Profir on szla) 30,000
To 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
mtaq,r Separation 50,000 | By Balance b/d 2,50,000
Payment Alc
To Capital Redemption 1,00,000
Reserve Alc
To Balance cfd 1,00,000
2,50,000 2.50,000
Dr. 9% Debentures Alc Cr.
By Balance bid -
By Plant & Machinery A'c 1.00,000
To Balance c/d 2,00,000 | By Bank A/c _1.00,000
2,00,000 2,00,000
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
1,95.000 1.95.000
; Proposed Dividend Alc Cr
| 60,000 | By Balance bid 60,000
:; | 90,000|ByP & L Adj. Alc [Bal. Fig.] 90,000
: ~ 1,50,000 1,50.000

— NNV L —
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Land & Building Afc

To Balance big
To Capital Reserve Alc
(Profir on sale)

2,00,000 | By Bank A/
30,000

To Capital Reserve Ale 70,000 | By Balance ¢/d
(Profir on revaluation) -
e . 3,00,000
Dr. Plant & Machinery Alc
To Balance b/d 5,00,000 | By Bank A/c
To P & L Adj. Alc 40,000 | By Depreciation Alc
(Profit on sale) [Bai. Fig.]
To 9% Debenture Alc 1,00,000 | By Balance c/d
To Bank A/c 3,50,000
9,90,000
Dr: Investment Alc
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 Afc [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
Ta Balance b/d 65,000 | By General Reserve Afc
To Bank A/c [Bal. Fig.] 1,10,000| By Balance c/d
1,75,000
Dr. Interest on Debenture A/c
To Bank A/c 18,000 By P & I Adj. Afc [Bal. Fig.]
(2.00,000 = 9%&)
18,000
Dr Profit & Loss Adjustment A/c
o Provision for taxation 1,35.000 | By Balance bid
To Proposed dividend 90,000 By Profit sale of plant
To Pepreciation an 1.35.000 | By Profit on investment

Eli."' & machinery
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STATEMENT 9.15
Profit & Loss _&Jﬂ\lmcm Al Cr.
) |-4.'“mi";“?r eXpenses mmrkmg |
writen off a 15,000 capital changes [Bal. Fig ) 3,53,000
rost o1 debentures
To |f‘[;:1ncc cid 18,000
1o B2 70,000
L/”"—_Wm 53 000}
mm the following particulars of &
nl:t:;:‘l:\:ﬁ ISJ!:r AS-3 (Revised): g particulars of Bright Lid., prepare cash flow
‘ As on As on
1.4.2020 3i1.3.z2021
Liabilities () )
Equity share capital 3,00,000  3,50,000
{86 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
Provision of doubtful debts 10,000 15,000
3 7.90,000  10.60,000
Assels
Fixed assets (net) 5,10,000 6,20,000
10% Investments 30,000 B0, 000
Bl.lh 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

You are informed that during the year:
() A machine with a book value of 240,000 was sold for 725,000,

(ﬂ] Depreciation charged during the year was 170,000.

Uit) 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,
ference dividend was also paid on 31st March, 2021.

) New shares and debentures were issued on 31st March, 2021,

"-.-.________ [June 2011 {9 Marks)]

@ ANVILL
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Ans.
Cash Flow Statement (Indirect Method)
For the year ended 31.3.2021
_rlTinlculnn < Q
Cash flows from operating ﬂ-f.'li‘i'jcs 3,52,000
Net profit before working capital changes
(+) Decrease in Current Assets o550
- Stock
(-) Increase in Current Assets
= Sundry debtors (1,10,000)
(+) Increase in Current Liabilities
- Creditors 75,000
(-) Decrease in Current Liabilities _—__I
Cash generated from operation 3,27,000
Income tax paid _— =l
Cash before extra ordinary item 3,27,000
Extra ordinary item 2 ___5._21@
Cash flow from investing activities:
Fixed assets sold 25,000
Fixed assets 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 Capjta) Alc
To Balance c/d
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9.17
18% Pref
pr Bal. Fig.] - L"re]n;; gham Capital Ajc Cr
7 Bank A/C [Bat **2.000) By Balance big 2,00,000
ce c/d 1,00,000

T Balﬂn =

- [ 2,00,000
Premium on Redemption of p
e 5,000 ;cf' Share A L
pBankAC 0By P& L Adj. Al [Bal. Fig) 5,000
{Lm'wcl %5 -’"0)
B S
o . 14% Debenlure Ale Cr.
r'/r By Balance bvd 1,00,000
To pBalance c/d 2,00,000 By Bank A/c 1,00,000
L. 2,00,000 2.00,000
D Provision of Doubtful Debts Alc Cr.
[”—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
To 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 ' ©.20,000 |
I' L_ 7.30,0001 i 7.30,000
- Dr : 109 Investment A/c Cr

To Balance b/d 30,000

ToBank A/c [Bal, Fig.] 50,000 | By Balance c/d 80,000
L 80,000 80,000
?r. Discount of Debenture Alc Cr.
OBalance b/g 10,000 By.P & L Adj. A’c [Bal. Fig.] 5,000
By Balance c/d 5,000

e 10,000 10,000
‘%}-—-._______ Interim Dividend Al : Cr.

Bank p7c 45,000 By P & L Adj. Al [Bal. Fig.) 45.0@

3.00,000
A x|
%) 25000 45,000

HNNVIALL
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9.18 FART
T Alc
Dr. Preference Dividend - Bal. Fie. ¢
To Bank A/c 36.0‘00 By P& Lﬁdj Alc [ a g ] w
(2,00,000 = 18%)
36.00&
Dr, Interest on Debenture Ale : : _‘*—‘\-C\T
To Bank Alc ﬂ By P & L Adj. Alc [Bal. Fig.] o,
(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 T 30,
Dr. Profit & Loss Adjustment Afc* Ce
To Premium on redemption 5,000 | By Balance bid 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
Ta Discount on debentures 5,000
written ofl
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 £
Problem No. 6] Following balances are provided by Nakul Ltd. for th ended
or the year
on 31st March, 2018 and on 31st March, 2019: o (€ in lakh)
Particulars 31st ;‘.‘T _
March, MO
2018 2
Equity Share Capital 500 560
General Reserves 368
Surplus 310 oy
8% Debentures 165 200
= 350 4

Goodwill
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CH. 9: CASH Fp gy STATEMEA .
‘/'L_;;_
g 3fsr st
ol o 2018 2019
nd & Budlch

IPTnnt & Mncl‘uner:y i ::;
Invﬂtment (Trading) : o 0
e Payables ‘ l:g 53
on for tax 0s 2
outstanding Expenses 8 s
uwentoric.s s 1
Trade Receivables tes 153
Cash at Bank i 0s
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
¥ 15 lakh. -

From the abovementioned information, you are required to prepare a Statement
showing the Net Cash Flow from the Operating Activities, [June 2019 (5 Marks)]

g 145 lakh was sold for ¥ 21 lakh. It's

Ans.

Statement showing net cash flow from Operating Activities:

rl'_trtlculm !
Net profit before working capital changes S4a
(+) Decrease in Current Assets
= Inventories - %
*  Prepaid Expenses -
() Increase in Current Assets
= Trade Receivables e
= Investment (Trading) 2
(+) Increage in Current Liabilities
Trade Payables i
?Decrease in Current Liabilities )
Outstanding Expenses 318
Etnerated from operation (76)
“Ome-tax paid
242
before extraordinary item =
1.~.|'::""~‘'3'1":!.in::u--_\4 ilem _ 242
~2.8h flow from Operating Activities

N NVIVX V-
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Dr.

Profit & Loss Adjustment Alc

55 | By Balance b/d

_\\_EE

E Generul Reserve ki L65
. ) n
To Goodwill written off 13 By Prfit e e Wor i 0
TP e capital changes [Bal. Fig.]
Land & Building 43
Plant & Machinery 45
To Loss on Plant & Machinery 8
To Premium on redemption 15
of debentures
To Provision for tax 96
To Balance c/d 222 |By
497 |
Dr. Plant & Machinery Alc o
To Balance b/d 300| By Bank Alc [~
To Bank Alc [Bal, Fig.] 104 | By P & L Adj. Alc 3
By Depreciation Alc 45
By Balance ¢/d 330
404 404
Dr. Provision for Tax A/c Cr
To Bank Alc [Bal. Fig.] 76| By Balance b/d 78
By Balance c/d 98|By P & L Adj. Aic 96
174 174
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- FORECASTING FINANCIAL STATEMENTS

e - THEORETICAL QUESTIDN S NS —

0.1 Write a short note on: Importance of Financial Forecasting

e :
Ans. 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:

# It serves as the basis for budgeting decisions.

¢ 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 events
impacting revenues and budgets.

+ It provides customizable approachbased 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 reflazl‘-mg higher Return
on Investment and that helps to build and enhance the investors confidence.

[June 2011 (3 Marks)]

M__;___wﬂlt a short note on: Essentials of Budget

Ans. Essential elements of a budget are as follows:

¢ Organisational structure must be clearlydefined

lo identifiable units within the organisation.
* Setting of clear objectives and rc;son:_lble. targe
With the long term plan of the orsmilsnulon;ﬂd — et R
* Objecti nsibility sho
jectives and degree of respe o
o the management OF person rl;'hpDIISIb-].E lo; -
¥ Budgets are prepared for the future periods bas

and responsibility should be assigned

s, Objectives should be in consonance

expected course of actions.

10.1
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. - tinto the mind while estabjg
ur«:mslhatuemnmhp e revis hhsh,n
ﬂnibleennugh for mid-term revision. :
o budgeting-

dget should be broken down ingg
ar

¢ Budgets are updated for the
budgets. Hence, budgets should

# The entire organisation must bec

+ Budgets should be quantifiable an
ious functional budgets.

¢ Budgets should be monitored Pt'f'f"dj‘:‘,’”.}.l 23
dards) should be analysed and responsibility $19

« Budgetary performance needs to be linked effectively

P TS PROBLEMS & SOLUTIONS —_—

the forecast sales from March, 2024 4
and February, 2024. Prepare a cag)

nmmillt‘d t
d master bu
rriances from the set yardsticks («

Varianc icks (sigy,

Jould be fixed.
to the reward system,

Problem No. 1] Sunrise Ltd., has given

September, 2024 and actual sales for January
budget for five months, Le., from MarchtoJuly, 2024 with the following information;
(i) Sales:
2024 T 2024 2
January 1,60,000 June 2,00,000
February 1,40,000 July 1,80,000

March  1,60,000  August 230,000
April 200,000  September 2,00,000
May 1,60,000
(if) Cash sales: 20% credit sales: 80% receivable in the third month.
(éif) Variable expenses: 5% on turnover, time lag half month
(iv) Commission 5% on credit sales payable in the third month,
(v) Purchases 60% of the sales of the next third month, payment
third month from purchases.
(vi) Rent and other expenses 26,000 paid every month.
(vii) Other payments: Tax-March -7 40,000, Fixed assets purchase -

will be made in

May-%1,00,000

(viif) Opening cash balance - 50,000. " Dune 2001 (15 Marks]
Ans.

Cash Budget g -
Pasticulars March| April| May| Jume July
Opening cash balance (A) 50,000| 54,100| 65,500 8.100 65,100
Receipls: ' :
Cash sales 32,000| 40,000 32,000 40,000 36:000
Cash received form debtors 1.28,000 | 1,12,000| 1.28.000| 1 60'000 1 28,000
Total receipts (B) 1,60,000 | 1,52,000 |.6U'l}DD 2‘00'000 H]_EI__P,U_?-

4
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10.3
W
I

rﬂhﬂf Hﬂ! "ml Jl.l]:j'
mmission o o

[.:-:Jiahle expenses o ; 600 s gt -

y itors for purchases S 000 ok e s

Cred ! 120000 | g4 00

nt and other expenses

n sales

6,000 1,20,000 | 1,08.000
Rel ’ 6,000 6,000 6,000 6.000
g 40,000 : |
chases ) = 3
Fixed assels pur = -| 1.00,000 - =
Total payments (C) m 1,40,600 ‘
——=>"21 140,600 |

2,17400| 1.4 " 9
Closing cash balance (A)+(B)-(C) LS

| _ L24100] 65500)  8100] e3.100 99200
| Note 1: Calculation of cash sale and cash received form debtors:

ST
Particulars fan| Feb| Mar April | May| June| Tuly
Sales 1,60,000 | 1,40,000 | 1,60.000 2,00,000 | 1,60,000 | 2,00,000 1,80,000

Cash sales (209) 32,000 | 28,000
Credit sales (80%) | 1,28,000 | 1,12,000
Cash received

32,000 40,000 32,000 | 40,000| 36,000
1,28,000 | 1,60,000 1,28,000 | 1.60,000 | 1,44.000

- - | 1.28,000 | 1,12,000 | 1,28 000 1.60,000 | 1,28,000
form debtors out
of credit sales
Commission - - 6,400 5,600 6,400 8,000 6,400
(3% 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)
irticul. Jan Feb| Mar| April] May| June| Juiy
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 7.000| 8,000( 10000 B8000| 10000 9,000
Paymen
“dan 4,000 | 4,000 - - - - -
g b -| 3300 3300 - - - -
- Mar i -| 4000| 4,000 = 2 :
* April i " : 5.000 5.000 - -
- May ) 5 ! -| 4000| 4000 ”
= Jung - 2 5 - 5.000 5,000
* July § ! ! : . -| 4500
j 7500 9.000] 9.000] 9000] 9300
:‘j‘:s; Calculation of payment to creditors for purchases: Purchases are 60% of the

Meang i in thi h from purchases. This
the nexq thi , payment will be made in third month fror : i
Jan pu::lhasl:‘; Tri?ln];: gl):ra'.‘r:;: of March sales and purchases made in Jan will be paid

L
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in March. (Thus, effectively 60% of sales of that month W

month itself.) r

e ke

Particu- Jan Feb Mar| Apl May| June dly Aug _\\s:;

lars [

Sales 1,60,000 | 1,40,000 | 1,60,000 | 2,00,000 [1,60,000{2,00,000 180,000 2-40.000%

60% of 96,000 1,20,000| 96,000]1,20,000 1,08,000 | 1,44,000 | 1,20,000 =

sales J

of 3rd

manth

Payment A .| 96,000|1,20,000] 96,000 1,20,000 1,08,000 | 144,000 1'20'1:(}
'-—._‘___‘_‘--

Problem No. 2] A factory is currently working at 50% of its working capacity g
produces 10,000 units. At 60% working capacity, the raw materials cost in

by 2%.

At 80% working capacity, raw material cost increased by 5% and selling price falls.
by 5%. |
At 50% working capacity, the product costsY 180 per unit and sold at Y200 pey uni
The cost of T180 is made up as follows:

L |
Materials 100 |
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%0 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 12,24,000 16,8000
Direct labour 1,60,000 4,80,000
Factory overheads [Note 1]
Variable 2,16,000 2_334‘}3{'
Fined 1,20,000 (,20,000
Administration overheads [Note 2]
- Variable 1.20,000 1,60,000
- Fixed 1,00,000 1.00-[;;
Total cost 28,28,
Profit [Bal. Fig.] %*“zﬁg
s 24,00,000 3040




G 10 FORECASTING PINARCIA STt e 10.5

-
i pled foctory overhead$: 05409 13,17 4o 000420500
Note . Fixed administration overheads: 29

N * 0% = 10,10 x 10,000 = 1,00,000.

2 Following inf

m‘rﬁ: ollowing inlormation [y oh f manu-
F";ﬂifg company for a budgeted prodl-lctju: lained from the records of m

[

of 10,000 units per annum:

(2 per unit)

¢t material 120.00

¢ labour 60.00

Jariable overheads : 50.00

*pixed overheads 30.00

"I’p’ilb]‘ expenses (direct) 10.00

' gelling expenses (10% fixed) 30.00
\d inistrative expenses

1'[ @1, ,000 — rigid for all levels of production) 10.00

i nutrihl.ltlﬁﬂ 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
‘umits 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| 8,40,000| 9,60,000
Direct labour 3,60,000| 4.20,000| 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
S“lli"'g exXpenses
* Variahle 1,62,000| 1,89,000| 2,16,000
~ Fixed 30,000 30,000 30,000
;c_lminimmh.e EXDEDSEs 1,00,000 | 1,00,000| 1,00,000
Stributign expenses 5000 %6
* Varighle 48,000 6,0 64,000
= Fixed 20,000 20,000 20.000
M 21,00,000 | 23,75,000 | 26,50,000
Ng :

n:E L: Fixed overheads: 30 x 10,000 = 3,20,000.

No € 2: Fixeq selling expenses: 30 x 10% = 3; 3 x 10,000 = 30,000.
BN Fied distibution expenses: 10 x 20% = 2; 2 x 10,000 = 20,000.

PNNVINKVI
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Problem No. 4] The cost of an article at 2 ﬂPf‘"'Y lmlaﬁ;’ 22.?,: m
the 1able below under column A. For ation of CIHP B e or belgy, thy
level, the individual expenses vary, 2 indicated in cofum =

A B
®) )
Material cost 25,000 100% variable
Labour cost 15,000 100% varable
Power 1,250 80% semi variable
Repair and maintenance 2000 75% semivariable
Stores 1,000 100%, variable
Inspection 500 20% semi variable
Administrative overheads 5,000 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
6,000 units. [June 2006 (5 Marks)]
Ans.
Flexible Budget
| Output 2,000] 6,00
Material cost 20,000 30,000
Labaur cost 12,000 18,000,
Power |
- Variable B0O0 200,
- Fixed 250 250
Repair and maintenance '
. Vanable 1,200 1,500,
i - Fized 300 200
| Seares 200 1,200
| frispection
; - Variable 0 120
| - Piued 400 e
[ Adrranistrative everheads i
- Variable 1 000 ]{ﬂ
- Fized 3,750 3.17,‘
Celling reerheada
- Variable 1,200 1,2:::
- f :_:'! M

. S ey . " AA
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4,000 6,000

F 10,000 10,000

unlt_____ . | s3a80] 72,020
ygrfg“”a" of semi-variable cosy: | 13.37 12,003 |

power: variable cost = 1,250 x 807 - 1.000; F
pair & maintenance: Variable cosg =
Lptcﬁon: Variable cost = 500 « ggg; _
Adminiﬂmtiw overheads: Variable - 5,000 « 25
sling overheads: Variable = 3,000 « 504,
calculation of variable cost per ynit-

ixed cogy - 125 2
= 1,230 % =
I.WJ.:TSEE A % 20 = 250

1.300; Fixed cost = 2,000 x 307% = 500
= 500 Blrg = 400
% = 1,250; Fixed < 5,000 x 75% = 3,750

= 1.500; Fixed - 3,000 « 30% = 1 500

25,000 =
: terial = =52 Di . 15.000
Direct ma 5,000 irect labour = __5_____ e 1,000 e
000 3.000
1,000 B O Rerai & e 1,500 ;
Power = 5,000 =4.£, Kepair & maintenance =—5-—-—=0.5: Inspection = = = 0.02

=

o
S50 1,500

inistrative overheads = 025 ; :
Admini s 5.000 0.25; Selling overheads - e - 03

120,000 1,50,000

2,64,000 3,30,000

150,000 [.87,500

90,000 1,12,500

84,000 1,02,000

198,000 2,33,000

Plant and equipment 90,000 50,000
SeTvices 94,000 94,000

Mﬂuﬂn!mrhudl 9,70,000 11,50,000

faPacity of production of the company is 1,25,000 units. Prepare a budger
1,40,000 units of output. [Dec. 2010 (6 Marks))

pNSVINY L—
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Ans,
Flexible Budget
No. of units —-_T"I'E'\-B‘u'?
Particulars Ll \\i
Direct material cost (1,40,000x 7) 9_3;)'“““
| Direct labour cost (1,40,000 x 1.6 x 2.5) ____5@‘99&
Prime cost ]5'40-000
Indirect material m
Indirect labour 1.75,{130
Inspection 1-05.030
Maintenance
- Variable 84,00¢
- Fixed 12,000,
Supervision
- Variable 1,68,000
- Fixed 54,000
4 Depreciation plant and equipment 90,000
E Engineering services 94,000
Z | Total production overheads 10,90,000
g Salesmen commission
- Variable 1,40,000
- Fixed 85,000
2,25,000
Cost of goods sold 28,55,000

i
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11 INTRODUCTION 10 FINANCIAL
AGEMENT

. THEORETICAL QUESTIONS "

Wun note on: Financial distress
0.1 [June 2007 (5 Marks)], [(June 2009 (5 Marks)], [Dec. 2011 (5 Marks)]

.-;‘mj djs-.u:::ss isra r:f}nditic:.n whurF a company caninot meet, or has dlfrlcuifﬁ
; Jing off, its financial -:lzul?hgatmns toits creditors, typically due to high fixed costs, ll_hquad

s o revenues sensilive to economic downturns, 4 company under financial distress
aﬁcinfur costs related to the situation, such as more expensive financing, opportunity
ri:ts of projects and less productive employees, Emplovees of a distressed firm usually

nave lower morale and higher stress caused by the increased chance of bankruptey, which
would force them out of their jobs.

Generally, the affairs of the firm should be managed in such a way that the total risk of
business 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 itsell 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
itself in a situation called distress.

Signs of Financial Distress: Poor profits indicate a company is not ex periencing financial
health. Struggling to break even indicates a business cannot sustain itself from internal
lunds and needs (o raise capital externally. This raises the company's business risk and
owers lis creditworthiness with lenders, suppliers, investors and hanks. Limiting access
1o funds typjc ally results in a company failing.

Poursales Erowth or decline indicates the market is not positively receiving a company'’s
€IS or services based on its business model. When extreme marketing activilies
HIn'0o growth, the market may not be satisfied with the offerings, and the company

Y close down, Likewise, if a company offers poor quality in its products or services,

SUmers sary buying from competitors, eventually forcing a business to close its doors,
: i debtors 1ake loo much time paying their debis to the company. cash flow may
c%?mly Stretched. The business may be unable 1o pay its own liabilities. The risk is

Y €nhanced when a co mpany has ene or two major customers,

11.3
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& Financial [nsolvency,

s : e

Q. 2. Distinguish between: I-innnmal[':;:::ﬁsﬂw (5 Marks)], [June 2012 (5 N
[June 2015 (5 Marks)], [June 202 (4 M::t]]
)

o

Discuss the concepts of financial distress and
n in which a business canpe

Ans. Financial distress is a tight cash situatio :
owed atnnxﬁtz]ﬂlr]]l;::cfi;ii:t:. igl' prolonged, this situation can forcethe Organizayjq, i
bankruptcy or forced liquidation. _ :
Financial insolvency means the organizationcan nolonger meet1ls i}nancia] obli gationg,.
its lender or lenders as debts become due. Insolvency can lead to insolvency Procee !
inwhich legal action will be taken against the inso
to pay off outstanding debts.

That is the difference between illiess and death!

A permanent financial distress may lead an organization 1o
state!

insolvency. [Dec. 2017 (4 Marj,

Jvent entity, and assels may be IiQU;IdLngs
Aty

the chaotic financial NSOlyer
)

Q. 3 An investor suffers dilution of financial interest when he does not :m
preemptive rights. Comment. [June 2008 (5 Marks),

SRy . o) . ]
proportionate dividend, liquidation and voting righs
d. but their existence and scope can be effected
Section 62 of the Companies Act, 2013 securs
gard to the further issue of share capital by (i

Ans. To preserve the shareholders
pre-emptive rights are often recognize
by provisions in the articles. However,
shareholders pre-emptive rights with re
company.

As per Section 62, where at any
increase its subscribed capital by the issuc 0
to existing sharcholders in proportion to the pai
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.

time, a company having a share capital proposes lo
f further shares, such shares shall be offered
d-up share capital on those shares by

Q. 4, Investment, financing and dividend decisions are interrelated, Comment,
[Dec. 2008 (5 Marks)], [June 2021 (5 Marks]]

Ans. ;

Finance manager has to take following three types of decisions, These are ex plained belo

(a) Investment Decisions: Investment decisions relate to the care ful selection of viable
and profitable investment proposals, allocation of funds to the investment propos

with a view 1o obtain net present value of the future earnings of the company and 10

maximize its value. It is the function of a finance manager to carefully an the

different alternatives of investment, determination of investment levels in dlifferer!

assets i.e., fixed assels and current assets.
ment of funds for the firm’s investment proposalsand itsworking capital rcquirem!?ﬂuus
In fund raising decisions, he should keep in view the cost of funds from ¥ Pt
sources, determination of debt-equity mix, the advantages and disa dvantages of

> |
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_omponent n the capital mix, |

"Mpact of 1. .
of carnings per share 1o (he equity |lnld?m“m and de

grain on the lirm in detcrmining level i, 'F-ﬂpl.jdﬂ::.ti
yales O the firm ete, Bearing, imp
pivi dend Decisions: The dividenq ecision

cerned with tIIu: decisions rulalmg {0 the {““bll'h:lﬁnamc Mana
among its equity holders and the 5 Mibution of

Preciation in maximization
on of control and financial
act of interest and inflation
(¢) ger are mainly con-

Moungs €xmings of the company
s . . - Felained by ;
nvestment, hnnncca_nd divideng dr:cisicrnsarcfntnn s ¥ the company,
hcﬁnancﬁ manager while taking Ciate
&

d1o eachatherand, therefore,
angles simultaneously, consider the impact from all the
three

"”-;_]?;]]_Ere of a firm is technica] if it

is unable 1o meet its curreny obligations.
gomment. [June 2009 (5 Marks)]

eeLits current obligations. The failure
When liabilitjes exceed assets ie the net
only und erstood, arises.

any decision_ he,

m of afirm is technical if it is unable 1o
Mﬁl d be temporary and might be remediable.
;”:nh becomes negative, bankrupicy, as comm

gankruptcy can be ascertained by compari

Q. 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
mn 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,

Traditional Approach: Traditional approach is the initial stage of ﬁrﬂnci:llkmanagEmcn_L
which was followed, in the ecarly part of during the year 1920 to 1950. Thl_s :lppmafh 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.

* Fiﬂdjﬂg out the various sources of funds.
* Effective utilization of own resources. —
and profitability are competing goals for th PAATEE (5 Marks)]

: ent and is defined as ability of

;;?:tliijx:;ﬁ:gqcur::hnm with which a company
es in the near [uture.

t"t,“ﬁ‘ﬁdiw isan important conceptinfin
'Ness to meet short-term obligations.

“OnVert its assets into cash to pay what it ow

B NNVINY V]
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Liquidity, as a decision criterion, is widely used
managing liquid resources or current assets or
effectiveness with which they are uti
attention on the availability of funds. Enh

PART IL: Fl

to have more funds from the market.

While using liquidity as a decision crite
give a bird’s eye view of the current liquidity
will like to have liquid reso
and for speculative opportunities. Liquidity
Liquidity ratios provide an insight into the present

to remain solvent in the event of calamilics.

Profitability as a decision criterion
taking decisions from different ang
different spheres. For example, if
per unit of sale then it is done by estima
measure of comparisonandstandardol pe

lized with a view
ancement 0

urces for transaction p
is assessed through the use of ratjq ang] B

< another important tool in financial mang
les after evaluating the performance of the cop

N

NANCIAL MAN AG EMENT

in fnancial management, [y jq W
near c;],SI'I. assels So as 1o th..lﬁ .

fr
TR r
to minimizing costs, It alsg ® thy
f liquidity enables a co rooha s

bogy

rion, the management makes use of Faticg
position or shortages thereof, A Em;] g

urposes, as a precautionary any

cash solvency of a firm and jg uh}rl;.l"-
ity

Eemen; f,,
Panyiy

it becomes essential for the company 10 examine s
ting profitability per rupee of sales. It is useg 2 t
formance. Similarly, there could be othgrm“u:

Because different users look at the profitability of a company Erﬂm different angles,
use different ratios. Short-term creditors, long-termlenders, equity shareholders, investon

etc. all are interested in profitable opera
suit their requirements. Profitability can
to net worth of the company. But then di

tions of a concern. They use the ratios which beg
be related to sales or to total capital employed o
fferent figures for profits are taken into account

Q. 8. Distinguish between: Profit Maximization & Wealth Maximization
[June 2013 (5 Marks)]

Ans. Fallowing are the main differences between profitmaximization & wealth maximization:
Points Profit Maximization Wealth Maximization
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 valueof its 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 short run | It focuses on the long run picture.

projecls. i
Timing of |1t ignores timing of returns. It considers timing of returns
Q-%.M-wmmihﬂmmufﬂnmﬁtbnﬂ““w
of a firm. [June 2014 (5 M&5

Or

Profit maximization is not the anly objective of Financial Ma Oy
——— zﬂzu(!-!lﬂ*

g
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ia] management of any business f;
. Flﬂ“;l;[iuﬂ (o the objectiveof the firm, B,
Jll]::’m?“rqs firm can pursue viz.
'huﬁmc' jmization '

(o) ith
b \\renﬁt Maxjmiz:atiun: Profit

() Pro”. | decision-makingina

'Hdn s 16 set goals for itselfand 1o i“'"rl.)rd
adly, thereare only two alternative objectives

fit max
mﬂjimii‘lﬂliﬂn

max:milir.ati:un I8 considered as an important goal in fi-
pancia g ur? d?:; E::;?T!ﬂﬂ. It ensures th{al firm utilizes its _umil-ilbl'f
pesour ces m h d !_lmns of competitive markets. But in recent
cars, under lrhe ¢ altt,ge CDrpn}' ale environment, profit maximization is regﬂrdud as

) alistic, difficult, Inappropriate and socially not much preferred goal for business
ﬂrganizatinn..Pmﬁl maju.'mzalmn as corporate goal is criticized by scholars mainly
on the following grounds:

o lrisvague conceptually.

o ltignores timing of returns.

¢ It ignores the risk factor.

o Itmaytempttomake suchdecisions which may in the long run prove disastrous.
o lts emphasis is generally on short run projects,
+ It may cause decreasing share prices.
o The profitis only one of the many objectives and variables that a firm considers.
(b) 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 a 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;lis goal for the maximum present value is generally justified on the following
grounds:

# 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.
Hovge, # It seeks growth in sales and earnings. S |
L, profit maximization can be part of a wealth maximization strategy, Quite often

[,tu > EFﬁ‘-’ES can be pursued simultaneously bul the maximization Dfpmﬁl should never
lted to overshadow the objectives of wealth maximization.

.
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Q. 10. Write a short note on: Financial Insolvency Lune 2014 (4 Mirk.

Ans. Financial insolvencymeans theorganizationcan no longermeetits financiy) 0blig, ]
- tin

with its lender or lenders as debts become due. : N

Insolvency can lead to insolvency proceedings, in which legal action will be takep, ,
the insolvent entity, and assets may be liquidated to pay off outstanding debis. Ea.nﬂ

Q-T! . Finn_nf_ial mnnagrmenl is science as "H"E;I.I as art. CﬂmmEnt_

: ; . = )
Ans. The financial management is neither a pure science nor an art. It deals With vy |

methods and techniques, which can be adopted, depending on }he situation of by My
and the purpose of the decision. As a science it uses various statistical and mﬂll|'-u::115m!':is
models and computer applications for solving the financial problems relat; ng to lh:;,lfi!
for example, capital investment appraisal, capital allocation and rationing, Optimjy;. .
capital structure mix, portfolio management efc. e
Along with the above, a finance manager required to apply his analytical skills i decisjg

making. Hence, financial management is both a science as well as an art,

Q. 12. Financial sector performs basic ¢economic function of intermediation thrqon
transformation mechanisms. Comment. [Dec. 2015 (5 Marky))

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 sayey
to net borrowers, i.e., from those who spend less than they earn to those who spend more
than they eamn.
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 deposils according 10
theirliquidity preferences while providing borrowers with loans of desired maI.LI.n.ﬂES-
(4) Risk transformation: Distributing risks through diversification which substantially
reduces risks for savers which would prevail while directly in the absence off
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 effi
financial sector performs this basic function of financial intermediation. L

Q. 13. Financial management has changed significantly in its scope and cOmMP™™"
in recent times. Comment. [Dec. m;_____________l;
Ans. Financial managementin India hasalsochanged substantially in scope and ..;gmﬂf;‘“ o
in view of recent government pnliq& S?::ne of the changes include mu-ndut_:uﬂ“
financial instruments and transactions like options and future contracts, fnrﬂlSnL:
swaps, and interest rate swaps, GDR, EuroIssues, globalization of capital markels:

=

pancial

ccumnulation througt

rs economic growt
ciently the
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o rasures taken : '
peralization Fm'm| ) fe by government Allthese have emphasized the need
[ﬂi'{-h (ive and efhcient use of corporate financial resources
‘{‘L‘ 2

o c,r he changed cireumstances, financial manageppers covers the following:
/ e s the f um!_s: Apart from Indjan p
0 ga‘le arted raising fum.!s etc. in the
| from International Financial Instj

an o foreign banks due to globalizatj

Public and Financial Institutions, companies
lermational markets by way of Euro Issues
tutions eze, Furn—ign currency loans are availed

on. FII has also started participation in India’s

unit}' market due to liberalization of the cconomy.

Jestment Decisions: Presently, investment decisions of firms are not confined

() (o India but :‘-pﬂ*ﬂd_ over globally. Foreign investors are encouraged. Hence, the
competitions in India ESF"-'-’EH as from abroad have made the financial management
more complex and foreign cxchangF management has become highly specialized
area in financial managem,:[:t. The time value of money coupled with exchange rate
fuctuations make the decision making exercise more complex and compelled the
decision makers to make the use of various sophisticated management techniques
like pmhﬂbim}' lh::c.'rr;.'. capital rationing, linear programming, goal programming
and sensitivity analysis to overcome the problems.

(©) 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
coverage.

Q. 14. Explain the concept of financial insolvency and compare it with technical
bankruptcy, : [June 2017 (4 Marks)]

Julu. Insolvency is the inability of a debtor to pay its debts. Financial insolvency means
ilure of a firm to meet its current obligation. The failure could be temporary or might
|_:|= remedial. In other words it is a situation where liabilities of the firm exceeds the assets,
tfi et worth becomes negative, bankruptey happens. That is financial insolvency,

lezhlﬂi‘:ﬂl bankruptey can be ascertained through comparing current assets and current
: '1es. For this purpose, trend analysis to be made of past three to five years 1o pick
Psignals of bankruptcy if any.

[T —

*13. “Finance Manager has no role to play in manufacturing company.” Comment.
- [June 2017 (4 Marks)]

Ans, Fing
‘ 5 " q 15 =l
T Nce manager plays an important role in all types of company, whether it is

ACturing or a trading company. He is concerned with all financial activities of
"8, Kaising, allocating and controlling the funds in an efficient manner, This can be

don I
e by decision making in respect of the following areas:

L e -
Vestment decision for obtaining maximum profitability after taking the time value
money into account.

|
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i ~api icture.
Financing decisions through a balanced capital stn

Best utilization of fund.

Tax administration and tax planning.
Pricing volume of output, product mix, and cost
Cost control

Managing liquidity requirement and

olume profit analysis,

investment of surplus funds.

Dividend Decisions

— S S
Q. 16. Distinguish between: Financing Decision
[Dec. 2017 (5 :
& Marky)

Ans, Finance Decisions: Oneoftheimportant i unctionsofa ﬁqancc managerispro CUrem,
of funds for the firm’s investment proposals and its working capital requiremen| I”l
fund raising decisions, he should keep in view the cosl._ of funds from various SOlFiL
determination of debt-equity mix, the advantages ar_ld. d!sadval?la_ges F'[ debt COMponey,
in the capital mix, impact of taxation and depreciation in maximization of earnings
share to the equity holders, consideration of control and_ financial strain on the firm
determining level of gearing, impact of interest and inflation rates on the firm e(c,

Dividend Decisjons: The dividend decisions of a finance manager are mainly CONcermneg
with the decisions relating to the distribution of earnings of the company among its equity
holders and the amounts to be retained by the company.

Theinvestment, finance and dividend decisions are interrelated toeach otherand, therefoy,
the finance manager while taking any decision should consider the impact from all the

three angles simultaneously.

Q. 17, Elaborate the symptoms through which an analyst can get indication about
the probable financial distress of firm. [June 2018 (4 Marks)]
Ans. Following are the symptoms to get an indication of financial distress:

Liquidity problems.

Difficulty in obtaining market credit.

Higher prices charged by supplier of raw materials 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 o s W
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12 ' TIME VALUE OF MONEY

ﬁeﬁ;ﬂue of money concept is needed to maximize wealth. Comment.
Q.+ [June 2014 (4 Marks)]

The time value of money IDEa that worth of rupee received today is different from
worth of a rupee (o be received in future, For an, individual who behaves rationally
lh;: eceived in future is of less valuable than the 21 received today. Moreover, T 1 received
E,, years from now is far less valuable than the 71, received one year from now. This
i fevence for money now, as compared to future money, is known as time preference
jor money. The concept of time value of money is applicable both for individuals and for
: hosingss houses.

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
srncipfe is that the value of money is time dependent. This principle is based on the fol-

lowing four reasons:

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 extremely important in investment appraisal.
Personal consumption preference: Many individuals have a strong preference [or im-

milia!.:_- rather than delayed consumption. The promise of a bow! of rice next week counts
for lttle to the starving man.

Ivestment opportunities: Money-like any other desirable commodity - has a price, given
he choice of 2100 now or the same amounl in one year's time, it is always preferable to
E the 2100 now because it could be invested over the next yearat (say) 18% interest rate
Produce 2118 at the end of one year. If 18 per cent is the best risk-free return available,
inanmmu Would be indifferent to receiving ¥100 now or T 118 in one year's time. Expressed
rway, 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
“Quivalent valyes of particular point of time (Present or future).

In_r,-ﬂ:ash flows arising at different periods of time can be made comparable by using
€ of the following two ways.

e comy
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¢ By compounding the present money 10 a future dater.e. by finding oy the vl
the present money. . uE"I
¢ By discounting the [uture money o present date r.e. by Anding out Presen, y
(PV) of future : a
of future money
Time value of money - maximization

what we need 1o invest today if we desire (o receive € :
value of money is important concept (0 MAXIMIZE the wealth. +tim

Q. 2. Write a short note on: Present Value of an Annuity ——h-"‘\\

n annuity is the current value of future pa}mem
rate. The higher the discoun, m:‘: all
ot

of wealth: Discounting allows us (o lng

Ans, The present value of a
nuity, given a specified rate of return, or discount

lower the present value of the annuity.
Key points:
¢ The present value of an annuity refers to how much money would be needeq tode
to fund a series of future annuity payments. !
¢ Because of the time value of money, a sum of money received today is worth .
than the same sum at a future date.
alue calculation to determine whether he will receive mg,

¢ One can use a present v
or an annuity spread oul over a number of yeary

money by taking a lump sum now
The formula to compute Present Value of an Annuity is as under:

1-=[11 i
P EMT s L]
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 -
Ans. Use of Present Value of Perpetuity:

¢ Perpetuity is normally utilized in preferred stocks. :

ife

e The preferred stocks tend to provide fixed dividends throughout the company

cycle.
i | Ry = e ) - ; . a {
Since the perpetuity is an infinite amount, its present value helps in arriving al

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 valueis
rived using the relationship of the present value of perpetuity.

Additionally, the PV of the perpetuity forms the basis for several endowment scher™®

and retirement planning. ”
Endowment schemes are financial protection plans that provide finan il prﬂltfﬂ”

Il as cater to a comprehensive saving plan.
)

»

s we
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1] A sum of ¥50,000 is invested @ 12¢

2 % p.a. for 6 years. What will be
lue of its maturity value, assuming a required rate of return of 10%6?

[Dec. 2019 (1 Mark)]

CH. 12 : TIME VAL 17
EVALUE OF Moxgy 12.3

_hemes, if planned properly : _

No

-

M::n: value (FV) of T30,000 @ 129 after 6 years:
u o
-59-':]["] bt 1.974

_g8,700 '
pv of g8,700 at the end of 6th year = 98,700 x 0.564 = 55 667

_...-—'—'_'_-_'_'_._ T -
Froblem 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)

* [Dec. 2020 (1 Mark)]

———

Ans.
FV of T10,000 @ 15% after 5 years = 710,000 (1 + 0.15)* =220,113.57

Present Value of T20,113.57 which is to be received after 5 vears = 220,113.57/(1 = 0.10)*
=112,4858.94.

Problem No. 3] Find the amount of an annuity if payment of ¥ 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« FVIEA (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
fate of return is 10% p.a. compounded annually. [June 2022 (1 Mark)]
Ang

¥*(1+0.10)* = 1,00,000
tx1.331 = 1,00,000
£=75,131
""-_-._.__________-___
;rnl:lﬁm No, 5] Ade ited 71,00,000 in a bank fﬂrapcﬂ‘mi of 5 years and the rate
7 tl;r;gt Is5%p .a.lcnmpuunﬂtﬂ annually. How much amount A will receive after

I;-“""-— [June 2022 (1 Mark)]
= ; :

= 100,000 (1 4 0,05)s

=1,00,000 1.2762815
=127 625

@NNVIVAVI
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nt value of an annuj
Problem No., 6] What will be the approximate PreSeRiie f ot r;}t’: m’*%

if
to be received at the end of each of the next 5 years [June 2022 {i; !::EI:
)]

Ans, ;
Annuity factor of 12% for 5 years = 3.60
25,000 x 3.60 = 90,000

mpu“ﬂmu;t‘\

: n rate of 12.4% p.a. co
Problem No. 7] A bond carries a coupo [June 2022 (3 M.:il!'

What will be effective yield on the bond? )
Ans.
Effective yield = (1 + 0.124/4)' 4 - 1

=1.1299-1

=0.1299 ¢ 12.9%%
Problem No. 8] Z invested ? 2,40,000 at annual rate of interest of 10 pﬂ._';tm

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%o0r0.10
FV3 = 2,40,000 (1 + 0.10)°
= 2,40,000 x 1.17
= 2,40,000 x 1,331
=13,19,440
(b) Semi-annual compounding;
mn=3x2=6,i=10x%=5%0or0.05
FV6 = 2,40,000 x 1.05*
= 2,40,000 x 1.3401
=13,21,624
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NPV Method & IRR Method.

[June 2016 (4 Marks)}, [June 2019 (4 Marks)]

Or

are the points of differences between Net Present Value and Internai Rate of

Return approach used for evaluating investment proposals?
|

Discuss.
[Dec. 2017 (4 Marks)]

—_—

yzs. Following are the main point of distinction between NPV & IRR Method

LS

Poinis

Net Present Value Method (NPV)

Internal Rate of Return Method (IRR)

|

Meaning

Net present value is obtained by dis-
counting all cash outflows and inflows
attributable 10 a capital investment
project by a chosen percentage e.g.,
the entity’s weighted average cost of
capital. The method discounts the net
cash flows from the investment by
the minimum required rate of return,
and deducts the initial investment to
give the yield from the funds invest-
ed. 1f yield is positive, the project is
acceplable. Ifit is negative the project
in unable 1o pay for itself and is thus
unacceptable.

Internal rate of return is a percentage
discount rate used in capital investment
appraisals, which brings the cost of a
project and its future cash inflows into
equality. It is the rate of return, which
equates the present value of anticipated
netcash [lowswiththe initial outlay. The
IRR is also defined as the rate at which
the net present value is zero.

It uses discount rate which is firms
cost of capital (Ke)

It does not take into consideration cost
of capital (Ke)

This method is easy to understand
and calculate,

This method is difhcult to understand
and calculate,

This method considers cash inflow
| & outflow.

This Method does not take into consid-
eration cash inflow & outflow.

-NPV Method does not suffer from the

| limitationof multiple rates.

IRR may give negative rate or multiple
rates.

13.1
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Q. 2. Write a short note on: Leveraged lease. [June 2006 (3 M.rk‘:.

. in which the lessor puts y |
Joas e I e e o e et L A
ie rest rom a lender, the

Ans, A ]L‘\'cmgpd lease or [ﬂn!ﬂ_‘d Iﬂ'ﬂdﬂl' 1sa

money required to purchase the asset and borrows tl
ancier. In leveraged lease, the lesg,

Leveraged lease involves lessor, lessee and fin e :
substantial borrowing, even up to 80% of the assels purc 185€ Price, te provides ya, : %4
he owner. The lessor claimg 47, "Ming

tax b‘TI

amount - about 20% or so - as equity to become t i
efits related to the ownership of the assets. Lenders, geqfl'ﬂﬂ}' I_ﬂfﬂﬂ financia] instituti G
Pl-u\'idl,‘ IUEHS On a non-recourse basis to the lessor ThE]]’dEh[ is served E:{C]uSwul y Dnsl
the lease proceeds. To secure the loan provided by the lenders, the lessor also a BTrees tnt-,:f

them a mortgage on the asset. Leveraged lease are called so because the high nﬁn'r“fﬂurg{

—

Q. 3. Write a short note on: Capital Rationing. : 4
[June 2007 (5 Marks)], [June 2010 (5 M“h}]

The device of capital rationing is adopted to control capital expenditure. Com,
[Dec. 2013 (5 Mm:kl]]

Ans. Capital rationing refers to a situation where a company cannot undertake al] POsitiye
NPV projects, it has identified because of shortage of capital. U“df-‘l' this situation, 5 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 ploughing
back its retained eamings. In that case, capital expenditure in a given period cannot ex.
ceed the amount of retained earnings available for reinvestment. Management may also
introduce capital rationing when a department is authorized to make investments up (o
a limit beyond which investment decisions will be made by higher level management.
Capital rationing may result in accepting several small investment ;.n:np:::sals then ac-
cepting a few large investment proposals so that there may be full utilization of budgel
ceiling. This may result in accepting relatively less profitable investment EWP“S?'JS if full
utilization of budget is a primary consideration. Similarly, capital rationing also means
that the firm foregoes the next most profitable investment falling after the buc_lgel ceiling
even though it is estimated to vield a rate of return much higher than the required rate of
return. Thus, capital rationing does not lead optimum results.

There are few advantages ol practicing capital rationing:

(1) Budgeting: The first and animportantadvantage is that capital rationing m“"duﬁ
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 capt
the resources are properly handled and invested in profitable projects. .
Less wastage: Capital rationing prevents wastage of resources by not jnvesting 1
cach and every new project available for investment,

(3) Fewer prujects: Capital rationing ensures that limited numbers of pmif‘-"nsfm :ﬁﬁ
lected by imposing capital restrictions. This helps in keeping the number ’
projects to minimum and thus manages them well.

debt creates a high degree of leverage.

(2)

=




CH. 13 : CAPITAL BUDGEyy 13.3

her turns on investments: Through ¢a
Hig jects where the expected return js |,
re! . As the company is not inves

gan ine i . 3 + t
Slabﬂlt!ﬂndﬂd_ This helps in having adeq & In every project, the finances are no

) (g : : Uate finances for lough times and ensures
more stability and increase in the stock price of the company,

/ﬁﬂmtmm: Finance Lcua_ﬁ;;l;g T
o4 : (Dec. 2007 (5 Marks)], [Dec. 2009 (5 Marks)]

~ o llowingare the main points of distinction between finance lease and operating lease:

Pital rationing, companies invest only

Wl igh, thus eliminating projects with lower

——

Fo

i

Finance Lease

Operating Lease

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 if it 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 73% 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 generallv like
renting. That means, the lease pavments

are trealed 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 pavs only the monthly lease
pavment in operating lease.

In financial lease, lessee can claim tax
benefit on interest and depreciation

both as financial lease is treated like
a loan,

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

_ "“'--___,EP_I‘EE by lessee.

In operating lease, no running or q.-,;[—.
ministration costs are to be borne by

lessee,

.
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Q. 5. Distinction Between: Lease & I[HI;-:E 2007 (5 Marks)], [Dec. 2009 (5,

[Dec. 2016 (4 Marks)], [Dec. 2021 (4 5 )
et een lease & hire ——\_\\}!
nain points of distinction betwee € purchase.

Hire Purchase

Points Lease :
. {ire purchase is a cﬂh
Mean e is a contractual arrangement I : niract jn R
Ing A lease is 2 2 iyl thcp vhi

calling for the lessee (user) to pay the e Mice js
lessor (owner) for use of an asset. lowed to be paid in installmenss 3 Ial
condition that property (ownershjp):
goods will be passed only on P
of all the installments.

Ans, Following are the 1

pa}'mt‘n:
-+ |

Transfer of | Inleasingitisonlyinfinancial lease, the | In Hire purchase, lhamm

ownership | ownership will get transferred. While | entered for the transfer of ownershj,

in operating lease, the ownership is | after a fixed period.

not transferred.

Type of Leasing is bipartite agreement, involv- | Hirepu rchase is a tripartite agreemep
agreement | ing lessor and lessee. involving the seller, finance company|

and the hire purchaser,

Deprecla- | Infinanceleasedepreciationisclaimed | Depreciation is claimed by the hire|
tion by the lessee whereas in operating lease | purchaser.
depreciation claimed by lessor.

Q. 6. Distinguish between: Net Present Value & Profitability Index.
[June 2008 (5 Marks)]

FANMANNE

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 invalmfm‘l#
countingall cash outflows and inflows | praisal technique calculated by dividing
attributable to a capital investment | the present value of future cash ﬂ”“:
project by a chosen percentage e.g., | of a project by the initial jnvestmed
the entity’s weighted average cost of | required for the project.

capilal. -
alue
NPV = Total present value - Initial - Total present?
Formula L oy A Profitability Index = Taigal3 avestment

Acceptance | As per this method, project having | As per lhismemad,prnjzﬂlha"’i"gff
of project | positive NPV are selected. itability index above one are SeleC=—
_{i. 7. Under capital rationing, the standard Net Present Value (NPV) dedﬂ@mk
no longer holds true. Comment.  [Dec. 2009 (5 Marks)], [June 2012 (5 gltti’rg

Ans. The term capital rationing refers to the situation where the funds available 12 a it
are limited. The implicit assumption within the Npy decision rule does not ho

a firm cannot accept all positive NPV projects because of shortage of cap ital.




y

1 yationing is of two types — Hard and §

apild (raints. Hard capital rationi
cop! . constraints. pitalrationing oce . Mg :
HUTE 3 : urswhenco ite llv impose€
andit . rationing occurs, when constraj nstrains is externall

ey Nis are imposed internally by management.
pile # s ” y by e .
i i P:m:l'd?mmin rule does not hold true, so it has to be modified. In sin-
oriod rationing con ition, the simple NPV decision rule is replaced by feasibility set
g oach or benefit cost ratio analysis and in multi-period capital rationing the optimal
s pbtained through linear programming.

CH. 13 : CAPITAL BUDGETING 13.5

oft, characterized by sources of capital ex-

L : i
5[]]'-1[10'1

3.8 Risk and uncertainty is quite inherent in capital budgeting, Comment.
' [June 2011 (5 Marks)]
What are the risk and uncertainty in capital huﬂgcting decistons?
: [Dec. 2015 (4 Marks)]

,.-'-'-_-_._._-_-_ + &

Ans: Risk analysis gives management better information about the possible outcomes
that may occur so Ihi}l md?lnﬂgl'.'!"l'l'tﬂ[ can use their judgement and experience to accept an
vestment or reject 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
tircumstances combined together affect capital budgeting decisions.

Itis therefore necessary to allow discounting Factor to cover risk. One way to compare
fisk in alternative proposals is the use of Standard Deviation.

Lo e 4,
Wer standard deviation indicates lower risk.

i S it 3
i:‘-'.'ewr_ wherever retiirns are grprass.ﬂd in revenue terms the coefficient of vaniation gives
le - 2
Fmeasurement for risk evaluation.

e5, Capital rati ults. Co
oning does not always lead to optimum res mment.
E:—E_Er_____ % [Dec, 2011 (5 Marks)], [Dec. 2016 (4 Marks)]

2 given T may fix the maximum amount that can be invested in Efil;filfﬂ projects, during
Pmpﬂn Period of time. The firm then attempts 10 .SL‘.]EH a com m.murn ui: investment
i Sals that will be within the specific limits providing maximum pro itability and put
o IN descending order according to their rate of return.
la mu,ﬂ ralioning may result in accepting several small im?slmcnt proposals than a few
:!:nvutn'lﬂnt proposals so that there may be full utilization of bUdEElcd nnt!ctunll. This
bug. S5t In accepting relatively less profitable investment proposals if full utilization of

Clis : ; .
® 2 primary consideration.

.
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n that the firm foregoes the next mosy Pmﬁlub[
o

ling even though it is estimated to yie|4 P
of return. Thus capital rationing g, "¢
€S ho

13.6 PART 11 : FINANCIAL MANAG EMENT

Similarly, capital rationing may also mea
investment following after the budget cei
of return much higher than the required rate
always lead to optimum results.

tion & Seasitivity Analysis. S
[Dec, 2012 (5 ) i ;
Ans. Risk analysis gives managemenl better infﬂ_nnalinn about the plussiblc 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

Omey
CPlay

sensilivity analysis deals with the consideration of seng;

In relation to capital budgeting,
p Boe to the NPV.

tivity of the NPV to different variables contributing

Q. 11. Internal Rate of Return (IRR) of 2 project is that rate where
Value (NPV) is zero. Commenl. [June 2013 (5 Mark;}]
i) )|

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 decigjop
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. Il IRR is less than the cut-off rate,
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.

Nel Precess

rAxMaANNE—

(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 flovs

[Dec. 2013 (5 Marks)], [June 2015 (4 M2

| .tns:. . “‘.m““il}l IiEI'.E:}I[}..E]-5. L tﬁhmr‘f“e used to determine how different ﬂluﬁ[ of
an independent variable impact a panticular dependent variable under a give?




r

| 4 -
| ons- This technique is used within
: ﬂgsﬂﬂ'ﬁ ut .,.;.;-iab]es,
c 1 1 |

bmer capital budgeting, sensitivity analys: _ Y

”fﬂ ¥ ; :r'ju dmls . A : ‘urv
i ﬂfﬂ;‘?"ﬂr’m different variables contributing o the NPVWI”" the consideration of sensitivii;
E .

of rpl5 o find out sensitivity of NPV to different varjab|es:
L §ie

I cash flows for the project are identified. NPy js calculated on the basis of these cash

WS,
_ f.,li’;)riﬁblﬁ which have a bc:‘u'ing on the cash f]
; these variables may be sclhng price,
. outllows etc.
o perform 1!13 calculation for x-aﬁables_ to ‘ﬁnd out how much change is required. l_?m-
example, if one has to calculate sensitivity of NPV 1o selling price, then calculation

| has to be done to see that how much change in selling price will make the NPV of
- the pmjecl Zero.

i \dvantages of sensitivity analysis:
rfﬂ] 1t 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.

{¢) It helps to expose inappropriate forecasts and thus guides the decision maker to
concentrale on relevant variables.

Disadvantages of sensitivity analysis:

CH. 13-
CAPITAL BUDGETING 13.7

Specific boundaries that depend on one or

1 llows of project are identified. Some of
Operating costs, discounting factor, initial cash

({) It does not provide clear cut results, The terms ‘optimistic’ and ‘pessimistic’ could
mean different things to different people.
(ii) Tt fails to focus on the interrelationship between underlying variables. For example
sales volurmne may be related to price and cost but we analyze each variable differently.
lit) Sensitivity analysis does not eliminate risk. It merely measures the resilience level
of identified variables to change in assumption.

D" 13. There are number of statistical/mathematical techniques of risk evaluation
Incapital budgeting, Comment. [Dec. 2014 (5 Marks)]

'*-:;- Fnllt}wing slatistical/mathematical techniques of risk evaluation are used in capital
Eeling:

':Enaim:r Equivalent Approach
thnbil_it}' Assignment

Expected Net Present Value
Standarg Deviation

Coefficient of Variation
Sensitivity Analysis

* Simulation

" Probability Distribution Approach

=
oo =) onoLA B e b —
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9. Normal Probability Distribution
10. Linear Programming
Capital Rationing,
Q. 14, Distin h between: Capital Budgeling & .
® [Dee, 2014 (4 Marks)), [Dec. 2015 (5 Marks)], [Dec. 2029 (4 Mar,

SIS )
Ans. Following are the main points of distinction between capital budgelmg & capig
rationing:

| Points Capital Budgeting Capital Rationing
Meaning | Capital budgeting is the process by | Capital rationing ‘“fm
which the firm decides which long- | where a company cannot ““dﬂﬂakt an

term investments to make. positive NPV projects, it has identif
because of shortage of capita]. 3

t : » i i ‘___'__-_-—-_""‘-..
Acceptance | As per capital budgeting process Undr.rcapltaj_ m“““'“gﬁlmatmnladb
of projects | project having positive is selected. | cisionmaker is compelled loreject s,
of the viable projects havin

E .
net present value because of si“ﬂ-"rll:ve
of funds. ge

FRMRRASIS S 1t cmphasizes on profitable projects. I emF;-h asizes on effective ulm
short funds.
Anal St Al ——
Q. 15. Distinguish between; Sensitivity vols & - =
[June 2014 (4 Marks)

Ans, In relation to capital budgeting, sensitivity analysis deals with the consideration 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 paramelers
are computed.

Q. 16. Write a short note on: Sale and lease back. [Dec. 2015 (5 Marks)]

Ans, A sale and leaseback constitutes an arra ngement where the seller of an asset leases
back the same asset from the purchaser, i

The lease arrangement is made immediately after the sale of the asset with the amount
of the payments and the time period specified. Essentially, the seller of the asset becoms
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 additiong| tax deductions. The lessor benefits in that
they will receive stable payments for a specified period of time

Q. ”*mhmmwind'nhmdlmmk'. )
[Dec. 2015 (5 Mari2h

main points of distinction between finance lease and sale

______,_-_"."'

Ans. Following are the
lease back:

e — T J



\%1

X

Merits:
(1) Itis si

funds

Demerigs.

(3)

.

g

|
meﬂad is suitable to measure liquidity
F;,aﬁuhlﬂtf. Comment.

decision
speciﬁecl ML
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Finance Lease
=

Sale and lease back |

A lease is classified as a finance Jease
if it transfers substantially all the rigks
and rewards incident to ownership,

A sale and leaseback constitutes an ar
rangement where the seller of an assel
leases back the same asset from the
purchaser

e
Real owner ol asset become lessor af.
ter leasing the asset.

Real owner who is bought the asset
once sale it and by taking on lease
again become lessee of the asset.

Real owner receive the lease rentals,

Real owner pays the lease rentals.

In finance lease, the lease term is for
the major part of the economic life of
| the asset even if title is not transferred.

i

In sale and leaseback, the lease term
may be for part of the economic life of
the asset.

—

of a project rather than its
[June 2016 (5 Marks)]

mple to apply, easy to understand.

are likely to be repaid.

¥ if things po wrong.

mback period represents the amount of time that it takes for a capital budget-
ng project Lo recover its initial cost. The use of the payback period as a capital budgeting
o le specifies that all independent projects with a payback period less than a
ber of years should be accepted. When choosing among murually exclusive

projects, the project with the quickest payback is preferred.

(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. Thc‘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 Lo the prospective investors specilying when their

(5) It does not involve assumptions about future interest rates.

(6) Ranking projects according to their ability to repay quickly mﬂ-}'tbﬂ useful to firms
when experiencing liquidity constraints. They will need to exercise careful control
Over cash requirements.

() 1t does not indicate whether an investment should be accepted or rejected, unless
the Payback period is compared with an arbitrary managerial 1arget.

@) The method ignores cash generation beyond the payback period and this can be seen

more a measure of liquidity than of profitability.

It fails to 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. 11 fails to determine the payback period required in order, 1o recover the initial
ouily

@NNVIVXVLL
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(5) This method makesnoattempt to mea
and is often used in conjunction W
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Q- 19. Distinguish between: Term

_-—-—-___-__-_

Ans, Following are the main points of disti

surea perc
ith other methods.

‘

ANCIAL MANAGEM ENT

entage returnon the cﬂPitalim,
ESleg

Finance & Operating Lease Finance,

[Dec. 2017 (5 M%j-{.

Ing

—

lease:
Points Term Finance Operating L‘““Tin.-l;u\
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 highf_-,
Lease pay- lease rental. than the cost of interest,
ments .
Repayment | Repayment is of the loan amount | The repayment obligation is of leage
plus interest al a predetermined | rent.
amortization schedule.
" 7 —
Use In case of term finance the funds can | The lease rentals are paid only fo
be used for any asset subject to the | the specific leased asset.
agreement terms.
Leverage It increases financial leverage. It increases operating leverage,
Depreclation | 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 (ARR).

[June 2018

Return (IRR) & Accounting Rate of

(4 Marks)], [Dec. 2021 (4 Marks)]

Ans. Following are the main points of distinction between IRR & ARR method:

Points

Internal Rate of Return (IRR)

Accounting Rate of Return (ARR) |

Meaning

Intemal rate ol returnis 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

The Accounting rate of return method
employ the normal accounting tech-
nique (o measure the increase in pro&!
expected to result from an investment
by expressing the net accounting P h
arising from the investment asa pe
age of that capital investment

reent:

net present value is zero. .
Firm/Period | IRR is firm specific. ARR is period specific.
Calculation | 1t is difficult 10 calculate, Itis easy to calculate.  —1
Time value | It takes Into account Time Value | It does not take into accounl Timé

of Money

Value of M oney.

__-—-'-.-‘-F-’J

It emphasizes on cash flow,

It emphasizes on profits. __—

-
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ite of several objectiong
m; . SRt Capital is used as the basis to evaluate
Y [Dec. 2018 (5 Marks)]-

D espit® bm:zlaa!eﬂll:ii;::l:?lnag:f}u?tlurcapi.ml is used as the basis to evaluate investments
P}ES‘*‘ cash ﬂm'hf R y bl::c-uted with the cash flows from the company’s present
0y i with pertm: fshrﬁu TGF :.tu.lecn the two sets of cash flows, risk is the same. But,
T‘Lf::'he (min of the ,Ld htcd“ﬁrls I'll'.l!. b'ﬂ.tﬂﬂ. the 5‘1'111‘“3 discount rate cannot be used for both
b esuments: But weig AVerage cost of capital represents averaging of all the risks of
: e comp ments in as much as the same manner as
at of the P2 d ights and guidance and to that extent it is
ood 10 he used. |
: sent value of an investment can be computed using a weighted ave
and this can be uut:ﬂpﬂl"Ed with present u'gchs calcul
it may be that an ”}"’f“munaj““h a positive present value should be rejected because
ofits risk characteristics or that an investment with a negative present value using the

weighted average cost of capital should be accepted. All this will differ from situation to
siluation and case to case,

nevertheless, 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
cases, weighted cost of capital could serve as an accepled 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.

Q. 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.

Sensitivity Analysis: Projects are sensitive to fluctuation in values of critical variables
like costs of inputs, cost of funds and prices of outputs. It is important 10 examine how
sensitive is the project to fluctuations in the values of these varinbles because the basic
L sumptions taken for projections of balance sheet, cash flow statements for future years

Ve an element of uncertainty.

Different projects may, however, get affected differently from changes in the assumption
':"E‘:F'Sl and return items. Sensitivity analysis helps in finding out that how sensitive is the
Project 1o these fluctuations.
St"s,iu"'“}’ analysis involves identification of crucial variable relating to costs and returns,
*Pecification of alternative values of the crucial variables and re-computation of the NPV
d IRR by using the alternative values. .
Er::l“jﬂtl. which is highly sensitive to even small fluctuations in cost and price, is consid-
Iuﬂlln be a risky project for financing. ‘ i :
S0m Analysis; Even though through sensitivity analysis and scenario analysis IEChP'ques'
i °f the uncertainties in the project are taken care, both these types of analysis have
ation thay they have deterministic values for the variables.

I:nil‘il Significan improvement over these methods, under objective risk analysis, proba-
1slic analysis is done by identification of key risk variables, inding out values of each

any and can be used to evaluate jnyes
y-back method. It gives some ins

rage cost of capital
ated using the other discount rates.

—_——
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lities to each of the risk variables, |I.:1slmg thg:sﬂ va]u[.”
hability of negative outcome of the projey s .
- he roiect will be negalive. :
is the probability that the NPV of the proj e

The risk analysis adds valuable information lﬂ*ﬂi'[l:ig;ends b ane e CT] v
e cmeprenemn whieheates fom pesantop n'C'“ Therefore, ilis_iudgmcma]ii’ﬂ-:mrﬂf
the entreprencur which varies from person Lo persta Faog

A GEMENT
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risk variable, assigning probabi
risk analysis and linding out the pro

.3 ision of itself. Comme
Q. 23. Sensitivity analysis does not make any decis [Dec. 2021 ?St\hrh

Ans. Samuel and Wilkes in “Management of Company Einance opinefilial Sensitjyi,
analysis does not make any decisions of itself. It is a pmcucabi? pr?cedure T‘hf“ Presen),
derived information in par:!iculal‘|}’ revealing way. The method is Ll&ual‘]y. E{pp]:e;fl Lo eac)
possible project as it arises. It could be used for the [Ptal cur&p;m}' amm““‘“lﬁﬁﬂ& in.
vestments plus new proposals, but such a grand exercise would detract from the €sSentjy)
simplicity of the method and not be warranted for all the largest projects. When, 4 the
sensitivity data have been assembled a judgment has then to be made as 10 Whether the
picture presented is acceptable or not. :

In this decision the management may subjectively estimate the likelihood of each SCenariy,
or they may play safe and consider only the worst possibilities. It is unlikely that the mg,.
ket as a whole would have access to the same volume and quality of information ag 1hy
given by the sensitivity analysis and this would have to be done by intelligent guess tgo, 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:
ture if an electronic device which has good markei. Furither 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)
Building 3.00 (will be incurred at the end of year 1)
Machinery 10.00 (will be incurred at the end of year 2)
Working capital 5.00 (will be incurred at the beginning of year 3)
20.00

The project will go into production from the be ope™
tional fu:pﬂﬂﬂSmmwwmdﬁTt?nmiﬂnnﬁw
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€
reciation of Assets 4.00

: 2,00
cendof tl:m operational perjod, j;
fﬂlr?ﬁ lakh (without any profit) 3 ed that the fixed assets can be sold

cost of capital of the firm is 109, Applicable 1ax rate is 50%

foar PV Year Py
;  0.909 5 0.621
, 0826 6 0564
3 0751 7 0513
s 0.683 8 0.467
You m.required to evaluate the proposal, by working out the net present value
and advise the firm, [Dec. 2013 (10 Marks)]
e
Ans.
calculation of CFAT:
Particulars ¥ in Lakh
Gales 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
Factor
307 5.00 3.133 15.663
A 5.00 0.513 2.565
7 we 5 00 0.513 2.565
Total present value of cash inflow ____E_ﬂ_?Ei
0 2.00 1.000 2.000
I 3.00 0.909 L
2 0.826 8,260
10.00 4130
s 5.00 0.826 i
; 17.117

Tota] Present value of cash outflow

; 3,678
Net Present value (NPV)

@ NNVINX VL
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* Salvage value

PART Il : FINANCIAL MANAGEMENT

** Working capital recovered
Analysis: NPV is positive, project can be accepted.

;mbh:m No. 2] Snowman Enterprises is consi
a particular component which at present is :
The manufacture of the component would call for an investment of 37

- in world
new machine besides an additional investment of 50,000
life of the machine would be 10 years with a salvage value of ¥50,0

mated savings (before tax) would be T 1 ,Eﬂ,ﬂﬂ? per annum. The_i.nmme.
50%, The company’s required rate of return is 10%. Depreciation is p

straight line basis,
Suggest the firm whether this investment be made or not. Show your Workings,

N

dering the possibility of mangfa

being bought from outside,

“Iil:lul.h.

pﬁﬂ,[ﬂm h'l.
pital, 731

00. The gy,

rovideg oy

[June IDISLM"_E‘L]_
Ans,
Calculation of initial investment:
Equipment cost m
Additional working capital requirement 50,000
Net initial investment 8.00,000
Calculation of CFAT: u
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
1 to 10 1,25,000 6.145 7.68,125
10 *50,000 0.386 19,300
| 10 | **50,000 0.386 19,300
[l'ul.:l present value 8,06,725
A=) 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.




v

CH. 13 CAPITAL BUDG 1y, 13.15
531 Saswat Dairy Lid, (SDL) fy g ting 7400

is i »
Hohl;’:i'uf Board provides 10% subsidy m:f‘ E’;ﬂms 10 buy dairy plant costing Y400

it ™ peese wilh—th: capacity of 1,800 1o
fll.l:,;:ll.lii";5 taken as T::l‘ﬂ per kg. The Manage
ch"s: od the depreciation shall be compy;

capital cost. It can process milk to
nnes per annum. The selling price of
ment expects the life of the plant at 8
ed using straight line method. Howev-

{ﬁ’l:ci:ﬂpected as below:
f::, 1 2 3 4108
ytilization  60%  70%  80%  9g¢

city . {
?],T ble cost constituting primarily of the raw material (milk) is placed at 40%
Jhile the fixed expenses are 2300 lakh per annum. The company pays tax @ 35%-
dditional working capital required is ¥100 lakh,

gd
the following —

(@ Cash flows of the project from Year 0 to Year 8

lm NPV of the Pl‘ﬂjEﬂ

(9 IRR of the project
(d) payback period and

(¢) Should the project be accepted based on NPV and IRR. [June 2015 (16 Marks)]
;;a]culali{:n of initial investment: (X in Lakh)
Dairy plant cost 300
(-) 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: (X in Lakh)
Particulars 1 2 3 4108
Capacity Utilization 60% 70% 80% 90%
;"’_"‘;Eﬂlnn In tonne 1,080 1,260 1,430 1,620
Sales (in lakh) 540 630 720 810
{~) Variable cost (216) (252) (288) (324)
() Fixed cost (300) (300) (300) (300)
=) Depreciation (360 - 50)/8 (38.75) (38.75) (38.75) (38.75)
EBT (14.75) 3925 93.25 147.25
) Tax @ 359, ! (8575)| (32.6375)| (51.5375)
I Ga7s)| 30675| 606125 9s7ins
“Depreciagion 3875 38.75 38.75 38.75
CEAT 24 9425| 993625 134.4625

‘B
rhai:"“ 2nd year = 39.25 x 35% = 13.7375
Nefit for loss of vear 1 = 14.75 x 35% = 5.1625

HNNVIUXVL
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tax bencﬁlfanﬂssufﬂrsl}'far: [3.?3?5~5.]&25=a
sle after tax = 50 (1-0.35) = 35 ¢ ¢
5. ** Working capital relegseq

Nel tax for 2nd year after setting of
Additional cash flow at the end of 8th year from s
CFAT for 8th year = 134.4625 + 32.5 + 100" = 266.962

Calculation of payback period: .

e
Year CFAT cumulative CFAT
1 24 24
2 69.425 93,425
3 99.3625 192.7875
4 134.4625
5 134.4625 461.7125
6 134,4625 596.1750
7 134.4625 730.6375
B 266.9625 997.6000
) 460 - 327.2500
Payback period = 4 years + 34,4625 x 12
= 4 years & 11.85 months
Calculation of NPV & IRR:
ear CFAT PV Factor Present Value
10% 20% 10% 20%
1 24 0.909 0.833 21.8160 19.9920
2 69.425 0.826 0.694 57.3451 48.1810
3 99.3625 0.751 0.579 74.6212 57.530%
-1 134.4625 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 1344625 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
fi Present Value (NPV) 138.7435 _____{M_L
138.7435
IRR = 10 + 34035 4 70.669
138.8056 ’
=10+ 200.4125 x 10

10 + 6.63
16.63%

L]

[
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pance O Proiectbascdan py
1 - . N )
(1 ‘f“ﬁnréirﬂif:f [Ii?{l,}t'.*tl_l le.l:.l |t:tc?£;?ciipiﬁjzf:;§ Pﬂszirc Project is accepied. If t!lL‘ NPV
:? th; al cCOMPAanys cost of Capital Npy is pﬁslzfi?.':];:iﬂjiﬁ'iszziséi]dis not given, so

¢ dIRR;
A

RR Rule, if the companyi
s per 1 : . 1PANYS cost of ganii 1
) J'_:,_:J_:,E;p.u;:d_ IRR for the given Project is { Pital is |esg

6.63%, (; than [RR, project can E:]:
. H2%0, thus if th Ry . £ -

rejected.
~lem No. 4] ABC Chemicals Ltd. is considen _
-‘-I:ur advice is sought for chojce bcl'l-'l"len_ﬂm ti:‘: mutually exclusive propos-
l:} purchase of petrol truck

l:l'ln.l Purci‘lm ﬂf a bal‘ler_v,' POwered truck

(2

Year Petrol triuck

Battery powered ftruck
Purchase cost (2) 0 1,50,000 2,50,000
Operating cost (T) 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 1009 Initial depreciation allowance and a 30%
incidence of corporate tax. No depreciation is allowed on subsequent years, Taxes
are promptly paid. A return of 109 after tax as investment incentives is required,
You are required to find out equivalent cost for two options,

[Dec. 2015 (4 Marks)]

- Lo
Calculation of net cash outflow of petrol truck:
Particulars S [ 1 2 3 4 5]
Operating cosr 24000 34000] 29,000] 31.000 N
Tax benefit o operating cost (7,200) | (10,200)| (8,700) (9,300) -
Tax benefit op depreciation *{45,000) - = = =1
et cash ourflow (28200)| 23800] 20.300] 21,700 ~
;'t‘:f-. ?I‘T;xim'csl.mf:nl. incentive 100% depreciation allowance available at the end of first

nefit on depreciation = 1,50,000 x 100% x 30% = 45,000
C‘a!mfuz'l'nn of 1

e~ 9/ net cash outflow of battery powered truck:

l'!n:lm]ln 1 2 3 3 3
PPerating cos| 12,000 12,000/ 12,000 12,000] 12000
T Senefit o Operating cost (3,600) | (3,600)| (3.600)| (3.600)| (3,600)

=]

N“-\'- bl:neﬁl on depreciation «*(75,000) s = — s
35h ougfigy (66,600)|  8,400| 8400  8.400 8,400
S ow

Nefit on depreciation = 2,50,000 x 100% x 30% = 75,000

BNNVIVX YL,
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Present value of cash outflow of ]'H."LI"J] U'“d‘"___________

Year | Cash outflow | PV Factor 10% PV
0 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
5 - 0.621 je _
1,74,091

VL e

Equivalent PV of annual cash outflow = —— 7=

Present value of cash outflow of battery powered truck:

Year Cash outflow | PV Factor 10% PV
0 2,530,000 1.000 2,50,000

I (66,600) 0.909 (60,539)

2 8,400 0.826 6,938
3 8,400 0.751 6,308
= 8,400 0.683 5,737
5 8,400 0.621 5216
2.13,660

2,13,660 - 56.360

squivalent PV ol | cash outllow = ————
Equivalen ol annual cash outflow 3791

Analysis: As equivalent PV of annual cash outflow of petrol truck is less, it advised (0 g0
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 ufuﬂnﬂ.l

Machine-A Machine-B .
R in lakh) (X inlakh) !

Year 0 cash outflow 25 20

Year 1 cash inflow Nil 10

Year 2 cash inflow 5 14

Year 3 cash inflow 20 16

Year 4 cash inflow 13 17

Year 5 cash inflow 14 15 .gﬂ

You are required to appraise the two alternatives using net present vallié
profitability index methods. The cost of capital of the company is 15% .1
[Dm!ﬂw

o




| - 13.19
pns ;jon of net present value:
[~
- '
2 0.756 3.780 10.584
? - & 0.658 13,160 10.528
a ¢ - v 0572 4008 o
s | ¢ 15 0.497 6,958 £
Wﬂt value - s
; ‘mﬁﬂim*emncnt o i
ﬁumnt\faluc (NPV) e -
i Wmvnfmﬂnc-nkﬁmﬁwdhgl
calculation of Profitability Index: goied
.- Total Present Value
i profitability Index = — —
31.506

| achine-A = —— — = 1.276

s 4‘*4?1 - L1475

 Analysis: As Profitability Index of Machine-A is higher, it should be selected.

—NNVIUNY -
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There will be an increase in fixed cusl—bj'_f—_-mﬂon when production isTm_ﬂ:\
from present level. The company wants to achieve 13% retum and w“‘ﬂdr:i:ed
counted cash flow technique for evaluation, bly

You are required to evaluate the impact of above situation on profitabijjyy, Whep
(1) Market share is increased by 25% and =
(i) Market share is increased by 20% [Dec. 2015 (g Marky
Ans,

Calculation of increase in production:
If market share is increased by 25%

15% ~ 15,000 units
25% - 2

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
1S
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 Year 3
Contribution (10,000 x 30) - 3,00,000 3,00,000 3,000,000
Promotional expenses (1,00,000) | (75,000)| (50,000) | =
Fixed cost -| (30000) (30,000)| (30,000)
Net cash inflow (1,00,000)| 195000 220,000 270000

Itis assumed that promotional expense will be incurred at the beginning of each period. (f
you incur promotional expense at the beginming then only benefit will be received hroughotl
the vear)

Calculation of present value:
Year | Cash inflow | PV Factor PV

0 | (1,00,000) 1.000 | (1,00.000)
| 1,95,000 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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1 of incrl:mll'ntal cash flow i :
ra,-lhzuiﬂfn = 000 x 30) —-———-—l*_'_"l]_, Year 1 Year 2 Year 3
P -| 1.50000| 150000] 1,50,000
S Smotion®. P (1.00,000) | (75,000)| (50,000) =
| gixed €05 . w__ (30,000)| (30,000)| (30,000)
ooy cash 10 e 45,0 ,20,000
Wﬂesenl value: R = 10.0001E 1,20
i n::l"-'“la
| cash inflow | PV Factor PV
yeal
il (1,00,000) 1.000 (1,00,000)
| 45,000 0.870 39,150
; 70,000 0.756 52,920
3 1,20,000 0.658 78,960
71,030

L_._,_.—-—I_'_._ " & =
Analysis: 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 if market share
s increased in both cases.

‘Problem No. 7] Calculate the payback period, accountin grate of return, net present
value and internal rate of return for the following investment:

Year Cash flow

4
0 (30,000)
1 4,000
2 10,000
3 20,000
4 11,000

Ef rate for Discounted Cash Flow (DCF) calculation is 12%. Accounting profits
the same as cash flow except that the initial expenditure should be depreciated
A;l-“?_i!"“ﬂ: there is no resale value at year 4, [Dec. 2015 (10 Marks)]

T : :
ti:nue 'S not given in problem, hence Cash Flow = CFAT.

{E]_T_i_‘:f_l_ﬂf payback period:
sab CFAT Cumulative

e CFAT
] 4,000 4,000
' 10,000 14,000
3 »
20,00
A 34,000

11,000 ° 45,000

wNNVIVXVL
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|
30,000 - 14,000 .,
| Poyback period = 2years+ e —— ¥ 12

= 2 vears & 9.6 months

Calculation of NPV & IRR: =
PV Factor Present Value
Year CFAT o 20% 12% 20% |
l 4,000 0.893 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
1‘ 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) - 2,718 (2,846)
2,778
IRR = 12 + — 8
2,778 + 2,846
=12« %‘??S x 8
5,624
=12 +3.95
= 15.95%

Problem No. 8] Aalia Ltd. has two alternative projects under consideration. Prof
ect-A requires a capital outlay of £1,60,000 and Project-B needs 71,80,000. Both
are estimated to provide a cash flow for 5 years; Project-A: 745,000 per year asd
Project-B: 258,000 per year. The cost of capital is 10%. sm“rwhichpmjwthpﬂ."l

= TAAMAAA®

erable from the view point of net present value? [June 2016 (4
|  Ans.
Calculation of net present value:
M-
| CFAT PV Factor Present Value
Pruject-A Project-B 10% Project-A =
ltoS 45,000 35000 3.791 1,70,595 2,198
() Jmitial imvestment (1.60.000) (1,50.000
wet Prosemt Value INPV) 10,595 3’1.57i
Analvsis: Since. NPV of Project-B is higher, it <
! zher, it should be selected. e

Problem No. 9) The following are the data on capital Droject b
m&—m&m;&; sxpenditace of &
Annual cost savings 730,000

P




r

fﬁ;]”"]:u[ Return  15% e
01" | ity Index 1.064

ta
ﬁﬁ he-above information find out the following by assuming that salvage value

CH. 13 : CAPITAL BUDGETING 13.23

i’{in ost of project (iif) Cosl of capital
[i;} payback period (iv) Net present value

[June 2009 (10 Marks)], [June 2017 (4 Marks)]

m of Cost of project:
ual cost saving = Cash inflow = 40,000

r{,-’scﬁﬂ" fe = 4 years

RR = 155

st 155 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
T 40,000 40,000
2 40,000 $0,000
3 40,000 1,20,000
E 40,000 1,60,000
Payback period:
Project A = 9 vears + 1145200 80,000 x 12
g 40,000
= 2 years & 10.26 months
Calculation of cost of capital:

Total Present Value

Profitability Index =
Initial Investment

1064 . _1otal Present Value

1,14,200

To
21l Present Value = 1,21,509

"“i‘rt-—-:-___c"h Flow PV Factor PV
0.4 40,000 % 40,000«

30,
=1,21,509
*31133

Lookip

H:m-,, B a present value table, discount factor for 4 years is 3.038.

EI] '-Ufl:apuajn 12¢:

tion of Net present value:
“"“"’““‘ﬂlue = 1,21,509 - 1.14.200 = 7,309

.

pNANVIXYL




; T
RS9 PART I1: FINANCIAL s.u.x.s.c;e-nf_a
choose from [#9 mutually exclusive prg
crou &nfﬂjs,wﬂ and ¥9,00,000 jEEIh
d

f :
cashoutla¥ST " ' d this is used as risk free,

Problem No. 10] A compan¥
posals A and B. Which require
The current yield on governim

der:
The expected net cash flows from the tWO projects Rre AS ERCES

|
|
{
! Yearend  ProjectA Project B
1 i 360,000 (305000
;: 2 Z3,50,000 73,60,000
[! 3 72,50,000 13.50.0:; .
2
| Which of these projects should be accePT—__— 4_5_._11__.1_,-,3
Ans.
| Fl'nr i CFAT PV Factor PV -
- Project A | Project B 7% ProjectA! FPro iecl B
| 1 | 3.60,000 | 4.05,000 0.935 3,36,600 3,78,675
2 | 350000 | 360000 | 0873 305550  3.14.280
| 3 | 250000 | 350000 | O8I 2,04,000 2,85,600
' Total present value 8,46,150 9,78,555
| (=) Initial Investment (8.35,000) (9,00,000)
| Net present value 11,150 78.555

Analysis: The Company should select Project B.
“ A" Ltd. issues? 1,000 optionally

convertible debentures atacoupos

FANAM AN NE-

Problem No. 11)
of 12% convertible into 50 equity shares on a date exactly 5 years before matusilx
ﬁudﬂ:fwupﬂnulmmuﬂnuhumIMd:mﬂquunzﬂ?ﬁ.w
expect lnﬁip.a.utumun:Symdebmtuu. Wﬂlyuumggcstmnrﬂsiun?
[Dec. 2017 (4 Marks)}
Ans.
Period Cash Flow PV Factor 100 PV
15 Interest 120 3.791 454.92
5 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 e comvert
debenture into equity share. value of debenture; it is suggested 10
ﬁmm 17] Santra Ltd. Is planaing to replace an old lathe machine W2
one. The productian manager has shortlsted the two alternative types o2
Pasrticulars Altermative I  Alternative I1
Name of supplier AppleLtd  Grapes Ltd.
. Cost of machine 1100 lakh 250 lakt __/

2



CH.13. C"“PIL’LL BUDG

ETIy
2 13.25 |
year 1 10 Layy, i) |
year 2 235 Lok, !101:];: |
year 3 125[1“1 Hl‘.llaﬂ, |
year 4 T40 Jaky, 220 lakh, |
ical life in years 4 years 4
i Years
are required to Which Jash -
e kb e et by igne
app € discount rate ;
of 10%c: Uune 2018 (4 Marks)] |
Ans. -r
— _-_"'_____'__'————-
. T S :
I Cash flow PV Factor PV | Cumulative Py | |
B S S |
| 10.20.000.1,20.00,000 11 5 9093 5 oo 18.18.000| 5,09.000( 13,13.000| |
Rl >>009% | 20000008 0826 26911000 1655 g 3800000 | 3470.000( |
3 125,00,000 | 20,00,000 | 75 18.77.500 | 15,02,000 3677500 {Eﬁ‘ﬁ;ﬁ'
| 4 | 40,00,000 | 20,00,000 | 0683 27,32,000 [m| 84.09.500 u-‘ls;_“mﬂjl
Discounted payback period:

For Allernative [ savin
lakh; hence ‘Alternati

Problem No. 13] Boat Ltd. has a proposal for man
The project would involve cost of plant at 7750 lakh,
Cnpl;h.luf!l?!hkh.l'helmna]mp&dl}'uﬂhcphnﬁimmu-
0,000 Boats, Price Boat is 730,000, wi
Cash fixeq o

and

factyre 3

g in cost (indirect cash
ve I do not payback th

50,00,000 - 49, 2
Altemative 1 = 3 years + 50,00,000 - 49,72.000

13,66,000

= 3 years & 0.25 month
Analysis: Santra Ltd. should go with Alterative I1.

l_-l—-—__

R

12

flow) discounted at 102 do not recover 2100
€ amount invested in business.

ufacturing Mechanised Boats,

a variable cost ratio of 70¢%.

@ NNVIVX VI

: ion expenditure of 180 lakh,

is2630 tultinthﬁ:uym,lncludmgmm s ey
and is thereafter Y450 lakh each year. The company

Plan's utilization over its estimated useful life of five years is as under.
!ﬁ.'l' 1 2 3 4 5
“Pacltyutilizations 25 40 50 75 100
T“ﬂnhl hurdle rate is 12%, and tax rate
k%m'”;:“f‘h‘?ﬁhmhwﬁhﬂﬂl:’mm,mmmmwhm

: accepted? w]:khl.halme:,ifmy
htthtﬁnmmhainﬂ“rmmﬂfmﬁw b
from thig be sot off. najectimplmnnﬂmmﬂt“;bt:t:onddua_dnn
e

.
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J‘!‘IS.

Calculation of initial outlay:

-__——-———-..__

Particulars (¥ in lakh)
Cost of plant 750
Installation cost 150
Working capital 175
Total 1,075

N

Caleulation of depreciation: In absence of specific information SLM method of dep,
i

lion is assumed.

Depreciation = LU+ ISSD =95 = 325 = 161 lakh
Statement showing net cash outflow for the various years: % in laky
Particulars Year1| Year2| Year3 Ytir_dﬁ-‘f"""!
Capacity utilization 25% 40% 509 ?gﬁfﬁ
No. of Boats 7,500 12,000 15000| 22500 30,000
Sales 2,250 3,600 4,500 6,750 9,000
(=) Variable cost @ 70% (1,575)| (2,520)| (3,150)| (4,725) (6,300)
Contribution 675 1,080 1,350 2,025 2,700
(=) Cash fixed cost (630) (450) (450) (450) (450)
(=) 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 alter tax (CFAT) 45 524.1 678.3 1,150.8| 1,6233
{+) Terminal value %
(+) Working capital ___Ei—
Net CFAT 1,8933]
“369 - 116 x 30% = 105.9
Calculation of NPV:
Year Net CFAT PV Factor @ 12% PV
1 45 0.893 40.19
2 524.1 0.797 417.71 -
i o78.3 0.712 482.74
4 1,150.8 0.636 73191
5 1.893.3 0.567 1.073.50
2,746.05
(-) Initial investment (1,075)
Net Present Value (NPV) 1.671.05

Analysis: NP\ 1s positive. Project can be accepted.
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. s

5. 14] Roma Ltd. has to choose one of the machines from two mutually

frﬂblc. machines.
1V

als are: Machine Raniand Machine Prince. The required amount of cash

O '
w0 p"“f’.;.r Machine Rani is ¥ 8,35,000; while for Machine Prince is ¢ 9,00,000. The

; puila]”: cate of yield on Government of India’s bond is 7%, and the management
. gm opinion to use the oot discount rate, The expected net cash inflows
bﬂégplﬂfment of both the machines are as under:
by e d Machine Rani Machine Prince
| 1 ¢ 3,60,000 ¥4,05,000
5 7 3,50,000 ?3,60,000
4 ¥ 2,50,000 ¥ 3,50,000
’ pave 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
ml:-,gyﬁ, 0.8734 and 0.8163 respectively, for 7% discount rate.
A [June 2019 (5 Marks)]
| SO
-~ Ans.
Machine PV Factor Present Value
R Rani Prince 7% Rani Prince
| 3,60,000 4,05,000 0.935 3,36,600 3,78,675
2 3,50,000 3,60,000 0.873 3.05,550 3.14,280
3 2,50,000 3,50,000 0.816 2,04,000 l.ﬂi,ﬁﬂ'ﬂ_
Total present value 8,46,150 9,78,555
() Initial investment (8,35,000) (9,00,000)
Net Present Value (NPV) 11,150 ?S,SSJJ

Decision; Machine Prince should be selected.

A
B
C
D

L

tilize

Bty s

)
25,000
35,000
40,000
30,000

Project  Initial Cash Outlay ~ PI

1.13
1.11
1.15
1.08

eted Fund is 7 60,000. Select the most profita
the available funds.

Problem No. 15] The following investment proposals are competing for selection.
The Profitability Index (PI) of each of these proposals is also given:

ble projects, which com-
[Dec. 2020 (8 Marks)]

®NNVINXYV]
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Ans.
Ranking of Proposals based on Profitability index (PI):
e A
Project | Initial Cash Outlay | PI Ranking
(7) I I
A 25,000 1.13 2
B 35,000 1.11 3
C 40,000 1.15 1
D 30,000 .08 4

Although C ranks first it does not utilize the entire available fund. On the other ha

and A cannot be selected simultaneously as they would require a total fund of 3 ﬁﬁndc
But if A and B are selected available fund is completely utilized. Thus, the mix A andp .
be the most profitable one and would maximize the present value. This is showp bcit‘.:\lll

Calculation of NPV;

Project Amount Profitability Cash Inflow NPV
u'] Indl!!l: {2] X [3} {4}_'::
(1) (2} (3) (4) 5)
C . 40,000 1.15 46,000 6,000
A 25,000 113 28,250 3350
A& B | 25,000+ 35,000 = 60,000 | 1.13 & 1.11 | 28,250 + 38,850 = 67,100 7,100 |
A& D | 25,000 + 30,000 = 55,000 | 1.13 & 1.08 | 28,250 + 32,400 = 60,650 | 5,650 |

Investment in Project A & B is most profitable as NPV is highest i.e. T 7,100 and 1ot
investment in both project is also within the budget constraint i.e. ¥ 60,000.

CAPITAL BUDGETING - LEASE OR BUY DECISIONS =

Problem No. 16} Apple Lid. has decided to invest in earth-moving gqulpmmbﬁ
pment costs T5,50,000. The company can take it on lease for 7 years at 290,000
p-a. payable In advance.

Alternatively, it can borrow at 20%. The asset can be written-off over 6 years undds |
stralght line method of depreciation and this isallowed under tax, The asset’s |
life is 7 years. In the terminal year the asset will be sold for a net value of 340,00 |
The applicable tax rate is 30%.

Mlhemplnrmlorbuﬁngthunqﬁpmemmukcllmlw l

[June 2016 (8 ¥2T=
Ans.
Evaluation of loan aption:
Calculation of installment amount:

Investment cost 3,50,000
Annuity factor of 200 for 7 vears s 3.605




r
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ﬂl.ai ion of principal & interest;
| /é::@m Principal | Interest@ 207 | pofoce
1l < _ - 5,50,000
1 1.52,566 42,566 1,10,000 507,434
| 1,52,566 31,079 1,01,487 456,335
B, 1,52,566 61,295 91,271 3,95,060
i . ,52,566 73,554 79,012 321,506
| : 152,566 88,265 64,301 233,241

6 1,52,566 1,05918 46,648 127,323
' 1,52,566 1,27,323 25,243 p

70 |
| l;fg;r-zun-uan—m%

calculation of net present value of cash outflow:

_“1.;}' ‘principal | Interest Deprecia- | Tax | Netcash | PV Fac- PV
T tion benefit | outflow | tor 14%

1 42,566 1,10,000 12,857 54,857 | 97,709 0.877 85,691
y) 51,079 1,01,487 12,857 52,303 | 1,00,263 0.769 77.102
3 61,295 91,271 12,857 49,238 | 1,03,328 0.673 69,746
4 73,554 79,012 72,857 45,561 | 1,07,005 0.592 63,347
5 88,265 64,301 12,857 41,147 | 1,11,419 0519 57,826
6 | 1,05918 46,648 72,857 35,852 | 1,16,714 0436 53,222
Y2 T.323 25,243 72,857 29,430 | 1,23,136 0.400 49,254
1 = 2 = . (40,000) 0.500 {16,000)

| Tolal present value of cash outflow | 440,188 |

Evaluation of lease option:
Calculation of net present value of cash outflow:

Lease Rental | Tax benefit | Net cash | PV Factor PV
outflow 14%
90,000 - 90,000 1.000 90,000
90,000 27,000 63,000 31889 2,45,007
| - 27,000 (27,000) 0.400 (10,800)
19l present value of cash outflow 3,24,207
hﬂi&?dh‘ Present value of cash outflow is less for leasing option and hence company is

10 take earth- -moving r.qmpmtnt av;uilng lease option.

00 ymuthunﬂofthe r Al

aummd:lnlhhmutlh: clmoftm:hm
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The jll‘il‘ll:ipn'l borrowed sum is lumms\\
i nl-?].‘l"t‘ciﬂﬂun o b cﬂnﬁldﬂ'td at 25% on the ariginal cost per annuam,
' Corporate tax 1o be considered at 30% for this exercise.
A fair return of 10% after tax is expected on the business.
Present your choice with comparative analysis. [Dec. 2017 (g M""h]
Ans, _-‘--\\1
Evaluation of loan option:
Calculation of installment amount:
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
I 1,15,440 91,440 24,000 3,08,560
: 1,15.440 96,926 18,514 2,11,634
3 1,15,440 1,02,742 12,698 1,08,892
L 1,15,440 1,08,892 6,548 -
= Calculation of net present value of cash outflow:
E Year | Principal | Interest | Depreciation Tax | Net cash | PV Factor PV |
benefit | outflow 10%
| 41,440 24,000 1,00,000 37,200 | 78,240 0.909 71,120 |
2 96,926 18,514 1,00,000 35554 | 79,886 | 0.826 65,986
i 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 | 83,476 0.683 57,014
Total present value of cash outllow 2,55,425 |
Evaluation of lease option:
Calculation of net present value of cash outflow:
Year | Lease Rental | Tax benefit | Netcash | PV Factor PV
outflow 10%
| 1tod 1,20,000 36,000 84,000 3.1699 2,66,272
'Ln.tl) sis: Present value of cash outflow is less for loan option and hence company is od
vised 1o buy equipment availing loan option.
T CAPITAL BUDGETING - ASSET REPLACEMENT nmolq_s__:i
‘ mmmm‘s]*mhmbmﬂanmnmcﬂncthﬂ ﬁg
| ﬁmmeﬁ?&M value of 260,000 (it was boust"”
! product is as under. _‘_'_//

=
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/ (Unit cost 2)

: 24 :
{ i.:th-t
Diﬁ;ct labour 8
od . ariable overheads 16
r.uh:i jverheads 16
fix 64

10,000 units of the product are produced, Tt is expected that the old
Hnml::fcm be used indefinitely into the future, after suitable Ecpairing estimated
p“hi R 40,000 annually is carried out. :
is an offer for a new machine with latest improved technology at ¥3,00,000

irading off the old existing machinery for 230,000, The projected cost of the
ﬁ;““ will then be as under:

(Unit cost )

pirect cost 14

mdirect labour i
other variable overheads 12

fixed overheads 20
58

The fixed overheads are allocations from other departments plus the depreciation
of ithe 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 1ax 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 that 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:

Year 1 2 3 4 5 b 7 8 9 10
PV 0909 0.826 0751 0.683 0.621 0564 0513 0467 0424 0.386
. [Dec. 2008 (20 Marks)]

10 c08

i ——

Ans,

P lation of initial investment in new machine:
“°¢ of 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 yvalye (20,000)

3,10,000

s ARVIVRYL
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3,10,000

Depreciation on new machinery = T 7 31,000
60,000
Depreciation on old machinery = : = 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) ]'m-ﬂ‘h;
. Saving in annual repair of old machine 40,009
' ].40.%
. (=) Incremental depreciation (31,000 — 10,000) _____E_!_@i
EBT L19,009°
1 (=) Tax @ 50% —-—-[5_51@_”1:
| PAT | 59,50
t {+) Depreciation _____{I_E;E
| CFAT 80,500,
Calculation of NPV: F
" Year | Cashinflow | PV Factor PV
' 110 50,500 6.144 5,06,880
| 10 *10,000 0.386 3,860
| Present value of cash inflow 5.10.740
i {-) Inatial investment (3,00,000)

NPV 2,10,740

* Sahvage 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 Ltd. is considering the replacement of its existing machis®
by a new one which is expected to cost 22,70,000 with a life of 5 years and satv3$

The existing machine has a book value of 292,000 and can be sold for T46,0%
apnhammmmﬁimmhmﬂhfﬁm}%
associated cash expenses will be 23,20,000 p.a. The existing machine will B™
salvage value of 34,600 at the end of 5 years. y
Exacta Ltd. is in a 35% tax bracket and writes off depreciation @ 25% p-2-9%
past has raised debt at 12% and it can now be raised at 10%. Exacta Ltd: £
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fed estment required on incremental basis,
L ental depreciation per year.

(@) weighted average cost of capital.

(i)

) Co mputation of present worth factors,
(.

Before tax incremental cash flow based on revenuoe and expenses.
[;;mmmgnm] terminal cash flow,
{

i f NPV.
? d the new machine be acquired? Why?
@LW_“.L

[June 2008 (20 Marks)]

l;j-‘* calculation of investment required on incremental basis:

[Cost of new machine

2,70,000 l
(-) Cash inflow on sale of old machine " | (46,000) !
Net investment in new machine | 223,000

(if) Calculation of incremental depreciation per year:

Year | Existing New Incremental
Machine | Machine | Depreciation
1 23,000 67,500 41500 |
2 17,250 50,625 33,375
3 12,938 37,969 25,031
4 9,703 28,477 18,774
| 5 7277 21,357 14,080
liif) Computation of weighted average cost of capital:
£ - D o D, =D,(1+g)
P = 1.85 (1 + 0.08)
1998 = 1.998
= 20 + 0.08
K = 01799ie 17.999 say 18%
K, =1 {(1-0)
=10(1-0.35)
= 6.5%
Types of capital % | Cost of Capital | Product
Equity 80% 18% 1,440
Deby 20% 6.5% 130
100% 1,570

.

WHINVIAY L

——




LANALANND

| 13.34 PART [1 - FINANCIAL MANAGEMENT
WACC = Ll = 15.7%
100
(iv) Computation of present worth factors (i.e. PV Factors):
Year | PV Factors
15.7%
I | 0864
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 earnings = 1,44,000
Particulars Year 1| Year2| Year3| Year4| Years)
Cash infllow 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 g9500| 1,10,625| 1,18,969| 1,25,226( 1,29,920
{-) Tax @ 35% (34,825) | (38,719) | (41,639)| (43,829)| (45470
PAT 64,675 71,906 77,330 81,397 | B444
(+) Depreciation 44,500 | 33,375 25,031 18,774 | 14,080]
CFAT 1,09,175 | 1,05,.281 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
El 1,00,171 0.558 55,895
5 98,528 0.482 47.490
.8 *15,400 0.482 7.423
| Total present value 3.49.905
(=) Inttial investment (2,24,000)
NPV 1.25,905
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s i
alvage value of new machine — Salvage value of
old machine

= 20,000 - 4,600
= 15,400
Jlysis: Since incremental NPV i

- .ting machine positive, the company is suggested to replace
1 = =

An
the €*

problem NO- mf:iﬁfm] oo td.is proposing to replace its fully depreciated
schine bya “"sal a.lungl' »>0,000. The current market value of old machine is
rgﬂ*m andthe vage*v ucaltersixyearsiszerp, The post-taxsalvage value of the new
ineafter sixyearsisexpected tobet 16,000. With the use of the new machine, sales
e ted toincrease by 20,000 Perannum and operating expensestodecrease by
¢12,000 per annu.m.'lf the company follows 30% WDV depreciation policy, has a
al cost of capital of 12% and attracts a marginal tax rate of 30, should the

,jd machine be replaced or not based on six years calculations?

pV. factors @ 12% far six years are as follows:

Year ! 2 3 4 5 6
pV Faciors 0.8929  0.7972 0.7118 0.6355 0.5674 0.5066
[ [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 o 3 4 5 6
Increase in sale 20,000| 20,000| 20,000| 20000{ 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) 500 9950 | 16,565| 21,195| 24,437
) Tax @ 3095 - *3900| (150)| (2,985)] (.970)| (6.359)| (7.331)
Incrementa] pAT (9,100) 350| « 6.965| 11,595| 14,836] 17,106
| (4) Depreciation 45.000| 31,500 22,050| 15435| 10,805| 7.563
| ;—Ef."*_l‘_‘_____ 35.900| 31,850| 29,015| 27.030| 25.641| 24.669

i X benefit due 10 loss.
|

pumhﬂsﬂ COst

flow on disposal of new machine at the end of 6th year:

D‘EF'TEEiaLion for 1 1o 6 vears

1,50,000
(1,32,353)

—@NNVILRV]
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= )T 647

-} Loss on sale [Bal. Fig] (A7),

| Sale price ; 16,000

' (+) Tax benefit on loss on sale (1,647 x 30%) 494
| Net cash flow on sale 16,494

Calculation of NP\:
Year | Cashflow PVFactor@12%] PV
' 1 | 35900 0.8929 32,055
} 2 31,850 0.7972 25,391
| 3 29,015 I 0.7118 20,653

4 | 27,030 0.6355 17,178

| 5 | 25641 0.5674 14,549
[ 6 24,609 0.5066 12,497 '.
L o 16,494 0.5066 8,356 ;-
| Total present value 130,679 |
I () Initial Investment (1,30,000) ;
- Net Present Value (NPV) 679

Decision: As NPV is positive, the machine should be replaced. .
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ol _ 212,000 | 0.2
*E 0.3
S S 222000 | 05
| 220000 | 0.4
P vy |
LF~—-—-—-——-+ 230,000 e ool o=

0.6 230,000 | 0.1

resent value of cash flows:

E;EQ;;EEEiFEEﬂI. FV Factor PV, CFAT, | PVFactor | PV,
— | 25000 | 0909 22725 | 12000 | 0826 9.912
i 25,000 | 0.909 22,725 16,000 | 0.826 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 0.909 37270 | 25000 | 0826 20,650
|- 30,000 | 0909 27270 | 30000 | 0826 24,780
; Table contintied. ..
[ Total PV 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
10,897 40,000 897 020 179
43,790 40,000 3,790 0.24 910
i 47,920 40,000 7,920 0.30 2,376
| 52,050 40,000 - 12,050 0.06 723
L T 3,112

[ 1f worst 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.

i) liL“‘"-l!'l"ﬁl-ﬂ Since expected NPV is positive, project can be accepted.

"“"hmn.:.zzu oany is considering two mutually exclusive projects. The
thﬂfﬂtﬁp‘rﬂjﬂﬂ:ﬂﬂfﬂ]m

@NNVILNVL




AAMANNS

FINANCIAL MANAGE

MENT

13,38 PART'LL :
_________-—-—-"_'_'_-_-_._-_-_ 1_\
rniect-1 Project-2 '
Year Eropctl Cash  Certainy
Cash Certainty Flow Equivalent
Flow Equivalent o
_ 40,000 1.00
0 -30,000 1.00 ; 90
25,000 0.
1 15,000 0.95
20,000  0.80
2 15,000 0.85 . 0.70
3 10,000 0.70 15,000 l].ﬁﬂ
4 10,000 0.65 10,000 '
; -free discount rate is 159
Which project should be accepted, if the shekafoe [Dec. 2009 (10
2 Marig)
r\..I'IE.
Project-1:
Year |  CFAT CE Adjusted | PV Factor N
CFAT 15%
1 15,000 0.95 14,250 0.870 12,3938
2 15,000 0.85 12,750 0.756 9.639
k] 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%
I 25,000 0.90 22,500 0.870 19,575
3
2 20,000 0.80 16,000 0.756 12,096
i SO 79 10,500 0.658 6,909
Total Present Value 32.012
(=) Initial Investment % ‘
Net present value (40,000)
2,012
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/”;1: J Net Cash Flows )

ok W R = D

5

ind 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=02 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 80,000

0 40,000 60,000

Manufacturers cost of capital for an average risk project is 10%.
roject has average risk. Find the project’s NPV.

e and worst case NPVs, What is the probability of occurrence
if the cash flows are perfectly dependent (perfectly positively

(©) ﬁ:mﬂy three possible cash flow streams over time: (i) the worst case; (ii) the
most likely or base case; and (iii) 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-cflicient
r__ﬂl-'variaﬂun. [June 2010 (20 Marks)]
Ans.
calculation of expected cash inflow:
[Year P=0.2 P=0.6 P=0.2 Total
1 | 40,000]0.2 | 8000| 60,000 0.6 36,000 30,000] 0.2 | 16,000( 60,000
» | 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 30,000 | 0.2 | 16,000 60,000
4+ | 40,000|{02 | 8.000| 60,000 06| 36,000 80,000(0.2 | 16,000 | 60,000
5 | 40,000|0.2 | 8000| 60000| 0.6 36,000 80,000(0.2 | 16,000 60,000
L3 0]0.2 ol 40000| 06| 24000| 60.000 02 | 12,000 36,000

Calculation of c:pected cash outflow:
(2,00,000 x 0.2) + (2,00,000 x 0.6) + (2,00,
Cileulation of worst case NPV:

000 x 0.2) = 2,00,000

Net

| Year | CPAT | PV Factor10%| PV
lte5 | 60,000 3,791 2,27,460
—35_ | 36,000 Ozl k) 2835
Total present value 2.49,816

) Inj tial Investment
——_Present value

| (2,00000)
49,816

—@aNNVIXVL
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Calculation of most likely or base case NPL

F‘f

| Year | CFAT | PV Factor 10%
| 1to5 | 40,000 3.791 1,51,640
541} 0 0.621 )|
I Total present value 1,51,640
i (=) Initial Investment M
| Net present value (48,360)
Calculation of best case NPV:
[ Year | CFAT | PV Factor 10% PV
w5 £0,000 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 pmbahilit}' of the worst case occurming is the Fmb&hlinj

PART 11 : FINANCIAL !LLL‘(.&GE.\LF—\'T

of getting 40,000 net cash flow in year 1 is 0.2 Le. 20%.
Calculation of average case NPV:

Net present value,

Year CFAT PV Factor 10% PV
lto5 60,000 3.791 2,27,460
5 =0,000 0.621 24,840
Total present value 2,52,300
(-) Initial Investment (2,00,000)
52,300

Calculation of expected NPV:

NPV___ Probabllity Expected NPV

Case

Worst (48.300) 0.2 (9,672)

Average 52,300 0.6 31,380

Best 140,540 0.2 28,108

NPV= 49816

Calculation of standard deviation: S

NPV D D’ P PD?
(48.360) (98.176) 9638526976 02  1,.92,77,05,395
22300 2484 61,70,256 06 37.02,154
140540 90,724 8,23,08,44,176 0.2  1,64,61.68.835

o' = 3,57,75,76,384

o =39813
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s a 59,813
iy [ vapation = —— = - ]
Eﬂﬂmcleﬂl o NPV m = 1.2

R

e . e —
= No. 24] The initial investment o
]”TD:]:E; Lid. consists of T 100 lakh for ey

for a capital investment project of

; - plant & machin lakh corking
g;:itﬂl* other details are summarized as fq 2 b fore

Hows:
sales * 1 lakh units of output for years 1 10 5
ing price : 3120 per unit
Vi ,.-iablﬂ cost : : T60 per unit
Fixed overheads (excluding depreciation) ;215 lakh per year for years 1 to 5
pepreciation on plant & machinery : 25% on WDV method
salvage value of plant & machinery : Equal to the WDV at the end of year 3
Appﬁcahlc tax rale : 40%
Time horizon : 5 years
post-tax cut-off rate 1 12%
You are required to:

(i) Calculate the NPV and indicate the financial viability of the project.

(if) 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)
42,18,750

) Depreciation for 4th year (10.54,688)
) be . 31,64,062
Preciation for 51h year (7.91,016)

Prof 23,713,046
Uoss -
%mt! end of 5th vear 23,73.046 |

B
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13.42 PART I1.- Fl
Calculation of profit ﬁfﬂrﬂﬂ%
Selling price per unit (60)
() Variable cost per unit 60
Contribution per unit ———-—"_'_'r-_r-_-_aa:}-ﬂ.
Total contribution (1,00,000 x 60) r.‘:(i.ﬂﬂ-
(=) Fixed cost other than depreciation [[:.,[}El,ﬂﬂm
Profit before depreciation & tax | 45,00,000
Calculation of CFAT: SGTa Year 3 T
Particulars YR [ Year © — Jears ]
: - 5.00,000| 4500,000| 45
Profit before depreciation | 45,00,000| 45,00,000 | 45854 00,009
(~) Deprecation (25.00,000) | (18,75,000) | (14,06,250) | (10.54,088) ﬂﬂﬂ
EBT 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) {14*3]_594]
PAT 1200000| 15,75000| 18,56,250 | 20,67,187 22,2530
(+) Depreciation 25,00,000| 18,75,000| 14,06250| 10,54,688 791,016
CFAT 37.00,000| 34,50,000| 32,62,500| 31,21,875| 30,1640
&; Working capital released = ¥ 5 3 ‘1M
< | Salvage value - = = —| 2373046
% | Net CEAT 37,00,000| 34,50,000| 32,62,500| 31,21,875| 93,8945
T Calculation of NPV:
Year CFAT PV Factor 12% PV
1 37,00,000 0.893 33,04,100
2 34,50,000 0.797 27,459,650
K} 12.62,500 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_4[;,[};}_““(]}
Net prrsr.rnl value 16,85,082
Analysis: As NPV is positive, project is financially viable,
Sensitivity of the project's NPV with respect to decrease in selling price by 5%
Selling price per unit after decrease of 59 114
(=) Variable cost per unit
Contribution per unit "“‘——-EE——::
Total contribution (1,00,000 x 54) 4 M
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13.43
sase I0 contribution/revenue - 60,00,00)
scrts D0

5400 2
effect = 6,00,000(1 -04) = 3,60,000 3,00 = 6,00 0060
P > for 1 to 5 year will de
, revenue fo year will decrease by 2340 '
leﬂ;nﬂ in NPV = 3,60,000 = 3.605 D00 per year.,
bt - 12,97,800

Nt . 12,97 200

tage decline in NPV 1o base NPV a 22048 = =
PEI-EE‘”- lﬁ,ﬂi.gaz - ]rﬂ J'ELE‘:I r
scnﬁiﬂ"r":" of the project’'s NPV with TEspect to Increase in variable cost by 104
Selling price per unit 120]
( }1.rari3b|[_‘ cost per unit after 10% increase |

Contribution per umnit _______;41
Total contribution (1,00,000 x 54) i

pecrease in CD['I[I'ibI.HI'.Gﬂ}'I'E'.-’EHUE = 60,00,000 - 54,00,000 = ﬁ,m‘:ﬂﬂ
Tax effect = 6,00,000 (1 — 0.4) = 360,000

Thus, revenue for 1 to 5 year will decrease by 23.60,000 per year
Decline in NPV = 3,60,000 x 3,605
= 12,97,800

12,97,800

% decline in NPV to base NPV = mz— x 100 = 76.93%

each is expected to have a lif of
5 years. Under three punihle.lih.laﬂmlheirmuﬂnshﬂnmﬂnd pmh:hi.li:iu
are as under:
Sltuation  Probabilities  Project.A Project-B
Good 0.3 6 lakh 5 lakh
Normal 04 4 lakh 4 lakh
]‘I"‘E: © 0.3 2 lakh 3lakh
cost of capital h?ﬁ.wﬂﬁhmﬂm-hnuuh:w Consider the risk
ter also in decision making. Explain with workings.
- Dune 2014 & June 2016 (10 Marks)]
Ang,
c‘]?ﬂaﬂnn of expected cash flow for each Project: (X in lakh)
ect-A
Cash floy Probability Expected .
iy Cash flow .
$ 0.3 1.8
4 0.4 1.6
==t 03 0.6
NPV = 4.0

k
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Project-B
Cash flow Probability Expected
Cash flow
5 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 PD¥
6 2 4 0.3 1.2
4 0 0.4 0
2 = 4 0.3 1.2
=24
=155
SN R 0.3875

Coelficient of variation = —=
NPV +

Calculation of standard deviation of Project-B:

NPV D D? P PP

5 | a3 0.3

4 1] 0 04 0

3 -1 1 0.3 0.3

o =0.6

a=078

Coelhcient of variation = 1Sy Q.15 =0.195
NPV 4

Analysis: Project-A is more risk because of higher coefficient of varnation.

Problem No. 26] Sagar Lid. has been in IT business for 6 years and enjoys a fa-
vourable market reputation, Corporate tax is 30%. They anticipated that the de-
mand for IT solutions would increase considerably since many foreign firms are
setting-up their BPO centres in India. For an expansion project, they propose 1
invest 222 Crore to be funded by new debt and equity on 50:50 basis. Engquiries,
with merchant bankers reveal that funds can be available at following rates:

Rate
Debt
- First 25 Crore 105
- Next 5 Crore 12% !
All additional funds 15.72%
; 12%
Equity .

B




\
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13.45

e
J I.I“ -l}
210(1-03) * U 18 s o
= 8.4% «11%

debt: | Cost of 129 deby:
lﬂflﬂ% hﬂl;, -
Cos K =l{1-) - 1% debr;

mmmpnny propose to invest ¥22 Crore to he

funded debt and equity on 50:50
psis. Hence, 11 Crore will be funded bydrbtmmm;’;‘;miuhﬁ::uby

cquity:

a']c“huﬂﬂ ﬂE WAEE:

10 Debt 3 22.73% 7% 15911
12% Debt 3 22,729, 8.4% 15045
15.72% Debt 1 4559 1% 50,05
Equity 1 50% 12¢ £00.00

% 100% 100001
1,000.01
W= T ————= 10
WACC 700 %

Riskadjusted discount rate = 10 + 295 - 129

R
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Ans.
Assignment of cumulative probabilities and random digit allocation:

Revenue | Probability | Cumulative | Random digit
probabilities allocation
1,00.000 0.15 0.15 0- 14*
1.25,000 0.40 0.55 15-54
1,37,500 0.30 0.85 55 -84
1,50,000 0.15 1.00 85-99
Cost Probability | Cumulative Random digit
probabilities allocation
62,500 0.10 0.10 0-09
75,000 0.25 035 10 - 34
87,500 0.35 0.70 35 -89
100,000 030 1.00 70 -99

* Note: Probability is 15%, random number digit should be 15% of the range hﬂmm
0 and 99.

Hence UCCI =010 14
Ascertainment of value by using random numbers:

Random numbers Range Revenue
Bl 35-84 137,500
&0 35-84 1,37.500
46 15-34 1,25,000
67 55-84 1,37,500

537,500
Average Revenue = ﬂ+ =1,34375

Random numbers | Range Cost
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 = —T—'— = 68,750
Average cash inflow = 1,34.375 - 68,750 = 65,625
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I u[.’.‘jtiu" |]i' Nl"..':
c -_"_—--—-
ca Cash inflow PV Factor 105 v
ar h 638 Ch T
J"r{-_'g"’—'m.m 3.791 245 724
I il Investment (LI 0
(ot present value 148,784
py

c

M,]}-:.lii ,\g:; NPV is positive, the project is financially viakl

W 28] An initial outlay of 224

lakh is ¢ templated In a pruject, for
s J: the following cash flow estimates s <

have been prepared:
: Net CFATR)  Probability

:f:r 1 8,00,000 0.30
7,00,000 0.40

5,00,000 0.30

s 7,00,000 0.2
9,00,000 0.35

10,00,000 0.40

Year3105 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 is 17%2? What should
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 8,00,000 030 2,40,000 ;
7.,00,000 0.40 2,80,000 |
5,00,000 0.30 150,000 6.70,000 |
Year 2 7,00,000 0.25 1,75,000 i
9,00,000 035 3,15.000 |
e 10,00,000 0.40 3,00,000 | 5.50,000 |
Year3 10 5 5,20,000 045 2,34,000 |
6.40,000 0.25 1,60,000
— | 820000 0.30 2,46.000| 6,40.000
~Jear  Net CFAT PV Factor @ 17% PV
' 6,70,000 0.855 5,72,850
2 8,90,000 0.731 6.50,590
3 6,40,000 0.624 399,360

B
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Year  Net CFAT PV Factor @ 17% PV
+ 6,40,000 0.534 341,760
3 6,40.000 0.456 2,91,840
22.56,400

(=) Initial investment M
Net Present Value (NPV) (1,43,600)

Analysis: NPV is negative. Project cannot be accepted.

Maximum Project Cost: For acceptance, the project cost, should be curtailed and gy

downwards to 222,56,400 (3 24,00,000 - T 1,43,600) Ised
Problem No. 29] Varun Ltd. is evaluating a project ":"hﬂ“ life will ﬂﬂm‘
years, involving production and sale of 2,60,000 units of canned pineappje ting 2
the selling price of 2100 per unit. The following cash flows have been estimyyy,

[ '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
(e¢) Discount Rate .
(iii) 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% FV
 to 2 18,000 17355 31,239
(-) Initial investment (28,000)
eV 3

Since, NPV is positive, project can be accepted,




il _

¢ (a)

(b)

(c)

(d)

CHL Y : CAFITAL BUIGE Ty, e

"l.“_"u-inj: the sensitivity of the projecy With respect various variables:
i |

gensitivity with respect 10 Initfa) outlay:
since NPVis T 23,239, the outlay can
NPV becomes zero. Therefore, there |
ulltlﬂ."'r'

increase from € 24 006) 1o T 31 .23% belore
s margin of € 3230 ar 9 267 of the initial

. 3,239
Margin for initial outlay = _EH,[J(I]_“ 100 = |].87%

Sensitivity as to sales volume:
Let unit sold to get NPV zero is ‘v’

" Year CFAT PV Factor 10% PV
T2 100x-8,000 1.7355 173,552 - 13 254
(-) Initial investment (23.000)
NPV 0

173.55x — 13,884 - 28,000 = 0
173.55% = 41,884
x=241.34

The required fall in sales volume to get NPV zero = 260 - 241 34 = [5.06

18.66
260

Percentage wise change in sale volume = x 100 = T.13%

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% 1 4
lto2 260x-8,000 1.7355 451.23¢ - 13,584
(=) Initial investment (23,0000
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 - 82,82 = 7.18

T

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 't to get the NPV zero.

S UL W UL T —
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Year CFAT PV Factor 10% PV

lto2 26,000 - 260x 1.7355 45.123 - 451,23y

(<) Initial investment (28,000)

NPV 0

45,123 - 451.23¢ - 28,000 = 0
451.23x = 17,123
451.23x = 37.95

[ncrease in variable cost per unit needed to become NPV zero = 37,95 _

=7.29 03

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+ 52 x 10
3,239 + 500
=10+ _:"I._EE__ x 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 =

(iii) The project is most sensitive Lo sales volume and sales price, and least sensitive 18

discount rate.
____-——'_"”

Problem No. 30] The MNO company s considering an investment in one of the 1o

mutually exclusive proposals, Project Awhich involves an initial outlay of € 1,500
and Project B which has an outlay of 2 1,30,000. The certainty equivalent apPTT 5
is employed in evaluating risky investments. The current yield on tt'ﬂmffhif:ﬁ
5% p.a. and the company uses this as riskless rate. The expected values of net
flows with thelr respective certainty equivalents are: R

.



r"

CH LS CAPITAL BUDGE T, 13.51
Projeci A __:T__ﬁ e = T
Net Cash llow | Certalnty | Net Cash flow | Certainty
¥etr | (7 in thousands) | equivalent ! (2 jn thiusands)  equivalent
RS
""f'"d 90 0.3 %0 _ 0.9 :
3 100 0.7 90 ' 0
; 110 0.5 160 I 06
.--"""'J;,-,;:j_ccl should be acceptable to the company? [Uume 2021 (4 Marks)]
Ans- ination of NPV of Project A:
D.;iﬂ"“ n 3
—T CFAT CE Adjusted | PV Factor a0
year CFAT 5% .*
...-i-—*"'_'_gg 0.8 72 0952 | 68 544 |
X (00 0.7 70 0.907 53 490 |
: 110 0.5 55 0.864 47.520 |
?;]Tﬂrplfﬁfnt value 179554
) Initial Investment (150 000) |
Net present value 29543
Determination of NPV of Project B:
Year CFAT | CE Adjusted | PV Factor PV
CFAT S% l
l 90 0.9 g1 0.952 7r1.112 |
2 90 0.8 72 0.907 65.304 |
3 100 0.6 60 0.564 31.840
Total present value 194,250 1
(=) Initial Investment (130.000) 1
| Net present valye 258 |

Decision: Since NPV of Project B is higher it should be accepted.

——g VRN L
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[ T— s THEORETICAL QUESTIONS

mcd 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 a 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 eamings had been distributed

among sharcholder by way of dividend, some earnings would have resulted to them by
reinvesting them.

ENAVINKYL——

Therefore, the cost of retained earnings may be considered as equivalent to the earnings
florgone 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 otherw ise earn by
Placing these funds in alternative investment.

Thus, the slatement that retained earnings/reserve & surplus have no cost is not correct.
'-—-.__________

Q-2. Write a short note on: Economic Value Added. [Dec. 2012 (5 Marks)]
Or

Ett"""!""‘:'ﬁﬂ: Value Added (EVA) concept is conformity with objective of wealth max-

h'uzﬂlinn. Explain. {June 2014 (5 Marks)]

Or
“ﬂihe the 1 h is cre
ts Into whether a COImi iy nlil:lg or de-.
M u?l that pmﬂdﬂiﬂ-ﬂ; 15 ( 0

14.1
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T i

profit of an entity.
[Dec. 2020 (5
Milrh}]

Economic Value Added (EVA) represenis the real

Ans.
The New York based financial advisory Stern Stewart & Co. postulated a ¢qp
economic value added. Economic vialie added measures the excess reftiums over
capital. EVA measures whether the operating profit is sufficient enough to cover
capital. If a company’s EVA is negative it is destroying shareholders wealth ev
it may be reporting positive and growing EPS or return on capital employed,

How to calculate EVA:

ce pl I:Il.
Cost 4

Cosy af

en thoyg,

Particulars ___h"?
EBIT T
X0
Less: Interest (xxx)
EBT S
Less: Tax (xxx) |
Profit Alter Tax (PAT) 0
Add: Interest (1 —1) | xw
Net Operating Profit After Tax (NOPAT) XXX
Less: Cost of Capital (xxx)
Economic Value Added XAXK |

Expressed as a formula; EVA = NOPAT — (Capital Employed x WACC)
Although EVA is a value based measure, and it gives in valuations -:::-:ncl_ly same answer
as discounted cash flow, the periodic EVA values still have some.accounting distortions.

That is because EVA is after all an accounting-based concept and suffers from fht same
g rate of retuns (ROI etc.). In other words, the historical assel

roblems ol accountin
values that distort ROI distort EVA values also.
In EVA valuations, the historical asset values (book value) are irrelevant and only the
re left to give the end result.
__-—'-—-_

Q. 3. Write a short note on: Cost of Retained Earnings. N
[Dec. 2011 (5 Marka)], [Dec: 2015 (5 Maris]

oriunity

cash

flows a

another source of fund, retained earnings involve cost. It is the opP
ends foregone by shareholders.

s to measure this opportunity cost. One app
CF) method and the second approach is by u

Ans. Like
cost of divid
There are {Wo approach
Discounted Cash Flow (D

pricing model.

roach is _L"J" “’l"il

sing cap!

>
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/‘_,.v—'—'-f; W]‘IEJ‘L‘,
-—'—L_
B 2, ' K, = Costofretained carning
D, = Dividend
Py = Current market price
E = Growth rate
T K-K.(-1) Where)

K, = Cost of retained camning

K, = Cost of equity

t, = Personal tax rate applicable 10 sharcholder
ﬁ R+ p(R_ - Rr] Where,

K, = Cost of retained eaming

R, = Rate of return on security
f = Beta coefficient

R, = Rate of return on market portfolio

'E-;. Cost of capital is used by a company as a minimum benchmark for its yield.
et : [June 2014 (5 Marks)]

Ans. Cost of capital refers to cost of raising funds, which includes both debt and equity.
Thus, itis minimum return that investors seek from the com pany inreturn of funds invested

by them. Hence, it sets a benchmark/threshold for the company o earn that minimum
return (o 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
tnable wealth maximization which is the ultimate object of the business.

Q.5. Capital Asset Pricing Model (CAPM) is a tool 1o work out cost of

3 [June 2015 (5 Marks)]
Ans.

:_“P“?l Assets Pricing Method: This model describes the relationship between non-
Versifiable and return for securities.

;‘35! ol equity capital under CAPM model calculated by following formula:
=R (R_ - R,)
Where,

K = Cost of CqQuity capital :
i ate of felurn on security
Belg Coelficient
l’n.. Rate of elurn on market portfolio
w~R = Risk Premium

BNNVIVYY L




TAXMANND

T

144 PART 11 : FINANCIAL MANAG EMENT

£ L]
Q. 6. In real life, the component costs of debt and equily are ,It:.unt]}- y—
rather than independently determined. Elucidate. [Dec. 2014 (5 A n:l;,;i

Ans. In most of the companies the capital structurc consists of debt and equigy, Cog
availing debt funds is known as ‘cost of debt and cost of availing equity funds i koo |

i T e L] &A% T o i ﬁ
as ‘cost of equity’. High component of debt funds increase the earning for its "’h"““'i‘hu]d““
L 'U['I-EI':ltiI'lg risk lor the company. Py

but at the same time increase the business

Thus, companies try to keep optimum combination of -:lu bt ﬁ:lnds and equity funds inhe
capital structure. As both type of funds normally exist in ca pital structure cost of deby Ir
cost of equity are jointly operational. g

Q. 7. Distinguish between; Explicit Cost & Implicit Cost.  [June zms_{ij‘rh;ﬂ-]-

Explicit & Implicit Cost: The cost of capital may be explicit or implicit cost on the basis
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 consideratigy
by the firm were accepted.

Q. 8. Base Ltd. is not satisfied with its economic value added and wants to improve
it [urther. What corrective action should it take to improve the same?
[Dec. 2015 (3 Marks)]
Or

What corrective action to be taken by the companies to improve Economic Value
sdded? [Dec. 2018 (3 Marks)]

Or

What do you understand by Emlnumlc 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 TH{'W""’
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-::r*uf-llﬂ"‘d
assets; this strategy will simultaneously improve operating performance throus
higher asset turnover ratio, as well as a reduced capital charge against those carmi
because of a reduced debt or equity capital investment. =

3, Redeploy the capital invested to projects and activities that have higher oper®
performance than the current projects or investments are exhibiting.

4. If the business is not highly leveraged, change the capital structure by g,,-u‘r::sll'mtll"!I
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 huﬂ,:hw
because the total cost of debt and equity is reduced, and EVA measures ! !
created after all costs of capital (debt and equity) have been taken into account
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‘r__f—""__— ‘b ey e ——— e
5 state the drawbacks of adopling Shareholder Vajue Added (SVA) approach-

e —_ [Dec.2015(5 Marks)]

Ans packs of adopting Sharcholder Value Added (SVA):

W ation in the use of SVA as & per it is
A imita Periomance measure ts thal, by nature, i1 s an

i gregate lnmsuhn!. In order to .‘II'I'IEII\II: the underlying causes of any changes in
m]culﬂlfd :rﬂ.]l.lL 1::!1-.'« cen years, ILis necessary 1o fully comprehend the value drivers
qnd activities specific to a given firm,

14.5

p) There max be certain enterprises which are subject to any degree of price regulation

: then it may not _bc possible for management 10 adjust oulpul prices to achieve a com-
mfﬁ:inl et it I'f!-]_:!ﬂnsc to 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.

{e) Similarly, a reduction in direct Government funding would result in a decrease in
SVA.

() Combined with the use of traditional accounting measures. a thorough knowledge
of the value drivers of the business will assist in determining the underlyving causes
of Muctuations in the value added measure.

[ le) Again, the use of SVA is not a substitute for detailed analysis of business drivers,

l— rather it is an additional measurement tool with an economic foundation.

|

|

0. 10. “The EVA is a tool to underline the sharcholders value.” Comment.
. [June 2017 (3 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
| ¥ersus accounting profit, EVA underlines shareholder value, shich is the main target of
. leading companies’ strategies.
- There are two key components to EVA. The Net Operating Profit After Tax (NOPAT) and the
. @pital charge, which is the amount of capital times the cost of capital. In other words, it
. sthe total pool of profits available to provide cash return to those who provided capital to
- thefirm, The capital charge is the product of the cost of capital times the capital tied upin
the investment. 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 ca pital is the minimum rate of retwrn on capital required to compensate
tand equity investors for bearing risk-a cut-off rate to create value and capital is the
unt of cash invested in the business, net of depreciation,

E_‘m = NOPAT - [Capital x Cost of Capital]
%'Ilzll'm'm“thu controllable factors those support to optimize the cost of capital

amy

“12 firm, June 2017 (3 Marks)]

p Or

c“lutu ] - Il as uncontrollable factors., lain.
pital is affected by controllable as well as s HE!P %

. s . as s .

—_— == ==
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Ans,

Cost of capital is the required rate of return that a firm must achieve to cover the
generating funds in the market place. It is the rate of return that a firm mug eary Estlﬁ
project investments to maintain its market value and attract funds, M
Cost of capital is affected by both controllable and uncontrollable factors. The g, -
discussed below: €y
Controllable factors affecting cost of
of capital and the company has control over

(1) Capital Structure Policy: A firm has control over its capilal structure, apd it tay
an optimal capital structure. As more debt is issued, the cost of debt increg ¢
as more equity is issued, the cost of equity INCrEases.

(2) Dividend Policy: Given that the firm has control over its payout ratio, the hn:almo-
of the marginal cost of capital schedule can be changed, The internally g.mm::;
equily has a lower cost as compared to newly issued equity. As the payout ratig g [ the
company increases, the breakpoint between lower-cost internally generated equily
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. 1f a company changes
investment policy relative to its risk, both the cost of debt and cos! 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 cost of debt. As tax rates increase, the
cost of debt decreases, thereby decreasing the cost of capital.

Q. 12. Write a short note on: Shareholders Value Added. 'r

or M
What do you understand by Shareholder Value Added (SVA)? What are the benelits
of adopting SVA? [June 2019 (5 Marksl]

Ans.

Sharcholder Value Added (SVA) represents the economic profits generated by 2 business
above and beyond the minimum return required by all providers of capital. “Value" 5
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 integral®
financial statements of the business (profit and loss, balance sheet and cash flow
one meaningful measure.

The SVA approach is a methodology which recognizes that equity holders as well ﬁé::
financiers need to be compensated for the bearing of investment risk. The SYA me
ology is a highly flexible approach to assist management in the decision making Pﬂﬁ
Its applications include performance monitoring, capital budgeting, output pricing
market valuation of the entity. ;

capital: These are the factors that affeey

: th
them. These [actors are as follows. € oy

Ses, ang

|
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_ PROBLEMS & SOLUTIQNS =

W Indigo Ltd. has the following capital struciure:
pro

T in Lakh
ary shares of 71 each 1,000
mf:nﬂd earnings 150
tee Debentures __40_
g 1,600

grder 10 undertake a programme of expansion, the company requires to raise
[;d".iunﬂl capital of T400 lakh and three alternative financing schemes are under
mn!idl‘-l'ﬂﬂﬂﬂ’ -

(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 Ltd'’s estimated annual proft before

interest and tax In the foreseeable future is 200 lakh. It the programme proceeds,
this will rise to T280 lakh.

At present, the market values of the company’s securities are-

Ordinary shares ¥5.40 (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 Erow al a constant rate of 2.5% per annum.
After some initial fluctuations, the anticipated effect of expansion on dividends
and market values is expected to stabilize as follows:

Expansion Financed by
——
Rights Preference Debentures

et v Issue Shares
ue of an ordinary share T5.60 T5.50 T6.00
t value of debentures per T100 7110 110 T108
Market value of a preference share NA T4 NA
The o Erowth rate in ordinary shares 3.5% 4.0% 5.0%

pany’s profit
h'lf;“u}ﬂ}' o chan[;a_
G e required to calculate for each alterative financing scheme:
'{I'I: Cearing rayio :
(iis) :ﬂﬁt available per ordinary share

Cale “ighted average cost of capital based on market value.
“hﬂhn: m

ay be restricted to two decimal places.
\u\_%______ June 2011 & Dec. 2014 (14 Marks))

k

is subject 1o corporation tax at 35% and this rate is

@ NNV
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Ans.
()
Gearing ratio for existing capital structure:

Fixed income bearing funds_ 440 _ 5379
Equity sharcholders funds 1,160

issuing ordinary shares:

Gearing Ratio =

If expansion programme is funded by

440
e - 0282
If expansion programme is funded by issuing preference shares or debentures:
B40
W = 0.724
(if)

Statement showing profit available per ordinary share:

(3 in daksy

Farticulars Exlsting Rights | Preference ngnna
Issue Shares
EBIT 200.00 280.00 280.00 26000
(=) Inlerest
- Existing (35.20) (35.20) (35.20) (35.20)!
Sitvew = = - (o
EBT 164.80 244.80 244 80 21280
(-) Tax @ 35% (57.68) (85.68) (85.68) {T4.48)
PAT 107.12 159.12 159.12 13812
(=) Preference dividend - - (40.00) -
Profit available for 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 0:138

(iii) Computation of WACC of existing capital struciure:
Dividend Growth Method:

D D =D, (1+g)
PR M
K= —p "¢ ' Z0.20(1 +0.025)
¢ = 0.205
_I}_.EE_ + 0.025
K, = 0.06296ie 6.296%
Cost of existing 8% debentures (on market price):
: 1(1=1)
K, = =

8 (1 - 0.35)
4 110
= 0.04727 Le. 4.727%
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Jfation of WACC of exlsting capltal slructure (market value basis): =
; ==
(4 “fcapital t e 1‘ Costof  ~ Product 1
m-pﬂ' | Capital = |
Vﬁ;’.{?— - 5400 UIT7% | & 298% | 577.78 |
e Cpenfures (Existing) 454 B.23% 4.727% | el
Lj__.—————'_ 5804 ;u,rﬁ! 6l6es |
ﬁlﬁﬁa = &. 175 i
\\',M:C E F-'I-EIT ; i
\com putation of WACC if expansion is fimanced by issue of right shares '
:i dend Growth Method: .'
[ D: = Du (1+ g) 1
- — B =0.20 (1 + 0.035)
2 = 0.207 i
) _ 0207 4035 .
1 = 007196 ie 7.196%
4 cost of existing B% debentures (on marker price): |
K,=0.04727 i.e. 4.727% ~
) | calculation of WACC {market value basis): !
' -
% ﬁmutuplm 3 % Costaf Product| -
| , Capital | =
lzi Equity Shares 7,840 93.19% 7.9¢% | o77v.T9|
-.I #% Debentures 454 5.819 4. 72 7% i 2746 Iﬂ
5 | — 8.324 100€¢ T05 23 | I
705,25
o| | ACC = —== = 7.059% '
8 | (b)Cony ; : ;
ot Pidaiion of WACC if expansion is fin dbyi rferenc res
Dividend s financed by issue of preference shares:
D !
e D, =D, (1 +g)
DZE =0.20(1 + 0.04)
. 0208 = 0.208
589 *0.04
. 2-:"753& Le. 7.5860%%
Koo u_mc;i'ﬂflt B% debentures (on market price):
Cout o ) 27 ie. 4.7279;
o Preference sharcs (or market price):
xl N o
Fﬂ
B ...9_;1___
L1

= u.
98772 .. B.7729%

.
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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% 4.9279%
10% preference shares 456 6.71% 8.772%
6,740 100%
T46.11
WACC = = 7.46%
100 T.46%

(¢) Computation of WACC if expansion is financed by issue of new 8% debentures.

Dividend Growth Method:

= DI DI = D'I:I “ + g}
K = S =0.20 (1 + 0.05)
0 ?fl =0.21
S + 0.05

K, _= 0.085 e 8.5%
Cost of 8% debenture (based on markert value):

[(1-t)
Pﬁ'
8(1-0.35)
108
= D.04815 ie 4.8]15%
Calculation of WACC (market value basis):

K, =

145 1

Z

Types of capital ' 3 %] Costof mnﬂ
Capital -
Equity shares 6,000 86.87% 8.5% 73840
&% Debentures 907.2 13.13% 4.815% 6322
6,907.2 100% 501,62

WACC = 80L62 _ 5 029%
100 _____;
Problem No, 2] Krishna Ltd. is currently financed with % 10,00,000, 7% hl;li‘
720,00,000 of common stock. The stock has a beta of 1.5, risk-free rate returd

size is 35%.
Compute the WACC of Krishna Ltd.?

[Dec. 2014 (4 M2

Ans.
Cost of equity — CAPM Method:

R'_ = R1 + B an- R1] Rjikpm'm.ium = [R‘_ RI}
=4 + 1.5(3.5)
=9.25%

4% and market risk premium 3.5%. The marginal tax rate for a mmplﬂ)"’nw
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of WACC (book valye basis);
_________i________

% Costofl, Product

ey — Gl
00, b7%|  925%| 61670
_._;Eﬂ{l__i_lﬂ 13.13*,1 4.55% | 151.65 |
DEH}DDEI |[ﬂ"fe.] 16833 |

TFroblem No. 3] Using capital employed,

compute the EVA with the help of following

jpformation:
2021-2022 2022-2023 2023-2024
T g 7
Equity 10,00,000 15,00,000 17,00,000
Debt (10%) 5,00,000 7,00,000 7.00,000
Profit after tax 2,00,000 4,00,000 8,00,000
Risk-free rate of return is 7%. Beta (}) = 0.9, Market rate of return = 15%.
Applicable tax rate is 405, [Dec. 2014 (8 Marks))
Ans.
Particulrs 2021-2022] 2022-2023] 2023-2024
Profit After Tax (PAT) 2,00,000 4.00,000 3,00,000
Add: Interest (1 - 1) 30,000 42.000 ‘ 42.000
Net Operating Profit Afler Tax (NOPAT) 230000 442000 42.000
Less: Cost of Capital (172050)] (254980 (251.440)
Economic Value Added 57.950| 1.87.020]  5.58.500
CGaleulation of cost of equity: .
K, = R+p(R - R,) R, = Risk free rate of interest
=7+09(15-7) R, = Market rate of retum
= 14.2% B = Beta factor
qﬂ“’l‘lUDn of cost of debts:
K= 101 - t) I = Interest
=10(1-04) | = Tax Rate
,_______ﬁ IE'%. ] [ Cost of Product
. i Sdn.nT
Equiy 10,00.000 H;::: H:r. 200
10% Dely __im % M: 1.146.67
15,00,000] 100.00F1
. | 13O0 A0

W VIR
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{
WACC (2021-2022) = —138:87 _ 11.47%
00

Capital 4 %

Equity 15,00,000 68.18%

10% Debt 200.000|  31.82%

32.00000| _ 100.00%

WACC (2022-2023) = '—'15'—9@ - 11,59%

Capital ? %o Cost of Capital
Equity 17,00,000 70.83% 14.2%

10% Debt 7,00,000 29.17% 6%

24,00,000 100.00%
WACC (2023-2024) = 18981 _ 1) 819

100

Problem No. 4] Apoorva Ltd. has assets of ¥32,00,000 that have been financed
follows: i

; v J
Equity shares of T100 each 18,00,000 _;
General reserve 3,60,000 1
Debt 10,40,000 i

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 ﬂlﬂﬁll"ﬂ
the tax bracket is 40%. The market value of the equity as on 31st March, 2014 wa

150 per share,
From the above, determine the welghted average cost of capital using mll'ii

values as weights. [June 2015 (8 Marks)]
Ans,
Particulars ' T
EBIT 6,23,000
(=) Interest (83.200)
EBT 5,39,800
(=) Tax @ 40% (2,15,920)
Profit available for equity shareholders 3,23,880

3,23.880

EPS = — 2 000

= 18 per share

Cost of equity — Price Earming Method:

_ _EPS
h= _Fﬂ
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18
5. ___.I-.-:-':'.'ﬁ'_-
_pa2ie. 12%
cos! of debt:
}:'J =] (1~ L)
L8(1-04)
= 4.8%
ﬂlculﬂﬂ““ of WACC (market value basis):
Types of capital t “ Cost of Product
Capital
Equily 27,00,000)  72.19% 12% 866.28
st Debt 1040,000)  27.81% 48% | 133.49
' 37,40,000 100% | 99977
999,77

WACC = — oo = 9.998% l.e. 10%

‘Problem No. 5] Prosperous Bank has a criterion that it will give loans 1o companies
that have an Economic Value Added (EVA} greater than zero for the past three

years O AN AYETage.

Ihh:nkhmnsideﬂnghmﬁngmmymnmnu:nn:pmrh t has the economi
value characteristics shown below: : i :

i) :vmgn operating income after tax equals to 25,00,000 per year for the last
| years.

(i) Average total assets over the last 3 years equals 275,00,000.

{tii)) Weighted average cost of capital iat : ;
o Al 3 pital appropriate for the company is 10%, appli-

.x‘}u’ﬂle company’s average current liabilitles over the past 3 years are T15,00,000.
: lhlﬂﬂmmmtihehmk'ncﬂtﬂ'!nnfurapndﬁwEVA? Show your workings.

In-:_ [June 2015 (5 Marks))

:ll'ﬁulllug. ] T

L:fg"-"“ﬂlﬁig Profit After Tax (NOPAT) 25,00.000

Er.'u. "—'f*l of Capital (60,00,000 x 104%) (6.00,000)

Tmal““nuc Value Added 19.00.000

o m*‘*ﬂﬁeu ~ Current Liabilities = Capital Employed

9,000 - 15,00,000 = 60,00,000

E%EE_E_ILEE. Company has posilive EVA, Prosperous Bank can grant the loan,

and 730 No, 6] ABC Ltd. has 10,000 shares of ¥7 cach, ¥10,000, 12 debentures

000 as short term loan @ 10%. Tax rate for the company is 30%,
Cap 1 0E cost of equity capital ns 20%.
\"“\-.___‘_%Mﬂfﬂn:d average cost of capital at book value. [Dec. 2015 (4 Marks))

B
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Ans.
Cost of 129 debentures:
K, =1(1-1)

=12 (1-0.3)

= 8.4%
Cost of short term loan:
K, =1(1-1)

=10(1-0.3)
= 7%
Calculation of WACC (book valie basis):
Types of capital t % cc:;:‘ﬂ Prodyg
Equity 70,000 70% 20% 1400,
129 Debentures 10,000 10% 8.4% &
109 S erm loan 20,000 20% 7% 14
ekl & 1,00,000 100% "‘ﬁ%
1,624 ;
WACC = 00T 16.24%
Problem No. 7] From the following data determine the cost of capital ulin:marhi |
value as weights:
) Market Value ()
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 3
Debentures carry 8% rate of interest, issued and redeemable at par with mﬂﬂﬂ;
period of 20 years and floating cost 4%. )
Preference shares carry 10% dividend rate, issued and redeemable at par with
maturity period of 15 years and floating cost 5%. =
Equlty dividend expected at the end of year is 20 per share whereas tﬂﬂdw
dividend growth rate is 5%. Corporate tax is 30%. [Dec. 2015 (8 Mark?Z
Ans.
Cost of debt:

[l(1—1)+[n‘“ iy
K= 3

J] 51'= ]‘ﬂm"i"‘:':gﬁn




CH. 14 COST oF CAPITAL

1,000 -
[Eu (1-03)+ ( = )]
|ﬂ{]l]+9fr ]

56+2
= EI'EU'

 -005918 L. 5.92%
f:! 4 of redeemable preference shares:

126
=)

10+9.5
2
1.0333
9.75

K = 0.10598 i.e. 10.598%

Cost of equity - Dividend Growih Method:
D

S
L]

20
= 'ET".T +0.05

K=015ie 15%
':I:'ll:llln.l.iun of WACC (market value basis):

14.15

oS NVINAY L—

E.‘Hufnnplhl T

Cost of

Product |

4

% Debentures

10% Pre ference shares
Equity shares

16,50,000
6,00,000
40,00,000

26.4%
9.65
6450

"-._____________ 62,550,000

1006

2.9
10.598%
15%

136.29
101.74
960.00

1.215.03

WAE{:= 1,218.03 - 12.18%
100

'-"‘-‘_____'_______

mﬂmlglnlﬂhﬂlﬂ

. ™M No. 8] Zoya Ltd. has obtained capital from the following sources and the
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Sl PART 11 : FINANC
Ivpe of capital Hook valie Market value Cost of

(T in lakh) (T ine fakh) capital (%)
Debentures 4 3.8 5
Preference shares | 1.1 8
Equity shores " 9.0 '3
Retained earmings 2 3.0 9

13 16.9

You are required to calculate weighted average cost of capital using;

(f) Book value weight and

(i) Market value weight [June 2016 (4 5 \
Ans. __'-"“--;I.L
Calculation of WACC (book value basis):

Types of capital T in lakh %o Costof| p
Capital
Debentures 4 30.77% 5% -____TS_]'"‘"
Preference shares I 7.6%% 8% ﬁ]'g
Equity shares 5 46.15% 13% 599,91
Retained earnings 2 15.38% 9% llsl.ﬁ
13 100% 95370
953.74
WACC = ——— =9.54%
ACC 100 9.54%
Calculation of WACC (market value basis):
Types of capital T in lakh ] Costof|  Produg
Capital
Debentures 38 22.4%9% 5% 11243
Preference shares 1.1 6.51% B% 520!
Equity shares 9.0 53.25% 13% 6922
Retained earnings 3.0 17.75% 9% 159.73
16.9 100% 10163
1,016.53

i e .17%¢

WACC 100 10.17%
et
tal using market %

Problem No. 9] Determine weighted average cost of capi
welghts:

Book value structure L4
Debentures (T100 per debenture) 8,00,000
2,00,000

preference shares (2100 per share)
Equity shares (Y10 per share) 10,00,000
20,00,000

siarket prices of these securities are:

Debentures : T110 per debenture
preference shares : T120 per share
Equity shares : 122 per share




CH, 14 .UHI’HF t'“'”’u\l_, 14.|7 l

Tornal Invest
A ﬁmu: nnl ment opportunit

s oe shures and equity shares haye A -
[crm:-tupucm-.:lr- been determined at 6,84, 14.62% and

[;:-‘/,“EE-'”‘_ [June 2016 (6 Marks)]

M:‘“htiul‘ ol WACC (market value basis):
i

— e

Hpes of capital t ‘o Caost of Product
Capital

W 8.80,000 26,51% 6.84% 141.33

preference shares | 2,40,000 7.23% 14.62% 105.70

gquity shares 2200000  66.27% 16,107 1.066.95 | |

i 33,20,000 100%¢ | 135398 ]

N s l
e J.-3_15[$‘{;—gi = 13.54%

Froblem No. 10] Balance sheet of Zupiter Ltd. 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) Cuerent liabilities

—phNVINAV L

{a) Trade payables 52,000
(b) Bank overdraft 1,21,000
TOTAL ' 26,73,
ASSETS i
(1) Non-crurent asseis
Fixed assets 25,00,000
(2) Current assets
{a) Inventories 64,440
(D) Trade receivables 1,07,325
{c} Cash and bank 1,235
: TOTAL 26,73,000
‘atement of Profit and Loss
4
“I:J: 15,62,000
Elliupnﬂthg eXpenses 9.48.000
sk 6,14,000
Net ;]'lh 2,45,600
The Perating profit after tax 3,658,400
of . erage rate of return of similar type of companies Is 20% and risk-free rate
Yetum {5 159, Rate of interest charged by bank is 18% and tax rate is 40%,
""--_.______‘kmamhnnumic Value Added (EVA), [June 2016 (5 Marks)]
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i »s, The investme
equity, they are planning to make issue of debenturss _ —Hh\\\
suggested ihal li;m}r cuu.?d issue the debentures at the face value of lﬂ;ulﬁhl
offer the interest rate 11%. One of the direclors has mentioned th”r n e..
investors are expecting the rate of return 12.50%. The company Covered ?ﬂllil

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 20138 (4 Mark,

Ans. The value of bond/debentures is the present value of all the future intereg pay I
and the maturity value, discounted at the required return on bond =:nrnn1cns._,m"1= Wi
the prevailing interest rate and risk. i
Perpetuity bonds are the bonds which never mature or haveinfinitive MAtUrity periog vy
of such bonds is simply the discounted value of infinite streams ol interest (cash) A
In problem redemption period is not given; so it will be treated as perpetual bong
Symbolically,

e PART I1 : FINANCIAL MANAGEMENT

Interest
K. = Required rate of return

Value of bond =

11
T 12.5%
= B8
Thus, bond can be issued at T 88,
Effective cost of debentures:
1(1-1) Where, NP = Net Proceeds
TN

-

11 (1-0.33)
= 88
= 8.375%

Problem No. 14] Strawberry Ltd. is an established confectionary maker nﬂlﬂlﬂf
Chairman of the Strawberry has recently attended one ol the Hiﬂlr-ﬁﬂ
Development Programme in premier institution. He is willing to wm-: out the.
Economic Value Added (EVA) of the firm. He has provided to you, the {0

{nformation. You are required to calculate the EVA from the same, _]

1. Profit after interest and tax 7150 lakh

2. Interest ¥25 lakh

1. Borrowing interest rate 10% |
4. Owners' cost of capital 18% 3
5. Net worth of the company 7300 lakh
6. Tax rate applicable 33% i

7. -Overall cost of capital 152




CH. 14 : COST OF carimaL 14.21
“eulars [ 7 in lakh)
P it Alter Tax (PAT) 150.00

ot A et x (1 =0 125 x (1-033) 16.75

Addlﬂ '-I'Lll.ing Pl_'-ﬂfll Afll:l‘ T:I."I: tHGPf'ITj :E‘El'?j

et _gjﬂ of Capital (300 x 15%) (45)

ﬁm 5] The following is capital structure of a firm:

Wrmm‘r Amount | After Tax Cost

%) %}

Eauity (paid-up) share capital 20,00,000 20
]umiﬂﬂd earnings (Reserves) 40,00,000 20
preference share capital 15,00,000 10
Debt 25,00,000 §

) 1,00,00,000

Compute the welghted average cost of capital of the firm, based on the exlsting

capital structure. [Dec. 2018 (4 Marks)]

Ans.

calculation of WACC (book value basis):

Types of capital z? €a Cost -::][ Product

Capit

Equity share capital 20,00,000 20% 206 200
Retained earnings 40,00,000 40% 20%¢ £00
Preference share capital 15,00,000 15% 10% 150
Debt 25,040,000 25% 8% 200

1,00,00,000 10025 1.550

WACC = 238 _ 1556
Problem No. 16] The following data pertains 1o ABC Lid.:

Particulars Amouris (3)
Equity Share Capital (1,00,000 Nos.) (Marke1 value) 38,00,000
Preference Share Capital (Book value) 8,00,000
Debentures 50,00,000
Additionql Informarion:

(0 Equity Share Capitalincludesthe existing 60,000 shares having current market
Price of T 40 per share and the balance is net proceeds from the new issue in
'h*turmnty:arﬂuugpﬂmuhh:;hmh!lﬂ:ﬂnﬂnthumtpﬂmh
15), The projected EPS and DPS for the curreat year are ¥ 8and TS respectively.

‘-(-ﬂ_y_i__ﬂiﬂnd on preference shares is 12%.

.
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PART 11 : FINANCIAL MANAGEMENT

(ilf) Cost of debentures (pre-tax) is 11%. R

(iv) Market value of preference shares is T 8,50,000.
(¥) Corporate tax rate is 35% and dividend tax rate is 10%.

You are required to compute Weighted Average Cost of Capital {WACE}
ket values as weights. [June 2019 “ M
Ans,

Growth Rate = [EPS - DPS (1 + t)]
P

a

[8-5(1+0.10)]
40

14.22

= 6.25%
Cost of existing equity capital:

K D,
'l- P“
5

+E

0.0625
40 "

K, = 0.1875i.¢. 18.75%
Cost of new equity capital:

K =
v TNE e
5
= + 0.0625
40 -5

K, = 0.2054 i.e. 20.54%
Cost of new preference capital:

K _Pl+1) 6o

[ P“
96,000 (1 + 0.10)
8,50,000
K, = 12.42%
Cast ol debentures:
K,=I(1-1)
=11(1-0.35)

= 7.15%

= 100




r

CH. 14 COST OF Caprrar 14.23
jation of WACC (market value baajs);
L afeut
et of capital t % Costof|  Product
E.IPIHJ ) =
iy capital (Old) 24,00,000| 24874 18.75% 460.31
iuil}’ capital (New) 14,00,000 14.51% 20.54% | 298.03 |
nce Capital 850,000 8.81% 12.42% 109.42 | |
|1|-|:[E1"f
pebentures 50,00,000| 51.81% 7.15% 37044 | |
96,50,0000 1007 1,244.2 |
|
1,244.2

WACC = —rgg = 12:44%

Wm 17] From the followlng information, work out the Economic Value
Added by Vije Ltd.; |
mﬂcﬂhl‘-l - {? in hk-ﬁ]

shareholders Fund 4,200

Long-tevm Debt 1,800

Trade 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)]

BNNVINNYD

Ans.

Cost of equity:

K, =209

Cost of debt:

Cost of debt after tax = R (1-t)=10(1-0.30)=T7%

| Particulars ( in lakh)
Operating profit before interest and tax 2,150
() Interest (1,800 x 79) .y (126)
Profit before tax ' 2,024
(=) Tax @ 3pe; {607.2)
Profit after tax 1.416.8
‘:*}]nterezit{l —1)[126 = (1 -0.30)] 88.2
Ef::fm ling Profit After Tax (NOPAT) 1,505
i SL.of Capital [6,000 x 16.10%] (966)
—2N0mic Value Added 539

|




|| 22t PART 11 : FINANCIAL AANAGEMENT
st of Capit ;
Capital [ @inlakh) - == Co zuE al ‘*;Q\h
| Equity 4,200 ;g:’ -;.:: P
i .,
| | Long-term Debt 1,800 ““*%-JJE
| 6,000 I_r_-]n
— ———l&y
wace = =212 _ 16.10%
100

e —_____
Problem No. 18] Calculate the weighted average cost of capital of Makkhy ™

from the following information:
Particulars

4,00,000 Equity Shares (210 each fully paid-up) 40,00,009
80,000, 9% Preference Shares (€10 each fully paid-up) 8,00,009
Retained Earnings 32,00,009

20,00,009

20,000, 8% Debentures (1100 each)

Market price of Equity shares m
Average carning 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 earmings.
& [June 2019 (5 Marks)]
E Ans,
Z Cost of equity - Price Earning Method:
~ EPS
K, = —pn—
9
"Tas
= 0.2i.¢e 20%
Cost of 8% Debentures:
K,=1(1-1)
=8(1-0.3)
= 5.0%
Calculation of WACC (book value basis):
Capital t 2T Cost of Capital | Prodit
Equity Shares 40,00.000 400 2006 goo
Retained Earnings 32,00,000 329% 2005 5_*':‘
9« Preference Shares §,00,000 8% 9o ie
‘ 8% Debentures 20,000,000 209 5.6% _______..-1—':‘
1,00,00,000 100% 164




y

182% 16249

wACC = 100

CH. 14 CcosT op CAPITA|

14.25

ﬁmw] Z Ltd. provides you the following Information:

Cast of 8% Secured Loan:
K, = I(1-t)

Equity Share Capital £200 lakh

g secured Loan 140 lakh

10% Unsecured Loan 160 lakh

Total Capital Employed 300 lakh

Net Qperating Profil After Tax 131,66,000

Rate of Tax 0%

Cost of Equity 12%

you are required 1o calculale Economic Value Added for Z Lid.

[June 2021 (3 Marks)]

it

: = 8(1-04)
| - 4.8%
Cost of 10% Unsecured Loan:
K,=1(1-t)
=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% 500
8% Secured Loan 40 13.33% 4.5% &4
0% Unsecured LU:II.[] &0 208 [l 120
S i 300!  100.00% 084
984
WAcc = oo = 5-84%
Particulars T in lakh
Net Operating Profit After Tax [NOPAT] 3l.66
(=) Cast of Capital (300 = 9.8495) (29.52)
Economic Value Added [EVA] | 2.14 |

[
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iz PART 11 : FINANCIAL MANAGEMENT
Problem No, 20] Following is the capital structure of PO Gems h
Source of finance Amount Cost of ¢q

8 e
Equity capital (45,000 shares) 4,50,000 14
Retained carnings 1,50,000 14
10% Prelerence capital . 1,00,000 10
9% Debentures 3,00,000 4.5

You are required to calculate the Weighted Average Cost of Capital;
{a) Buased on book values as weights.
(b) Based on market values as weights (Assuming that the market price of

share is 2 20 per share) [Dec, 2020 (4 Mﬂﬂr
Ans. __""“-..]__
Calculation of WACC (book value basis):
Types of capital 4 %o Cost of __m
Capital
Equity capital 4,50,000 459 4% | &
Retained eamings 1,50,000 15% 14% 20
€, | 10% Prelerence capital 1,00,000 10% 10% 100
Z | 9% Debentures 3.00,000 30% 4.5% 135
3 10,00,000 100% B
WACC = =22 _ 10.75%
100
Calculation of WACC (market value basis):
Types of caplial L4 o Cost of Product
Capital
Equity capital 9,00,000 | 69.23% 14% 969.22
10% Preference capital 1,00,000 7.69% 10% 769
90 Debentures 3,00,000| 23.08% 4.5% 103,84
13,00,000]  100% - 1,149.98
_ 1,149.98 ” :
WACC = ——]ﬂﬂ = 11.50%
Problem No. 21] ABC Ltd. has furnished the lollowing information: |
Eamings Per Share (EPS) T4 1
Dividend Payout Ratio 25%
Market Price Per Share 40 g
Rate of Tax 30% :
Growth rate of dividend B -




r
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CIL 14 : COST OF CAPITAL IJ.I?

e e, _-—-_--
Ise additlona e
mpany wants to ra nal capital of 7 10 lakh including debt ©
.-,rhl:;;lﬂ rhe cost of debt (before 1ax) i 10% up 1o ¢ 2 lakh and 15% beyond that-

§ Papute the after tax cost of equty and debt and the Welghted Average Cost of
L.
e (June 2021 (4 Marks)]

=

Mﬁ; of equity — Dividend Growth Method:
0%

C
D D=4x25%=|
. —t B
LT
4 o008
= 40

_ 0,107 i.e. 10.5%

cost of 10% Debt: Cost of 15% Debt:
g =10-1 Ky=T(l-1)
= {0 (1 =0.3) =15(1-0.3)
= 7% = 10.5%
calculation of WACC for additional capital of 7 10 lakh:
Types of capital T % Costof| Product
Capital
Equity Share Capital 6,00,000 6% 10.5% 630
10% Debt 2.00,000 20% % 140 !
15% Debl 2,00,000 2058 10.5% 210
1000000  100% 950
980
WACC = —og” = 8%

NOTE: K, can be compured alternatively with taking growth rate into consideration o/

F) + gl The values of K, and WACC then would change accordingly as 10.7% and 9,927
respectively, 7

Problem No, 22] Following Information is available of a concern. Calculate Eco-
nomic Value Added (EVA):

- ) 129 Debt capital 2 2,000 Crore
@ Equity capital 2500 Crore
%‘P Reserve and Surplus 27,500 Crore
0) Beta Factor 1.05
L) Macket rate of retumn 19%

.
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PART 11 : FINANCIAL MANAG EMENT

(vii) Net operating profit after tax ¥ 2,100 Crore

(viii) Tax rate_30% [Dec. 2021 HM'H:
Ans, S
Particulars _—!THEZ:
Net Operating Profit After Tax [NOPAT] :'--.1E|[|
(=) Cost of Capital (10,000 x 17.28%) (1,
Economic Value Added [EVA] _h__-ﬁﬁ"%
Calculation of cost of equity: N
K, =R +p(R_-R)
=9+ 1.05(19-9)
= 19.5%
Calculation of cost of debts:
K,=1(1-1)
=12(1-0.30)
= B.4%
Capltal | 2 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
WACC = — 2% 17.28%




| UNIT-I: CAPTAL STRUCTURE DECISIONS
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15 _ CAPITAL STRUCTURE & LEVERAGES

y

THEORETICAL OUESTIONS — —
—

.1 Distinguls

h between: Financlal Structure & Capltal Structure.

|June 2009 (5 Marks)], [Dec. 2011 (5 Marks)]
[Dec. 2013 (5 Marks)], [June 2016 (5 Afarks)]

[June 2019 (4 Marks)]

———
Ans.

Followingare the main pointsofdifference between financial structure and capital strucure:

Polnis Flnancial Structure

Capital Structure al

Meaning | Financial structure consists of all assets,
allliabilities and the capital. The manner
in which an organizations assels are
financed is referred 1o as its financial
structure,

Capital structure is the sum wotal of all |
long-term sources of capital and thus s a
part of the financial structure. Itincludss
debentures, long term debt, preference
share capital, equity share capital and |
retained earnings. In the simplet of
terms, capital structure of a company
is that part of Ainancial structure that
reflects long-term sources of capital

Creation | Finaneclal structure involves creation of
of assets | both long-term and short-term assets.

-

Capital structure relates 1o long-term
capital deployment for creation of long-
term assels.

Slze Financial structure is boarder concepl.

Capital structure is narrow concept.

Q. 2. “The choice of an appropriate debt palicy involves a trade-off between tax
benefits and the cost of financial distress.” Comment.  [Dec. 2006 (5 Marks)]

15.1
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15.2 PART 11 : FINANCIAL MANAG

Ans. Capital structure is significant for a [
M}.I“"“E'anlllL‘f'LITL‘lissusl.ﬂandh}'anup[im:ﬂl:ﬂpif-’ﬂﬁlmuu
mix of debt and equity.

While deciding about capital structure,

ung
Hay,
the debt proportion needs to be appropri
proportion of debt in capital structure leads 10 high interest burden on the c.;,mlt' High
reduces the taxable income and thus reduces taxable income but at the samg ; Y, j
high debt funds equity funds will be less and hence also increases the EPS of the ':I:lrrrl;t .
Pan

Though high debt funds in capital structure increases EPS but one cannot jgnq,
risk invelved on it. High debt funds also increases the operating or business ﬁik:l; th

company and may lead to financial distress and bankruptey. Thus, managemen, hals
strike a proper balance between owned funds and debt funds. W1
Q. 3. Write a short note on: Vertical Capital Structure. [Dec. 1%
. |

“Vertical capital structure’ and ‘pyramid shaped capital structure’ exhibit op
dimensions in analyzing its utility. Discuss. [Dec. 2014 (4 Mm?i
S ey

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 quite siable. Expansion of the firm takes i“"]ﬂm
manner. i.e. through eguity or retained eaming only. The absence of debt resulis;
the lack of financial leverage. Probability of disturbance of the structure is mmm.:l

{2) Vertical Capital Structure: In a vertical capital structure, the base of the structure
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 built. The
incremental addition in the capital structure is almost entirely in the form of debe
Quantum of retained eamnings is low and the dividend pay-out 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 riskof
the firm and renders the structure unstable. The firm, because of the relatively lesser
component of equity capital. is vulnerable to hostile takeovers,

(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 costof
debt. This structure is indicative of risk averse conservative firms.

(4) loverted Pyramid Shaped Capital Structure: Such a capital structure has a smal
component of equity capital, reasonable level of retained camings but :lil‘;ﬂ'ﬂ:;
e

creasing component of debt. All the increases in the capital stiucture in the
past have been made through debt only, Chances are that the retained Eﬂmiﬂ-@:hhl
the firm are shrinking due to accumulating losses. Such a capital structure is hight

vulnerable to collapse.
___—-—-.-'..'E'.:

0. 3. Discuss the concept of "optimum capital structure”.
[Dec. 2009 (5 Marks)], [June 2012 (5

{June 2015 (5 Marks)], [Dec. 2015 (5

=
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qimum capital structure de:lLr. with the issue of right mix of debt and equity 1D

| _(erm .:;—.p[l;l[.atnlclure of i [In’ﬂ. Mcﬂrdiﬂﬂ | [} lhih if a company IJLL‘!\ o d:_"l:.l!
he lo e of the firm increases up 1o a cenain point. Bevond that value of the firm will

o decreasc.

st pany is unable to pay the debt within the specified period then it will atfect the

E - :
jfthe -i_*i"l of the company in the market,
Wil
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: fore, company should select its appropriate capital structure with due consideration
il

ofall factors.

5. While deciding upon the capital structure, the firm has to consider the differ-

& ¢ life cycle stages Comment, [June 2010 (5 Marks)]

e - . :

The firm has to consider the following life cycle stages while deciding upon the
‘-'-‘F;"'l sLucture:

‘ ) Pioneering Stage: It is the starting stage when there is rapid increase in demand

- for the productiservices of company. At this stage only efficient companies survive.

pue to risk perception about the company the cost of borrowing is high. To survive

in this stage, capital structure is more oriented towards equity and avail more soft

loans.

(b) Expansion Stage: In this stage strong companies having survived the 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 diversification into new projects, Takeovers, mergers, acquisition and strategic
allinnces are main activities, In this stage, capital structure depends an 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 structure:

Painls Horizontal Capital Structure Vertlcal Capital Soucture

Meaning In a Horizontal capital structure, the | In a vertical capital structure, the base
[irm has zero debt components in the | of the structure is formed by a small
structure muix, amount of equity share capital. This
base serves as the foundation on which
the super structure of preference share

b capital and debt is buile.

Expansiun Expansion of the firm tokes Ina laternl | The incremental addition in the capital
addition manner, i.e. through equity or retained | structure is almost entitely in the form
"-—-___. | earning only. of debr.

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 inancial sk, of the fim and renders the structume

Ero——— unstable.
%______ Low EPS. High EPS.

-____

e e e —eee— N

——— e e AN VNV L
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Q. 7. Financial gearing is a double-edged m-ord.—cm%
|

Or
Financial gearing is a fair weather friend. Comment. [Dec. 2013 ¢5 Mark,

Ans. Using borrowed funds or fixed cost funds in the capital structure of a COMpapy -
called financial gearing, High financial gearing will increase the EPS of the Eump.mu
earnings before interest and taxes are rising, as compared to the EPS of the cm:r!i' if
with low or no financial gearing. [t may be understood that leverage and gearing . fly
interchangeably,. Usiq

So at times when the economy is doing well, the shareholders of a highly geayed o

will do better than the sharcholders of a low geared company. However, if the cop aPan}.
not doing well, when its profits before interest and taxes are falling, EPS of highly gcny iy
company will fall faster than those of the low geared company, - Sty

Higher the level of inancial gearing, the greater will be the risk. Those who take risk shay)

appreciate that in difficult times their reward will be below average but in good times &'t:-ti
will receive above average rewards. The lower the levels of financial geaving, lhE‘lr.r;:rF
conservative are the financial policies of the company and the less will be deviationg 01.:
time to earnings per share, Hence, financial gearing is a double—edged sword, \

)

Q. 8. A firm's stock price is not related to its mix of debt and equity ﬁmggn;
Comment. [June 2011 (5 Marks)], [June 2015 (5 Marks)]

Ans. Theory of modern financial management — by Franco Modigliani and Merton Miller
concluded 1hat 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 proof 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 10 its mix of debt
and equity financing.

ﬂ.ﬂ.m:dlhhhmmﬂetlmmappmchmdﬂnlﬂpemﬂngmmmew

[Dec. 2011 (5 Marks)], 2014 (4 Marks)l
e ﬁﬁnzuisgﬁﬁ;&

Ans,
Following are the main points of difference between netincome approach and net op
income approach: :

erating

P
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Net Income Approach
According 1o this approach, capilal

structure declsion is relevang |, the
1..';1'”[! U'r lhu rI]'JTI.

e

& LEVERAGES

15.5

, Net ﬂ]!rmln[ Income hEElﬂFh_

According to this approach, capital
Mructure decisions of the firm are
Irelevant. As a result, the division
between deht and equiry is irrelevant.

An increase in financial leverage will
lead to decline in the weighted averag,s
costol EEI.FI.U].'. whilethe valye aof I-hi:.ﬁnn
aswell asmarket price of ordinary share
"..\'i“. INCreanse, E[rnyumﬂr a d“m&&: 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 levera ge will not lead
1o any change in the total value of the
firm and the market price of 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 seek higher
compensation as they are opposed 1o
greater risk due to the existence of fixed
return securities in the capital structure.

Wﬁn
capital

According to thisapproach, the firm can
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.

Conclusion

The signiticant conclusion of this
approach is that it pleads for the firm
to employ as much debt as possible 1o
maximize its value,

According to this approach, capital
structure decisions of the [rm an:l
irrelevant. Hence emplovment mure
debt does increase the overall value of

|Ihr: firm.,

-

Q. 10. Write a short note on: Net Income Approach.

[June 2014 (5 Marks)]

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 ordinary share will increase.
Conversely a decrease in the levernge will cause an increase in the overall cost of capital
and i 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:
V=S+D
Where,

¥=Valye of the firm
S = Market value ol equity
D = Market value of debt

Market o Nel Income

K

Eamings available for equity sharcholders

alue of equity (S) =
NEI lncume -

= Equity capitalization rate
Pproach, the value of the firm will be maxdmum at a point where weighted
Lof capital is minimum. Thus, the theory suggests total or maximum possible

;_

Under, NIa

L b
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debt financing for minimizing the cost of capital. Th
approach is;

EBIT
Value of hrm
TI]US, H.E'Cﬂl'dil'.lg to this prrﬂﬂ":h- the firm can INcreasec its total value b}" d{_‘cn_.:mi .
overall cost of capital through increasing the degree of leverage. The significany c':'“tln |
of this approach is that it pleads for the firm to employ as much debt as p, Ssu:]sl n
maximize its value. i
Example: R Ltd s EBIT is €5,00,000. The company has 10%, ¥20,00,000 debenyreg
equity capitalization rate i.e. K is 16%. k-

Overall cost of capital =

Statement showing value of firm

Net operating income/EBIT m
(-) Interest on debentures (20,00,000 x 10%) u-ﬁﬂ.!.}m'
Earnings available for equity holders i.e. (NI) ___-_j_-u_f‘l—t;ﬁj‘
Equity capitalization rate (K} _-_-___h-lgi
Market value of equity (3,00,000/16%) m
Market value of debt 20,00,000
Total value ol irmV =5+D _—m

Overall cost of capital = EBIT A 5,00,000
Value of firm 38,75,000

Q. 11. The nature of the industry plays an important role in capital structure deci-
sions. Comment, [Dec. 2015 (5 Marks)]

Ans. Capital structure is influenced by the industry to which a company is related.

All companies related to 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 d
ratio prevalent in the related industry.

Q. 12. Explain ‘pecking order hypothesis’ relevant to capital structure planaing
[Dec. 2015 (4 Marks)l

of financing

= 12.90%

ebt-equity

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.
prioritize their sources of financing, first preferring internal financing, an
lastly raising equity as a *last resort”. Hence, internal financing is used first;
is depleted, then debit is issued; and when it is no longer sensible 1o issue any M &
equity is issued. This theory maintains that businesses adhere to a hierarchy nfﬁ“ﬂ'{d i
sources and prefer internal financing when available, and debt is preferred over ,-,-qulﬂ"j
external financing is required. Thus, the form of debt a firm chooses can act as a SIE"
of its need for external finance.

o
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'Cki"g.,ﬂ.l E:E::::-‘sgl;f.j’iil:z??ﬂ ]:I'y' MJ"-"_" and Majluf (1984) where they argue

Equil}“ 153 b lieve that . > Faise capital because when mManagers issue nNew

. investors o3 ;:' | 'ﬂ mnnﬂgtrs.lhmk that the firm is overvalued and managers

fl]ulﬁing ud‘u'ﬂﬂlﬂ.gﬂ al thas ﬂ"i'Er-"L'ﬂ]UﬂH{!n_ As g rg‘gu“* im'rﬁlnri will plﬂﬂﬂ a lower value

JF;:.: C ow equiLy 1SSUANCE.
i

15"/’—’._— i-Miller theo
~pModigliani-: ty amplifies that value of the | firm is same
0 13.11# of the unlevered firm."” Under which dmnm;mnl.n:l E:.r;upodﬂnn can

proved: [June 2016 (5 Marks)]
e ——————
"~ The propositions made by Modigliani and Miller are:
Ans-

) proposition I: The total market value of a firm and its cost of capital are independent
(i of its capital structure, Thf: lotal market value of the firm is given by capitalising the
expected stream of operating earmings at a discount rate considered appropriate for

its risk class.

(if) proposition IL Th? cost of equity (K ) is equal to capitalization rate of pure equity
stream 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) proposition I1I: The cut-off 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.

sssumptions: 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 taxes. (MM rentoved this assumption later on).

(6) [":iI'lI:'IE can be grouped into “Equivalent risk classes” on the basis of their business
risk.

According MM, the total value of a firm is not affected by its capital siructure f.e. the total

I“f of the firm remains the same imespective of its hnancing mix. The supparn for this

"Pothesis lies in the presence of arbitrage in the capital markets. They argue that through

1:; ltm;tﬂﬂldnrbiu'agc. investors, would quickly eliminate any inequalities between the value

o red firms and the value of unlevered firms in the same risk class, They contlend that

b m‘:?ftm will substitute personal leverage for corporate leverage. The basic argument

i “di\?lfﬂ.uﬂ].s (arbitragers) through the use of personal leverage can rzl.llf:r corporate

dﬂuhl%ﬁi This argument is not tenable in the practical world, because it is extremely

since th that personal investors would substitute personal levernge for -:ﬂrprtir‘-ltlc_l-:\mgc.
& 2¥ do not have the same risk characteristics. M&M assumed the availability of free

P 1o date information. This is also not narmally valid,

u m:hm of MM Hypothesis: If the MM theory was correct, managers would not need
havie “:E:I‘n themselves with capital structure decisions, because such decisions would
no IMpact on staock PriCEE. However, like most theonies, MM results would hold e

e
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mﬂ}.' under a particular set of assumptions. S
capital structure is irrelevant, MM provided import
hnancing can affect the value of a fum.

Q. 14. Differcntiate between: h:mjd Shaped Capital Structure W
amid Shaped Capital Structure. [June 2017 (4 “*Eﬁ

Ans. Pyramid shaped Capital structure: A pyramid 5"'":'“'3‘[ capital structyre !

large proportion of equity capital and retained earnings which have been Ploughed E‘ a
into the firm over a considerably long period of time. The cost of equity and (he e ek
earnings of the firm is usually lower than the cost of debt. This structure is iﬂdiﬁui'll-w
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 mcl_‘;""u
component of debt. All the increases in the capital structure in the recent past haye ;;?
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 of the firm in (5
industry group. Discuss, [Dec. 2021 (4 Marky),
)

Ans,
Capital structure is significant for a firm because the long term profitability and solvency
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 rellects the overall strategy
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 capital
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 leverage

is an important tool in funding the acquisitions. *

2. Itis an indicator of the risk profile of the firm: One can gel a reasonably accurale
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 ts capitl
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 debtin the capt
structure in a grealer measure.

4. It helps to brighten the image of the firm: A firm can build on the retained Hi“l
ings component of the capital structure by issuing equity capital at a premium 12
spread out base of small investors. Such an act has two benefits. On the one
it helps the firm to improve its image in the eyes of the investors. At the same
it reduces chances of hostile take-over of the firm,

Iy
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b — PROBLEMS & S0LuTIONS —
/’/u-l;ﬁ:ﬁ Distance Sensor Lid, ml“ financed company with a
p,,rl‘ uity shares worth 18,00,000 by

K ed Issulng and rulsing 107 perpetual debt
bn;m“‘-‘ amount. Rate of tax may be Inken nll].'-h. I

pud™
of the g the MM Model (with taxes), how would the capital restructuring affect -
apr! arket value ol Distance Sensor Ltd,

[;; cost of equity (K,)

{{r]' “rt]ghlnd average cost of capital (WACC) of the com pany.
[Dec, 2009 (10 Marks)], [Dec, 2014 (4 Marks)]

e

C nn;F“”ﬁ““ of EBIT of the unlevered company:
T

Eﬂlﬁ@ i 10,776,923
{) Imtetcst —— '_|i
EBT 10769231
) Tax & 35% (3,70.923)
\PAT 7,00,000
Eﬂpjtalizatmn rale e
\Market value of equity (PAT/Capitalization rate) = 100 (given) 35.00,000
Ferform: reverse calculation to find our EBIT.

Particulars All Equity | Equity « Debt
ERIT 10.76,923 10.76.923
-1 Interest = (20,0000
EBT 10,76,923 9,590,923
) Tax @ 35% (3.76.923) (3.48.923)
LEAT 7.00,000 6.48,000

According to MM, the value of levered firm would exceed that of the unlevered firm by an
amount equal to the levered firms debt multiplied by the tax rate. .

1‘:""""2 of unlevered firm - (Value of debt x Tax rate) = Total Value
Vilue of the company with ¥ 8,00,000 in debt:
i::lﬂﬂﬂﬁ + (8,00,000 x 35%) = 37,80,000
s aﬂ':}nlun — Value of debt = Value of equity
=2.000 — 8,00,000 = 29,50,000
K, D 648,000
F{l =

= 0. L.e. 21.755%
39.80.000 0.2175ie 21.75%

N VIRXLVL
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Cost of debt:
N,=1(1-0)
= 10 (1 -0.35)

= b-:".—n."

Calculation of overall cost of capital (mnarket value basis):
| Types of capital t % Cost ol e
| Capital h“ﬂq,
Equity Share Capital 29,850,000 T8.84% 21.75% _—ﬁ?-i
15% Debt £,00,000 21.16% 6,50 IfT'F'
37,80,000 100% _—‘E‘:‘r“i

—L1_ 188
1.852.31 T
WACC =« ————— = 3.5
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 T18,00,00
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 27,00,000 upg
is expecled to increase EBIT by 4,00,000 to ¥22,00,000.

The company has the followlng three inancing alternatives under its consideratio

Altermarive-1: 1ssue 10,000 eguity sharesat ¥ 'lﬂpenhm.Thccumpanrhuw
$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.

Altermative-3: Issue ¥7,00,000, 14% preference shares.
You are required to calculate -

(i) The EPS at the expected eamnings before interest and taxes level of222,00,000
for cach inancing alternative.

(ii) The equivalency leve! of earnings before interest and taxes between the debl
and commaon stock alternatives,

(#if) The equivalency level of eamings before interest and taxes between the prel
erence shares and common stock alternatives.

Assume 30% Income-tax rate.  [June 2012 (12 Marks)), [Dec. 2014 (8 Marksl

Ans.
Capital structure for new finance:

Particulars Alternative uumuv; Alt
1
Equity Share Capital 1.00,000 =
Securities Premium 6,00,000 z .
15% Debts . 7,00,000 o
14%¢ Preflerence Shares ’ . T.NM
700000 7.00,000] 1%

 d
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At show 1“5 prulit available for equity shareholder and EI"S:

calculation of indifferent point between Allemative | & 2:
(EBIT =1 (1 -1)=-D A (EBIT -1) (1 -t=-D,

— N, N
let the EBIT be &'

2

(x = 16,000) (1 = 0.3) = 20,000 (x = 1,21,000) (1 = 0.3) - 20,000
90,000 30,000
0.7c - 31,200 0.7x - 1,04.700 '
9 ; 3

Jbx = 2,49,600 = 6,3x - 942,300
=0.7x = - 6,92,700
1= EBIT = 9,889,571
Calculation of indifferent point between Alternative 1 & 3:
(EBIT-1) (1 = 1) - (EBIT-1) (1 -1)-D
N, 4 N
Let the EBIT be 'y,
~Lx = 16,000) (1

—0.3) - 20,000 (x = 16,0000 (1 - 0.3) - 1,18.000
30,000 o 40,000
B.7x - 31200 0.7% =1,29,200
5, ? 8
:"? 249,600 = 6.3x - 11,62,800
X m g 13 E'II

i 5s

b g™ —— e et

quhﬂ Present| Allernative

1
Vﬁ/—’/—_ ]HI[H]_LIM ::_l'ﬂ :I‘JL 32 00 000

e
| Iteres !
padsting (16,000) I LXLINT (e lunll

2 . (108 (uml)

. New —

T 17.84,000 H.d—-l.l‘h.ﬂT 20. .uuﬂ
'F'H-h.,- @ 30 (5.35.200) (e55.200] (s 21T 4
l']1 1248800 1528800( 14,55 W00

\ ;
["1 ﬁﬂlflt‘ml: dividend ‘

. Existing (20,000} (20000)  (20.000)

- New - . ot _

guity shareholders 12.28.500]  15,08,500] 1435 um
ol for cq gt
xo, of equity shares §0,000 50,000 £0,000 |
rs 15.36 16.76 1794

15.11

1 N f 1
Alternative | lltrnulhr|
|

— RS

. “.1. {'nl-l.l

{1 (el
1

et
21,84 000 |
et 111
1523 S0 |

(20 mﬂll
(93 00
14 lﬂ '-.nll

;-'-'LJ.'IL‘JI_'I'II
17 o4

el T
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and are identical in all respect except that Ruta Max Lt

Buta Max Lid, does not opt for debt linancing.

N

Problem No. 3] Ruta Max Ltd, and Buta Max Ltd. operate in the '“W
§

PART 11 PINANCIAL M ANAGLEMENT

. uses delsg

nangyy,

Ruta Max Lid. has 225,00,000 debentures carrying coupon rate of 100,
vompanies earn 20% profit belore interest and taxes an thelr total agy,
lakh. Assume perfect capital markets and ratlonal Investors and so gy,
itallzation rate for an all cquity company is 15%. The corporate (ax rute Is 3 ap

You are required to compute the value of both companies according 1o ey
(N1) and net operatlng income (NOI) approach.

::,:

h
Ilu,"“ﬁ

Ans.

[Hune 1%

Capital structure of Company Ruta Max Ltd. & Buta Max Ltd.:

Particulars Ruta Max Lid.| By '
Equity Share Capital 23,00,000 _15—5—%\#
109 Debenture 25,00,000 e,
Total Assets 50,00,000 m
Calculation of total market value Net Income Approach: e
Particulars Ruta Max Lid.| Bula
EBIT 10,00,000 ?ﬁ?&
(-} Interest (2,50,000)
EBT 7,50,000 10,0054
(-) Tax 6 30% (2.25,000) (3.00,0001
PAT/Net income available to equity shareholders 5,25,000 ml
Capitalization rate 15% 15%
Market value of equity (NI/Capitalization rate) = 100 35,00,000 46,66,687)
Value of debi 25,00,000
Tonal Market Value 60,00,000 46,66 667
Calculation of total market value Net Operating Income Approach:
Particulars Ruta Max Ltd.|  Buta Max Lid
10,00,000 (1 - 0.3) 46,66,667 46,66,667
Capitalization of caming = [ S ]
15%
(-] Post tax value of debn 25.00,000(1 -0.5) (17,50,000) :
Value ol equity 29,16,667 46,6667
{+1 Value of delnt 25.00,000 e
54,16,667 46,06.681
Problem No. 4] Syntex Lid. is planning an expansion which will require

730 Crore and can be funded through any of the following three options:
Optlon I: Issue further equity shares of T 100 each.

Option 2: Raise debt at 15% Intercst.
Option 3: lssuc preference shares at 12%.
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~anl Iﬂ;T] 1« ¢ 12 Crore. Company’s

I.’iﬂﬂ

] ! "

rrquh‘fd -

Y

——upcaphial ls 160 Crore and ave

15.13

Fagesnnual cormings belore lﬁir;’rtl and

| ?“’d:ﬁ“ 1T i expecled ‘nhe”lcm[“;mhlmlhjmt.ﬂl:nhz expansion,
pli A= :

nie mi share in-

yod ulnte Lhe carminga per (EPS) under the three financing optlons in
(i j:'::u,.g the alternative giving the highest return 1o the equity shareholders.
¢ the equivalency level of EBIT between the equity share capital and

gu.l.l.'lt
a0 5:::! alternatives. {June 2013 (12 Marks)]
Ans: | structure for new finance: (T in Crore)
i

G jeulnrs Option 1| Option 2| Option 3|
[parlie : . -
'gfuw Share Capital 30 i

5% pe Shares . N

ence Sh . : 3

12% Fre [ere = = 3_[T|
WM ng profit available [or equity shareholder and EPS:
ﬁ Opilon 1] Option 2| Option 3|
r[-::[!:' 1 5.00 | 5.00 15.00
' - (4.50) .

JInterest .
':51:3]: i 15.00 10.50 15.00
[-) Tax @ 30% (4.50) (3.15) (4.501]
| PAT 1050 T35 1050 II
() Preference dividend - - {3.60)
profit for equity shareholders 10.50 735 6. 90
No. of equity shares (in Crore) 0.9 0.6 0.6
{EPS 11.47 12.25 1150

{EBIT - 1) (1 -I}-Dp_ _

HI N.E
Let the EBIT be 'x",

Mx -0)(1 -0.3) (x —4.5)(1-03)
0.9 £ 0.6

0.7x L - 0.7x -1.15

0.9 0.6
042y - 0.63c - 2 835
‘ﬂm!l.:.' = - 1335

I:EHI - .
_______T- 13.5 Crore

Analysis: Option 2 has high EPS, hence Option 2 f.¢. debt hnancing is recommended.
Calculation of indifferent point between Option 1 & Z:

(EBIT-D(1-1)-D_

SAuity. 1

:'“”‘m No. 5] Simplex Co. Ltd. is considering an expansion programme which
;-mﬁ to cost ? 10,00,000. The company can finance cither through debt ar

current finnncing plan Is given as under:

B

e

et Y-
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15.13 PART 11 : FINANCIAL MANAGEMENT
Particulars 4
Equity capital (50,000 shares @ 710 each) 5,00,000
Reserves and surplus 2.00,000
Debt (104¢) 3,00,000
Total 10,00,000

The latest income statement reveals the following information:
Particulars 4
Sales 64,00,000
Less: total costs 59,00,000
EBIT 5,00,000
Less: interest 30,000
EBT 4,70,000
Less: income-tax @ 50% 2,35,000
EAT 2,35,000

The expansion programme is expected to generate additional sales of ? 16,09 00g
with a return of 15% on sales before interest and taxes. If the expansion is :
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:

Partliculars Option 1 Option
129 Debis 10,00,000 :
Equity Share Capital 2,50,000
Securities Premium - 7.50.000
10,00,000 10,00,0001

Statement showing profit available for equity shareholder and EPS:

 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
' No. ol equity shares __ﬁ_[}ﬁ_ﬂ_
EPS 5.9
P E Ratio 4

[’H arket Price

23.6]
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rhough there is a marginal difference i :
!mﬂl?ji[ s n-.h'!::cd to the company 1o go with 2 0% AnAIX .

' 1, 2 Option 11 i.e. equity financing in view of
' er —_ ———
e o, 6] Following i
No. 6] Following is the duta regarding ruw P d
1"""':;::::}; B, belonging to the same risk clags: e i ke
(o
) Company A Company B

<umber of equity shares 100,000 2,00,000
e

|05 Debentures () 2,00,000 ;

profit pefore interest (T) 1,20,000 1,20,000

pividend payout ratio is 100%. Explain how under Modigliani & Miller approach,
gamesh, a0 investor, halding 10% of shares in Company A will be better off in

switching his holding to Company B. [Dec. 2014 (4 Marks)]
witching s

Ans.

m Company A| Company B

Profil before interest 1,20.000 1,20,000
(-} Interest (20.000)

E‘;E‘l I'l'u,rit 1 ,Dﬂ.ﬂm 1 rln.ﬂm
Ap investor owns 10% 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 ¥ 1,40,000 T 10% equity shares in Company-B.
Particulars P Ltd. Q L,
Dividend income (109 of net profit) | 10,000 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 7 100

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
p A 20 lakh equity shares and debentures of 2 50 lakh carrying interest rate 8%
lan A Issue of Equity shares at the rate of 12.50
My The expected Price eamings Ratlo: 14
nh Issuance of Debentures carrying interest rate 14%,

E The expected Price earnings Ratio: 12

1,:“’“ the above information, calculate the indifference point at which EPS would
=——=F Same by bath plan. [June 2018 (4 Marks)]

.

MAVINRYVL—
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‘ 15.16 PART 11 : FINANCIAL MANAGEMENT
: Ans,
l Capital structure: (T in lnh:
| [Particulars Pl i—\pt‘j\j
Existing capital: o
Equity share capital 200
5% Debentures ————_E.'EL %
- 50 "‘*—-\\%
New Finance: e
Equity share capital 50
Scecunties premium <0 :
14% Debentures = log| |
100 __-_"Tﬁ '
Total equity shares 28 ____-'E‘ﬂ‘
(EBIT-1)(1-0)-D,  (EBIT-D(1-1)-D,
N 3 N
Let the EBIT be x'.
4 _(x-H(1-0300 _(x-18)(1-0.30)
A 28 i 20
< 070r-28 0.70¢ - 12.6
= 28 . 20
14y = 56 = 19,60 - 352.8
- 5.6 =-290.8
x = EBIT = 53 lakh
(T in lakh)
Particulars Plan A Plan B
EBIT 53 3
(-) Interest
- Existing (4) I':::;
- New — ——r
49 35
EBT 14.7) 10.5
(-) Tax @ 30% ( 31; : ~345)
PAT I.E 20
No. of shares 25
Problem No. 8] The following data pertains to Yagya Ltd.:
Existing Capital Structure:
ﬂ lakh equity shares of T10 each




y

CIL 15 : CAPITAL STRUCTYRE LY LEVERAGES

15.17

lans to ralse additional capital afp s =
muﬂﬂﬂl two :||.'IIl!rlmtl-;:h‘II of1200 lakh for financing an expansion

ae of 20,00,000 equity shares of 210 each ang
uc of 2200 lakh debentures carrying 147, Interest.
(il . quired to compute indifference polnt.

plans:

[Dec. 2018 (4 Marks)]

-5l

ns- :
:,F.F“'“] 5"-1,1[:1:1][1:-
]'lﬂl"'“hﬂ : Allernative I| Aliernative 11
Whﬂ” capstel 2,00,00000|  2,00,00,000
vyt FEHGINEES
;;:il}' Share C:lrriml 2/00,00,000 ‘
40 Debentures . 2,00,00.000
!HU- of equity shares 30.00.000 30, 00,000

:EBIT'-”'“_”'DF 3
— H:

Let the EBIT be x".

(x-0)(1-0.5)-0
40,00,000

0.5x 0.5x - 14,00,000
= 2

£ = 2¢ - 56,00,000

-1 = - 56,00,000

t= EBIT = 56,00,000

Enl:uhli““ of indifferent point between Alternative I & Alternative I1:

(EBIT - 1) (1 = 1) - Dr

N,

(x - 28,00,000)(1 -0.5)-0

20,00,000

ALEBIT of 2 56,00,000, EPS under both oplion will be same i.e. 20.7 per share,

Verification:

Partlculars Alternative 1| Alternative 11
EBIT 36,00,000 56,00,000
() Interesy - (28,00.000)
EBT 56,00,000 28.00,000
;E;: :? sma:. | | (28,00,000)|  (14.00,000)
L Iljjuu'«ur.vu.l able to equily shareholders 28,00,000 14.00,000
g quity shares 40,00,000 20.00,000
Bs 0.7 0.7

—@NNVIRAN L
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e —————_
alternative i‘imms“;-\

Problem No. 9] X Ltd. is considering the following two

Particulars Plan | tht::

Equity shares @ 710 cach 4,00,000 400,099

12% Debentures 2,00,000 S

Preference shares @ 7100 cach B T 2,00,009

Tﬂll.l b.UHpﬂﬂﬂ ﬁ* “
The Eamning Before Interest and Tax (EBIT) at indifference point m
plans is 22,40,000. Corporate tax rate is 30%. Calculate the rate of divid %
preference shares. [June 2019 (4 Marky),
Ans. e
Calculation of indifferent point between Plan I & Plan II:

(EBIT-D(1-0-D,_  (EBIT-D(1-0-D,

N, i N,

Let the dividend on preference shares be v’
(240,000 -0) (1 -03)-x

(2.40,000 -24.000)(1-0.3)-0 :
40,000 40,000
1.51,.200 1.o8,000 - ¢
4 E 4
1,51,200 = 1,068,000 - x
- 1o 800 = -x

1 = Preference Dividend = 16,800

1o, 800

Rate of Preference Dividend = w x 100 = 8.4%

Lid, is T 9 lakh before

Problem No. 10] The operating Income of Fine Crockery :
borrowing ist

interest and taxes. The cost of debt is 10 per cent and the current
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)

Eamings available for equity holders 5.00.000
. EBIT 9,00,
Market value of irm = X - {:'_}IFW - 75.00,000
P

Aarket value of eguity = 75,00,000 - 30,00,000 = 45,00,000
Earmungs available for equity holders : J
—£00000_ =0.1333i.e 13.33%

K= asarket value of equity = 735.00.000

4__-‘
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~em No. 111 Calculite the level of Frmjr—r-—

< able? EPS indifference pol E% Belore Interest and Tax (EBIT)

l; : “*h"ﬂ:]:_lm Point between the following Nnancing altemaltive
i .

ﬁ-ll: "Equm. share capiial of ¢ IE.D'IJ,I]W and

(o

15.19

5 12% debentures ol T 5,00,000.
3

Equity share capital of ? 8,00,000, 14¢;

and 12% debentures of ¥ 8,00,000,
nine E“rpum:f';;:‘. i’:y;? and par value of equity share, preference shares and

jebentures are = SMTLChoe, [Dec. 2021 (4 Marks))

(b} Preference share capital of ? 4,00,000

:.:;“tmiun of indifferent point between Option 1 & 2.
EBIT-1 (1 -1 =D, _ (EBIT-1)(1 -u_[:._F
N, N,
Let the EBIT be ‘X'
(x = 96,000} (1 =0.35)
12,000

v = 96,000) (1 - 0.35) - 56.000
3.000

0,65 62,400 0.65x - 62,400 - 56,000
12 8

52r-4.99.200 = 7.8x - 14,20,800

286y =-921.600

t=EBIT = 3,54,462

Problem No. 12] A Company is considering two financial alternatives to Finance
lis expansion plan to 21.00 Crore,

First altemnative t Issue of equity shares @ 21250,

Second alternative : Issue 14% debentures.
Tax 1o be considered at 40%.
lis presep

t capital structure consists of
t10) and go;, debentures of ? 50,00,000.

ed price earnings ratio in case of:
allermative js = — 14
d alternative Is - 12,

under s TSQuired to calculate the indifference point at which market price of share
L:ELEE@ alternatives will be same.

[Dec. 2021 (4 Marks))

equity shares of  20,00,000 (face value

| Alternative 1 Alternative 11

=0.00.000 20,000,000
50,000,000 50,00, 000

ANV e ——
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. —
Allernative 1| Alie

Particulars — m“"ﬁ;n
New: 80,00,000

Equity Share Capital 20.00,000 <
sevuntics Premium - 1,00 :
149 Debentures —h*—-*@_.‘%

Calculation of indilfe
Value ol share = EPS x P/E Ratio
(EBIT-1) (1 ~t) =D, (EBIT-D) (1-)-D,
N N
i
Let the EBIT be '

x 14 =

(x - 18,00,000) (1 - 0.40)

rent point between Alternatives I & II:

x 12

x 12

(x_-4,00,000) (1 -0.40)

x 1d =
10,00,000 2,00,000
0.6¢ = 2,40,000 A 0.64x - 10,80,000 12
10 Z
8.4x¢ - 33,60,000 — _'f_.?.x ~1,29,60,000
10 5 2

l6.8% - 67,20,000 = 72x - 12,96,00,000

- 55.2¢ = —12,28,80,000

x = EBIT = 22,26,087 ‘

Thus, EBIT at 2 22,26,087, the market price of both the

Verification:

companies will be same

o Alternative I| Alternative Il
Particulars 22.26,087| 22,2681
EBIT (4,00,000) | (18.00,000)
(-) Interest 18,26,087 426,081
K :’:rr o (7,30.435) “i?gs-*:g}
(<) lax uw o oA T
PAT/Profit available to equily shareholders :gr:'gggé 2,00,00
No. of equity shares ;_0555{,5 ].!?ﬂﬂ
EPS 14
F-E H.-l.l-ju' 15-3d ]5.}4
Market Price ——

0. 16. “To keep the risk within manageable limits, a firm which has high
operating leverage should have low financial leverage and

Or

mnmﬂwhmmmmw

Hml_ﬂ_l'_‘_‘.-'.‘ﬁ
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o Icwmgui;lhcruliuu[n::lupcmtin in il ALINE
ﬂpcﬁlliﬂ% S iraat ﬂp-tmtlng]cwmg imm?hdum fixed charges to net operaling

- alte Be indicates the tendency of uperating profits

. : disproporti i :
IHT;I g vax ;I:“:I:inglﬂVu?‘::;Tv}EIr;;h sbn,_!ts: IUis related 1o fixed cost. 1f the fixed costs
(B <opy, the OPE7¢ 50 be high. A high operating leverage indicates high

Mg citu qtion as it consists of large fixed costs,

5 o i e rati ; i
n‘n'.‘ll"’:in! & Ln},gc.ls‘l?ensnt{ﬂ Df-:::? percenlage increase in carnings per share (EPS) to the
pt . ageincreaselt Ings belore interest and 1axes (EBIT). It indicates the tendency

cen . * i :
| FUaT o vary disproportionately with operating profit (i.e, EBIT). High financial leverage
0 h burden of interest.

Pcscs e - .
K situation: ng_h operating leverage combined with high financial leverage will
qstitute risky siluation.
co
.mal Situation: One should be high and another should be low Le. if company has a
Jow OP€ rating leverage, financial leverage can be higher and vice versa.

deal gjtuation: Both should be low.

Efﬁ};‘n?mﬂm between: Business Risk & Financial Risk.
[Dec. 2007 (5 Marks)], [Dec, 2009 (5 Marks))
[Dec. 2011 (5 Marks)], [Dec- 2020 (4 Marks)]

—

e

Ans.
gusiness risk refers to the risk assoclated with the firm's operations. It is represented

hy 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 Assets 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 cumings per
share (EPS) to the percentage increase in earnings before interest and taxes (EBIT).
l“llna.nr:inl leverage indicatesthe tendency of profit before tax (PBT) to vary disproportionately
with operating profit (i.e. EBIT)

Formula;

9% change in EPS

EEIT 4 ] -
OR Financial Leverage = % change in EBIT

Financial Leverage =

Emﬂﬁ is fair weather friend: It boosts return on equity when earnings are robust,
it dEFT'EEEI:S return on nquil}r when mmjngs are poor Thus, 1I-.""-'I.‘.I'-IEE makes the gmjd
herefore, it should be used in maoderation and in

Me beller, but the bad time worse. T _ 1
ly and cautiously in business

“_1“1“1:551_-5 with stable earnings. 1t should be used sparing
volatile earnings.

-m."\.'\\ INAYL
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[Dec.

Ans.
Degree of combined leverage
to the percentage change in sales. Itindicales

(DCL) is the ratio of

Formula:
Combined Leverage = Operating Levera

. R
. 19. Total associated with combined leverage. Comment,
Q otal risk is the risk 2008 (5 aarks)], [Dec. 2010 s

percentage change in earning
the effect the sales changes will haye

e

EMENT

_\_;_H-fh\jl

per sk
OnEpg,

ge x Financial Leverage

Contribution EBIT
2 EBT

Combined Leverage = EBIT

Contribution
EBT

Combined Leverage =

% change in EPS
% change in Sales

Combined Leverage =

It indicates the elfect the
Combined leverage c
both are high it means company has hi
which is risky situation. One should

has a low operating leverage, financial leverage can be

sales changes will have on EPS.

ombines the effect of ‘operating leverage' and ‘financial leverage' s
gh burden of ‘fixed cost’ as well as ‘interest cos

be high and another should be low i.e. if company

higher and vice versa.

Q. 20. Distinguish between: Operating Leverage &
[Dec. 2014 (5

Financial Leverage

Marks)], [Dec. 2016 (4 Marks)

Ans. Following are the main differen

ces between operating leverage & financial leverage.

Financlal Leverage

Paints Operaling Leverage

Meaning Operating leverage is the ‘atio of | Financial leverage is the ratio of
net operating income before fixed the percentage increase in camings
charges lo net operating income | per share (EPS) to the percentage
after fixed charges. increase in carnings before interst

and taxes (EBIT).

Disproportionate to | It indicates the tendency of | It indicates the tendency ﬂfF-PT
operating profits (i.e. EBIT) to[to vary disproportionately with
vary disproportionately with | operating profit (i.e. EBIT).
sales. -

Related to It is related to fixed cost, It is related to interest on debl.

| Indicates High operating leverage indicates | High financial leverage indical®

| high fixed cost. high burden of interest:

imh If contribution exceeds fixed ﬁnnlumd.ﬂhtﬂ““fmﬂﬂ

| makes favourable | cost, operating leverage will be | on debt, financial Jeverage Wi

] favourable and vice versa. favourable and vice versd.__—

' financlal | . . . po

‘. ?::M It ipdicatos Inspincenisk Indicates ﬂnanuj]__ﬂf_h.—-*""

P




Jj pBIT-EPS analysisis an efeciy Method in analyzing the offect of leverage

w,;"-'— ; o IDec.2014 (5 Marks)]
it widely usedmeans ofexamining the e

; ffectof leverapes 2
we - carnings before interest and taxe (EBJ 4geisloanalyze the relationship
bﬂr.\'ﬂ;f_?ja pS analysis indicates to man : T)and eamnin gs per share (EPS). The use

Eemeni (he roi o :
Generally, Management wants o maximize e <. LS (9 different financial

FSifdoing so also satisfies the primary

. T primary

Fﬂ_ﬂ of financial m.:ma%:' s TRIMIZation of the owner's wealth a represented by the
8¢ of business, Le. 1 -:xalueﬂfﬁnnsequil}: F

:Hh‘ firm Hl_l'-’mpls to use Skalve Amounts of deb, shareholders (who are risk averters)
ay scll their sjharcs, '.lnd.thus ils price """"J_l fall. While the use of large amount of debt
¥ result in higher _EPS. It may also result in a reduction in the price of the firm's equity.
e optimum ﬁ:_].:mcml structure for a firm s_hnu]d be the one which maximizes the price
of the equity. Given fhﬂ importance of eamings per share (EPS) as a measure of a firm
srmance, analysis of the impact of financi

ep, 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 he management regarding the

mrojected EPS for different financial plan, Thus it is effective method in analyzing the
effect of leverage,

0. 22. The study and measurement of financial leverage is irrelevant.
AL : [Dec. 2017 (5 Marks)]

Ans.

Degree of inancial leverage is the ratio of the percentage change in earning per share
(EPS) to the percentage change in earnings before interest and taxes (EBIT). Financial
leverage indicates the tendency of profit before tax (PBT) to vary dispropartionately with
operating profit (f.e. EBIT)

Formulg:

Financi __EBIT % change in EPS
e ERBT R % change in EBIT

Use of Financial Leverage:

* Financial leverage helps to examine the relationship between EBIT and EPS,

* Financial leverage measures the percentage of change in taxable income to the per- .

Centage change in EBIT,

* Financiy| levernge locates the correct profitable financial decision regarding capital

Stucture of the company,
* Financig] leverage is one of the important device which is used to measure the fixed
~Ost proportion with the total capital of the company. If the firm acquires fixed cost
funds ay 5 higher cost, then the earnings from those assets, the caming per share

Teturn on equity capital will decrease.

Thusp il, is iu:ﬂn"ﬂtt to say Thﬂ-l measurement of Anancial Iercmg: is jl'T‘EIIC"I.'ﬂI'II.

A

ngalternatives on EPS is an important first -

wNNVINXVI
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15.24 PART I1 : FINANCIAL MANAGEMENT
= - PROBLEMS & SOLUTIONS e
Problem No. 13] The income statement of Magnus Ltd. is given m;_\\
(2 in lakh)

Net sales 2,070

Cost of goods sold 1,100

Selling expenses 550

Administrative expenses 63

Interest 75

Taxes 84

Net profit . 196

25% of the cost of goods sold and 20% of the selling expenses are fixeq o
Adminlstrative expenses are entirely fixed in nature. The paid-up equity ,h::
capital of the company consists of 10 lakh equity shares of 210 each. It is eXpey
that there will be no change in its capital structure in the near future, d

() Calculate different type of leverages for the company,

(if) If the company plans to increase its EPS by 25%, then by what Percentag,
should it increase its net sales? It is assumed that the unit selling price,
variable cost, fixed costs and interest will remain constant in the i’l:u-'ﬂ:.m.,,i,,'s
year.

(#ii) If the company cannol increase its sales revenues due to competition they
what should the company do to increase its EPS by 25%? Show relevani ca).
culations. .

It is assumed that the unit selling price and the interest will remain constant in

the forthcoming year. [Dec. 2014 (16 Marks))
Ans,
Particulars (7 in lakh)
Selos 100% 200
Variable cost (61.11119%) Mﬂ-ﬂ
Contribution 38.8889% B
(-) Fixed cost {-1355'3;
Earnings belore interest & tax e
(-) Interest r————"'_fgi
Eamings before tax 4
{-) Tax & 30 : ______-—-—‘-'l..ﬂ
Profit after tax R
Contribution 805
Operating Leverage = T - 22676
EBIT 355
Financial Leverage = T . 12679
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iy Eﬂﬂt[‘ibul.iﬂn 805
e pined LovEssEts EBT o350 22875
profit for equity shareholders 196 lakh
E.FS & = No. of shares = __l_[i_kz_- = | 9&
Jfter 2506 increase = 196 + 49 = 245,
F‘Pj,bin ed leverage is 2.875. This means if there s 1% change in sales, EPS will change
E: ) 875%-

company plans to increase its EPS by 25% then percentage increase its net sales is

Jfthe d as follows:

e

ﬂ!:li:-; 56 change in EPS - 1% change in sales required

E;'zf'% changein EPS - ?

25

Eﬁ_ _ B.69566% |

Particulars - (Z_in lakh)
Sales (after 8.69566% 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)
Proft after tax 245
Eps o —Erofit available for equity shareholder 245 lakh

No. of shares 3 1lakh 245

If the company cannot increase its sales revenues due to competition then company has
o reduce its variable cost (o increase its EPS by 25%.

'—_—

Ealﬂmﬂm (T in lnkh)
: 2,070
E:n:lblr: cost [Bal, Fig.] (1.195)
ntribution =

1) Fixed cost (450)
=] LTllEI‘eE[ (?5}
Em“"“EE before 1ax o
e (105)
it afier 1ax 215

i —
H€tion in variable cost required = 1,265 - 1,195 = 70 lakh.

h—___
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Problem No. 14] From the following given operating data, calculate the deg
of

operating leverage of the two companies:
ABC Ltd. XYZ Ltd,

40 lakh 50 lakh

Sales (7)

Variable expense (as ¢ of sales) 40% i

Fixed cost (2) 10 lakh 20 lakh

Also, state which company has the greater business risk anc why?
) ; [Dec. 2015 (4 Marky
Ans. ___-__‘H-h!l
Partlculars ABCLWd.| Xyz Lt
Sales 40,00,000] 500
Variable cost | (16,00.000) ':15.'3'.11'3;‘_.‘1:;:-|
Contribution 24,00,000 _EE'-'EE-EEI]L
(-} Fixed cosi (10,00,000)| (20,00 llzm]
Eamnings before interest & lax (EBIT) 14,00,000 m

—__._'__-_u

Operating Levernge = Contribution
S EBIT

24,00,000
A , = —— =1.714
ABC Lid 13,00,000 1.7143

P 35,00,000
XYZ Lid, = 15.00,000 2.3333

XYZ Ltd. has high operating leverage as
likely 10 very more with lluctuation in sales

Problem No, 15] Bling Ltd. has supplied the following data:

rating levernge 2.5; financial leverage 3; EPS 7 30; market price per share 1225
and capltal 20,000 shares. It is proposed to raise a loan of ¥50,00,000 @ 18% for
expansion, After expansion, sales will increase by 25% and fixed cost by ¥ 3,00,000.
You are required to work out the market price per share (MPS) after mﬂiﬁ
assuming tax rate @ 50%. [Dec. 2015 (6 Marks)], [Dec. 2021 (3 Marks)]

TAMALAE

compared to ABC Ltd. In XYZ Lid. the EBIT s
and hence it has higher degree of operating risk

Ans.

Particulars (in 1201
Contribution Hﬂ,ﬂﬂlmﬂ
(-) Fixed cost | (54,00.000)
Eamings belore interest & 1ax (EBIT) 3&_0&@
(-) Interest —Ef_ﬂ_qp__@l
Earmings before tax (EBT) ]Z,Mﬂﬂi
(+) Tax & 30% __‘@gﬂ%
| Profit atter tax (PAT) [ _em=
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profit available for equity shareho)dery
(7S e No. ol shares —  — —
-
ey —
30= 20,000
profit available for equity shareholders - 6,00.000
i ﬁt S5 50% hence profit before tax will be 2 12,00,000,
Ekulnﬂ”“ OEEREE:
ERIT
pinancial LEVEra8€ = “pp
Lt the EBIT be 'x’
x
3= T12,00,000
E.Brr =xI= Jﬁ.ﬂ'ﬂ,mﬂ
calculation of Contribution:
Let the Contribution be 'x*
Operating Leverage = Cnn;n’at;:tinn
X
2k 36,00,000
Contribution = x = 90,00,000
Market price per share after expansion:
|Particulars (T in lakh)|
Contribution L. 11.5!].[‘-‘0;
(-} Fixed cost (57.00,000)
[E;-l;rlll::gs before interest & tax (EBIT) 55,50,000
: rest
Earnings before tax (EBT) L
T & 500 22.50,000
pi s (] (11,25,000)
I._ alter tax (PAT) 11.25.000
Eps - . Profit for equity shareholders 11,25,000 56.25
No. of shares RN
hﬂﬂmﬂu.

16] ABC Lid. has an avernge selling price of 2 10 per unit. Its variable
:EHT"JIH t7 and fixed costs amount to ¥1,70,000. It B.nu;r:tunll its muhg
R f"ndaﬁgrn-mm@mmmmumhwmmmm;
and. o pattern of Anancing. latter finances ils assets 507%

4 50% by debt, the interest on which amounts to £20,000, STeaity
l“. Tin e the degree of aperating, financlal and combined leverages at 77,00
%&nmm-ﬂﬂmmu&mm [Dec. 2016 Hl‘h:::::;

;

NNV VL—




*

TRLATANN

15.28 PART 11 : FINANCIAL MANAGEMENT

Ans.
No. ol units = 7,00,000/10 = 70,000 units.

Particulars Lt L—'ﬂ-% '
Sales 7,00,000 _—-}T‘M-Lﬂ!i‘
(-) Variable cost M “ugﬂllﬂg?]u
Contribution 2,29.000 N_-‘fl-ﬁ\-‘}‘
(+) Fixed costs M “-?ﬂ&?'
EBIT 40,0001~ ggem
(-) Interest . fzﬂ.lzlﬂu-
EBT 40.000) 5
(-) Tax @ 307 (12,000) 16,000,
pAT 28,000 _"‘,‘.;'5&;
Operating I;-wmgu 3.25 _____-ﬁ?
Financial leverage 1,00 j
Combined leverage 5,23 105
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 financinl leverage shows higher burden of interest cost consequently higher
financial risk, As POR Lid. has higher financial leverage hence it has high financi|
risk as compared 10 ABC Ltd.

(3) Highcombined leverage shows combined elfect of higher burden of fixed and inters!
cost consequently higher business & financial risk. As PQR Lid, has higher combined
leverage hence it has high business risk & financial risk as compared 1o ABC Lid

“Problem Neo. 17] Conslder u firm X Ltd., having the following details: ]

ERIT = ¥1,00,000 i

Debt barrowed at the rate of 10% = 25,00,000

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 e
Also valeulate cost of equi in each case, [June 2017 (2 M

Ans.
Particulars Debt is increased
LT 1.00,000

(70.000)

L) Interest

(MR} 30,000
Lh"“‘.’" Capitalizavion tate (K) 12.5%

-
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A;’u]/ﬁ;fr Debt s Increased| Debt is decreased
purt — by £2,00,000 by 12,00,000

— nf ﬁl'rn I:_LU'I r.'l]'\-"} H,m_m E'm'ﬂw
Y "'h.ﬂh:e of deb! (7,00,000) (3,00,000)
|[;J]uf of eqUity 1,00,000 5,00,000
pows orequiy -

Los FUT"IV':.IHE ol cquily x 100 10 |41'-iJ
gl

W 8] The net sales of ABC Lud, Is 130 Crore, Earnings before Intercst
oo ax of the company as a percentage of net sales is 15%.

di
£ | employed comprise of:

11“" cap [t
Equity 112 Crore
130 cumulative pref, shares 5 Crore
pebentures @ 15% 16 Crore
calculate operating leverage of the company given that combined leverage is 3.
[Dec. 2017 (4 Marks)]
Ans.

1 .-E—I;—HE“IHH !
Cales 30,00,00,000
varlable cost (19,20,00,000)
Contribution 10.80,00,000
() Fixed cost (6,30,00,000)
EBIT {15% of sales] 4,50,00,000
() Interest [6,00,00,000 x 15%) (90.00.000)
1I5u|11ingr. helore tax (EBT) 3.60.00,000
Let the contribution be ‘v,

; Contributlon
Combined Leverge = EBT,
s ~
3,60,00,000
b= Contvibutlon = 10,80,00,000
Obernting T wverm s Contribwition
ng Levernge « BT
10.80,00.000
+4,50,00,000

« 24

-H“'-"'—'—-—_..__
1,,",‘“’1'" ™ No. 19] A firm has sales of €10 lakh and fixed cost of €1,5 lakh. Contri-
Fln ﬂ:l";liln i 30%. It has 10% debt of ¢4 %mdﬁ sy g

everage ind Combined leverage. out . wants t
ouble (b EBIT, how much per cent Increase In sales ls needed? v
~—~ 2 [Dec, 2017 (4 Marks)]

(.
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Ans,

b-;-—m—-_h?]_ml_______ :_\\
| o

=
M:f\

- Vanable Cost ﬁnfl%
- "‘
LConmtnbution (309 of sales) 3 1%1'
1(-) Fived Cost (1 ;m-&'ltj
]

ERBI 1\0"“1]
) Interest (2,00 000 « 109%) :51],0._-.“

'EBT — 0y
1]

e i Ia:ﬂq
Contribution 3,00,000 T
U“\::‘. E Laverane = =2
pvraling Leverage EBIT - 1.30,000
. EBIT 1,50,000
Francial Leverage = - ' = 2.4
e EBT 70,000
. : Contribution 3,00,000
Combined Leverage = - < =4.28
sl EBT 70,000
It operating leverage is 2, this means that 1% change in sales will cause 2% change iy ER[p

—_—

Prublem No. Iﬂ]w:hbamu¢hndeddtdtnﬁﬂuplh¢paﬂﬂunnfﬁnnnnumm
To test the analytical capacity of applicant, following information is provided j
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 hinancial leverage is 3.00.

3. The eamnings per share is T30,

4. Present market price per share is 1225,

5. Applicable 1ax rate is 33.0357%.

6. Number of equity shares outstanding as of date are 20,000.
18 (4 Marks)]

[June 20
Ans.
Income Statement:
Particulars ! 1
Contribution 67,20,000
{-) Fixed cost __{:._uiz%
Earnings before interest & tax (EBIT) 26,88, ]
(-) Interest \ ___u?__ﬂ_.%
Pratit before tax (EBT) B.96, ;|
|(-) Tax @ 33.0357% ﬁ%
g_ﬁll.ﬁ.t ﬂ-ﬁfr lax I.PAT} _-E,_E._u_'_..--'

’ Proiit after tax
EPS = No. of shares
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profit alter 1y
20,000

1 * 5
L ftor 1 20,000 = 30 = &, 00,000
il &
R L R
srafit Lo 100% ~ 33,0357 0o 96d3n, = 8:96,000
EBIT
I'll-'h‘l Ir\' l.‘l.-.'l-l_ﬂli.l - EHT

l.'in.il
EBIT _

1% 596,000

ﬂ‘gn.['ﬂ]ﬂ w 3= 26,858,000

EBIT =
N Contribution
D}wmliu-:: leverage = S
Contribution
13= T 26,88,000

[-ﬂ“u-ih“[iuﬂ = 2685000 = 2.5 = 67,220,000
Problem No. 21] The Balance Sheet of MP Ltd. as on 31st March, 2018 is given

wNNVIVAYL

as under:

LIABILITIES T ASSETS t
Equity Capital (¥ 10 pershare)  1,60,000 Net Fixed Assets 3,00,000
Rescrves 80,000 Cumenl Asscts 100,000
10% Debt 1,20,000

Current Liabilitics 40,000

4,00,000 4.00.000

Tex rale is 504

You nre required to:

) Likely level of EBIT if the EPS is(a)TL, (b) EPSis 3.

(i#) Financial break-even level, [Dec. 2018 (4 Marks)]
*n'll-
il}_‘:l_l_l:it showing the likely level of EBIT if EPS is 1 & 3:
E"“"mj'"EE- before interest & tax (EBIT) ; 44,000 1,032,000

(- ;
) Interegy - {12.000) (112.000)
ngs before tax (EBT) 32,000 96,000

{" 1]
) Tax @ 500, (16.000) (43,000}
fir after lax (PAT) 16,0043

43.000

0. of sh r

w m.un? 16,000
3

?’fﬂmr Teverse working downward to upward.

_ m““l:iii] bBre

in ak-even level is the level of earnings before interest and taxes that will e

IET0 fer | L
Net income or zero earnings per share.
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_-_-_-_-_-_-_._-___-_._.—-—'_'_._-_-7——_
Earnings before interest & lax (EBIT) H\E‘.E-qﬁ‘
(-) Inlerest “lﬂﬂm
Earnings before tax (EBT) 12,00q
(-) Tax @ 50% 0
Profit after tax (PAT) 0
—0]
No. of shares 16,00g
EPS 0
ﬁ
Problem No. 22] ABC Ltd. had the following Balance Sheet as on 31st March, 2y;
LIABILITIES 2 in Crore ASSETS 2 in Crore
Equity share capital 10 Fixed Assets (Net) 2
(100 lakh shares @2 10 each) Current Asseis s
Reserves & Surplus 2
15% Debentures 20
Current Liabilities 8
-
40 40
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) Eammings per Share
(b) Operating Leverage
{¢) Financlal Leverage
(d) Combined Leverage [Dec. 2018 (4 Marks))
Ans.
al
Assets Turnover Raltio = Tﬂl:] :zscts
o Sales
- 40
Sales = T100 Crore
[Particulars —r—ﬁ
5.‘1!1.‘5 W'E::
\ariable cost (63
I Contribution ——-"'""_-'55}
| (-) Fixed cost 8 -_._-_'______,Ei,.'-
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mﬂ interest & tay {EBIT}

Tt ‘ 27
o | B
[+ pings pelore tax (EBT) ! L)

| ] £ I 2
Eme " o | Ji
0 ttertax . o)

r ____'_'-‘——_.__________ | I“‘"
jﬂﬁl available to equity shareholders 14.4
05 = No. of equity shares - _"T—* = 14.4 per share
. __Contribution 35
gperaing LEVeTREe = e B g
o 27

annc:al Leverage = _Eﬁ'l_‘_ = 'E_;— = |.125

| | Contribution 35

Eumhlﬂfd Leverage = EBT - T 1.438
mu. 23] The following data relates to Ribbon Ltd.:

i

Earnings Before Interest & Taxes (EBIT) 30.00,000

Profit After Tax £5,94,000

Operating Fixed Costs 22,50,

Tox Rate i

Required:
(i} Prepare the Income Statement of Ribbon Ltd.

(if) If the company wants to increase its profit after tax by 40%, how much should
be the percentage rise in EBIT that is required? [June 2019 (4 Marks)]
Ans,

Particulars 1
Cantribution j 52,50.000
H Fi."{(!d COst (22,50,000)
Eamings before interest & tax (EBIT) 30.00.000
5 Interes; [Bal, Fig.] (7,50,000)
Mings before tax (EBT) 22,50,000
) Tax @ 4q9; (9.00,000)
E’M@Lt?&ﬂ 13.50,000
Finangiag EBIT 30,0000
) SEBEE - R w133
Leverage = EBT 22,50,000

F )
1.33% increase in PAT, EBIT should increase by 1%

F ]
T 40% increase in PAT, EBIT should increase by 40/1.33= 30% (Approx.)

k e e — i

A —

LY 1S —
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e
inl plans of a company which ha |
Wo

fwo financi :
- o e o
d information 15 &3 under:

Problem No. 24] You are given

financial situations, The detaile

Installed capacity (0,000 units

Actual production and sales 60% of installed capacity

Selling price per unit 130 |

Variable cost per unit z20 |
(uation B =1 25,000. |

Fixed Cost: Situation A =T 20,000; Si

Capital structure of the company is as
Financial Plans

follows:

Particulars
PO MN
(T) (?)
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 sale

Sales — Variable Cost = Contribution; 3020 = 10

Debt (Cost of debt 12%)

s = 10,000 x 60% = 6,000 units

Situation 1 Situation 2

Particulars "~ Plan PQ| Plan MN| Plan PQ| PlanMN
Contribution 60,000 60,000 60,000 60,000
(-) Fixed cost (20,000) (20,000} (25,000) (25,000}
EBIT 40,000 40,000 35,000 35,000
(-) Interest (4,800) (1,200) (4,800) (1,200}
EBT 35,200 38,800 30,200 33,800}
Operating Leverage 1.5 1.71
Financial Leverage 1.14 1.03 1.16 .4
Combined Leverage [.71 1.55 1.93__________|_._E§,

_________——'-"'-
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 1,300 |
Calculate the percentage of change in Eanings per share, if sales increas® by 2%
disregarding other factors. [Dec. M

B




CHL1S  CAPITAL STRUCT

Ukp ¢ |_I'.'-'I:R.M'}|i5 e
m:nw gralement
[11F
R
IL-J:,,,“-ilzml.im'ﬁ —
) pixed cost F__-—_[-I_E_T-—?q
000
gBIT
(- Interes! _ﬁiﬂ
600
EBT LT
f—
Contributjon 34
g e 3dn
The combined lev

erage of 5.67 implies that for 1% change in sales would bring 5.67¢¢
changes in EPS.

Therefore, with a 2% change in sales, change in Eps would be 5.67 « 2 = 11 342,
et o
Tattoos Lid. Gherkins Lid.
Eamings Before Interest and Tax T 50,000 T 1,25,000
Debentures @ 8% ?2,50,000 ?3,00,000
Preference share capital @ 109 ? 1,00,000 ? 1,50,000
Tax Rate - 35% 35%
[Dec. 2020 (4 Marks))
Ans,
Income S1a1e ment
Paicularg Tattoos Ltd.| Gherkins Ltd,
ey — 50,000 1.25.000
|| Interesy (20,000) (24.000)
| |EBT 30,000 101,000
| EH Tax @ 350, (10,500) 135.350) |
PAT 19,500 63,650
. lerence Divigeng M0.000) 300,
%ETLL‘QU“}' shareholders 9.500 30,650

B

B NNV IV NV e e 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
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DIVIDEND DECISIONS

EI;H__-_I-M short note on: Factors affecting dividend policy of the firm.
' [Dec. 2009 (5 Marks)]

Or

Briefly discuss the determinants of dividend policy. [Jane 2016 (4 Marks)]
Or

What are the main determinants of dividend policy in a corporate enterprise?

[June 2019 (4 Alarks)], [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
frm 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 payment of dividend may not cause
]nsﬂ]'.‘enc}!. -

) Financial: There are financial constraints to Dividend Palicy. A firm 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.

[3', E":—’U-l'lnmic constraints: Besides, there are cconomic L:!::TEITJiﬂ!S 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. which maximizes the market
Price of the firm’s stock.

Natyre of business: A company having regular eamnings may like to have a stable

(5 and consistent dividend policy.
Eﬂ:“'lﬂce of the company: The ]el'IS_'h of
Palicy. With their long standing experience.
Policy than the new companies.

existence of the company affects dividend
the company may have a better dividend

16.1

g
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¢ whether a ]._,I-ivﬂlc limited Cﬁmpﬂl‘l.:-,r 5
1 4

2 The type of cOmPaRy 7, . a closely held ¢
i Eﬁcﬂlfrfﬁﬁﬁipun}'aﬂeusdividenddccmmm- [na closely ~OMpany,

| Y. av
vive policy may be followe ey
may be taken for acquiescence fmd e f:n ?Y;L{;;ﬁﬁlﬂeu a more Prr}g:legb U for
public limited company with wide spre 9 SIVe ang

ision.
i - .+ will be the better decisio
promising dividend policy will w o

(7) Financial needs: Needs of the Company Fnr %édit:uﬂﬁ] i?.f::tedaifieﬁ:z :;e d

bollcy The extent (D viieh o pmﬁf at leqiu{';it-idend decisions Wor]dr:panl’ for

iy R : P on 1 - . £ Cani
business growth is the main consideralion i : e > Capily|
pasition REA company is an important conclmn_n thlat affﬂclh_ll‘;e dividend pﬂl":}'iunu
company would declare a dividend (o undermine its financial strength and threajey
its solvency. : = _

(8) Market conditions: Business cycles, hc_mm and dcprissmn,. altects divideng degi.
sions. In a depressed market, higher dividend creates belter image of the Compapy
During the boom the company may like to save more, create reserves for growth i
expansion or meeting its working capital requirements.

(9) Financial arrangement: In case of financial arrangements being entered intg or
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 Jarge 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 c2p!

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 verbal statements can be ignored or misla-

terpreted, dividend action does provide a clearcut means of ‘making a statemen!
that speaks louder than thousand words.” Explain, nEIune 21::!; (5 _;uf_rgﬂ
Ans. With the higher profitability of certain compani FayANCes
for not being paid higher dividend. Therefq peaues, the sharcholders have the gr:;’ ying

rEI cert i T " -
higher dividend. This has in many cases raj S S Rmpatics nave oW e ot pﬂ‘dcd

; sed the market, pri rovi
opportunity to investors 10 encash their gains. t. price of the share and P

Lower dividend keeps the markel price genera] Jow unless special circumstances exis! du¢

to company’s efforts for growth by way of expanci - 6 g ion
T e pansion o izati jversifica
to boost investors' sentiments. r modernization or divers

D———
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' is correct 10 say that dividend action does provide a clear-cut means of ‘making

{lence ent’ that speaks louder than thousand words,
11
5I:ﬂt"‘:

i//f’-— dividend policy should een current divi-
timum policy should strike a balance between

Q: 4. ;1'11;; Futu_n: growth. Comment. [June 2007 (5 Marks)]
d

Or

growth are conflicting goals to each other. Comment.
[June 2016 (5 Marks)]

puidend 22

when deciding how much cash todistribute tostockholders, financial managers must
- in mind that the firm's objective is to maximize shareholder value. Thus, the target
kﬁp;t ratio should be based on investor preferences for cash dividends or capital gains.
2 : " . - - o A - :
F:th frm increases the payout ratio, dividend will increase, resulting in a higher stock
L : ;
]ljn-cc 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.

Therefore, when setting the optimal dividend policy the financial manager should strike a
halance between current dividends and future growth so as to maximize the firm’s stock

F]‘icl!.
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
fluctuate investors may discount with some percentage probability factor i.e. the likelihood
of receiving any particular amount of dividend. Failure to pay dividends in one year may
affect the market price of share and remove the security from the approved list of the
vestments used by institutional investors.
E:E:“‘i‘leﬂd policy has to be adapted to the nature and environn wnts of the Airm, industry
indu;:':;:";‘l'“}-, If the company is operating in highly cyclical mdj_m:h th.: lh.:.‘ l:?t_nclhme tools
exist, A I:a ws l'zll'la.nagll.’mrnl canml_mt creale Ill{:l.l?{l'!.l r{l‘gl:ll.lr :l.m ‘uﬂ ._1'-.:!3 .~|.1[ 11.1"3' d-_;c:. not
Petiod of aP ¥ luul in buf'.m period Cmm-[d' :'::;l :.c;,L ; v nfn u:u.ug,. :i i r:tm. 5 :!n rm '-‘l[lgcd
tﬂpmll‘:{:t SEEE osses. 1t is better to relate dividenas m_uurn_mg_n :m ‘ not unduly -ffll-mpt
areholders from large fluctuations in earnings so inherent in business,

Q.6, Divid
 “Widend policy is strictly a financing decision and payment of cash dividend
:'I"""!'Mvu residual, c:mm,u:: (Dec. 2010 (5 Marks)]

%nm on: Resldual theary of dividend policy. _[Dec. 2012 (S Marks)]
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Ans,

According to Ezra Solomon, dividend policy is s
of cash dividend is a passive residual. The amoun
period to period in keeping with fluctuations in the amo
opportunities available to the firm.

!f the opportunities abound, percentage of payout
if the firm is unable to find out profitable investment 0ppo
The theory implies that investors prefer to have the firm retain and reinvest €arnings Tathe
than pay them out in dividends if the return on re-invested earnings exceeds the Fate i |
return the investors could themselves abtain on other investments of comparable t‘ishul '

Q. 7. Writc a short note on: Modigliani-Miller hypothesis of dividend ]mm
[Dec. 2014 (5 Marks)]

trictly a financing decision, The '
t of dividend payout will flucyy, Yinen,

: te
unt of acceptable im,ﬂﬁl::n .
en

is likely to be zero; on the other
rtunities, payout will be ]S;i.

: Or
Dividend policy is irrelevant in decision making, Comment.

[June 2015 (5 Marks)] |

Ans,

Professor Modigliani and Miller in their article, “Dividend Policy, Growth and the Valuation
of Shares" advanced mostcomprehensive argumentsto hold that investors are indifferent 1o
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.
' |
No floatation cost on issue of shares.

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.
o ]}Erimi 15

*
+ No taxes.
*
&

*
With these assumptions, the market price of a share at the beginning of th

defined as equal to the present value of dividend paid at the end of the perio
market price at the end of the period.

Formula:
D +P
P = s
o 1+ 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

o R IR L
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CH. 16 : DIVIDEND DECISIONS 16.5
jcism: The unrealistic assumptions of MM thesis render the hypothesis unrealistic
i:illsigﬂiﬁcam'
i puﬂns‘“i"h between: Financing Decisions & Dividend Declsions.
Q. ° [June 2015 (5 Marks)]
f__,..-—-""'_
Ans-

. nce Decisions: One of the important functions of a finance manager is procurement
! e & = - A ;

F]fuﬂd5 for the firms investment proposals and its working capital requirements.

0

fund raising decisions, he should keep in view the cost of funds from various sources,
In _mination of debt-equity mix, the advantages and disadvantages of debt component
'-iEhiw capital mix, impact of taxation and depreciation in maximization of earnings per
I?.l;rc (o the equity holders, consideration of control and financial strain on the firm in
Zﬂem‘lining level of gearing, impact of interest and inflation rates on the firm etc.
pividend Decislons: Tdhf di\;id:nfl decisions of a inance manager are mainly concerned
with the decisions relating to the distribution of earnings of the company among its equity
holders and the amounts o 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 pav fixed amount of

dividend in the year when the earning of the company is not enough. It is suitable
for the firms having stable eaming.

(B) C}lnstanl 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 per
share constantly + extra dividend in the year when the company earns high profit.
Merits of stable dividend policy:

* Helps in creating confidence among the shareholders.
% Stabilizes market value of shares.

* Helps in marinating the goodwill of the company.
* Gives regular income to the shareholders.

qﬂt-__lln. Comment on the following statement from the perspective of Miller and

f;f‘mham capital In future”. [June 2018 (4 Marks)]
Polj; acml‘ding to Modigliani and Miller, under a perfect market situation, the dividend
asa 2L the firm is irvelevant, as it does not affect the value of the finn. Every investor i

Y Or a project looks for a return on his investment. The return should be a regulay

AV INAY
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declaration is important [or Altrac

of i snce, it i t that dividend Gike o
flow of income. Hence, it is correc del says that dividend is irelevan, ing

investment. However, the Modigliani and Miller moc ‘hich can be encashe and
an investor is equally happy with capital appreciation “‘i,l.'hal G led thrgy,
home-made dividends by selling part of the inms._tmcnt- bé e hIPﬂf‘lam is
return 1o the investor and not just dividend. If an lI'I‘h.'EShE}I' can “asonably certajp

he will raceive a return whether as dividend or as capital appreciation then he can b
expected 10 invest and capital can be attracted. _

Therefore, Modigliani and Miller do not consider dividend as esscni';lal. rather they 5,
that if the firm does not pay any dividend, a slmﬂ:‘hﬂmﬂr cancreatea home-made diviga g
by selling part of his shares at the market price in the market and avail the cash balance
Therefore a shareholder is indifferent whether company pays dividend or not.

— S pROBLEMS & SOLUTIONS e

Problem No. 1] ABCLtd. was started a year back with a paid-up capital 0f? 40,0000,
The other details are as under:

Earnings of the company :34,00,000
Dividend paid : 73,20,000
Price earnings ratio 1 12.5 i
Number of shares : 40,000 B
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 = 40000 - 10 per share
3,20,000
DPS = 40,000 - 8 per share
K : = I =0.08 i.e. 8%
e T P
4,00,000
Return on Investment (R) = 20,00.000 % 100 = 10%
D = (E - D)
+ —
P, = R,
Rﬂ
* 0.10
0-8
h 8+— 08 (1 )
¥ 0.08 !
10.5
- 0.08

= T131.25
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16.7
L. is growth irmasR >R, tHence, optimal djvig i0 i 1S €
P-Hc Jfirmed from following caleulations. Widend payout ratio is nil. This can
HEUI Rl
D+ R‘ [E- -D)
e R
0.10
10-0
0+ 508 )
=S 008
125
= Dlu
- T156.25

;;;ﬁ;; 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:reuelﬂiakhtquilytharuhﬂudmdml]oﬂtjnfthﬁcﬂnrummhy
private investors. There is no debl in the capital structure of the company.

The company has been experiencing difficult trading conditions over the past few

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 2013-
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
[h': Obseryed that, the EPS of Company has fallen from ¥32 to 24 over a peried of time
om 2005

i -2006 to 2009-2010). It represents 25% fall in EPS during the said period. But
We see the Net DPS, it is increasing from T17.50 to ¥22.00 over three vears. EPS and
DPS are Mmoving in opposite directions. Assuming that capital structure remains constant,
thacyal earnings and return on capital employed have gone down. Low EPS indicates
al tither com pany is earning less profit or surpluses available with the company are less.

Mments nseq for earnings: It is seen that dividend per share is
on possible co uences fore g Itis : per sh
Bradyg) ¥ i.m:rcafsing The management would probably think that thuz_ increase in dividend
?’Earafu:ryear give i:;di: ation that company is growing. The increase in L:ll.\-'ldt]‘]."‘[d per share
f; A5ituation of decreasing EPS will adversely affect the retentien rflilu and W :}l adversely
::;u its lon g term profitability. This will also weaken the Li:l.‘-mpan}:i mmpﬂli{n‘e position
i : ' i in market price ol co ,
shat:-.'rnng signals to the investors which may cause to fa price mpany's

e
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165 lakh income for the current year andisp

¥4 lakh. Th wants to invest in a NEW
€ company =t ujﬂgr."iinﬂtl ==

is assumed that the Modigliani
to the company.

Compute the price per share at the en

(/) Dividend amounting to 34 lakh is paid.
(ii) Dividend is not paid-

PART II - FINANCIAL MANAGEMENT
e
Problem No. 3] Abhishek Steel Ltd. has.ﬂne IaHl
are selling at T100 each. Its capitalization rate is i :
project which will cost 375
dividend policy is appl”."h I

hares outst

B

14%. The company is exy,, Ieh
to pay dividend ﬂmﬂun":u“l

d of the current year and the numpg,
shares to be issued for financing the investment when: of

[June 2013 (12 Marks)], [Dec. 2013 (12 gy,
————t)

Ans.
(a) If dividend is not declared:
0-P,
= 1014
P,= 114
(b) If dividend is declared:
4-P,
= 014
114=4-P,
P, = 110
Calculation of number of shares to be issued:
'Particulars If dividend is If dividend
| not declared is declared
. Nel income 63,00,000 63,00,000
(-) Dividend - (4,00,000
Retzined 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 to be issued 8.771.93 12,7272
Verification of MM Model:
[_hﬁnﬂul If dividend is
{ nol declared
| Existing shares 1,00,000
:it"-t' shares lo be ]'L'hl.ltl:l B?,?IQ‘JJ
i TIJL’I-II I'l'i.l.l'!"lbc'l' of s-ham l,ﬂﬂ,?? 1.93
| Market price per share 114
tTu'La] market value at the end of yvear 1.24.00,000
Problem No. 4] Anurag has invested in a share whose dividend is
@15% fﬂﬁrﬂﬂﬂdm'ﬁﬂﬂlﬂbdm company. Hndnﬂt‘lhﬁw
the share, if current dividend is ¥4 per share and investors required unfﬂ?‘?‘ﬁ
6% [Tane 2015 (4 MarE2

A




CH-16: DIVIDEND pEcysions 162
Grow end| CasbF V]
e % 4.60 Cash Flow ' PV Factor @ 6% | PV
: X 1. 4.60 0.943 | 434
2 15% 3.29 5.29 | 0.890 #71]
15% 6.08 :r . st
3 1% 6.08 ] 0.330 5.11|
% . 7.00 7.00 - 0.792 5.54
5 15% 8.05 8.05+845=835305 | 0.747 637.23
6 5% 8.45 656.93
e 6.
B o | 8.45 8.45 »
P~ K —g  006-005 o001 7
Intrinsic value of the company is 2656.93.
‘Problem No. 5] The following information is available In respect of Saber Ltd -
— No. of shares outstanding : 11akh
— Earnings per share =14
— Dividend payout per share 324
— Equity capitalization rate : 12%
— Rate of retum on investment : 1552
You are required to calculate —

(i) Market value per share as per Walter's Model.
(&f) Dividend payout ratio to keep share price at 740,
(iii) Optimum dividend payout ratio as per Walter’s Model.
(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:
Rl
P - D+ R (E-D)
RI:
_ 2.4 + E:i (4-2.4)
0.12
__44
0.12
= T36.67

(i) Dividend payout ratio to keep share price at T40:

R-l
P - D'I' R {E'D.]

L3

R

<

LA

LR N BY
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16.10
0.15
40 X - 0.12 (4 -x)
0.12
0.6 — 0.15x
4.8 =
= F 0.12
4g. 012v+06-0.15x

0.12
0576 =0.12x + 0.6 - 0.15x
0.576 = 0.6 - 0.03x
0.024 = 0.03x
x =D = Dividend = 0.8

Pavoul ratio = D_'E x 100 = 20%
(ifi) 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,

(iv) 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+ 012 (4 -0)
0.12
5
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

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 th shares of the com-
pany when recommended dividend s (a) ded:;-g;d and (j; not declared.

(i4i) Show that market value of the shares at the end of accounting year will remain

nm:whtlhﬁrdiﬂdtndhﬁuhudn% [Dec. 2015 (4,_51;.,1—?_!1
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16.11
AR ion of price of sha
Cnl:.;ulﬂ““ re under MM Mode).
D, + P
1
.= | + K,
(2) i dividend is not declared;
0+P
[50'=" Theioin
FI = 168
(b) If dividend is declared:
: _ B+ P
| Y= S 02
! 168= 8 + P,
I [‘j = 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 | 2.00,00.000 |
(-) Dividend - {80,00,000) |
Retained earnings I 2.00,00.000 | 1,20.00,000 |
New investment 4.00.00,000 | 4 0:0,00,000
Amount to be raised by issue of new shares 2,00,00,000 2.80,00,000
Market price per share 168 160
Number of shares 1o be issued 1,19.047.62 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 (0 be issued 1.19,047.62| 1,75.,000
Total number of shares 11,19,047.62 11,75.000
Market price per share o3 160
Total market value at the end of vear 18,50.00.000 15,80,00,000
e

Problem No. 7] Net profit before tax of Acumen Ltd. is ¥ 17,50,000. The company
has 1,00,000 equity shares of face value Y10 each, ﬁlﬂn#; pl.il:l-lll:l-:ﬂtll::lll market
Price of the shares hare. Income-tax @ 30 applies company.

0| j < per ! [June 2016 (4 Marks)]

E?Egu_t_u the P/E ratio for the company.

Ans,

Pr':'ﬁl before tax
() Tax @ 300,
Prﬂﬁ"- available to equity sharcholders

17,50.000
(5.25.000)

12,25,000

oNNVIAVL—
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e 12,25

EPS = ﬁ = 12.25 per share

P.E Ratio = lfis _ 6.94

Problem No. 8] Following details are available to you for two cumm
Lid. and Pretty Ltd.:
Beauty Ltd.  Pretty Lid.

Internal rate of return (%) 15 10
Capitalization rate (%) 15 10
Earnings per share (?) 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,
A R (E-D) pro D R (E-D)
R, R,
T 2o
0.15 0.15
g 10
T 015 ~ 015
= 280 = T66.67
Problem No. 9] The following information pertains to M/s Kanagana Limited:
Eamings of the company 15 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?
Uune 2017 (2 Marks)]
Ans.
. 5.00000 _,.
1,00,000

D=51'DD"E=!3
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R

(E-D)

Rl.'
R, T,
0.15
0.12

0.12

3+ (53-3)

= T45.83

Problem No. 10] The following Bigures 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 7 10 fully paid-

“ -
The current market price of the equity shares is ¥85 per share, 3
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 ' 7.5
(-) Tax @ 309 l[_ ll'ffiuﬁ?}?}c;
Profit after tax/profit available to equity shareholder | 1 ;-"'5' 000
Earnings Per Share Profit available for equity shareholders
No. of Equity Shares
__12,25,000
1,00,000
= 12.25 per share
P/E Ratiq — _MarketPrice 85 _ 6.04
EPS rasE
e
Pmtllnm Nao,

11] XYZ Ltd. has H,ﬁmmm at current market pri

°f100. 1t belongs to a risk class with capitalization rate of 20%. The cnmg:;
1o earn a net profit of ¥5,00,000 during a year.

%ﬁ_ﬂ_ﬂh the price of share if dividend is not paid? _[Dec. 2017 (4 Marks)]

'Calclllaﬂun of price of share under MM Model if dividend is not paid:
P _ Dl + Pl

DT m— R

1+K;

!'Dﬂq l‘.:|+|:"l

e

1+0.2
Pi = 120

B

— AR W RN
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roducing company, Vieds s

Problem No. 12] Vivu Ltd. is a reputed chemical : re
are quoted in the market at the price of ¥340. Roma Mutual F““d'“ maﬂﬂggrl:
{hjnking to hu_v,' the shares of Vivu. Advice [hE manager uf Roma with I‘ﬂshl to
buy decision through the application of Gordon model based on the [011“‘-'-’]13!
information.

(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.

16.14 PART 11 : FINANCIAL MANAGEMENT

(5) The internal rate of return of Vivu Ltd. is 15%. [June 2018 (4 Marky)]
o ——
Ans.
b _E(-b)
+ 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 = = = 37
ur 0.10 = (0.4 =< 0.15) 0.04 °
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 eamnings can be employed
to yield a return of 10%. The company is considering a payout of 25%, 50% and
=565, Which of these would maximize the wealth of sharcholders as per Wal

Model of dividend? [June 2019 (4 Marks)]

Ans.

[n given case, the firm is declining firm as its rate of return on investment is Jess than cost
of capital i.e. R, < R_. Optimal payout ratio as per Walter’s Model is 100%. Thus, inc

in pavoul ratio increases the market price [or declining firm.

Dividend payout ratio is 25%:

16 x 25% =4

= (E-D)
Dr—3

Pa= .
RI
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0.10
: 0.125 (16 -4)

0.125

13.6
= 0.125
7 108.80
pividend payout ratio is 50%:
]tl' s Enrﬁ' =B

il

R ]
R (E-D)
Rn.
0.10
0.125
0.125

D+

B+

(16 - 8)

14.4
~ 0125
7115.20

Dividend payout ratio is 75%:
16 x 75% = 12

Rﬂl
| D+ R (E-D)
P

i RC
0.10
l 121-_'1]1—5“!5—”]
0.125
b5
0,125
= T121.60

(3

L}

]

Above resyly shows that the wealth of the shareholders would be maximized when the
“Ompany adopts 75% payoul ratio.

—
Problem No 14] ABC Autos Litd. started its business one

- | year back with paid-up
©quity capital of 40 Lakh. Other details are as under

. of the year : T 4,00,000
Dividend paid :3,20,000
Price-earnings ratio P 12.5
Humb“r of shares : 40,000
EL"‘ required to find outwhether the company’s dividend payout ratio is optimal
—E Walter’s Model. [Dec. 2020 (4 Marks))

. ‘
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16.16
Ans,
3.20,000 hare
4.00,000 = _ § per share
PG S o chare;  DPS=
EPS 40.000 10 per share 40,000
K - : . — 1 __po0Bie 8%
. P/E Ratio 12.5

4,00,000 = 10%
Rate of return on Investment (R,) = m #E00 =

D i E-D)
- RL (E -

L

10
0.08
0.08

10.5
0.08

R
0.

8 + (10 -8)

= ¥ 131.25 sl ‘
ABC Litd, is growth firm as R, > R_. Hence, optimal dividend payout ratio is nil. This can
be confirmed form following calculations.

Rl
D +——(E-D)

3

Flh e R‘ .
0.10
+ 10-0
97008 (10-0)
= 0,08
12.5
= 0.08
= T156.25 |
10 each outstanding o1

Problem N .l!]RﬂJHmﬂdhﬂSﬂ,ﬂWqﬂ!}Mnﬁ _ _
1st J“ull;mlhlﬂl mnmﬂymu-'wuw-m.mm:.m;ﬁ
pany now intends luplyndlﬂdmdnfﬂ_pur.h;:fqr-lhqrmmw. .

mm“ilhl&dym
(a) When dividend is declared.

{b)ﬂhﬂnﬂdbﬁd&ﬂdhm e

 _
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W the number of new equity shares that the company must Issue

(€) "l meel its i“"""m:ﬁm needs of 2 lakh, assuming a net Income of 71.1 lakh
/ﬂﬂ[‘i‘.‘iﬂm s paie. [June 2021 (4 Marks)]
]:]s*;ulaﬁ““ of price of share under MM Model;
_,_I?_LLE]—L—
= 1 + K,
@) {f dividend is not declared:
0 xS
= n0ils
| PI = 1 I.S
() if dividend is declared:
e =
1 + 0.15
11.5= + P
P,= 9.5
calculation of number of shares to be issued if dividend is not declared:
Particulars If dividend is|  If dividend
not declared is declared
Nel income 1,10,000 1.10,000
{-) Dividend - { 1.00,000)
Retained earnings 110,000 | 10,000
New investment 2.00,000 2,000,000
Amount to be raised by issued of new shares 90000 1.90,000
Market price per share 115 9.5
(Number of shares to be issued 7.826.09 20,000
Verification of MM Model: .
Particulars If dividend is|  LIf dividend
1 _ not declared is declared
F—-ti.uing shares 50,000 50,000
New shares 1g be issued 7.520.09 20,000
Tolal number of shares 57.820.09 70.000
?nrktl Plice per share 115 8.5
~0lal market value at the end of year 6,65,000 6.63.000
e
‘E‘“’P lem No. 16] Companles U and L are Identical in every respect, except that
mdm“hm]ﬂMwmhﬁmLhmcmLhﬂ 20 lakh of
(i) All the mel.
(i) MM assumptions are
—~LThe tax rate is 50%.

.
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(iif) EBIT is T 6.00 lakh.
(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 _-__‘-_‘-h‘f
EBIT 6000
(-) Interest |
[T e
EBT 6,00,00g
(-) Tax @ 50% : (3,00,000)
PAT -
Capitalization rate ___-_l—lf:-ﬁ{:
Market value of equity (PAT/Capitalization rate) x 100 30,00,000
R

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 5092) = 40,00,000

Total value — Value of debt = Value of equity

40,00,000 - 20,00,000 = 20,00,000

TANAMANYB—
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UNIT I : WORKING CAPITAL MANAGEMENT

THEORETICAL DUESTIONS

m is the concept of ‘Operating Cycle'? Why it is important in warking capi-
tal management? Give a suitable example to illustrate the operating cycle concept.
[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 cyveles in 1erms
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 [rom sales of fini=!ied poods. 1t
can be determined by adding the number of days required for each stage in the eyele.

Forexample, a company holds raw materials on an average for 60 days, produisction 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 dayvs (60 « 15 =
30 + 30 - 15) is the total working capital cycle.

The determination of working capital cycle helps in the forecast, control and management
of working capital. It indicates the total time lag and the relative significance of its
onslituent parts. The duration of working capital cycle may vary depending on the nature
of the business,

Compuration of working capital with help of operating cycle concept:
(1) Percemng: of Sales Method: Based on the past expenience, 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-
entage of past 5 years may be ascertained. This average percentage of sales 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 Suitab), f '
simple as well complex situations. i

(3) Operating Cycle Approach: In the form of an equation, the operating cycle Procg
can be expressed as follows: r
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 Material Conversion Period ¥ T e s e 365 days
WIP Conversion Period - M*:LT%E?:I;: ;::Em x 365 days
Finished Goods Conversion Period = A"‘mg:ns:]ﬁ:‘gj:: i::g::fm x 365 days
Debtors Collection Period = Awffi:jg:;fshlﬂ x 365 Days
ety Payment Pesiod 4 Average Accounts Payable s

Annual Purchase

Operaling Cos!
365 days

Q. 2. Distin h between: Hedging Approach & Conservative Approach
s [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?":
company may be referred as matching approach, conservative approach and aggressi®
appruach.

(1) Conservative Approach: A higher current assets/fixed assets ratio indicales @ con-
servative current assets policy. A conservative policy implies greater liquidity an
lower risk. i

(2) Aggressive Approach: A lower current assets/fixed assets ratio means an agere S5
current assets policy. Aggressive policy indicates higher risk and poor liquidity: .

(3) Matching/hedging Approach: Matching/hedging current assets policy .\l.'il'] fﬂﬂﬂ'ﬂ
the middle of conservative and aggressive policies. The current assets policy of m
of the firms may fall between these two extreme policies.

R T et

Waorking Capital = x Operating Cycle days
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: i short note on: Determinants of working capital

0 [June 2007 (5 Marks)], [Dec. 2014 (4 Marks)]

17.3

M ants of working capital: Following factors determine the working capital

thub;utul'ﬂ 1;1:'1!2] size of business
" \anufacturing cycle
I E redit policy - both for customers and from suppliers

Business fluctuations and seasonal fluctuations

_ production policy

Growth and €x pansion activities

_ profitmargin and profit appropriation i.e. profit, tax, dividends and retained earnings
_ volume of sales and price level changes.
_ Qperating efficiency

_ Ipventory lurmover

. 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 (5 Marks)]

Ans, Every business needs adequate liquid resources in order to maintain dav-to-day cash

?.W' It needs E_nﬂl.Igh cash to pay wages and salaries as they [all due and to pay creditors
Itis 10 keep its workforce engaged and ensure its supplies. '

|i1[';:;':jl“'1“1"5 adequate working capital is not just important in the shart-term. Sufficient
sy ¥ must be maintained in order to ensure the survival of the business in the long-

Mee ?3 ‘;‘311: Even a profitable business may fail if it does not have adequate cash flow to
. “ 1s liabilities as they fall due.
“ﬂfmﬁ- fhd?;lr the f_lnanl:-: manager to estimate the requirements of working capital
Ve ade LTII Elem::me the optimum level of investment in working capital. In order to
& lﬂjnqa.:ie WD[‘}ung -;;apj,[a] frm musl have ad:qlu.nl'.: current assets. So, a hirm must
€quate current assels. It is not simply a myth but a necessity [or a firm.

_ §ml short note on: Working capital and dividend policy

E‘:ﬁ?‘__ [Dec. 2008 (5 Marks)]

‘“Fiul u:"e 10 maintain an established dividend policy may affect the volume of worki ng
'OF changes ip working Capilﬂl may bring about an adjustment ol dividend policy.

Men )
"‘dunt t'i-l:f dl"-'::.l:len{l may reduce cash in current assets considerably which in tum may
Available working capital for the company.

.
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nd policy and working capitg ;
is

In cither event, the relationship between divide ! I
dividend without giving CONsidy
|

established, and very few companies ever declare a
to its effect on cash and their needs for cash.

Q. 6. Distinguish between: Financing of current assels & Finﬂncim
[June 2009 (5 yyo4 |
)l

A

Ans. Following are the main points of difference between financing of curreny asjey
financing of fixed assets:

Points Financing of Current Assels Financing of Fixed Asset; ~~ |
Fixed assets are those m

Meaning |Current assets are those assets which hick
are converted in to cash within a period | held by the companies 1o be Llstdlrt
of one year. production and administrative p, in
for more than one year, O

Finance |Current assets are generally financed |Fixed assets are gemmw

through short term finance. through long term finance. i |
Mode of |Current assets are usually financed |Fixed assels are “wﬂllﬁm
finance through mode of overdraft, cash credit, through equity capital, preference
public deposits etc. capital, debentures, bonds and |,
term bank loans. b

Share in | Share of current assets in total finance | Share of fixed assets in total ﬁn_a__mc-;

finance |is minimum. more.
Type of |Financing of cwirent assets covers|Financing of fixed assets covers finance.
assels finance in assets like debtors, inventory | in assets like land & building, plant &

& cash etc. machinery etc. ,

Q. 7. Failure of a firm is technical if it is unable to meet its current obligations
Comment. [June 2011 (5 Marks)]

Ans. Failure of a firm is technical if it is unable to meet its current obligations. The failure
couild be temporary and might be remediable, When liabilities exceed assels f.¢. the nat
worth becomes negative, bankruptcy as commonly understood, arises. The fechnicl
bankruptcy can be ascertained by comparing currenl assets and current liabilities 1&
working out current orfand quick ratios. If the amount of current assets is not sulficicot
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

e
Q. 8. The risk of becoming technically insolvent is measured by ullngihﬁm[';;
net working capital by the Finance Managers. Comment. [Dec. 2012 (5 Marks

ﬂr L] ;
Current assets are financed by current liabilities. Comment, [June 2014 (5 Masks)]

Or ,
Working capital managementis all about deciding the level, structure and ane )
of current assets. Comment. [Dec. 2016 (5 Mark?)
Or

Discuss Liquidity v. Profitability in management of working capital. |
[]nm:l_ll_ll_@_-?ﬁl‘-«ug’

r
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n |'url“”|“““g ?HET;S ij'?g capital policy, an important consideration is the
AnS off petween pro iability an‘ |j5k- In other words, the level of a firm’s Net Working
I.I—j-l.ll‘-; | has 2 bearing on its pr-:.:['u;;l:u] ity as well as risk. The term profitability here means
ﬂ,png fter expenses. The u:lrrn EL;I»: is defined as the probability that a firm will become
F"Umi,;a"."' insolvent so that it will not be able to meet s obligations when they become

{ beconting technically insolvent is measured mr’uglrw: working capiral. 1t is
ymed that the greater the amount of b!ul‘. Working Capital, the less risky the firm is,
Lx-fc.-: versa, The I‘E|F=.\l"-"“5h_"l3' bf“’*:'ﬂﬂ:i j_lqllldll}'. Net Working Capital and risk is such

ﬂl":ﬂl if either net working capital or liquidity increases, the firm’s risk decreases.

L hat I:rrf',tr'ﬂrrmu of current assets J:Il_'ﬂm'd be financed by current liabilities and how much by

Bt (ermt SOLLITES will depend, apart flmm lhigurdity- profitability trade off, on the risk perception

fﬂ::ﬁe aanagement. Two broad policy alternatives, in this respect, are:

0 , :

! A conservative current assel financing policy: It relics 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

[
due {o

ﬂ:g :|"I'$-'!c o

financing.

(b) Ana geressive current Asset 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 slatic 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 to say that the balance sheet fails to depict an exact picture of the current

Cls, .

e

Q-ln_ Write a short note on: Sources of working capital
Or

gﬂmwrmmt of {axes is a source of working capital. Comument.
' [Dec. 2013 (5 Marks)]

“Ufre are varigus s of t working capital. Comment.
.. sources;of permanes: g [Dec. 2015 (4 Marks)]

*lh.t_, S“::Url:ﬁ of financing of working capital differ as per the classification of working
'al into permanent warking capital and variable working capital.

.
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1. Sources of Permanent Working Capital: K .
; . : e & i stock or ol ey e
(a) Owner's funds are the main source. Sale of equity 5; with npgfutnm Slock .
provide a permanent working capital to the bquﬂﬂ?J it U::l Prd“ﬂ of epay Oy
particularly during short period. These funds can be retained in (he busiy, Mty

: ; - L,
manently. Permanent working capital provides more strength to the buﬁinusﬁs by,

() Another source of permanent working capital is bond ﬁsancing but it has 4 ¢
maturity period and ultimately repayment has to be made. For *epaymeny ¢
source, company provides sinking funds for retirement of bonds issyeq for pe i
nent working capital. i

(¢) Term loan from banks or financial institutions has the same ‘CI‘J»ELI"JL-.:herit:.ﬁ‘:s
bond financing of permanent working capital. L

(d) Short-term borrowing is also a source of working capital finance op perm
basis. P

2, Source of Variable Working Capital:

Working capital required for limited peried of time may be secured from temp
sources as discussed below:

(a) Trade Creditors: Trade credit provide a quite effective source of financing varigp,
working capital for the period falling between the point goods are purchaseg and
the point when payment is made. The longer this period, the more ad\"ﬂmﬂgenmt
becomes for the firm to avoid efforts of seeking finance for holding inventories o
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 loans
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 of 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 met
the short term finance requirements of the companies and will be good shert tem
investment for parking temporary surpluses by corporate bodies.

(d) Depreciation as a source of working capital: Increase in working capital resul
from the difference in the amount of depreciation allowance deducted from e
ings and new investment made in fixed assets, Usually, the entire amounl deducl
towards depreciation on fixed assets is not invested in the acquisition of fixed asstt
and is saved and utilised in business as working capital, This is also a tem
source of working capital so long as the acquisition of fixed assel is defe

(e) Tax liabilities: Deferred payment of taxes is also a sotrce of working capitak Tui®
are not Fan‘-’ [rom day-to-day, but estimated liability for Laxes is indicated in
Sheet. Besides, business organisations collect taxes by way of income 12X P
on salaries of staff deducted at source, old age retirement benefits, excis “"’ﬁ
ch’s ;er:s. etc. and retain them for some period in business to be used aswnrhﬂ

capital.
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CH. 17 : WORKING CAPITAL MANAGEMENT 17.7

orking Capital Leverage measures the sensitivity of return on investment
<0 : capital.” Comment with example, [June 2017 (5 Marks)]
;ﬁ[“',“f/’— -
15 g-cuPiT“] leverage is measured as under;

,,-.:.rki“'?

% Change in ROCE
% Change in Current Assets
OR

Current Assels
Total Assets — A Current Assets
Assels = Change in Current Assets

capital employed (ROCE):

FEarnings Belore Interest & Tax (EBIT)

ROCE = ™ To1al Assets or Capital Employed
ppeof the imporiant objective of working capital management is by maintain the o p_ti T

n.;]s ol investment in current assets and by reducing the levels of current liabilities, the
!;:mp-’ll“' 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
improve the productivity of investment in current assets and ultimately it will increase
the return in capital employed.

i 1ol Leverage =
g Capi

jcurrent
genim oM

s

0. 12. “Does the Balance Sheet give a true picture of Current Assets?” Comment.
[June 2017 (5 Marks)]

Ans, Current assets 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
Psition of current assets as on a particular date only. In order to even out the effects
i daily 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
assels. The position at the end of a day is a static position which is not representative
uEihT enlire year. By taking period averages some amount of dynamism is brought into
Plcture,
&m‘F“m'ES. an ind
fequ irement,
ok More ra

d“'ill,g the le
hIEEk o T

ustry might have seasonal peaks or troughs of working capital
For example, agro based industry like fruit processing unit would need to
W material during the peak season when the crop has been harvested than
4n season. The high level of current assets can be nothing but a fiction when
firg, ealize the current assets, It may happen that the inventory carried by the
"!jng:::l:jr £onsist of obsolete items, packing materials, finished goods which have been
tharac by buyers and items like dies and tools which are more fixed :l:mn current in
Ien:,?n Midence is required to get rid of current assets like obsolete items, packing
A and finished goods which may have been rejected by buyers.

Pa:qn: Other hand, the current linbilitics are more ascertainable and less fictions. The
oy OF these [iabilities. if not possible [rom the current assets. has to be arranged
'&“n:?ﬁg '8rm sources of funds which may result in a mismatch that is not conducive 1o

health of the firm,
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sion Analysis Method and pe, |
Q. 13, Differentiate between Regres D r;?: “sﬂh!
|

Method for estimating Working Capi ain - : : Mh-h
Ans, Regression analysis me thod: The regrassion an EII:‘r'SIE methodis very uSElels i ’l
lsti

. . 2 .Ith i .
technique of forecasting working capital r equirements. It tielps in makmg Proja,...

after establishing the average relationship in the past years between sales and the ILT;%
Ay

capital and its various components.

The analysis can be carried out through the graphic portrayals (scatlcrdiagram} or
mathematical formulae. The relationship between sales and working capi May be%uf‘
and direct indicating complete linearity between the two or may b‘E Complex i, di?l}m' :
degrees involving simple linear regression and r{"“l“Ple regression situations, ;e n

is suitable for simple as well as complex situations. E
Percent of sales method: It is a traditional and simple method of determining

ol working capital and its components. In this method, working capital js {.Iﬂt'l‘m;:::d
the basis of past experience. If over the years, the relationship between sales and wo
capital is found to be stable, then this relationship may be taken as base for dﬂfrm;:jr{

the working capital for future,
This method is simple, easy to understand and useful in forecasting of working capiy
However, this method is criticized for the assumption of linear relationship, betweeq Sk
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 could
provide a permaneni working capital to the business with no burden of repaymet!
particularly during short period. These funds can be retained in the business ps
manently. Permanent working capital provides more strength to the business. {
(&) Another source of permanent working capital is bond financing but it has a fue
maturity period and ultimately repayment has to be made. For repayment of

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 b

(d) Shon-term borrowing is also a source of working capital finance on perman

Q. 15. Negative working capilal is a sign that the mmay be facing sefi®
financlal trouble or bankruptey, | | Y ane 2019 (5 M)
Ans. Generally, negative working capital is a sign that the company may be faaﬂsﬁ
ruptey or a serious financial trouble, Under the best circumstances, poor workiné
leads to linancial pressure on a company;, increased borrowing, and late payments Thnﬂ"
itor which mav result in a lower crediy rating. A lower credit :"au'ng means banks €
a higher interest rate, which can cost a corporation a lot of money over time-

A
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company wi Lh_ negative working capital maylack the funds necessary for growth of
v a any W hich may further lead to banknl;pm}rand financial trouble for the company.
Ih:':ﬂ . 7are c[rL‘u:Il'ﬂSTilﬂC‘?S. A NEEALIVE working capital can also be a sign of managerial
pse oy in @ business with low inventory and accounts receivable (which means they
:ﬁicﬁr:: pn an almost strictly cash qus and convert cash into capital assets).

i,?h’;:é;ents of the business cycle influence wnrﬁn;mpim E::mges al sig-
017 level. [Dec. 2021 (5 Marks))

s ﬂ.ﬂt ]
e ments of the business cycle influence Working Capital changes at sig-
AsS: t level: The recurring movements of the business cvcle influence working capital
i business recedes, companies tend to defer capital replacement programmes
chane Ject depreciations to liquid balances rather than fixed assets, Similarly, curtailed
pd dety ¢ amounts receivable and modily inventory purchases, thereby contributing

reduc _
"’]Ei . (o the accu mulation of cash balances.
furth®

versely, the sales, capital, and inventory expansions that accompany a boom produce

ter concentration of credit items in the balance sheet, The pressure on company
ugfics during boom years is reflected in the business drive for loans and the high inter-
iﬁ;te of these years as compared with a reversal of such conditions during the periods

5. .F‘-S

Con

of economic decline.

—_— > PROBLEMS & SOLUTIONS 2 =

Problem No. 1] Saraswati Engineering Company is considering its working capital
investment for the next year. Estimated fixed assets and current Liabilities 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
Inventories and book debts. The company is examining the following alternative
working capital policies:

Working capital Investment in Estimated sales PBIT
policy current assels (2 in Crore) (T in Crore)
(T in Crore) y
Conservative 4.50 12.30 1.23
Moderate 3.90 11.50 1.15

_"me 2.60 10.00 1.00
You are required to calculate the rate of return on total assets for each policy.

. " [Dec. 2015 (4 Marks)]

H'thnce sheets under different Current Assets Policies: (T in Crare)
Conservative Moderate Aggressive

o™ Policy Policy Policy
'Hur“’"' Assers 4.50 3.590 2.60
o Asserg 2.60 2.60 2.60
Tty

Assers 7.10 6.50 5.20

01 Liabilifjes i 2.34 2.34 234

—@NNVINXVL
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Particulars Conservative Moderate \&m\
Policy Policy | Stiyg

Estimated sales 12.30 11.50 hﬂﬂ
Estimated EBIT 1.23 1.15 1'{:'3
Current Ratio [CA/CL] 1.2 .67 1~Dﬂ
(1) Rate of return on total assets 17.32% 17.69%, i '”‘
[EBIT/Total Assets] x 100 923,

(ii) Net working capital position 2'1'& 1.56 0
(#if) Current assels to fixed assets ratio 1.73 1.50 llugl
Risk return trade-off: The net working capital or current ratio is measurw
0

return on total assets is a measure of return. The expected risk and retumn are Minim gy,

in case ol conservative investmenl p

olicy and maximum in case of aggressive inVesime
Il

Problem No. 2] A company has prepared its annual budget, I‘Elﬂvﬂhtm

which are reproduced below:
(/) Sales T46.80 lakh
(25% cash sales and balance on credit)
(ii) Raw material cost
(iii) Labour cost
(iv) Variable overheads
(v) Fixed overheads
(including T 1,10,000 as depreciation)
(vi) Budgeted stock levels:
Raw materials
Work-in-progress
(material 100%; labour & overheads 50%)
Finished goods
(vii) Debtors are allowed credit
(viii) Creditors allow
(ix) Lag in payment of overheads
(x) Cash in hand required
(xi) Wages are paid as follows:
(a) For Ist and 2nd week
(b) For 3rd and 4th week

Prepare working capital budget (requirement) for a year for the company J
[Dec. 2013 (20 Marks)], [June Mac Al

Assume one year = 52 weeks,

: 78,000 units

: 60% of sales value

: T6 per unit
: T1 per unit
: £5,00,000

: 3 weeks
: 1 week

: 2 weeks
: 4 weeks

: 4 weeks credit

: 2 weeks
: 250,000

:in the 3rd week
: in the next week.

2016 (10
ors 185

[June 201
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s ot ghowing working capital estimation:
em
V Norms Calcula 7
s e
Iwﬂ‘ﬂnt A!'l!l
3
| . -k 3 weeks
!im“' Mat erial Stoc 28,08,000 « 2 1,62,000
i
| "
P Stock 1 week 132,76,000 x - ] 63,000
( 2
FLl'ljﬁhcd Goods Stock 2 weeks t]?.-ﬂ.ﬂ'ﬂﬂ * 5 ) 1.44,000
' 4
pebtors (on cost) 4 weeks FE.HEJDHG K ) 2,16,000
‘Cash & Bank Given 50,000
(A) 6,35.000
current Liabilities:
4
Creditors 4 weeks (Eﬂ.ﬂﬂ_ﬂﬂﬂ * E 2,16,000
Dustanding Wages 2 weeks (4.63.'304) X % 18,000
=
:ﬂuulanding Overheads 2 weeks (4J53,:]m] % —;? 18,000
E;LEE_‘EHIJM! (A) - (B) : 3.83.000
]l:: L: Cost Structure: (For 78,000 units)
"8 Price per unit = 46,80,000/78,000 < 60
Ray : Per unit Total |
hhw““‘“ﬁﬂl 36| 28,08,000
r
iah] 6 4,68,000
¢ Overheads 1 78.000
BLi tn"-El‘hEEI.LlH (excluding depreciation) 3.90,000
Note 5 37,44.000
Cost Structure for WIP:
: Degree of completion 3]
100 28,085,000
50% 2,34,000

NNVINX V-
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17.12 PART I1: FINANCIAL MANAGEMENT
___.—-—-_-_-______‘—____-_-_-'-'—-_-_-‘1

' Particulars Dezgree of CGmFIEE]_E_I__________________________‘_‘H'\
' Vanable Overheads S0% m
= i
Fixed Overheads S0¢ : lﬁi‘.r“
Total e BTSN 32'?5';1
Note 3: Calculation of cash cost of sales: \"\"

i Particulars
| Cost of sales 1.e. total cost
|(-) Cash sales i.e. 25%

| Cash cost of credit sales

Problem No. 3] Calculate the Net Working Capital mmmm
from the following information:

(X per unit)
Raw Material 160
Direct Labour 60
Overheads 120
Total Cost 330
Profit 60
Selling Price 300

Raw material is held in stock on an average for four weeks. Materials are i
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 Debos
eight weeks. Work in progress comprise 100% material cost and 50% comersa
cost. Lag in payment of wages 1%z week. Time lag in payment of overhead expes,
four weeks. ;

Other i. lon:

Cash Sales %4 of total sales

Cash in hand/bank 150,000

Expected level of production 1,04,000 units

One year is taken as 52 weeks. i

Production is carried evenly throughout the year. )

State your assumptions, if any. [JUDM
Ans.
Statement showing working capital estimation: ;
| Particulars Norms Calculations _ﬂ-ﬂﬁ
iEu.rrtnl Assets: = i '
| Raw Matenal Stock 4 4 : |!'Eﬂ'ﬂj a
| terial weeks (1.66.4ﬂ.ﬂﬂﬂ X 52
L 0"
i“ 1P Stock 2 weeks (z,ﬁu.un,unn x -'53.; I

—-—-_----'.-.
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RKING CAPITAL !i!.l..\-’if}ﬂ[]-:y;r 17.13 ’
Jars S T
! | partic — ———__ Gileulations z| |
. g k i
ffa-'.ir.lud Gouods Sloc 4 weeks (1 53.60,000 » -_—.J 27.20.000 | !
q ors (on credit sales) 8 weeks (3.11_-:.-1:-;}, 3 } “ mL‘Lﬂ: |
x5 ' 52! } Sk |
i e Eﬂ nk Gi‘f’ﬂ.ﬂ = n -o-ﬂ ] i
b f_ﬂhi . O
: (A)| 98 20 000
qurrent Liabilities: | |
5 - Poe ( : s : i ]
+|ditors weeks 166,340,000 « = | 12,20,000
guistanding Wages 1.5 weeks (ﬁz.m,rm: 1_: ] 150,000
puistanding Overheads 4 weeks ([ 24,580,000 « —l- *}.:ﬂ,t-ltlrl i
(B} 2420000, |
Vorking Capital (A) - (B) | 7430000 =
| [Working Notes: -
t [Note 1: Cost Structure: (1,04,000 units) E
:: [aticalars %| Per it Towl| F
! lﬂmtnaj 30% 160 | 1.00.40.000 |
Wages 20% €0 6220000
l'}l't'rhi:ads 200 120} 1.24.50.000 |
Total Cosy 80% 340 | 3.53.00.000 |
Profit 20% 80! 82.50,000 |
é—l-"i________ 1007 | 400 4.10,00.000 |
I HIH'.:I: Compumﬁnu of base for WIP:
~— - -
Hazcnal 100% 1.06,40,000
Mages 50% 31.20.000
erhea g o 62.40.000
[ Tow 2,60.00.000
.1#%3 Credit Sales - 4,16,00,000 - 1,04,00,000 = 3,12,00,000 e
' | Froly, wrm—r——— Ritu a
| gy No. 41 The following projected figures are available for Ritu Ltd., a trading
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17.14 PART I : FINANCIAL MANAGEM ENT
PR
2017-2018: ‘_\\\
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 Milh]]
H.II-E- _-__--""-‘..

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:

: ’ , ,20,00
Average Inventory x 365 days = -i_,—i' x 365 = 64 days
Inventory consumed in year 18,30,000
Debitors Collection Period:
Average Debtors 3,00,000 x 365 = 41 days

365 days E
AnalSales " 37,00,000

Creditors Payment Period:

Credi 000
recitors __ o 365.days o o L0 a6 3 das
Annual Purchases z 18,70,000

Operating Cycle = (64 + 41 - 31) = 74 days

Problem No. 5] Compute the requirement of Working Capital ofa mmpi-ﬂi'&"'
the following information provided:

Sales for current year: ¥25,00,000

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 4




CIlL 17 WORKING C:’LPIT&LM.{:{ArEM
N E

NT
17.15
Jln!“ - .I'.l_.l'r 1 N ] e
Gles (alte! 4{?”;;:“‘&”! | 35,00,00]
;_} GrosS profit ( - Yo on sales) (7.00,000) |
Cnatn{ saods sol 1 28,0060 .r
redit purchase = 28,00,000 x % - 7,00,099 |
sial ement showing working capital estimation: :
rﬂm : Norms c.lﬂ.l.hl .
meu: ions T
i -
venlory 90 days | C A |
'E'“ 23,100,540 « Y 700 000
i ot
'pebtors (on sales) 60 daj.:r.' [35.0‘].1’3’1} ¥ L. wem
=0 283333
Cash & Bank 2% of sales 20.000 '
«
ir LY - - r'l I I 3—-.-3 —-:'3 3
Current Liabilities:
Creditors 60 days (?,m_ﬂﬂ] « = i : 118667
360 o B
— 5
] (B) 1.16067, =
Working Capital (A) — (B) | 1D36eal =
“““““ ]

Problem No. 6] Management of Rose Ltd. is contemplating the next budze
and hence required to work out the working capital :::irm:m:;rlhc l:u:::;
jear. The following information has been provided by the budget committee.

Estimated value for per unit of finished product:

e Per Unif
. Raw materials 64 lﬁn ) |
Pl Wages 30

Cash based Manufacturing & administrative overhead 20

n‘lln:ciatinn 10

M cﬁd distribution overhead : ;:

aﬂlﬁ'! Price 200

o 204l information provided by the concerned committee member of budget
‘[":;muu is as under,

@ E_tpected level of activity would be 60,000 units.
| R‘“’-'mteﬁal cost consists of the following:

;‘;’:‘;ﬂlan (2 Per Unit)
. milk powd 40
Coco butter ) 18
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m:;;

o
from different suppliers, and those

(3) Rawmaterialsare purchased
od as indicated hereunder:

extending different credit peri
Credit period in months

Particulars

Dried milk powder 2
Coco butter Va
Vanilla essence 1

riod of % month. Production process requires

TAXMANNG®

(4) Product is in process for a pe
100% of dried milk powder an
Vanilla essence is required at a un

(5) Direct wages and other overhead accrue &
duction process.

(6) Past trends indicate that dried
months period and other materi
be given for the production process.

(7) Finished goods are kept in stoc

(8) It is estimated

(9) The past experien
collect the receiva

(10) Average time-lag in payment of all ove
case of labour payment.

(11) Desired cash balance to be maintaine
lakh.

From the above information, you are required

bles from the debtors.

that one-fourth of total sales w
ce also indicates that it took genera

k for a period of one month.
ould be on cash basis.

lly two months time to|

d coco buiter in the beginning of the proc,
iform and constant rate during the Pl'm:e:'
t a uniform rate throughout Pl'n-.

milk powder is required to be stored for ty
als to be stored for one month, before it ‘H"Qulg

rhead is one month and % month in
| :
d throughout the year at the level of T1

to determine the net working capital

[June 2018 (16 Marks)]

requirement on cash basis.

Ans.
Statement showing working capital estimation:
[Particulars Norms Calculations ?
Current Asscts:
Raw malerial stock
2
- Dried milk powder 2 months (24,[}9,-:][][1 x5 } 4,00,000
1
- Coco butter | month [lﬂaaﬂ.ﬂﬂﬂ " Tj-) gﬂm
1
- Vanilla ¢ssence | month [lizﬂ'mﬂ ” __E_ :I'..-I-{a:ﬁ
!
5 000
WIP Stack 0.5 month (5{),49_9[](} . _':]:'?) 2,10,
1 5 f',.[}.m:":r
Finished goods stock 1 month (ﬁﬁ.'ﬂﬂ_mn -, __IE- /)

L e




(Note 3) '
& bank balance %9.000 x "“')
:;nsh Given 12 #.00,000
iabilities:
qurent Liabities: N
'mdilﬂrﬁ for raw material ——m.—-__fﬂﬂ
|
! iod milk powde
| . Dried 1 . powder 2 months E 3
i a mim] ¥ -_——-}
‘_ 13 | ‘ 3.66.667
| . Coco butter f
. 0. =
5 month 11 70,000 035 J ;
2] | 48750
. Vanilla essence {'month [ |
n 130,000 x —\_ ‘
| 2/ | 1083
ﬂmﬂmuﬁngdhtctWHEES 0.5 month (Iﬂﬂﬂ 05 ;
i .Dm o ‘E— : ?E.EW
Duts_m_nding |nanul':1cturing & l
administration overheads I month (IE 00,000 x s
. ' 2 1.00,000
Dufslﬂnding qt]li". T ;
! g and distribution
overheads | mont [ 1
| nth 6,00,000 x -E-] 50,000
'%:i\—:-‘i‘lg_iﬂg_capi:al (A) - (B) &N 1:“21‘5':'
: 5.08.75
__" 5h Cost Structure for the year: (60,000 units) =
_ ars
Raw Materia] | Per unit Total
'+ Drie d milk
4 pPowder *
0 butter -ll: :4,?1,000
“ Vanilla e : IB.E:O.IJW
Fecy faze. # 1.20.000
Wactypgy . 30 18.00,000
¥ > E & administration overheads 20 12.00.000
s‘ﬂing di of :I?mducﬁnn 110 66,00,000
e Stibution overleads L S0000
Hnl! 2. éﬂ Eﬂfﬂ 120 ?l.m.ﬂﬂﬂ
_f“‘h Cost Structure for WIP:
- Degree of completion G
Milk powder I 24 30000
. 100% 10,80,000

WNNVIVYY
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17.18
__F:_,_,[ﬁ; of completion ]
}
60,

Particulars 50%

- Vanilla essence 50%
Direct wages 50%
Manufacturing & administration overheads

Total ___.—-—-—S;I—-'—"'_
Note 3: Computation of cash cost of credit sales:

Particulars

Cash cost of sales
(-) Cash cost cash sales (72,00,000 x 259%)

Credil Sales

Note 4: Computation of purchase:

Opening stock + Purchase — Closing stock = Raw
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 butter = 10,80,000 + 90,000 11,70,000

Vanilla essence = 1,20,000 + 10,000 = 1,30,000

NOTE: One can also calculate creditors for raw material by taking ‘Raw Material Consumed

as base instead of ‘Purchase’ as calculated above.
Problem No. 7] From the following information provided, you are required o
calculate the working capital requirement for the company. Present your calculation
in a Tabular Form.

(a) Cost per unit:

Material consumed
for calculation of purchase will pe

®)
Raw Material 208
Direct Labour 78 .
Overheads 156 j'
Total Cost 442 , - ’
Profit 78 :
Selling Price perunit 520 ' _ .

b)

() Raw material will be in stock on an average for one month holding:

() Work in Process will comprise of 1009 of material, 50% of wages
average of half a month. 4

% mmwﬂlhhm“ﬂmﬂmem&. s Z

(&) Credit allowed by suppliers of Raw Material is one month. '

(v) nﬂlﬂh_wo{mﬁ‘l“ I

(vi) ﬂuwhmﬂmhlm&

(+i) Time lag in payment from Debtors is 2 months.




I CH. 17 : WORKING CAPITAL MANAGEMENT

LBﬂ:l of Activity: Productlon of 70,000 unjts per annum. It is to be assumed

(¢) roductlon I8 carrled on evenl
gast ﬁeuds accrue similarly, ¥ throughout the year and wages and

17.19

@ calculation to l:;l;]a:d on 30 days a month and 52 weeks in a year.
Mﬁm valued at Total Cost. [Dec. 2018 (16 Marks)]
|
:::,mem showing working capital estimation:
o el Norms Calculations 3 T |
'&-ntﬂﬁ““ | i
' Py -
iz k 1 h ( 5 £ —
Raw Material Stoc mont 1,45.60,000 « — } 12.13.333)
1 A
0.5 month (2‘-‘?'00&0 o ] ‘ 3,47 "3 |
WIFP Stock . i d S, x 5 i GA7.917|
I |
. ' 1}
Finished Goods Stock 1 month {3,0’9,4‘].!]3{1 x 11_! ] |  25,78333 [
2/ | | |
1 |
Debtors (on sales) 2 months (A.H.M.Dﬂﬂ x 1-1 } . &0.56.607 | E
e | b
Cash & Bank Given . 430000, Z
(A)! 11286250 B
Current Liabilities: | I
[
Creditors I month (I.-!S,ﬁﬂ.ﬂ'.‘rﬂ x II_. || 1213333
1 e ]
GU!Standing Wages 1.5 week [5-1.60.[!1] x _: l | 157500
S [ |
. ey |
Outstanding Overheads 1 month [1.09.:u.mu «—] | 910000
- ‘ i
X (B)| 22.80.833
if;dﬂi‘ﬂ_‘iéﬂlal (A) - (B) | $0.05417

E Notes:
_* 1: Cost Structure for the year: (For 70,000 units)

Per unit | Total

;lghﬂal 208| 1,45.60.000
Tect Lahawyr 78 5460000

: €rheads _ 156] 1.09,.20.000
Otal Coxy 442] 3.09.30,000

Profy 78|  54.60.000
‘-si"'J.ss__L________ 520] 3.64.00.000

o
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17.20 PART IT - FINANCIAL M ANAGEMEN
Note 2: Cost Structure for WIP: g ___‘--‘-‘\
Particulars Degree of completion lm
- 100% o
oneroe 3 % Jr'3!:'-".(!‘}

J. P =y | HmIII '
OL a : :':FC —_2-_-2_-;_‘:-:1'"\J_
T'J'..E..] —._"____-__—__I;]_:E{{“:

i S0,
Problem No. 8] Gayatri Textiles Limited is 2 readymade gm;ﬂnem "Z:‘-'f-’lﬂnd.l
company. Its production cycle indicates that materials are introdu in the by
[ and overhead accrue evenly t

ginning of the production phase; wages -
the perﬁ:d ul‘tum::l:. The fuﬂuwing fgures for the 12 months ending 31st March,

2019 are given below:

Production of shirts 54,000 units

Selling price per umit 1200

Duration of the production cycle 1 month

Raw material inventory held 2 month’s consumption
Finished goods stock held 1 month

Credit allowed to debtors is 1.5 months and credit allowed by creditors is 1 month,
Wages and overheads are paid in the next month following the month of accrual

In the work-in-progress 509 of wage and overheads are supposed to be conversion
costs. The ratios of cost 1o 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 Matenal Stock 2 months (64 80,000 x 2 ) 10,80,000
’ 12
WIP Stock 1 month (Eltm‘ﬂm ~, 1 ] 6,753,000
12
F '_ =
inished Goods Siock 1 month 97,20,000 x _l_) 3111‘.]1“--’:I
12
Debtors (o sales) =
L1 1.5 maonths (l.ﬂﬂ.ﬂﬂ,uﬂﬂ > 1.5 ) 13,50-“m
! Cash & Bank =
! 40% of current liabilir : 000
i — 72,3900
(A)| A&7 —
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CH. 17 : WORKING CAPTTAL HM"'LE—HLHT l?_:.’.l
W Norms e )
/’m‘;‘

¢ Lia
curr” |
I menth I-:-" mey JXN, e | S 45 0
- it 0T Bx —} S 40 0
(¥ Lo 12
T
ding Wages 1 month (10,80, 000 » — | 7 50
[}JL-T.I.:D' = 12 J
I
m:_-.l,aﬂding Overheads 1 mont 121,60, 000 « = | 1 530 000
E.‘ o I"T._l
working capital 32 2% 000
Snfl:t}' 5largin 15% > If_:z.:
\zt Working Capital (A)—(B) 343330
mStructur: for the year: (For 54,000 units)
"articulars .  Pero=at Total
1 I &F: i20 o =) 0T
Eaw Material : 1::' 64.50,000
'Direct Wazes [0Fe 26 1030006
Overheads . e, D 2150000
|Totzl Cost | S0 : | 180 972000
!Pmﬁt 10F: e 15 &3 )
‘Sales | 100z | 200 1,08 00000
Note 2: Cost Structure for WIP:
= - |
[Particulars Degree of completion __
|Raw Material 100%% :*-:.b;.'-' Tl
Direct Wages 306e :.TJ.EL:G ;
\Overheads S0% 10.30.000
Total £1.00.000 |

alnes
lp&t:fﬂr margin in the maintenance of

-S'_‘Tﬂtmﬂu.ﬂl Ineﬂemrlxd.seﬂs:nﬂﬂluniﬁumrﬂ:ufpmpmﬂlﬁ'm
“%Mnﬁngdemnmdmdpmmmw

ﬁ"hﬂcmmtymmnnndm .
3"" (at 2 months credit) z;.m.nau
o terials consumed (suppliers credit 2 months) mmm
%ﬁhpﬂid[munm,ﬂmwdﬁ:wm

. W[mhupmﬁmnﬁ‘mmh'“‘"j :m'“'m"
s jon mu{mhuwwmmﬁ-ﬂt““‘“mﬂ oo
Sles promotion (paid quarterly In advance) .
i company ks one manth stock each of raw materials and finished goods.
'Amml' ps ane month kept. The company wants to adopt

w

“wE YAV
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i ital of the company on ‘;Sfic\

e e TeqUIEERRERORTR g capltal g [June 2021 (1 pe 2%
[Dec. 2010 (12 Marks)], [June 2012 (29 y, il

)

arky

Ans.

Statement showing working capital estimation on cash cost basis:

Particulars Norms EalFINtons B t

Current Assets:

1
Raw Material Stock 1 month (6,{](},(]-!]{] x 12 ] 30,000
] | %
Finished Goods Stock 1 month (lﬁ,SD.UDD s ) 1,40 009 |
2

Debtors 2 months (IQ.US.UDCF X —1'2—] 3,17.500

Prepaid sales promotion exp. | quarter (TS.UEIDK a ) 18,750

Cash & Bank Given 80,000

(A) 6,06,250

Current Liabilities:

2

Creditors 2 months . (ﬁ,ﬂ{l.ﬂ{]ﬂ A ] 1,00,000
Outstanding wages | month (4.8[].000 X ) 40,000
Outstanding manufacturing exp. 1 month [ﬁggﬂﬂg - 11}1 ) 50,000
Outstanding Admin. exp. | month [I,SU,ﬂﬂﬂ + ! ) 12,500

N

(B)[ 20227

Working Capital (A) - (B) 403,750
Note 1: Computation of cost of goods sold:

e E,
Sales 24,ﬂﬂ£;[]]
(-) Gross profit @ 20% (4.80,
Cost of production ’”ﬁ,ﬁ

= - . a5
Above mkuiarfd cost of production contains depreciatio n; hence following mmpitrauau k
to be made to find out cash cost of production and depreciation,
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2: Cosl Structure:
Consumption r' . (Jrlj:i;:
o ] - -i-,:"D““”
:::h manufacturing Expenses 6,00,000
cash cost of production [ 16,80.000 |
Dcplfcia'm“ (Bal. Fig) L 2.40,000
st of production 19.20,000
Sote 3: Computation of cash cost of sales:
R =T = ~
Particulars _ | 3
Cash cost of production 16.50,000 |
5.;|.rnini51ra1‘.iw.: eXpenses 1.50.000 |
Sales promolion expenses 75.000 |
19.05.000 |

Cash cost of sales

are as follows:

(% of selling price)
Raw materials 30%
Packing material 109
Direct labour 15%
Direct expenses 5%

Raw materials 30 days
Packing materials 15 days
Finished goods 200 units
Work-in-progress 7 days
Other particulars are given below:

Fixed overhead are :ﬁhmattd at T 4,32,000 per annum.
The following norms are maintained for inventory management:

WENU. 10] Fortune Ltd. plans to manufacture and sell $00 units of electronic
appllances per month at a price of ¥ 600 each. The ratios of cost to selling price

(@) Credit sales represent 80% of total sales and dealers enjoy 30 working days

credit. Balance 20% are cash sales.
(6) Creditors allow 21 working days credit for payment.
(€) Lag in payment of overhead and expenses Is 13 working days.
(@) Cash requirements to be 120 of net working capital

- ©) Workin taken as :
- g days in ycar are

.%]ltc the net working capital required and the muil;mn pﬁr::lisnlihlc bank
Hnance mdum;n.mdnmnmdnsuww“ Qmittee DOFTAS.

‘-h--"-——-____ e i—

SNNVARY L ———
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Statement showing working capital estimation:

PART 11 : FINANCIAL MANAGEMENT

Particulars Norms Calculations —|
Current Assets: h-‘_-"“\'.
30 )
Raw material stock 30 days (3'64'0'}0 : 300 H'ﬁr‘mﬂ
Packing materials 15 days [2.33.3’39 2300 ) 14,400
WIP Stock 7 days (l 3,68,000 x 31,929
Fisai ) ( 01000 200 units
inished goods stock 200 units | 21,60,000 x 4,800 units 90,000
bies ‘ 30
Debtors (on sales) 30 days 23,04,000 = 0 -2,30.400
'———________'
(A)| 4,553,120
Current Liabilitics:
_ | 21
Creditors for raw material 21 days (E.ﬁ-’l,{}ﬂﬂ x E— 60,480
) : 21
Creditors for packing material 21 days 2,88,000 x -EH 20,160
. . 15
Outstanding direct expenses 15 days 1,44,000 x S 7,200
00
: : 15
Ouistanding overheads 15 days 432,000 x —— 21,600
300
e
: (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)
gt % Perunit] 1o
Raw Matenial 30% 180 ﬂ,fﬂ'.mﬂ
Packing Material 10% 60 2,88,000
Direct Labour 159 90 4'31‘[]9[!
Direct Expenses 506 30 ___];4.‘.;.'-@"

B ad
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17.25
/__4-""—--_-_ _-_-_-_-_'_"———-_____
];u.lﬂ-ﬂ e ]

FIx : 4.3} 000

3 S
Total Co Fie.) 1 21.e0,000 |
profit (pal. & 7.20.600 |
Sales__——— —___ 100% 600 | 2880000 |
~ote 2: Cost Structure for WIP;
Farticulars Degree of completion . 7
Raw Material 1007 8 44000
pirect Labour 0% 216,000
pirect Expenses 50% ' 72.000
Fixed Overheads 50¢¢ 2,156,000
Total 13.63,000 |
Note 3: Computation of credit sales;
Particulars | t
Total Sales 23.50,000)
{-) Cash Sales (28,80,000 x 20%) (3. 7a.000)!
Credit Sales | 2204000
Maximum permissible bank borrowing as per 1st and 2nd method of leading under

pe 8

the Tandon Committee norms:

Method 2: = [75% of Current Assets - Current Liabilities)

[(75% x 4,53,120) - 1,09,440 ]
2,30,400

]

i s THEORETICAL QUESTIONS
Jllm---'-'———__

Q. 17, Most funds | contingencies. Comment.
| businesses nieed cash funds to meet con [Dec. 2009 (5 Marks)]
;.".:—-____

E?““ngency Motive: This motive of holding cash takes into account the element

uncerta'Lmy associated with any form of business. Tha:-_un:j':mni::ru' can result in
P ONgation of the working capital operating cycle or even ils distup t:_m'. s
Possible that cost of raw materials or components might go up or t " SR RAER O
DWersion of raw materials into finished goods might increase, For such contingencies,
1ome AMount of cash is kept by every firm. The motive of holding c..:.s’n lor Ll-'l'.l'llmg:r:nr::l::;
5 | e 2 b Micient cash to act as a cushion 10 bulfer against
Un on the need to maintain suihc
Xbected events,

B

S "“,1“';1] - -
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One never knows about the happening of natural calamities or sudden increase

raw materials or anv other factor such as stn
interrupt even the best planned financial plansan
inetfective and non-existent.

Therefore, the business should maintain larger cash bfh’].anﬁ' ﬂa ;.:m m_red for day lody
ransactions in order to avoid unforeseen situation ansing ause of insufficien; Cash
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in C
ke, lock-out etc. Such events may H.n.mt of
. ﬂu,-,]}.

d thus temporarily make the cag}, bug
Bey

Q. 18. Write a short note on: Important moltives to hold cash. B .
[Dec. 2010 (5 Marky))
Or
Distinguish between: ‘Speculative motive of holding cash’ and 'mﬂﬂﬂntjm
of holding cash’. [June 2016 (5 Marks))
Or
Describe the motives of holding cash. [June 2021 (4 Marks)]

Ans
At the hasic level, 2 firm has three motves for holding cash. These are as under:

(a) Transactional Motive: This is the most essential motive for holding cash becane
cash is the madium through which all the transactions of the firm are carriad out.
Some examples of transactions of a manufacturing firm are given below:

& Purchase of capitzl soods like plant and machinery

¢ Purchase of raw material and components

¢ Paymeni of rent and wages

& Pavment for uiilities like water; power and telephone

+ P=vmen: for senvice like freight and counier
These transactions are paid from the cash pool or cash reservoir which is all the time
beinz supplementad by inflows. These inflows are of the following kinds:

# Capial inflows from promoters capital and borrowed funds

* Sales proceeds of fnished goods

# Capital gains from investments
The size of the cash pool depends upon the overall operations of the firm. Ideally: for
mansaction purposes, the working capital inflows should be more than the wnrhi'iﬁ‘
capital outflows 2t anv point of time. The non-working capital inflows should be U
lized for similar outflows 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 manm:::
potential of value addition to a firm’s business. The value addition can come 1 /%
forms. First, as the originating and terminal point of the operating cyc_lc.
invaluable. But cash has an opportunity cost also and if cash is kept idle, it
a liability rather than an asset. Therefore, efficient firms seek to dfpl“"mmsm o

in short term investments to get better returns. It is here that the second 0 don¢

value addition from cash can be had. Since this deployment of cash needs t0 be

i
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17.27 |
|
Skil'll'U“!"- ;:'Dl all ||1.Ic !l”!rms h[fld cﬁshlﬁ'f *peculative mative. Further the amount of
rspeculative mouve s :
cash held forspe e should not cause any strain upon the operating cycle

contingency "'[m_‘i“: T]1ri5 maotive of holding cash takes into sccount the element of
gncertainty nssol:mtcnfl with any form of business. The uncertainty can result in pro-
Jongation of the '-'-'kadlﬂg capital operating cycle or even its d-mr..;,;';r,:-. It s possible |
that cost of raw materials or components migh goup or the time taken for conversion

of mw materials into finished goods might increase. For such continsencies some
;-,]'nﬂul'l'l ﬂfl:a!-h Is l-;ep[ b:; every Fm‘ g

(e)

ﬁﬂmﬂﬂh“ﬂﬂﬂuﬂmmwfﬂrtﬂmﬁumhm

Or
mmtﬂﬂf“rﬁmmhmﬂhm}ﬁlnhilmmﬂ
operating cycle. Comment. [Juze 2012 (5 Marks)]
operati

Ans. The stralegy for effective cash management in any firm has 3 core componez: of
epsuring uninterrupted su pply of cash to the operating cycle. This cash is ideally semerated
from the cycle itself but under certain circumstances infusion of cash from cureide the
avcle also takes place. Examples of such circumstances are:

(a) when the firm has been newly set up and the ocle has vet 1o commence

b) when due to disruption in the cyvcle, cash gets stuck in other current assets a=d cut-

( g

side cash infusion in the form of promoters lenders’ contriburion s done
Essential elements of a successful cash management stratess:
— e

(1) Realistic cash forecasting: Realistic cash forecasting me=z 52t 3 cash forecast
for the entire next vear should be prepared at its commencement The csh forecas
has two parts-one is the forecast of cash flows from the operatuzs ovele z=d the sec-
ond part is the capital flows. The first pant originates from the sales foroast for the |
year while the second pan originates from the capital budzet. The serpius of cash
generated from the operating cyvcle in called the internal accmeals of the Srm and 0
is used to fund the capital outlavs together with bank borrowings. For realstc cash
forecast, the sales projections and capital budget have to be drawn up after eviensive
deliberations in the management commiitee of the frm. Such a fisocst camies 3
cushion for normal contingencies like sudden spurt or shnnkage in demand forwhich
mid-term modifications in the forecast are made. Imvolverment of cperstional lavel |
People, both from production and sales areas, is essential for realistic cash forecasy,

(2) Speeding up Collections: After the cash forecast has been prepared, the frmshould

€nsure that in day to day operations cash {including chogues) should be collected |

speedily. Towards this end., a schedule of receivables should be prepared and kept |
updated. Before due date of each pavinent, the debior should be remindad for it

When the cheques are received on due dates, these should be crodited to the bank

account expeditiously. For a multi-locational firm, -!LH'J-'!.ﬂfm'fﬂh_‘_h}N“—!-j b made

With the bank for on.line transfer of funds to the main acoount. Simidariv facilines

like drop boxes can be provided by firms having a Large user base whereby customers

©an drop their payments in boves placed at vantage locatons. " .

Sl"""ﬂll:lll:ng out Payments: Simultancously with speeding up i, the rm

should spread out payments as far as possible. It means that it credit penied is

ay : it should be utilized fully. Bunching of paviments

dilable in some payments. |

IRy

(3)

a1 R ———
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should be avoided. For outstation customers, arrangement can be made Wwith

bank for making at par payment.

the

Q. 20. Efficient cash pooling structures are keys 10 efficient and Eﬁ“lm
[June 2018 (5 Marh}]

management.

are keys to efficient and ellective liquidily_;m_:
ment. A cash pool is a structure which allows the balances on different bank accounts of ,
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 accounts that are ip the
pool. Cash pooling provides a group with subsidiaries with a number of potential be nefils
like control over cash flows, funding benefits, investment opportunities, minimization of
interest charge, reduction in payment 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.

Ans. Efhcient cash pooling structures

—— = PROBLEMS & SOLUTIONS

Problem No. 11] Following facts are available for Astro Ltd.:

(i) Cash turnover 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 vear.) [Dec. 2009 (6 Marks)]

Ans.
Present cash cyvcle = 360 davs/5 = 72 days

Proposed cash cycle when accounts payable stretched by 12 days = 72 days - 12 days =
60 days

Proposed cash turnover rate would be = 360 days/60 days = 6

Minimum operating cash requirement:

Present = T1,75,000/5 = ¥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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’///E:l—z_] Fl.lllﬂ“’iﬂg results are -E‘IEI:‘E[[ brxﬂ Lid. b}' quarters nexl years

'ﬂblﬂm
' (? in '000)
! 2 k| 4

pler
gnffﬂ 7,500 10,500 18,000 10,500

f.d.i" Pﬂ}":ﬂllﬂ"rs;

uction cosls 7,000 10,000 8,000 8.500
ing: admin. and other costs 1,000 2,000 2,900 1,600
g:rchﬂlﬁs 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
e ce of debtors is ¥ 30,00,000. Cash on hand at the beginning of the vearis 7
4.50,000 and the desired minimum balance is 1 5,00,000. Borrowings are made at
ﬂ'm E;cgjnnjng of quarters in which the need will occur in multiples of 7 10,000 and
" e repaid at the end of quarters, Interest charges may be ignored.
You are required to prepare:

(i) A cash budget by quarters for the year, and

(i) State the amount of loan outstanding at the end of the year
' : [Dec. 2021 (8 Marks)|

Ans.
Cash Budget (T r 0O0)
Quarter 1 2] 3 -l}
Opening cash balance (A) 650 550 00! 500 |
Receipts: ! |
- Cash sales 5.000 7.000 12,000! 7.000 |
- Cash received form debtors 3,000) 2300 3500  6.000]
Tolal receipts (B) gooo| 93500/ 15500! 13000/
Payments: | '
- Production costs 7,000 10,000 3,000, 8300
* Selling, admin. and other costs 1,000 2000, 2500 1,600
:I' Purchases of plant and other fixed assets 100 1,000/ 2.1000  2.100
otal payments (C) 5.100] 130000 13,000 12200
c1ﬂﬂing cash balance (A) + (B) - (C) 550( (2,950) ! 2,000 1,300
Dnﬂ\ﬁngs Iﬂ.kﬂl'[ or 'I'E']]ﬂ.id — 3,45{} l:. SO0 (S00])
bired minimum balance 530 300 500 | 500
‘-.___________
- UNIT-Til - INVENTORY MANAGEMENT

THEORETICAL QUESTIONS

- 21, 1 ad tive, mare molives force corporate to hold
%:? transaction mu. A [June 2009 (5 Marks)]

£

e

— g ANV AN e
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Ans. There are three possible motives for holding inventory: such as transaction Moty
precautionary motives and speculative molive. '
(1) Transaction motive: Transaction motive of holding i,r.,-cm‘c-ry ml"‘f“ into Consig

ation the view that inventory level needs 10 be maintained in the right Q'-limtumt:
ensure proper functioning of business. ’
(2) Precautionary motive: Precaulionary motive pmﬂdﬂs that ll]E level of inven
should also take into account the aspect of that _P"":hms which may proye
time consuming in some cases and hence ample inventory should be Mmaintaineg t

avoid stock-out situation.
(3) Speculative motive: Speculative molive La
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-group

items, B-Group items and C-group items for the purpose of exercising control over mae.
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:

Iks about availment of discount and ¢,

re influenced by precautionary moyj,

—

Category | % of items | % of value
A 15% B0%
B 35% 15%
C 50% 5%
100% 100%
Classification into various groups:
=

A-group: I\ contains inventory items, which are expensive or used in massive guantities.
Thus, they low in quantity but high in value. (70% to 80% by valie) e
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 vnfuﬂ____,_.—l
C-group: |t contains a relatively large number of items. But they are either very inexpert
sive items or used in very small quantities so that they do constitute small
percentage of the 1olal value of inventories. (5% fo 109 by value)  __——

el

Q. 23. It is not always necessary that inventory is held for smooth mnufa:tﬂl'hﬁ

and sales operations. Comment. [Dec. 2011 _(__';___________

rtant of
nd 1’"‘,

Ans. Inventory control is the core of material management. The need and impo
inventory varies in direct proportion 1o the idle time cost of men and machinery a
urgency ol requirements.

It is highly uneconomical to keep men and machines waiting. Hence firms must ¢a™
inventories. Without proper control, inventories have a tendency to grow be yond ccﬂn'{mlc
limits. Funds are tied up unnecessarily in surplus stores and stocks, productive ﬂperauﬂns
are stalled, and linances of the plant are severely strained. Lack ﬂf*mntrul e jnvento?

W o SR L e
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ds (0 excessive consumption and
ad® ,
3 h.cnmj”nul supply of materials,
«h i
wit

ding of inventory does not comie free ¢
1
Ho

TI TSP o - 3 | -
a3lage as operative arclable 1ot

MELLATIE Car e

‘ A cent, ay
ory. Keeping huge inventory will reg

hile maintaining less stock may lead

e b L requires investment 1o build up

Ll ih rash raeilos. . 3 as

cent p”i- “E Cash vutlay and aleg rugh carryuing

s, W 2 less arder and Cuslumer Cissatisfactiun.
cever, it is not always necessary that inventory is held for smooth manufacturie

‘ L e g s e

‘

el

o - - s i " % " L - ¥ h-—“!!-g [
chﬁ gperations. The Itrt.:*nELdpl f JIT ad vocates the philonoohy of placing purchase order
(in time belore sales orders are received and js proven method of reducing handling

. — T

mﬂu. 9] In Happy Ltd., for one of the A-class items, the falowing data are
l-nu.lblﬁ-:

Annual demand : 1,000 units

Ordering cost : 2400
Holding cost : 40%
Cost per unit : 320

Following three ﬂmmgiﬂmmﬁrmuﬂdmﬂmhthm
() Place 4 orders of equal size every year. 3

(i) Place an order for 500 units at a time and avail a discount of 10% om the cast
of items.

(i) Follow EOQ policy.
Which of the above strategies do you recommend? Justify your answer.

—

[Dec. 2014 (5 Marks))
Ans,

EOQ - .\’1 % Annual consumption x Ordering cost
Carrying cost p.u. p. a

1 % 1,000 x 400
20 x 409%

- 4/ 8.00,000

8

o say 316 units
tal cost ot EOQ policy:

E0Q . 314594

M“lf—'t‘ial cost {1,000 = 20) 20,000

(+
) Ordering couy [ S xm] 1,266

.

NNV L
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T
(+) Carrying cost [ 316 x 20 x 40‘?&} 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 ]: I;[;%D x 4(](]] 1.600
. 250

(+) Carrying cost [ »x 20 = -ID%] 1,000

' 22,600

Total cost when order for 500 units at a time is placed to avail a discount of 10%:

T

Material cost (1,000 = 18) 18,000

(+) Ordering cost- —gli{l_ = 400 800
500

(+) Carrying cost [ 500 x 20 x -1{1%:] 1,800

20,600
Analysis: Total cost is less when order for 500 units at
of 10%.

Problem No. 14] Bharati Fiber Products produ
meters per hour. The fiber is used in other pro
rate of 20,000 meters per day. Cost of fiber is 15 per

a time is placed to avail a discount

meter. The inventory

cost is 25% and set-up cosis are 74,050. ‘

Compute the optimum number of cycles required in a year for the manufactur® of

this special fiber. Working hours per day are 8 hours, Assume 365 days M‘P‘ﬁn
[June Iﬂ%—-

Ans.

Annual requirement = 20,000 x 365 = 73,00,000.

Annual carrying cost:

production rate of fiber = 5,000 meters per hour

20,000
Usage rate = -——ELE——" = 2,500 meters per hour

% = 1,25

1.25
Annual carrying cost p-U. = “Finy

Carrying cost p. U. = 5x25
x (5,000 - 2,500) = 0.625
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\('—i—;jnnual consumption » Set-up cost
L r._-_—
§0Q°

Carrying cost p. u. p. a

F’xﬁ.ﬂﬂ.ﬂnn x 4,050
== 0.625

J,ﬂ?.554,1 3 say 3,07,584

17.33

£0Q =
73,00,000
optimum €¥cles = 3o S — =237 say 24 ycles
'____,__.-—-—-—
e

troblem No- 15] Sona Ltd. manufactures a product which has a weekly demand of
2,500 units, The product requires 5 kg. of material for every finished unit of prod-

. Material is purchased at 104 per unit. The ordering cost is 7200 order
ﬂmewngmnhlﬁpermm £

Answer the following:
(i} Calculate economic order quantity, Assume 52 weeks in a year

(i) 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 — »

—30000 x5

1 = 6,50,000 kg.

E0Q - .Jz_x Annual consumption x Ordering cost

Carrying costp.u.p.a

G 2 % 6,50,000 x 200

104 x 109
EQ = snmﬁ kg_ j
L
* cost ar EOQ policy:
Mager: ;
Herial cogy (6,50,000 x 104) 6,76.00,000
[i—] 0 -
ering cost [ 6.50,000 xIL'H]] 26,000
5,000

\

BNV e
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Total cost when 3% discount is offered by sup

instalments:

Material cost

(+) Ordering cost

(+) Carrying cost

PART 11 : FINANCIAL MANAGEMENT

-

1,30,000

2

(+) Canrving cost [%

[ 6,50,000

1,30,000

104 x ID%:’

(6,50,000 x 100.88)

% Eﬂﬂ}

x 100.88 x Iﬂ%]

<
26,000

6,76,52,000

T

6,55,72,000

1,000

6,55,720

6,62,28,720
Analysis: Supplier offer can be accepted as it will save ¥14,23,280.

plier for supply of materia] i, 5
Equal

Problem No. 16] A com

pany is considering selective inventory control using the

following data:
Item No, Units Unit Cost (X)
1 6,000 4.00
2 61,200 0.05 '
3 16,800 2.10 '
4 3,000 6.00
5 55,800 0.20
o 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 29,930 0.30
12 24,660 0.50
Arrange the data for presentation to on of
g;. o o il management for in'l[gzl:ﬂ;uﬂl'f M‘J‘]‘
Ans.
Item No. Units Unit Cost Total Total cost W
1 6,000 4.00 24,000 14.58% 4
2 61,200 0.05 3,060 1.86% L
3 16,800 2.10 35,280 20.44%| B —
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ﬁﬂ;‘_‘_ Units Unit %ﬂ;l Total Total cost | Classification
—_Cost In %
=% | 3000 6.00 18,000 10.94% A
5 23:800 0.20 11,160 6.78% A
6 22,680 0.50 11,340 6.89< A
7 26,640 0.65 17315 10.52¢ A
: 14,760 0.40 5.904 3.59% C
9 20,520 0.40 8,203 499 B
0 90,000 0.10 9,000 5.47% B
i 29,940 0.30 8,982 53.46% B
{2 24,660 0.50 12,330 7.4%% A
164,580 104¥¢
'E"Em_ﬂr}r of classification:
_—._[:lasslﬁcaﬁun Item Total Em: Total " %I
[ A 1,.3,4,5,6,7. 12 1.29.424 18.64%
B 9.10, 11 26,190 15.91¢;
C 2,8 B,964 5.43%
[l 1.64,580 100.00¢
Problem No. 17] Product-Y is sold for 120 per unit, The demand for the
s at a constant rate of 2,000 units per month. The cost price per unit is 710 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
o \[ 2 x 24,000 x 1.2
10 x 109
e i 57,600
1 %
E0Q - 240
Nog, of orders = - Annual c:::ns%mpliﬂn = 14'33“ = 100 orders
Re-ordering/E0OQ qty. 2
I|-""-l—_,._____-_____ :
aroblem No, 18] Caleulate 1be Minimum stock level, “';?m"l“i‘”‘“'-:
D) Mininm Consumption = 100 units per day
[;.3 L!-‘“?hl:n.l.m Consumption = 150 units per day
%ﬂ’ﬂ_ﬂ_&m!ﬂnn = 120 units per day

g
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(#) Re-order period = 10 (min) - 15 (max) units per 2y
(5) Re-order quantity = 1,500 units per day
_{6) Normal re-order period = 12 days

[June 2017 (4 May

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 units - (120 units = 12 days)

810 units

Calculation of Maximum Level:
(Re-order level + Re-ordering gty.) - (Minimum usage » 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

(810 units + 2,750 units) / 2

1,780 units
OR

Average Level = Minimum level + % Reordering quantity

2
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Ans-
2 x Annual consumption » Ordering coy
g0Q = Carrying cost p, u. p.a e 2
{z « 1,000 x T400
- VT 220 x 40%
‘l‘s',uu,unu
i 8
£0Q = 316.22 say 316 units
fotal cost at EOQ level purchase:
[ 4
Material Cost (1,000 units = T 20) 20,000
; I 1,000 units
{+) Ordering Cost _m x ¥ -H'-lﬂ] 1,266
[ 316 units
{+) Carrying Cost . T E] 1,264
) 22 530
Total cost when purchased in 4 orders of equal size every year L.e in lot of 250 units
T
Matenal Cost (1,000 units = T20) 20,000
(+) Ordering Cost [ﬁ—LT x T400 ] 1,600
(+) Carrying Cost [—"515“-“-“5— x rs] 1,000
22,600
Total cost when purchased in lot of 500 units at 10% discount:
4
Material Cost (1,000 units xT18) 18,000
(4) Orders [ 1,000 units 200 ] 500
nng Cost | 500 units
. " 500 units 1,500
™) Carrying Cost s ”'2} L
_ 20,600

hﬂ“h As total cost is minimum ¥ hen purc
this Sralegy is recommended.

hased in lot of 500 units at 10Fe discount,

SN VINYYL
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T |
Problem No. 20] Kopla Ltd. manufactures 2 Prﬂd“",}‘l; 2 ';mduﬂm?u}]t\ |
finished product, 4 kg of aw material is l'ﬂ]“h'cd' Casiace dﬂ].'larh-nm“ h:f
estimated an annual demand of 5,00,000 units. Stock position at the beﬁiﬂniuxﬂl
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

Compure:
(a) Economic Order Quantity
(5) Number of orders placed in a year. [Dec. 2018 (4 M
Ans.
Annual demand = 5,00,000 unils
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 - ?
4,580,000 = 4

|
Opening stock ol raw material = 40,000 kg

19,20,000 kg - 40,000 kg = 18,80,000
Calculation of EOQ:

\Il « Annual consumption x Ordering cost

= 19,20,000 kg

EOQ

1]

Carrying cosl p. u. p. a

\{i « |8,80,000 x 1,500

150 % 12%
EOQ = 17,701 kg
Calculation of No. of orders:

=

Annual consumption _ 18,80,000
Re-ordering or EOQ qty 17.701 = 106 orders

Problem No. 21] A firm purchases 4,000 units of T, m ol
¢ 40 per unit. Ordering cost is 2 IW'P;l'ﬂtﬂﬂrtndi;untmy mﬁ_u 12.5%

Required

{:: Determine optlmal order quantity.

(b) 1fa 3% discount is offered by the supplier f mhmh.lncnrl.mﬂ"!-.“"’- o
should the firm accept the offer? 5 [June 2019 (4 MZ==

e




&
Al \"_-rx Annual consumption x Ordering cost

g00 = Carrying cost p. u, p.a

"

—

Jg % 4,000 x 100

40 = 12.53%
\[ 8,00,000
= -—-—5—
Total cost at EOQ policy:
4
Mﬂlfl—ial cost (4,000 = 40) 1,60,000
B : | 4,000 -
ng cos
{1’]‘ D erl g L 4{]0 E 1'[}["]
_ [ 400
(+) Carrying cost g 40 x 12.5% 1,000
L
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 '
| 1,000 x 100 400
( ; [ 1,000
*) Carrying cost 5 %388« 12.5%} 2,425
1,58,025
_____f'_‘LEHE-r of Supplier can be accepted as it will save ¥ 3,975,

snutl:m No. 22] XYZ Ltd. has an annual requirement for a certaln material of
m’::“- The ordering cost per order is ? 6,250 and the stock holding cost is
m .ﬂntﬁ%n[th:mll:rlllmllpﬂmum.

) Compute EOQ if the price per tonne is 2 5,250,
' cﬂmhte the total number of orders to be placed per year.

_[Dec. 2020 (4 Marks)]

B NVIVYVI-
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Ans,

EOQ = 42 x Annual consumption x Ordering cost

Carrying cost p. u. p- a

= ,\f 2 x 500 x 6,250
5,250 x 25%

= ﬂﬁl.ﬁﬂ.ﬂﬂ{]

1.312.5

EOQ =69

Problem No. 23] The following information is available for a mmm
at TOR Ltd.: '

Normal usage 150 units per month
Maximum usage 250 units per month
Minimum usage 50 units per month .
Economic Order Quantity (EOQ) 1,000 units ;
Lead time for orders 1 to 2 months '

Calculate followlng parameters for the component:
(/) Re-order level

(i) Maximum level

(fif) Minimum level

(iv) Average level {June 2021 (4 Marks))

Ans.
Re-order level = (Maximum usage x Maximum delivery period)
= (250 x 2)
= 500

Re-order level - (Normal usage x Average delivery period)

500 - (150 x 1.5)

275

(Re-order level + Re-ordering gty.) — (Minimum usage X Minimum
delivery period)

(500 + 1,000) - (50 x 1)

= 1,450 '

Minimum level =

n

]

Maximum level

i

Minimum Level + Maximum Level
2

Average level
= (275 + 1,450}/ 2
= 862.5
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oR Lo Level = Minimum Level + %2 Re-ordering Quantity

:h; .:+ ve 1,000
i

L 771

fﬂ.-ﬁ;ﬁu_ 24] The quarterly production of a company’s product which has a

Proe - market of 20,000 units. Each unit of a product requires 0.5 kg of raw mate-

.1 at a cost of 220 per kg. The cost of placing an order for raw material is T 100
4 inventory carrying cost is 10%,

:r:u are mquircd to calculate:

) Economic order quantity

lﬂ_}_ﬁ_i__ﬂ-l_“hcr of order placed in a year, e,
ADS.

calculation of annual consumption:

10,000 = 4 = 80,000

For | unit — 0.5 kg of raw matenal

For 80,000 - ?

50,000 x 0.5 = 40,000

e \[2 = Annual consumption x Ordering cost
Carrying costp.u. p. a

\;2 x 40,000 = 100
20 = 10%

_ +/80.00,000

2
EOQ = 2, pog

CnIf:ulatinn of No. of orders:

Annual con sumption 40,000

Rﬂ-nrduring or EOQqly. = 2,000 20 orders
".""-—___________

| UNIT-IV: RECEIVABLE MANAGEMENT

‘-'w-._______‘_

Q.24

¥4 Write o note on: Undisclosed Factoring. [June 2000 (5 Marks))
T or

w‘n_u_ti_ﬂ_ﬂ_:_n e P.cmm_ [II.I:IIB 2003 (5 m,l

B
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Ans. Various types of factoring are as follows: .
(1) Non-Recourse/Full factoring: Under this type of factoring the bank ¢
risk and bear all the loss in case of debis becoming bad debts.

(2) Recourse Factoring: Underthis typeof factoring the b.mk purchases the rec,.. ,
ass arising out or bad debts will be borne by Lh?::gﬁ?
=¥

which has taken factoning.
(3) Maturity Factoring: Under thisype of factoring bank does not give any a4,
the company rather bank cellects
on the date of collection from the customers of
(4) Advance Factoring: Under advance factoring arrangement the factor Provide
advance against the uncollected and non-due receivables to the firm. 2

(5) Undisclosed Factoring: Under this type of factoring, the customer is not informeg
of the factoring arrangement. The firm may collect dues from the customer ¢y its
own or instruct to make remit once at some other address.
(6) Invoice Discounting: Under this type of factoring the bank provide an advance
: the company against the account receivables and in tum charges interest rate frog
’ h fi ‘hich bank has given to the ¢ :

the company for the pavment winc given to the company.

akesauwt

it from customers and pays to the com pany th:
¥ el

on a guaranteed pavmen date.

————

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 institutioa
or with central bank which is called as rediscounting of bill.

Rarks can rediscount the bills with the RBI and other approved institutions like LIC, GIC,
UTI. ICICL IFCI, DFHI etc.
As per RBIs guidelines regarding bill discounting by the commercial banks should nat
rediscount the bill discounted by NBFC as the RBI has provided enough rediscountisi
facilities 1o the banks, they can get the bill rediscounted from other banks.

Establishment of Discount & Finance House of India (DFH1) is a Jandmark step ia
this direction.
v been discounted

—— P AXMASRAD e

| DFHI aims to impart liquidity to commercial bills, which have alread

t by commercial banks or FL For this purpose, it announces its bid and rediscount rales

| ena fortnightly basis.

| e
Q. 26. Distinguish between: Factoring & Bill Discounting. a1 %)

[Dec. 2009 (5 Marks)], [June 2012 (5 Aarks)
[Dec. 2012 (5 Marks)], [June 2021 (8 22—

Ans. Following are the main points of difference between factoring & bill discounti®E
Polats Factoring Bill Disc - a;hd
| Meaning |Factoring is an arrangement to have | Generally bill of exchange ‘E"
are discot™;

i debts collected by a third party entity tiable instruments .
y | negotiable i mmhdj,mmﬂ#.

forafes. Itis sutsourcing of receivables | with bank. But due fiqu i
bank mav face a Fm_hlf_,——'mmtg'/

to the factoring company.




Factoring _ l Bill Discoastizg |
|hence banks or financial instranons

| :d:-‘-:r.ﬂ.::.?_t the bl disconimied m cther

anks or financisl institution or

i ,With central bank which is called 25|
. rediscounting of kil

I,mlktﬁﬂn Under fﬁi’[ﬂl’iﬂg arreement, the I_:...._"tarj L‘:‘_ﬂy_-r_a B d__!_:;r___-_—_:_‘_-_g ammangemenst }
undErFakes-‘ th_e responsibility nfiﬂ-ncm-ﬁr:u_ﬂﬂukmﬂzrb_?::{:_':}

L collecting client’s bills. of collecting the bills and remitting the

| Proceeds 1o the fmancrz goemn

Factoring can be cither with recourse | Bill discounring is aluzmvewith recoemse.
‘¥ or without recoursa, |

ces Apart from collecting clients bill a factor | The fnance house discounting tulls
| may offer other senvices like financing |and does not ofer am non-Soanesisl!
! and managing the receivable of a client. | seTvices.

E__-z_i_‘i'b'rile a short note on: Factoring.

[Dec. 2007 (5 Marks)], [Dec. 2010 (4 Marks)], [June 2013 (5 Marks)]
Ans. Factoring is an arrangement to have debts callected by a third party entity fora fee
Alarge business house has two options, namely either 1o manage its own recenvables or 1o

entrust the task of such management to a third party for a fee. In factoring zrranzement
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 paw.

- 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 i e
collection of receivables/debts.

% The factor Pays 80% or more of the amount of receivables copies of sale documents.

3. The fﬁﬂpr receives payments from the buver on due dates and payvs 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
fctoring permitting the factor to provide basic services such as:

Administration of sellers’ sales ledger.

* Collection of receivables purchased.

* Provision of finance,

lection against risk of bad debts/eradit control and credit protection.

+ Rendtri.ng advisory services by virtue of their experience in financial dealings with

- : [Dec. 2008 (5 Marks)]

B X
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Ans. Following are the main points of difference between factoringand debt SECUTiizay;
-
———_ Debt Securitization .

Points I Factoring e .
Htﬂnh‘lg F- clo : is an arran ement 1o ha“-' !S-Efu[-i”?ﬂ“ﬂ‘n 15 & process b"‘.’ i
actoring Is 4 | company clubs its dﬁfﬂrom'ﬁ“lj":]?a

debts collected by a third party entity
assets 1o form a consolidated f

forafee. Itis uutsourtingﬂffﬂ‘-'i"“blﬁ gt Nangj
to the factoring company. instrument whichisissued oinyegoe
In return, the investors o oy,
securities get interest. Stch
Assels Only one type of asset is transferred Insecuritizatinn.lhes.ecum
transtiaired | called “Receivable”. are notlimited toreceivables, “I'lua]]ls
. - |any income-producing asse; “ki

residential mortgage loans, carfing

receivables, credit card recei'.'ahT:t
corporate loans, equipment ﬁnan:gl
receivables, export and trade finance
receivables is capable of heip
securitized. i

Finance Factoring involves short term finance | Securitization is long term finaneg|
an‘ﬂ,nguman armangement.
Parties Three parties are involved ie. the|Four parties are involved il
involved Company, factoring firm and debtors. | securitization f.e. Obligor, Owner,
Special purpose vehicle, investor.
Securitization process is governed by

Governance | Processisgoverned by private contract
capital market mechanism.

of process | between company and factoring firm.

Who use Factoring is mainly used by supplier | Securitization is mainly used by cor
or trader in manufacturer or service [ porations and financial institutions.
seclor,

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 mecessary 1o
credit rating take credit rating before going for

securitization of receivables.

Types Factoring is of many types and can be | Securitization is done without &
with or without recourse. course, -

________-—--'-

[Dec. 2011 G Marks)

ive
d by exporters that enables them 10 recet
he amount an imp®

sale without rfrﬂul'i';l-'r

he importer @0

Q. 29. Write a short note on: Forfaiting.

Ans. Forlaiting is a means ol financing use
cash immediately by selling their medium-term receivables (1
owes the exporter) at a discount, and eliminate risk by making the
meaning the exporter has no liability regarding possible default by t
the receivables. The forfaiter is the individual or entity that purchases the r L‘Cfi""h]ﬁ}ﬁ
the importer is then obligated to pay the receivables amount to the forfaiter: A forfail®
npically a bank or a financial firm that specializes in export financing. %
A forfaster purchase of the receivables, the sum of which is typically guamnlecﬂ_bf’l: ng
imporicr’s bank, expedites payment andcash flow forthe cxpcm.;r, in additionto elimin? s
the credit risk involved with making a sale (o an importer on credit. Forfaiting " ord
payment lor the exporter and facilitates the transaction for an importer that cann'

(o pay in full for goods upon delivery.
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ing is most commonly “5‘3':! in regard 1o large, internationa| sales of commodities
¢ or{alEiE] soods where the sale price exceeds § 1,00,000

or cAP! , forfaiting, the importer’s receivables are con
Thﬂugtl'l—gfh' traded on a secondary market. The receivs

an be ditional bills of exchange or promissory notes that are legally
unzﬂ;w for the forfaiter or a subsequent purchaser of he debt
il

ts can have a wide range of possible may
wl-l ng as 10 years. Normally, the maturity falls within 1 15 3 years from the time of sale.
48 ol

Jyantages of Forfaiting: Forfaiting eliminates all risk of the EXPOrter not receiving
Adv

ot including credit risk and transfer risk, as well a< risks posed by foreien exchange
r interest rate changes.

urities, from as short as one month 1o

te 0 - . - ;
ﬂ. iransforming a credit-based sale into a cash lransaction, forfeiting simplifies the
B}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,
a

forfaiting is flexible and can be Laj.l-:::_r-madt to suit "h,c.n“(?s of the exporier and adapted
1pa variety of international tra.lysac_lmn% 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 debis is an integral part of business.

The risk is related to bad debt losses to the profit Margin Le. a company can bear more

:;jk with great profit margin. Risk associated with receivables can be accounted for by
usting —

(1) The discount rate used to ascertain the present value of receivables.

2) The cash flow resulting from receivables. Standard deviation and co-efficient of vari-

ation is too] that may be used to determine the degree of risk associated with cash
Eroup,

.31, Discusg the steps involved in the process “”mmmm 2013 (5 Marks)]

. w‘“ﬁl short note on: hani i Drl -
= ill ll'f[.mu:m 2005 (5 Marks)}, [June 2007 (5 Marks))
ed in factoring operations are:
2: Eﬂﬂmel- (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:'-‘-'tnr sends the invoice copy to the client.

FlOr makes he prepayment of invoice to the client.

‘

Ang,
| The Sleps invaly

e —
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o TS gy 1 |
el F-H--t-- iD-OWs LD WIln e CusiOmEL.

8. Factor after deducting its fees and other charges pays the balance amqyy,
= to 1=

.y >
CIMETIE.

ﬂ-llﬂnudnﬁzmm:uquimdkrdnfmcci\ihiﬁ? [June 2014 (4 Marj,

1 . - . i = % _-_-_-_—_-‘-“‘"]\
management. Practices in this respect vary from firm to orm. Most of the firms gj o
credit sales to first time customers and gradually aflow credit after developm, .

(| - - 3 » " = H
relationship. While giving credit, some hums obtain post dated cheques from thejr -::Ti:-lr s
In other cases, firms have special staff earmarked for recovery efforts. The key e]enuj
here are the opportunity cost of funds blocked in receivables and the net Ej‘fPCnses :
1:':_1_':::.1;_*.5.1._': recovery infrastructure. Expenses of maintaining recovery irlfﬁsl:mm;:
include the costs associated with recovering the amount from debtors. If the funds realizeg

L

frum receivablescan vield better return than the interest recovered from debtors, then the
firm would be better off by promoting cash sales.

&nmt.mnﬁmfm&wtdrﬂdﬁhhm

Mﬂt&mﬂﬂﬂnﬂlﬁmﬁglﬂduﬁnhﬁﬂ&dm
[June 2015 (3 Marks)]

Ans Factoring is an arrangement o have debts collected by a third party entity forafee.

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
empioved to release the funds tiedupin credit extended to customers and to solve

relating to collection, delays and defaults of the receivables.

A Sirm that enters into factoring agreement is benefited in a number o
impurtant benefits are outlined below: _
The factor provides specialised senvices with regard tosales lﬁdgrradminijlrﬂﬂﬂﬂwmﬁ
contrel and relieves the client from botheration of debt collection. He can concentraté
ke other major areas of his business and improve his efficicncy. ,

o The advance pavments made by the factor to the client in respect of the bills f’""
chased increase his liquid resources. He is able to meet his liabilities a5
thay anise thus improving his credit standing position before suppliers. le of bad
mm&:wfsmumpdﬂn&cmdi:riskrcliﬂﬁhim&um the tension
Aaby losses. The chient can take steps to reduce his resenve for bad debts-

e It prmﬂrsﬁmhiit}'mdtm;nn}-mmm‘ extending better terms 1©
CUSIOINSTS. '

o The company itseli is in a better positicn to mect its commitments more PO

due to improved cash fows. )
. Enahlruhrmtﬂ:ﬂmwmcﬂmmmldcm:ndsfwﬂﬂmﬂrﬂ“ﬂd'

f ways, some of the

and w
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T purchase planning is possible.
* BL_h discounts on its purchases.
o= -
- 5[ el E.Iu] L o = L -
A it is an off lb:d::lnct‘ _1'_ Eﬂ h "Ec;’}hus_“ dﬂl‘-'s SOt aftect the Snancial soycrre.
* This would help in bﬂc:-:_ml: the elficiency ratios such a¢ Teiian o asset et
Gaves the management Ume and effortin collecting the receivables and in saleg lad £
¢ management.

where credit information is also provided by the factor, it helos the co.
Y pad debts.

o ILensures better management of receivables a¢ factor firm is specialised azency for

r’i‘-?ila.bili.‘} l]i Qﬁh hf'.'.::.-"‘i b

% corepamy 19 avail

TRy o avedd

—

Wh between: Forfaiting & Export Factoring.

[Dec. 2015 (5 Marks)], [Dec. 2017 (4 Marks)]
m\iﬁg are the main points

of difference between forfaiting & export Ectorine=

Jeaning |Forfaiting is a means of Anancing | Expont factoring is AN ZTungement 1o
' used by exporters that enables them to | have export debts collecied by a thind |
! receive cashimmediately by selling their panty entity for a fee.
medium-term receivablesata discount,
i and eliminate risk by making the sale
without recourse, meaning the exporter
| has no liability regarding possible
| default by the imponter on paving the |
| receivables. |
Types Forfaiting is alwavs without Tecourse. | Export factorinz can be cjther u::h‘:
| E recourse or without recourse. !
| Services Forfaiting is pure financing agreement. | Export factoring is fimance asrverment |
& and may also involve other service 1o
; client in form of administration 1'::.l|
= 1 collection and so on. !
Flnance T3 forfaiter discount the entire value | In export factoring the fctor frances |
of bill. between 75%85% and retains a factor |
: | reserve which is paid after maturing, |
E"g Credit terms to debtors

can be relaxed so long as additional cost of invest.
E—-ij"_‘f_ﬂ_l_l_t_ﬂmdlddiﬂnml contribution. [Dec. 2017 (5 Marks)]
Receivab)es

™ cred; means the book debts or debtors and these arise. if the goods are soid
naly: 'L Debtors involve an element of risk and bad debts also. Hence, it calls for carefi]
"alya f And pr OPer management. The goal of receivables management is (o maximize the
hmd: the firm by achieving a trade-off between risk and profitability.

F"iqj whﬂﬁﬂn of receivables js an important element of working capital management.
'e&‘i‘:‘-'ﬁ ' this respect vary from firm to firm.

Qs fnf the credit policy means inm:asing the credit period. Ii the E';T dl.ja nII-_:-\\Enng_ 30
- "dagung % Pavment to debtors then increase in such period to 45 vs is known

i

credit policy. Obviously by relaxation in credit period the firm’s sale will

N NVIVN V-

E——,
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increase which will also lead to increase the profit.

bad debt and cost of investment in debtor will also INCrease.

Thus, firm should make proper analysis as what extent the credit period can be re]
dxeqd

Any increase in credit period by which firm's incredse in profit due to increasey ,
ad to loss and hence it is rightly said thmsalq is
cred'il

However, the cost of ﬂdmihiu
Falig
nl

less than its cost as referred above will le:
terms to debtors can be relaxed so long additional cost of investment dges not e
XCegd

additional contribution.

PROBLEMS & SOLUTIONS =

Problem No. 25] A company, whose current sales are ¥15,00,000 pm---.
average collection period is 30 days, wants to pursue a more liberal credit E:l
to improve the sales. ROy,
The following data are available:

TANMANNE

Credit Increase in collection Increase in
Policy period (Days) Sales (T)
A 15 60,000 X
B 30 90,000
C 45 1,50,000
D 60 1,880,000
E 20 2,00,000

The selling price per unit is 5. Avera
unit is ¥2.75. The required rate of return on additional

ge cost per unit is T4 and variable cost per
investment is 20%. Assume

360 days in a year and nil bad debts loss. Which of the above policies would you
recommend and why? [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| 90days 120 days|
Annual sales 15,00,000| 15,60,000] 15,90,000 | 16,50.000 | 16,80.000 17,0000
Variable cost 8.25,000| 858,000/ 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 3,75.000
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
(-) Required retum 200000 (30.825)| (41.650)| (53.438)] (64.950)] (7%
[DL'h[l'Jﬁ x I{FI] ___,___..-—ETE.F
Profit 330,000] 2.96,175] 2.98.850] 314,062 316050 3%% 7
[ncremental Profit - 16,175 18.850| 34,062 36,050 32':&1
Debtors (o cost) 100,000 154,125 208250 267,188 324750 4-{‘*- .
}fic]d maxim!

Analysls: Policy D having credit period of 90 days should be adopted as it
ntal income over present income.

increme

business connection with you. The group desires

to establish
credit and is likely to increase the sales of your concern

i

Problem No. 26) A group of new customers with 10% risk of non-payment

MMIM
by £1,20,000 per 222
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/,_r’f’;;i;:;nuld be 80% of sales. Tax rate
u -

cost (after tax). Should the new business connection be established? Give your
i ‘i_dﬂ'“ with supporting calculations, (Dec. 2015 (4 Marks)]
=

AnS-
—ars

60%; hence proposed policy is acceptable.

Analysis: The required rate of return on investment in 40%.

?
%5 120,000
Ir'ﬂ:{’:ﬂsI of sales (80% of sales) (96,000)
=) _
i]msﬁ profit £3/000
pad debts (10% ol sales) (12,000)
i"iaﬁt before tax 17,000
() Tax @ 40%% (4.800)
profit after tax 7,200
profit alter =
: Credil Period
pebtors (on cost) = [ Total Cost x T
1.5
= [ 96,000 x T ]
= 12,000
Calculation of incremental retumn:
I tal Profit 7,200
ncrE-ITIETI m'l x 100 = x 100 = 60%5
Incremental investment in debtors 12,000

The incremental return js

Problem No. 27] Esha Ltd, is a com
It deals in only

sales a5 indicated belaw:

Increase in collection

pany having annual credit sales of 730 lakh,
one product. Currently it has an ave

days. It is anticipated that liberalization of credit

rage collection period of 30
terms can lead to increase in

Increase in
Sales (T'000)
200
300
350
375

its unit variable cost is T30. At

total cost of T 35. It also noted that the liberalization

Bad debts
(% on sales)
0.5
1.0
1.5
2.0

Policy period (Days)
A 15
B 30
c 45
The D &l
-m':;jt Selling price for the product is 750 and
of U volume it has a unit
TSl will lead 16 the following incidence of bad debt losses:
Increase in collection
Policy period (Days)
A 15
B 30
_ N 45
‘N\\_; D 60

.
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Currently the company is free from bad debt

credit policy under these circumstances? The com

on investment.

Tabulate your presentation. Assume 360 days in a year.

ANAGEMENT

Josses. What will be the mogy

pany €Xpects a retup, u;’:‘h
8y

[Dec. 2015 (g
—-“&ﬂ'ﬂ

Ans.

Statement showing evaluation of credit policies:

T Present| Policy A| Policy B Pum“ﬁ;‘-“
Credit period 30 days| 45 days| 60days| 75 days gﬂu?in
No. of units 60000 64,000 66,0001 67,000 *‘*E-_;-gl!
Annual sales 30.00,000 32,00,000 33,00,000| 33,50,000( 33 ?5' 0
Vaxiable cos 18,00,000| 19,20,000 19.80,000 20,10,000] 20 75 oo
B ot 300000| 3,00,000| 3.00,000| 3,00,000 3,:“,3'003
Total cost 21,00,000] 22,20,000] 22,80.000] 23,10,000] 23 35 o
Gross profit 9,00,000] 980,000 10,20,000 | 10,40,000] 10,50,
(-) chuitud returm {31,5':"]} [:Ig'.giﬂ} (68,400) (Eﬁ,ﬁllE} (1,04.;515]

[Debtors x 18%])

(-) Bad debts -| (16,0000 (33,0000 (50.250)| (67.500)
Profit 8,68,500| 9,14,050| 9,18,600| 9,03,125| 87787
Incremental Profit E 45,550 50,100 34,625 9,375
Debtors (on cost) 175000 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 Ltd.

having annual sales of 780 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 90
C 75 92

-Mdmmw}uqdudmhmmmhm.

m“wmmtﬁtmwm&ynﬁhmmlpﬂ

f incrementsl

approach. P
Mwhwmmwmhmlﬁmmﬁ )l
[June 2016 (8 Mark?

Ans.

Statement showing evaluation of credit policies: e
 Particulars Present| Policy A| Policy B~y
Credit period 30days| 45davs| 60da¥4—5(0
Annual sales 50.00 £86.00 __;!Egg. 7|
'Variable cost 64.00 68.80 72. §.00;
Fixed cout £.00 8.00 _-'3_99_,./-'/

e i
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i L TRy
-_-__—-—-_
it o0 My Al Policy 8] oy
1 : b,
Tﬂ.;.gs prohit "*“EEE-E-—"LE.E. B0.00] 3160
08 Cost of investment in debiorg a IE:] 9.20 10.00 10.40
) (Debtors x Required returm) -18) (1.89) (2.63) (3.35)
[ —

proft | Profit °.82 ‘HTETH_-_-—}'_E? 7.05
Inc . e 0.49 0.55 -
pebtors (on cost) 5.9178 E = 0.23

T icy B having crediy iod

alysis: Policy S peri ) 25

‘f:::r;ngmal income over present income. adopted as iy vielde m
i

Froblem No. 29] A manufacturing firmg has credit sales o T35

Eﬂﬂuﬂ period is 3[! days. The financ|a] mnhnuﬂntlé‘.?ﬂh:thm;?‘;m
at around 1% of credit sales, The firm spends ?1,40,000 annually on debtore’
administration. This cost comprises of

salaries of staff members,

's receivables, The factor will
1% commission and will Pay an advance against receivables op an mterest @ 15¢
p.a. after withholding lﬁurmm.mshuuld the firm do? Assiume 360 5
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 ] T
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)
EEI_ET_E_U_IEPEM to the firm 26,36.625

E"‘“P“lﬂﬂun of net cost/savings to the firm (Annual basis);
-|-_—|__|_

Rarticulars =

Costs:

360 3,60,000
Fﬁtmring commission 30,000 = T30 i
Intereg, charges F 133755 0 4,00,500
; 30
- ; (A) 7,60,500
"“_________-_-_-_

.
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Particulurs N -
Savings: 1
Costofadministration of receivables 140,09
Cost of bad debts (3,60,00,000 x 2%) 71{1'%3
| | (B) m
Net savings to firm (B) - (A) _-_-_H_E?‘N‘SU
ﬂ_______ﬂ;‘\gﬁ

Analysis: Since, the cost of factoring is less than the cost of self administration of deby
balances, it is suggested to avail factoring services. g

Problem No. 30] Under a factoring arrangement Ranki Factors Serﬁcesm

advanced a sum of T 140 lakh against the receivable purchased from Aangi Limiteq,

" The factoring agreement provides for an advance payment of 80% (maintainjy

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%] (4.375)
135.625
(-) Discount charge [140 x 12% x 90/360] -"_(_E'il
Amount of advance payable to Aangi Ltd. 13145
(ii) Effective cost of funds made available to Aangi Ltd.: Sh
g '

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% -

: nit-
.'s present annual sales amount to ¥ 36 lakh at fﬂp‘ﬂml
unit and fixed cost amount to 22.50 lakh per annt®: —

Problem No. 31] BG Co
Variable costs are ¥6 per

T
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_.—'——'_'_'_-_. "
//J'::},],rcst‘““.'f’ t:Jll'urs credit period of one month to its customers. It is proposed
omP? 1 credit period Lo 2 months and 3 months, The following are the estimates
10 ﬂ‘“r‘__su“s likely to be obtained by change of credil terms:
¢

| month 2Zmonth 3 month

" l‘lu”:}"
':“:dlﬂﬁn in Sales % 10 25
Inﬁfﬂad pDebis to Sales 1 2 5
-&;{;.ﬂ

cosls will increased by 2 1,00,000 annually after any Increase in sales abave
Fixet ver the present level.

% 0 .
zn.—. company requires a pre-tax return on investment of 209 for the level of risk

Th - ved. what will the most rewarding credit policy for the company?
. [Dec. 2017 (16 Marks)]

'______._.-—-—'—'_
;::t,cmcm showing evaluation of credit policies:
Barticulars Present| Option! Optica Nl
Credit period | month{ 2months 3 months |
No- of units 3.00,000 | 130040 3.75.000
snnual sales 36,00,000] 3950000 43 00 000
‘Varable cost 18,00.000} 19.50.000, 22 59,0x0
Fixed cost 2.50,000f 2.50.000! 3 50 000
Total cost 20,50,0000 22300000 s 00000
Bad debis 36,000 79.200 2,25.000 ;
Profit 15,14,000 16.50.500 le, 75,000 |
]H Cnslufinvestmr.-:nt in debtors (34,167) (74.333), l.ljl-J,lJl_'ﬂr'
| (Debtors = Required return) !
| Income 14,79.833] 15,76.267| 1543000
[tm:mmental income - 6 e3L 65.167 "
Deblors (on cost) 1,70,833 371607 0,30 0O

! ’:mal!" sis: Option I having credit period of 2 months should be adopted as it vield maximum
| eremental income over present income.

.

Froblem No. 32] Naman Ltd. cirrently makes all sales on credit and offers oo cash
e nt. It is considering a 2% cash discount for pavment within 10 days. The
8 current average collection period is 60 days, sales are 2,00,000 units, selling
15 T30 per unit, variable cost per unit is ¥ 20 and average cost per unit is ¥25

it sales volume.

E;; :"Pﬂltd that the change in credit terms will resalt in increase in sales to

13,000 units and the average collection period will fall to 45 days. However. due
ML 14, ased sales, increased working capital required will be ¥ 1,00,000 (it does
Wl E into account the effect on debtors). Assuming that 50% of the total sales
P o0 cash discount and 20% is the required return on investment, should the

unt be offered? Assume 360 days in a year. Give your assessment,
IDec. 2018 (4 Marks)]

. | ,

|
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Ans,
Caleulation of fixed cost = (25 - 20) x 2,00,000 = 10,00,000
ﬁmlcmcnt showing evaluation of credit policy:
Particulars Present| oy
Pollcy m;" Yaeg|
Average collection period 60 days ﬂm
No. of units 2,00,000 2.2 2
Sale price per unit 30 3
Variable cost per unit £0 5
Tenal sales 60.00.!’1@%‘;—39
Viriable cosi 40,00,000 45:1:.;‘.‘JFFHJ
Fixed cost 10.00,000 1} m‘j-f::?
Total cost 50,00,000 55.m'rx}£‘
Profit 10,00,000| 12,5000,
(-) Cost of investment in debtors (1,66,667)| (1,37 Em
(Debtors « Required return) .
{-) Cost of investment in WC = (20,000
(Working capital » Required return)
{(-) Discount - {67, 500)
g |Net profin 8,33,333| 10,2500
A Incremental Profit 191,667
> Debtors(oncost)= [Tntal Cost S ] 8,33,333 6.87,500
z 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

collateral for a short-term loan. The company’s credit policy is 2/10 net
30. The bukhuﬁ?ﬁmmm-whuemnmrﬂnﬂmmn:::du
and where the average payment period does not exceed ys p pe-
riod. A schedule of Rolly Lid. receivables has been prepared and is given below:

Accouirnt Amount  Days Outstanding Average Payment Period

e

= N —

) (in days)
70 50,000 12 20
40 18,000 45 60
110 23,000 22 24
111 4,600 9 10
141 36,000 50 45
163 38,000 16 10
173 25,000 27 48
2,17.600 5

| m.ﬂ.nmmu-:-m-tmmm&mw*’”
discount returns?
 allowance for cash 2019 (4 Masks)], [ WIM
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A v Ltd. credit policy is 2/10 Net 30
i i

ds 75% an accounts where customers are A carrently tresder 2 "
t period docs not exceed 10 days past the pet periedt 10 35 4 i
i ;-._-:.:f:ik'illl']‘-"' al H“”}' [-“l-. 1 is tbrerved '.'i',q.‘_-l'-l,.-:,';,_'_l-_- e W et ’

rrl.'llﬂ,"l" overdue and for Account N, 173 the aversos = e

1]1E| e '.n'”'"_‘“

il
::ILWEI”I"' e

-4

1.” are 50 these accounls does not lll”l.lnll’ﬂ"'th:d.l CHTAlly criteriom of Rank aod -
40 IJ--"J"‘I"“I_” Nos. 90, 141 & 173 are climinated for the prurpoce o caledurvw
o . A i ¥ 4
the ,\-Cr‘; e the .‘-L‘ll..'l’.lt:d Accounls are Account MNos. 70, 116111 4 [#1
are:
Ther®

ent showing the calculation of amount which bank wiil lend oo 4 pledze of
Elltlf"‘blen if the bank uses 10% allowances for cash discount and returas

cervd =i
¥ ant No. Amount (?) | Allowances for K Net Amoust  loss smmomy
Acch : cash discount | (2)-13) @ T ()
and returns 10
“of(2)
— (1) (2) (3) | (3) (5,
B 70 500,004) | 5,000 45 Oy 313750
= 110 23,000 ! 2,304) : 200,700 15.52%
= 111 4,600 S60 ! 4.144 3. 108
E=—"1451 58,000 3,800 2 2050 ¥ 134

"Problem No. 34] Precision Tools Lid. currently has sales of 7 30,04 000 wiza aa
average collection period of two months. At present, no discousts are ofered 1o

the customers. The management of the company is thioking to allos a duscoam
of 2% on cash sales which will result as under;

{i) The average collection period would reduce 1o one moath,
(i) 50% of customers would take advantage of 2% discoast

The company would normally require a 25% return on its iavest=ent. Wdvise the
management whether to extend the discount on cash sales.[Dec. 2329 (4 Marks ]
Ans,
Statement showing evaluation of credit policies:
Particulars " Prosest  Propesed
— i Policy Pelicy
Reerage collection period Y muehs 1 month
Sales L 000N 3000 000
Increase in profit due to reduction in debtors _ . 82 300
. rease in profit due to discount - {39 200
¢t increase in profit 12 %
thi:llunllﬂﬂ cosf)= [Tﬂl&! Corst Credit Peviod I (%) (xm) 2.50 )
12

-

Analysty, Since profil is increasing by ¥ 32,500 proposed policy s acteptabls

.

e S NN RN
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Problem No. 35] Following are the details regarding operations of XYz C_";';;l?l;r
Ltd. during a period of last 12 months: v

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 increasing
the average collection period from one month to two months. This relaxation
cxpected Lo increase sales by 25%.
You are asked to advise the company whether to proceed on adoption of new
credit policy assuming that the company’s required rale of return on investmen
is 307 p.a.

[June 2021 (4 Marks)]

Ans,
Statement showing cvaluation of credit policies:
Particulars Present Proposed
Policy Policy
(1 Month)| (2 Months)
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 2,400,000 2,40,000
Total cost 10,80,000 12,90,000
Prufit 1,20,000 2,10,000
Incremental Profit - 90,000
Credit Period
Debtors (on cast) = |:Tmal Gt —— l] ;”“ J 90,000 2,15,000
Incremental investment in debtors - 1:25;5_0_94
Calculation of incremental return:
Incremental Profit 90,000
00 = ——n = 729
Incremental investment in debtors A 1,25,000 %1100 = 12%

Analysis: The required rate of return on investment is 25%. The incremental return i
734+ hence proposed policy is acceptable.

thlem No. 36] A group of customer wants to enterinlo a contract with you 10 buy
goods worth ? 20 lakh, deliveries to be made in four equal quarterly instalments:

Sales price € 200, variable cost 1100, Additional expenditure ¥ 10,000 pf-_!ffﬂ_"_{-
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——of bills would be recelved after 30 days, 254 2ho 7 - -
ﬁuul:‘l 20% after 100 days. iy ¢ after 60 duys, 40re after 90
Jay®
: rtunity cost of 20% of funds Joc
ing 0 OPPO s i
ﬁil pe desirable 1o accept the new proposals? Assume 364 days In a year.
e [Dec. 2021 i3 Marks)]
S;ulnllun of average collection period:
— e, of bill collected | Product
s | o OF 7 =
-j}';'[}r. 159% 4.5
60 25?’& 15
90 -Iﬂ;:';“o 36
oo | :Eﬂ o _ l‘ﬂ-
@ Collection Period 75.5

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

|H 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 entenng in to a contract with a new group there is a proSs. Heoes
the deal should be accepled.
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18 | SECURITY ANALYSIS

|- - e THEORETICAL OUESTIONS

.1, Write a short note on: Sharpe Index Model. [Dec. 2067 (3 Marks)]

mmpliﬁc&tian of CAPM formula was done by Sharpe, who developed the Sin-
gle-Index M odel. The single-index model imposes restrictions on how secuminy 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 leads 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 covariation of secu-
rity returns can be explained by a single factor. This factor is called the index. hence the
name “single-index model.”

According to the Sharpe single index model the return for each securnity can be gnen by
the following equation:

R=al+BL+ E

Where,

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.

e

Mte a short note on: Dow Jones Theory. [June 2006 (5 Marks)]
Ans. It is one of the earliest theories of technical analysis. The theary was formulated by
Charles |, Dow of Dow Jones & Co. who was the first editor of Wall street Journal of USA.
€ording to this theory, share prices demonstrate a pattern over 4 10 5 years.
hese patterns can be divided into three distinct cyclical trends - primary. secondary and
for trends,

Thf,‘ pnmﬂl"_',l' trend lasts from one to three years. Ohver this Pl:l‘l{hj. the markets exhibit

definjte sohil ed by shorter spans of trend
' } is punctuat A
upward or downward movement which Is p Vic called the secondary trend. Pri-

ersal in the opposite directions. The trend reversa
ATY trend is indicative of the overall pattern of movement.

18.1
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18.2

Il the _p'-i'"“'“,*' trend is upward, it is called a bullish phase of the market. If the
trend is downw

S pj'iTllun,-
ards, it is called a bearish phase. .

Q. 3. Write a nlmn._u-nle on: Technical Charts.
Ans. Technical Charts: These
The purpose of readin
equation at various lev

[Dec. 2006 (5 Murkg)j
are the plotting of prices and trading volume
g and analyzing these charts is to determine the de
. els and thus to predict the direction and extent of futu
of the prices. The charts are not infallible but because of their repeated accuracy, (he
have come to be accepted. In all the charts, a correlation exists between market PT'ic:'i
action and the volume of trading when the price increase is accompanied by g Slrge ]-;:. |
tra_lding 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 trend
There are three ways to construct a chart, These are the Line Chart, Bar Chart and Fnini
& Figure Chart.

5 0n chapyg
Tﬂﬂnd—bupmy
e movemgen,

(@) Line Chart:Ina Line Chart, the closing prices of successive time periods are Connect-
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 tim

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.

(b)

.

(c) 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.

TANMAANS

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 gencerally less risky than equity investments. Correspondingly, they typi-
cally olfer lower potential returns.

Thus, portfolio consisting of both equity and debt instrument can help to minimize overall
risk and fetch higher returns.

Q. 5. “Alpha s 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 Murk_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 .

Alphayalue help an investor to decide whether security overvalued, undervalued or rightly
valued.
(1) Posltive 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.




CHL 1B SECURTTY ANALYSIS 18.3

ive Alpha Value: Negative alpha value indicste
el Ndicates (f

wl e i . | ¥
“‘} 1[‘.’!“ I-‘:qllill..'l.! return as per CJ“IM Ulll“‘ vif _r_t.ﬂ_d return s II. "

IEnce security is overvalued. Such securily

Jhould be sold.
zero Alpha 'u’ulmi: .{cmla:rlharznluu indicates that expected return s cqualto required
celurn &s pet CAPM and hence security is correctly valyed, $uch security should be

hold. T

ﬁmm portlolio which combines bnih a rlal:_y and a_ris&:l'n; asset
0 I..bc ceduced to the standard deviation of the risky security, weighted far its

oo lonate value in the portfolio.” Do you agree? Discuss.
P

[June 2008 (5 Marks)]
isk [ree security has norisk ie. its standard deviation is zero, If investor invests bis
funds in sccurity having some risk then his portfilio risks is egual 1o risk of that

ns. R
.,.,-hnk‘ :
pﬂniculur security.

{finvestor decides to I'm.m a pgrli‘:nlio by lm'lcal[ng some funds in risk free security znd
come funds in risk security then his return will be equal weighted average retumn and his
portiolio risk will also be reduced.

0.7 Distinguish between: Investment & Speculation,
[June 2008 (5 Marks)], [June 2011 (5 Marks)]

Ans, Following are the main points of dilference between investment & speculation:
| Points Investment | Speculation '
Meaning Investment may be defined as a con- | Speculation also imohies deploy- i
scious act on the part of a person | ment of funds but it is not backed |
that involves deployment of money | by a cunsciuus analisis of pros and |
in securities issued by companies | cons. Mostly it s a spur of the mo- |
with a view to obtain a target rate | ment activity that is promoted and |
of return over a specified period of | supparted by hali-baked infurmation |
= time. and rumors. i
Basis for Fundamental factors, ie. perfor- | Hearsay, technical charts and market |
%hﬂ mance of the company. psychology. |
Risk Involved | Moderate risk High risk |
-!EEE‘__ Stable Uncertain and Eatic
Behaviouir of | Conservative and Cautious Daring and Careless
- Pnticipants |
! *8. Write a short ol market efficiency.
: note on: Semi-strong form
: : [Dec. 2008 (5 Marks)]

or
tinguish between: Seml-strong form of efficient market hypothesis & strong
%ﬂfﬂﬂm market hypothesis.|Dec. 2007 (5 Marks)l [June 2012 (5 Marks)}

s known information isimmediately discounted
) n. the only price changes

H-ﬁ’h market is treated as efficient whenall ;
i"""""’tﬂrs and reflected in share prices. In such a sitatio

Y

el e —

T
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that occur are those resulting from new information. Since new information is ECneripg
on :l_l‘:.mdnm 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 ﬁI'ﬂl'l.s

securities prices to rise and motivate investors to buy the stocks.

* _ln[ummliun must be discussed freely and quickly across the nations so thay all
Investors can react to the new information. '
Transaction costs such as brokerage on sale and purchase of securities are IENored. i
Taxes are assumed to have no noticeable effect on investment policy. |
Everyinvestor has similar access to investible funds at the same terms and conditions,

* % 0 0

Irrn-usmm are rational and make investments in the securities providing maximuym
vield. |
Research studies devoted to test the random walk theory on Efficient Capital Market Hy-
pothesis (ECMH) are put into following three categories: 3

(a) 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. 1t contemplates that even the corporate officials
cannot benefit from the inside information of the company. The market is not only
etficient 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; 1
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
investment 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

LARMAN Y

only when -
(1) He has inside information, or
{(2) 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 FrirnariI;' on staristical test
- = 5'
e resulis have been almost unan-
the weak form of cificient market

1 "1 i T
1he cﬂsF:uﬂfi test, correlation analysis and filter test, Th

el Iy in support of the random walk hypothesis,
iﬂlﬂ 5
hyP®
: CAPM is a tool to workout cost of cquity. Comment,

0. [June 2009 (5 Marks)), [June 2012 (3 Marks)]
pM helps to work out the rate of return required by

thesis:

A investors in the f
: s‘fr;wnt. It is calculated as follows: < form of equity *
jnves
iR= R+ (R~ RY
where, .
R - Risk free rate |
ﬂ' = Hﬂlﬂ. i
R — Market rate of return

{;__ 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 cn be lcu-
| lated as follows:

Where,

NNV e

P, = Market price of security

D, =dividend at the end of year 1
K, = Cost of equity

E = Growth rate

Q. 10. Distinguish between: Efficient Portfolio & Optimal Portfolio.
= [Dec. 2009 (5 Marks)], [June 2013 (4 Marks)], [Dec. 2016 (4 Marks)]

;:J‘_I“* Efficient Portfolio: Efficient Portfolio is that which lies along the capital market
€. These are the portfolios which offer —
{-:] the maximum level of expected return for a given level of risk or
B) the minimum level of risk for a given level of retum.
*5¢ portfolips lie along the efficient frontierof the set of all Pﬂfﬁibrf portfuliosina graph
Humr'_fﬂlfﬂ returns against portfolio risk. It is not possible to determine that which portfo-
40 individual will prefer, as it would be decided by the risk-retumn artitude of investor.
Plirng) Portfolio: The efficient portfolio which is best suited to the risk return char-

ﬂl: 3 . = = 5
istics of g particular individual investor is an optimal ?nnfnllu1fnr the IE?mL }:
TeSents o langency [Enoinl of the individual investor’s utility function or inditlerence

‘e .
-_,\_‘_‘i’_‘__i__t‘cl'ﬁcu:m fronlier.

Ly, : conditions. Comment.
P tﬂh:hhlmnflmﬂﬂt!h““dr““ﬂmmﬂ ec. 2013 (5 Marks)]
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Ans. Intrinsic value is the actual value of a security as opposed to its market price orb

"ifl."""' Intrinsic value includes othervariable such as brand name, trademarks and Copyrj -FUk
”."r“""“ investors use different techniques to calculate intrinsic value of »_-.::curi-us i..:-l"‘"
given set of conditions like dividend per share, growth factor, required rate of veturn ultlch
Analysts employ these methods to see whether intrinsic value of security is higheror gy, I
than its current market price allowing them to categories it as ‘overvalued’ or 'Uﬂduw-ﬂlr
ted”in order to take investment decisions. Hence, intrinsic value of a security s valid |‘lL :
a given set of conditions. . i

Q. 12. How does Capital Asset Pricing Model (CAPM) help in cstimalingm

rate of return of a security? [June 2014 (4 Marks))
Or

Discuss the assumptions of Capital Asset Pricing Model (CAPM) along with limita.

tions. [June 2015 (4 Marks))
Or

Capital asset pricing model is based on certain critical assumptions, Mention any
four assumptions, [June 2016 (4 Marks)]

Ans. Capilal 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 systemalic risk of a risky investment. Required return

of security as per CAPM is calculated as follows:
ER=R+p(R -R)

Where,

R, = Risk free rate

[} = Bela

R = Market rate of return

[]4".:“— 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: el ==
| Gecuritles | Required retumn | Expected | Strategy Reason
as per CAPM Return A
X 1 3% 159 Buy |Assecurity is undervalued
Y 13% 10% Sell As security is overvalued
7 13% 13% Hold | As security is correctly valued |

Assumptions: The CAPM is based on a list of critical assumptions which are
rse and use the expected rate of return and standard dev
[ risk and return for their portfolio.

i jation
¢ [nvestors are risk ave
ol return as appropriate Measures o

4—4
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rs make their investments decisions based o

ipslo N a single per . dhi
::IL*: immediale next time period. single period horizon which
fn,qnguclion costs are either absent or 50 low,
¢ Assels can be bought and sold in any desired unis
¥ Taxes do not affect the choice of buying assets.
e hat t} buy th
i indmduals assume thal they can buy the assets at the going markel pric d |
* ﬁm}' all agree on the nature of the return and risk associated with each impcsui:::_ f
.--l-;.mvesmn behaviour criterion provides framework for analysis of risk-re. J
Fu'l'“ choices' - Markowitz. Do you agree? [June 2014 (5 Marks)] |

m;‘_ry M. Markowitz is -::_rcr.lited with developing the first modern Rt
gmoce e lh-‘::-reu:;;l I—mmewur.k for analysis of risk-return choices. The
concept of efficient portfolios has hec_n enunciated in this model A portfolio is effic 2
when it yields highest return for a particular level of risk or minimizes risk for a specified
level of expected return,
The Markowitz model makes the following assumptions regarding investor 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.

— e

¢ Investors base decisions solely on expected return and variance of returns only.

*+ At a given risk level, higher returns are preferred to lower retumns. Simularly for a
given level of expected returns, investors prefer less risk to more risk

Simple Markowitz Portfolio Optimization: It is possible to develop a faii'y simply de-
cision 1:ulc for selecting an optimal portfolio for an investor that can take both nsk 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. Utlity is the expected return of
€ portfolio minus a risk penalty. This risk penalty depends on portfolio sk and the
veslor’s risk tolerance., '
E’;:{R}lnn of '-'f'larkuwilz Model; The Markowitz appru:lth r-:!quire:-; ::m'er.:l] inputs tor
Co-va ri!fn analysis, The?;c are expected return of the securities, variances of their return and
Beporst ﬁFs._CaL:ulalmn of efficient portfolios is easy when the number of securitles in
ndeeg : UIJI-]n s lWD_ or three. As the number of securities in the pf:u"tfulm increasss, wlu-:l::
""-'ﬂrne: € case in real life situations, the amount r::f calculations nqplrrd lu11?c dq;‘:rn..
nﬂaliﬁl‘l_g Eﬂﬂl‘mnus. Further, in the real world, portfolio uxm.'[:rs_ls do not Ll_ﬁp H?ln.h of cor-
g etween stocks of diverse industries. As such, correlating a security lﬂ_-]_ common
Secq Much more convenient than correlating toa large number of individuals securities.
cha nil-'-‘"_th‘ﬂ assumption that correlation in the values of two securities depends on the
r_.mﬂj'?'-ﬂ:a of these two securities alone is not valid. In fact TOVEmEnt:in ‘~‘-1|'|-“3_ of
€5 is alfected by a variety of other factors. A stock index is more representative
Mark (hay incorporates the general economic conditions more authentically.

B
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Q. 14. Distinguish between: Capital Market Line & Security Market Line.

[Dec. 2014 (4 Markg))

Ans. Following are

market line:

- - R - 1______-_---"-\-—.
the main points of difference between capital market line & Securijty

| Points

Capital Market Line

Security Market Ling )

| Meaning

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 caﬂm
teristic Line, is a graphical represon.
tation of the market's risk and returm
at a given time.

Measurement
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 dm
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)]

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:

# Asset returm,

#® Risk-free return and

¢ Standard deviation of retumn.

Where,

Sharpe Ratio =

R, -R,

%

| R, = Retum of portfolio

' R, = Risk free rate

! s Standard deviation of portfolio’s excess return
Tjhf.- idea of the ratio is 10 see how much additional return you are receiving for the ad-
& tinnal velatlity of holding the risky asset over a risk-frec asset - the higher the better
A ratio of 1 or more is considered good, 2 and more is very good, and 3 and more is con-

ssdered excellent.

After calculating the excess return, it is divided by the standard deviation of the risky assel
te» get its Sharpe ratio.

i e e el e e

————— e memae m s
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o>

[June 2016 (4 Marks)], [June 2019 ($ Marks)]

— Collowing are the main points of difference between systematic risk & 1mes el
T 3

b

o | Unsystematic Risk

Those forces that are uncontrollable,
, external and broad in their effect are
: called sources of systematic risk.

Systematic Risk
poin’® The
r’___'_;f—* Controllable, internal factory which

or firms zre known 25 UGSYSIETnatc

risk.
It is aleo called specific riskc

It is called portfolio risk or market
risk.

rature Systematic Risk is uncontrollable. | Unsystematic Risk is comrrnlable
:"FET.};_ Systematic Risk arises due to exter- | Unsystemaric Risk zrises due 15 =
: nal factars. ternal factors.
“Formula Systematic risk = Unsystematic risk =

i J|___ Beta x SD of market Total risk - Svstemztic risk
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 1o bear hicher sk If
any investor is not willing to go for higher risk, he should invest in risk-free secr==s El=
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 m the drect
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 diversifad away tut
3lematic risk, on the other hand cannot be diversified away without cost. In cther words,
‘vestors need to be compensated by a certain risk premium for bearing systematic risk

Asper CAPM

R=R +p(R -
B tem

ER_ IS expected return

:,15 risk free rage

ais '

Bis Exptcled return on market portfolio
S¥Slemarjc risk coefficient

=+Risk'&ee rate of return + Risk premium specific to asset

In thig

are peculizr 10 a2 particular indusrey |

E-.\_E:i“_im'eslnr is expecting higher return, he must be ready to take higher risk.

‘of supremacy lo
[June 2018 (5 Marks)]

o lorees. Comment.
%

tmdﬂiﬁcm

.

Market Hypothesis accords supremacy to market forces. A market is treated
Nt when all known information is immediately discounted by all imvestors and

-

e —— - e g
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n:t_l"‘r ted in share prices. In such a situation, the only price changes that oceur gy, th

t;l""'u ing from new information. Since new information is generated on a randony L‘rn:‘se
o . . . S1s jor i
the :s-_..lbacx,]ua. nt price changes also happen on a random basis. Major requiremen for 15,
etlicient securities market are: £
(@) Prices must be efficient so that new inventions and better products will CAuse a firy
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
. - e > 1
VEslors can react 1o the new information.

() Transaction costs such as brokerage on sale and purchase of securities are I8N0oreg
(d) Taxes are assumed to have no noticeable effect on investment policy. .
(¢) Everyinvestorhassimilaraccess to investible fundsat the same terms and conditiong

(f) 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 (f3).

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 mﬂﬂi‘_
agement, operational efficiency, labour conditions and financial leverage. The sources ?,
unsystematic risk are businessriskand 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 to zero in an efficiently diversifie

portfolio; hence the only relevant risk in such a portfolio is systematic risk.

As per CAPM there is a linear and positive relationship between expected return and sy**

tematic risk measured by f. CAPM is used to estimate expected return from a sccuﬂffl‘u':::
portfolio. f measures the sensitivity of a security’s returns to the return of market port ?ﬂgs
Some securities are less sensitive while others are more. Hence p of different securl
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
risk premium only for the systematic risk identified by B.

vestor will '.mt
ill recel’®

| |
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_.-a'ﬁﬂimglliﬁhhﬂ“’“f“: Semi-strong form’ and ‘Strung form’ of efficicnt ot

0" hesis. < [June 2021 (4 Marks)) |
= officient-market theory is considered as having three forms. viz. Weak Form, |
s ong Form and the Etm.ng Form, |
S I.I-z;im“g Form Theory: This form savs that the current share valuation is a reflection f
- ".1 - i

II
f

rical information plus publicly available knowledge about the compam

( : ; : - : s

< that as soon as the information becomes publiciv availuble, it is absorbed
din CI'EITFM pn:::::s._:’m analyst and an investor are similarly placed insofar as
f the information is concerned. Thus an analvst cannot cbtain Detter retirns

nm;inl;ll.l‘l
“‘d I-L'."L‘CIL'

L + - \ﬂ
king Use ° SR
1113“ on ordinary imvestor.
¥ " ] - & .
tha rorm Theory: According to this form, not only is the publicly available informa- f

5}:‘“35“'1“5 s to the analyst or the investor, but all information is useless. No information,
:';uclhur public or
0.21. Explain how the Sharpe Index Model is different from Multi Index Models. ll

i —— 5 3 B i '
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 ]
adramatic 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. Since investors
cannot diversify systematic risk, they are assumed to be compensated for bearin gz this risk.
As a result a security’s sensitivity 1o each factor affects the assumed retermn generating
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 muld
lctor model is similar to the single index model.

inside information can be used to cam better returns than the rmarket. |

L bR J—

e
e i —

- s PROBLEMS & SOLUTIONS
e
m:ﬁﬂ No. 1] Your client is holding following securities as proxy of market
= (v H
| 'mlm of Purchase Price  Dividends Expected BETA
| e @) ) Market Price ?
after 1 vear
)
%ﬂmrﬁ.
E:"““F'h 8,000 800 8,200 0.50
. Pany.B 10,000 800 10,500 0.70
Fap L Y-C 16,000 800 22,000 0
‘-m.;::ud' 34,000 3,400 32,300 1.00
'wﬁﬂ&ta rate of 15%. .
: expected in each, using capital asset pricing model
%ﬂ 1’;:? i [ulunt 2014 (4 Marks)], [Dec. 2017 (4 Marks)]

B
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FAN VAR B—

Ans,
Calculation of expected rate of return on market portfolio:
Particulars Initial price | Dividends | Capital gain
() ) )

Equity shares;
Company-A 8,000 200 200
Company-B 10,000 800 500
Company-C 16,000 800 6,000
PSU bonds 34,000 3,400 (1,700)

68,000 5,800 5,000
Dividend + Capital gain 100 = 5,800 + 5,000 AR

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 + 15616 + 15.44 + 15.88  15.66%
4
Problem No. 2] Zebra Ltd. has a beta (p) of 1.15, The returm 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 Year4
ReturnonZebra(%) 1833 1265 1535 1657  [Dec, 2014 (4 Marks)]
Ans.
ER = R1+ p(R_- PH]
=5+ 1.15(14-5)
- 15.35% -
“Actual | Required retum | Alpha | Strategy Reason ~
Retum as per CAPM Value (a) L TR
18.33% 15.35% 298| Buy |Securityisundervalued
12.05% 15.35% -2.70 Sell Security is overvalued
15.35% 15.35% 0| Hold |[Security is correctly valued
16.57% 15.35% 1.22| Buy |Securityisundervalued _—

NS S ey
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W] Following particulars about four corporate securities are avail.
pro

;biﬂ: SecHrity Today's Predicted Expected Beta
Price X) Price after dividend during  Estimates
one year ) coming year (T) (P
A 490 580 7.0 14
B 180 200 7.0 1.2
C 570 640 5.0 1.0
D 220 245 6.0 0.5
cted rate of return in the market is 14% and the risk-free rate of return Is 8¢,
Jou are required to calculate for each security —
(i) The estimated return based on the CAPM model and
(i) Predicted return. [Dec. 2014 (10 Marks)]
mu]aﬁun of expected rate of return on market portfolio:
m Initial price | Dividends | Capital gain
(<) {T) ®)
KA 490 7.0 90
| B 180 7.0 20
C 370 5.0 70
D 220 6.0 25
1,460 25.0 205

NV

Dividend + Capital gain
[nitial price 1.4
Expecied rate of return on
=R+ p(R -R)
A=B+ 14 (14 - 8) = 16.4%
B=84 1.2 (14-8) = 15.2%
R0 (14-8) - 14.0%
“$40.5(14-8) - 11,09

Phu“-'m No, 4
Nt

x 100 = 15.75%

individual security using CAPM:

] Return on Lucky Ltd.'s shares has a standard deviation of 22%, as
€ standard deviation of the market at 12%. The correlation co-efficient
Market and stock of Lucky Ltd, is 0,7%.

“Mbute 4, risk of Lid.'s
H (B) value, systematic risk and m:ﬂﬂﬂ-lg’ﬂm Ipﬂl?:h o1
O

A C
uh L ITS!-!_
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22
= % x 0.7
= 1.2833
Systematic risk = Beta x SD of market
=i x a,,
= 1.2833 x 12
= 15.4%
Unsystematic risk = Total risk — Systematic risk
=22-154
= 6,69

Problem No. 5] In a portfolio of the company, T 2,00,000 have been iﬂ\'ﬁﬂem
which has an expected return of 8,5%, ¥2,80,000 in Asset-Y, which has an expecteq
return of 10.2% and 23,20,000 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% 8.5 212.5
Y 2,80,000 35% 10.2 357.0
Z 3,20,000 40% 12 480.0
#,00,000 100% 1,049.5
1 1,049.5
Expected return for the portfolio = T 10.495%
Problem No. 6] Kareena Softwares, a technology firm, has three divisions with the
following characteristics:
Division Beta Market Value
] (X in lakh)
Personal computers 1,40 120
Software 1.50 160
Computer mainframes 1.00 260
Total 540
You are required to answer the following -

(i) What is beta of the equity of the firm?

(ii) What would happen to the beta
warc

business?

If you were asked to value the software business for the divestiture, W

would you use in your

of equity if the firm divested itself of its 01

hich bef®

valuation? Restrict calculations to two decimal poin**.

[June 2016 (3 22—

4_—_4
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“‘ﬁ:ﬂp talign uf hﬂlﬂ
Efl__,,.ff—'— Market Value | Weight|Beta | Proguce]
: t
slon (% in lakh) = Vs
120 22.22%| 140 | 3111
160 29.63%| 190 | 3630
260 48.159% | 1.00 48.15
540 1009 135.56
i 135.56
peta of the equity of the firm = T - 1.3556
geta of equity if the firm divested itself of its software business:
ision Market Value | Weight | Beta Product
| (% in lakh)
personal computers 120 31.58%| 140 | 4421
Computer mainframes 260 68.42%| 1.00 | 68.42
Total 380 1005 11263
New beta of the firm after disinvestment in software business = 2263 = 1.1263
100 ?
Tovalue the soltware business for the divestiture, beta 1.9 would be used for valuation.
Problem No. 7] The following data relate to two securitles, A and B:
A B
Expected retum 22%  17%
Beta factor (p) .5 07
RF = 10% and RM = 18%,
Find oup wheth
ether the securities, A and B are correctly priced?
e [Dec. 2016 (3 Marks)]
e
| | ER =R
| *:mf‘*ﬂERm-R[} ER,=R+B(R_-R)
| =22?:L:' (18 - 10) =10+0.7 (18- 10)
| ?\E____ = ls.ﬁﬂfﬂ'
‘ - ._ ity Required return Expected | Strategy Reasan
" | Return
22% Hold | As security is correctly valued
17% Buy | As security is undervalued

pNNVINX VI
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- _-——_____-_-_-‘-““‘
Security B Expected Rate of Returnt
X 1.8 22.00%
Y 1.6 20.40%

Rate of return of market portfolio is 15.3%. If risk-free rate of return ig 7¢;

these securities correctly priced? What would be the risk-free rate of relm:nal;
they are correctly priced? [June 2017 (8 Mayy,
-~ (8 Marky))

Ans.

ER, =R +f(R_-R)
=7+18(153-7)
= 21.94%

ER,=R +B(R_-R)
=7+1.6(15.3-7)
= 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) ER =R +p (R -R)
22-x+18(R_-R) 2040 =x+ 1.6 (R_-R))
22=-x 204 -x
= = ——— =-(R_-R
1.8 (R, ~Ry 1.6 (R, ~R)

22 -x 204 -x

— —

18 = 16
352 - 1.6x = 36.72 - 1.8
-152=-0.2
x=1756
Therefore, both securities would be correcily valued when the risk free rate of retur®
is 7.6% ‘ T e S
p of

Problem No. 9] King has purchased a bond for T1,000 with a coupon payme?
?250 and sold for ¥1,200.
() What is the holding return of King? =
(if) If King sells the bond for 2800 after receiving the 3250 as coupon piy™ 0]
then what is the holding return of King? Diune 2017 (4 M2
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,Iﬂ'!' (P.-P)s+]

i
jod return = ——2—— _ 100 = 15.55%
ling PET P,
gol¢
(1,200 - 1,000) « 230

]ﬂf_ﬂ fIrI]:-tiJ.._a

i) Holding period return =
|

(800 - 1,000) + 230
1,000

i) Holding period return = « 100 = 5%
1

—~lem No. 10] From the information related 1o annual return earned by javes
P":s through investment in the shares of Pink Ltd_; and also the return earned by
1 estors’ community at large from index rate movements in the recognized stock
l;;hmge; compute the beta value of Pink Lid,

Year  Retwrn on Shares of Retiorn earred b
Pink Ltd. (%) Investors Commurizy (%)

2012 14.00 6.00
2013 21.00 6.00
2014 (6.00) (2.00)
2015 4.00 12.00
2016 20.00 14.00
2017 19.00 16.00
[June 2018 (4 Marks)|
Ans,
Method 1:
B IXY-nXY
) CRBETS
L :
X2 6 84 36
21 8 168 &4
(&) (2) 12 .
: 12 48 144
0 14 280 196

|
?‘L:JL 304 256
L Yoo Trvoms  pvems

u“%:ﬂ 896-6x12x9

=n¥: ST oo e sl

A
o

= l.lo

bd | b
—
A=

.

= NNV N

—————
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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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Covew _ _ 4132 4132 4
f,rr,,q::,_—;n“ 9.99 x5.97 5064 6928
(1L 5 L
92.99
_J_E.f-a w COIT gy 5.07 # L6928 = 1.16

V* oy
m Aarvi, a portfolio manager of WX Mutua] Fund —li'u:!u m_d-

]Iﬂ,l'b necessary decisions to pmvlde the Ittﬂldgn: return Lo the invest »
:uk'-'n,i:lh: following information is available with respect to the pertfolio ;:‘:

managed by her:
) Risk free rate of interest generally applicable in an economy is 8.
2) gxpected market return by investing community is 147,
6) siandard deviation of assets deployed by fund is 3.0%.
@) siandard deviation registered and normally recorded by market is 47
(5) Correlation coefficient of portfolio of fund with market is 17,

from the above information, calculate the expected rate of return of portfolio.
[June 2018 (3 Marks)]

R —

Ans.
d.

3
I= x Corr,,, = —4— =1 =075

l:!‘M
Gleulation of required return on the security:
ER=R;+ B(R_-R)

=8+ 0.75 (14— 8)
=12.5%, |

e,

E‘ruhlnm No. 12] Raj has recently created his portfolio and he has provided the
Yrmation given below:

Security Amount Invested Expected Returm Beta |

=NV

X) (%)
Stock A 10,000 8 0.80
Stock B 20,000 12 0.95
Stock C 30,000 15 1.10
tll.l: Stock D 40,000 I8 140

Uate his expected return from this portfolio. What is the beta of this portfolio?
Mimen on this portfolio also. [Dec. 2018 (4 Marks))
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Ans,
Calculation of expected return of portfolio:
Security Z| Weight| Expected Product
Return (%)
Stock A 10,000 10% 8% 80
Stock B 20,000 20% 12% 240
Stock C 30,000 30% 15% 450
Stock D 40,000 40% 18% 720
1.00,000 100% 1,490
Portfolio Return = Weighted Return = | 490/100 = 14.90%
Calculation of beta of portfolio:

Security L4 Weight p Product
Stock A 10,000 109 0.80 8
Stock B 20,000 205 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 ? 64

per share each year to
is 1.25 and 1.40 respectively, If the risk free return is
what is the prediction about share price of these two entities?

their shareholders. Beta coefficient of these two companies
6% and market return is 10%,

[June 2019 (4 Marks)]
Ans. &
Expected return of Apple Ltd.: Prediction of price of Apple Ltd.:
ER=R,+f (R -R) “
=6+ 1.25(10-6) o
=11% ¢
—
0.11
= 581.82
Expected return of Banana Ltd.: Prediction of price of Banana Ltd.:
ER=R+B(R_ - R)) D
=b+l4ﬂ{lﬂ—ﬁ} PD=T
= 11.6% ‘
__ &4
0116
= 551.72 _444_’__‘_/
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W, 14] A portlolio manager has the following fiye slocks in his portfolio:
Gecurity No. of Shares Price/Share (t4) Beta

B 5,000 20 1: 0

C 8,000 25 0.7

D 1,000 100 ia

E 500 200 i
Eﬂﬁlmd:

) mﬂu]atle Paortfolio Beta.
:b] If the manager wants to reduce

the beta to 0.8, how invest
ment should he bring in? What will be the new pnrtII:;::: e
[June 2019 (4 Marks))
| e
Ans.
ety Total Market Weight Bl Produal
E Value (2) . ' |
A 5,00,000 50% 12! 0.6
B 1,00,000 10% 20 02!
C 2,00,000 20% 07 u.u!
D 1,00,000 1045 1.0 3| 0.1’
E 1,00,000 10% b3y 013
10,00,000 - 100% ’ 117}
Partfolio beta = Weighted beta = B=1.17

To reduce the beta fr

om 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 investment in risk free securities = (1-x)
Beta of risk free security = 0 [zero]
Beta of Portfolie - [xx 117+ [(1-x) x 0] = 0.8
IITI = ELE
*=0.6838 0. 68.38%
Thys,
E“-lﬂhl of Existing Portfolio = 68.38%
E:ighl of risk free Securities = 31.62% (100 - 68.38)
; lusiopn, This
Tl"-'gal[

implies that a portfolio consisting of ¥ 6,83.500 (0.6838 x ?D.Dﬂ.ﬂ?ﬂ}
ed in he S securilies and ¥ 3,16,200 in risk free securities will have a beta of 0.3,

B

!
I

- - -

— g NNV Ve e
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T
Problem No. 15] As an Investment manager, you are givenlhcfullumnmm;
Investment in equity share of Expected Standard = ——
Return (%) Deviation (%)  Befa
£t 22% % o
B Ltd. 24% ARG e

The correlation coefFiclent between the returns of two stocks is 0.72, The standar
deviation of the market retumn 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 ALd. | B Ld. |
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.

(fi) Investing 30% in B Ltd. and 70% in A Ltd.:
Expected return = (22 x 709) + (24 x 30%) = 22.6%

Cov

Al
Corr,, = T
Cov,,
0.2 ~0x3E
Cov,, = 0.72 x 40 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
1 0.7 x 0.7 x 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
o= 37.06%

-y
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h'l' ;:;;zu]aliﬁn Df h‘.‘lﬂ Df Fﬂrtru]_-iu ifﬂ Ltd.lﬂ “'Eight Is T ﬂ.ﬂd B Ltd.'s “ﬂsht Is

'fh]. No. 16] Security-A offers an expected rate of return of 14% with a standard

\“\—R_ [Dec. 2020 (4 Marks)]

CIL 18 : SECURITY ANALYSIS s

|m|1Fnliu risk can

nat! jvely be caleulated by using formula method a5 lollows:
.r‘lT:}_E_'_"I.\. ].utn}inW}Iq-l'}!a:rr «W, xay « W, x Corr o)
“r‘,_j,ﬁﬁx 0494 1,444 20,09 + 2440 % 0.7« 38 x 03 , 0.72]
(784 + 129.96 + 459,65 I
. |
V1,373.61 |
portlolio risk = & = 37.06% |
i calculation of risk free rate of return: II
i

Let the be R “x"and (R_ - R} be '

ER,= R+ B (R -R) ER,=R+B(R -R) |
212=x+0.86xy 24=x+124xy

22 =x+ 0.86y 2d=x+ 124 !
22 = x + D86y

24 =x + 1.24v

-2=—0.38y

y = 2/0.38 = 5.2632

y=R, —R, =52632

Putting value of 'y in first equation we can get value of <.

22 =x + 0.86y

22 =x + 0.86 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

Rm = 22.735}""5

NN VINNY L

{DEE:-:E'?}+(] 24 % 0.3) = 0,974

on of 69, Ifan investor wishes 1o construct a portfolio with a 12.8% expected
" What ! percentage of the portfolio will consist of Security-A?

oy Seurity B = (1-x)
I'E"ll.ll.'rlﬂrlhﬁ portfolio = [x x 0.14] « [(1 -2) = 0.11] = 0,128

=0.11x=0.128
1=0,128
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A 60% and In Security B 18 40%.

Thus, investment in Security A is M) has the following four stocks m

Problem No. 17] A Portfolio Manager (P

portfolio: sMarket Price Beta
s No. of Shares Per Share (3)
5“_ Urg

Dahlia Led. 10,000 20 1.0

Rose Ltd. 3,008 25 1.5 |
Cauliflower Ltd. 8,000 200 1.2

Apples Ltd. 2,000
Compute the following:

(i) Portfolio beta how much risk free investment

(ii) If the PM sceks to reduce the beta to 0.8,

should he bring in? ‘ : :
(iii) If the PM sceks Lo increase the beta to 1.2, how much risk free investment:
should he bring in? [Dec. 2020 (4 Marks)]

Ans.

@

?: Security Total Market Weight B Product

3 | Value (2)

2 [Dahlia Ltd. 5,00,000 41.67% 0.9 0.3750
Rose Lid. 1,00,000 8.33% 1.0 0.0833
Cauliffower 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:

To reduce the beta from 1.1084 to 0.8, the poartfolio manager may sell off a portion of the
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=0.7218ie 72.18%

Thus,

Weight of Existing Portfolio = 72,189

Weight of risk free securities = 27.82% (100 - 68.33)

Conclusion: This implies that a portfolio consisti
' 4 "= EE-E[ ?J
invested in the 4 securities and ¥ 3,33,840 in, ﬁsk.fﬁi E::ui;ﬁiliglfufﬂe ;?E-SI: ;?ulg b
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18.25
beta to 1.2; : |
[’BT"F :gnmge investment in Existing Portfoljo - x
the P€

el ntage investment in risk free securities = (|
Thusc.frisk free security = 0 [zero)

ﬂﬂmu“,un_[ﬂ]in =[x x L1704 [(1 - x) x 0]=12

_x]

idy = 1.2
4x =
1.1ﬂ!5ﬂalﬁ ie. 108.26%
=
Thus

z i = 108.26%
i f Existing Portfolio
wﬂght a

: € securities =—-8.26% (100 - 108.26)
weight o HEkTir: portfolio manager should borrow 7 99,120 ( 12,00,000 « 8.26%) at the
c"“g‘::i::g and invest total funds ¥ 12,99,120 in the four Securities.




Ans.

ER=R +p (R, -R)

A=8B+14(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 » 100 = 19.80%
B —200-180)+7 . 00_ 1500%
180
(640 = 570) + 5
= =13.1
C 570 % 100 = 13.16%
(245 - 220) + 6 i .
D= 520 x 100 = 14.09%

TAXMANNS
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Expected rate of return on individual security using CAPM:

Seairy s Underalod S
Security is overvalued
Security is overvalued

Security is undervalued
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p¥ 0.20
r.'l:::_._. » Cﬂ,rrlm = 015 #* 0.8 = 1,06
p* o, Gl
ation of required return of security:
R=Rl+ pR, - R
E _T+ 110{"“3_?}
_13.36%

f the standard deviation for the security is higher, Expected :
@ increase. Return (ER) will be
Thus, if we increase standard deviation of security from 0.20 10 0.25, ER increases

o 14.98%
a 0.25
— = Corr = 08=1.
ﬁ = b4 s D'IS X 1 33‘

ER=R,+p(R_-R)
=7+ 1.33(13-17)
= 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 % ]
>
B= s x Corr,_ = 90 x 0.70 = 0.93 E
a A 7
ER=R, +p (R, -R) f
=7+093(13-7)
= 12.58%

le) 1f standard deviation [a]is higher, the expected return would increase and if standard
deviation [a] is low, the expected return would decrease. Therefore, the required
return for a security is directly proportional to market risk.
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OPERATIONAL APPROACH T0
FINANCIAL DECISION

e
= e .

=

i i 2+ e L o

o THEORETICAL QUESTIONS —
mquao[mrﬁnﬂmﬂm heln.lu-hlu-ldhw;m
g;ﬂ_ [June 1999 (5 Marks)]
| ' 2 .
write a short note on: Make or buy decisions. [June 2011 (3 Marks)]
Wrte 3’

ans. Marginal costing helps the management in decision-making in respect of the following
vilal areas:

(1) Make or Buy decision: The decision is to be taken whether to manufacture 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 labour
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

COsL 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
Meeting the variable cost and specific fixed costs, if any, relating to the new product.

P:md“'-':l mix, profit planning and profit maximization: A product which I-S incur-
Nng losses or having low P/V ratio is discontinued and another product with high

ralio is introduced so that such product-mix will improve the profitability. To
achieve this objective, the factors such as, selling price, sale volume, cost control,

(3 P md“‘:l‘mix. elc., are to be studied carefully and decision is to be taken.
) Pr‘il:e; In order lo earn Eﬂl"ﬂig’l’l exchﬂ_ngg and Enodu.'iu in the fnrrig:n ‘I'l'l-lﬂ;ﬂ. any
Price gver 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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(8) Suspending activities, ie. closing down the factory for a temporary Periog
run the operations at a loss. 4

(9) Determination of selling price, sales volume and desired prof.
(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.

Q. 2. What is Margin of safety? How may it be improved? . !
| (e 1999 (3 Marks)], [June 2000 (5 Mgy B
[Dec. 2009 (3 Marky

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 safety gi e

confidence to the organization. On the other hand, an undertaking with low mnrg?l'-ft‘s |
safety may wipe off the profit and turn into a loss with a drop in sales. o i

Formula:
Margin of safety = Actual sales - BEP sales |

3 Profit
Margin of safety (Units) =

8! Afety.(Units) Contribution per unit

Margin of safety (Value) Lront

n of safe =

it 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.

= or |
Explain the significance of “break-even analysis”. [Dec. 2005 (S¥=
Ans. Cost-Volume-Profit analysis is analysis of three variables i.e. cost, volume and profit

which explores the relationship existing amongst costs, revenue, activity levels H-Fldh::ﬁ
resulting profit. It aims at measuring variations of profits and costs with volume, ¥

is significant for business profit planning.
CVP analysis makes use of principles of marginal costing, It isanimportant toolofpl
for making short-term decisions.

. | s ol

TANMANNS
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|ysis has the following objectives:
¥s

oF nh.:l}ﬁ 1o forecast the profit fairly and accurately,
It

s as an effective tool of profit planning to the Management.
Jt act

|

1, J helps in ascertaining the BEP of the product produced and sald.
3

4

ery much useful in setting up the flexible byd

B get, which ascertaj
fuis ‘311_-.5 al different levels of activity, Ins cost, profit

e :
ﬂ:-'assiitfr the management in the process of performance evaluation for the purpose
B L[ wnirﬂl. . 5
nelps in formulating the price policies by projecting the effect of different price
b lllruﬂlu res on the costs and profits.
5

helps in determining the amount of overhead cost to be charged to the product at
1. f:lti ferent levels of operation, as overhead rates are gene

! rally predetermined on the

basis of a selected volume of production.
=T7igelling price is always based on total costs”. Comment. _
Ll | [June 1999 (S Marks)), {Dec. 2003 (5 Marks))
: any five circumstances under which
:ﬁit;m the marginal cost of the product.

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
are s0ld al marginal cost, the firm will not be able to recover the fixed costs 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 1o reduce the losses. Reduction of

prices even below the marginal cost may be justified for a short while due to several other
reasons as indicated below:

runw[llpumi:ttnﬂznprhe,-ﬂﬂ.

—gp NN Y WAV

¢ 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

n 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.
LT A A e S i
| ‘iilr_-,.;'The.PmE'- Volume Ratio (P/V Ratio) is the relationship between ‘contribution’ and
Sion . Itisalsg termed as ‘contribution to sales ratio',
ce :
(a) p of P/V Ratio:

V Ratio is considered to be the basic indicator of the profitability of the business.

s
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(&) The higher the Prv Ratio, the better it is for a business. In the case of a firm ¢

steady business conditi . oo
. 10NS ove d of years, the P/V Ratio wil]
stable and steady. PARRRES ? : alsg

(¢) IEP/V Ratio is improved, it will result in better profits.
Improvement of P/V Ratio:
':Et.] P/V Ratio can be improved by the following means.
(tf) By reducing the variable cost.
(11i) By increasing the selling price.
(tv) By increasing the share of products with higher P/V Ratio in the overall sales p;
Uses of P/V Ratio: .

(1) To compute the variable costs for any volume of sales.

leh;ring
rem :lir. ‘

(2) To measure the efficiency or to choose a most profitable line. The overall profitabj.
iy of the firm can be improved by increasing the sales/output of a product givin
higher P/V matio. ga

(3) To ?_Ell:nninc break-even point and the level of output required to earn a desireq
profit.

(4) To decide more profitable sales-mix.

Q. 6. Sunk costs are irrelevant for decision making. Comment. B
[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, cost1s

sunk cost.
ﬂ-?.(:uﬂnnunnnldtummgemtm.dhcm [June 2001 (5 Marks)]
Or
Define cost accounting. Explain how does it hel the management in period of
trade d:;im and trade competition. i [June 2002 (5 Marks))

Ans. If the Central Government is of the opinion, that it is necessary (0 do so, i Iﬂa}’-dzl;
order. direet that the audit of cost records of class of companies, which are covered “{‘h a
saction 148(1)and which have a net worth of prescribed amount ora tumover 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

t ol the ¢
In mos mensurate with the expected benefits.

costing system should com
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ce of cost accounling can be discussed under following heading;
n

P L as an aid to management: It provides detailed costin
() h‘“‘";n to maintain effective control over various cost items,
the

. ed by the management from a good system of costing
n z L -
de it helps in periods of trade depression and trade com
[t aids in price fixation.

It helps in making estimates.

g information to enable
The varigus advantages
are as follows:

petition,

-

_ 1t helps in channelling production on right lines.
_ Tt eliminates wastages.

. It makes comparisons possible.

. It provides dala for periodical P&L A/c,

- It helps in determining and enhancing efficiency.
- It helps in inventory control.

(b) Costing as an aid to creditors: Investors, financial i

success of the business concern and hence theyalso get benefitted by the installation

ofan efficient system of costing. They can base their judgment about the profitability
& future prospects of the enterprise on the costing recor

(¢} 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 continuo oy :
and higher remuneration h}' way of incentives, bonus plans, e

etc.

{(d) Costing as an aid to national economy: An efficient system of costing brings
prosperity to the business enterprise, which in turn results in stepping up of this
Govt. revenue: The overall economic development of a country takes place; as a

consequence increase in efficiency of production. Control of costs, elimination of

wastages and inefficiency led 1o the progress of the industry and, in consequence of
the nation as a whole.

nstitutions are interested in the

BNNVIVX Y

B. Distinguish Between: Costing & Cost Accounting.  [Jume 2004 (2 Marks)
Ans. Distinction between costi
Costing; Costing may be defined as, “the techniques and process of ascertaining costs™.
Eﬁ;:‘:tl;}]g involves in classification, recording, allocation, appropriation of expenses incurred

Itate the determination of cost of the product or service.
Costing i the classifying, recording and appropriate allocation of expenditure for the

dat“minatiun of cost of products or services and for the presentation of suitably arranged
. :"‘ for Purposes of control and guidance of management.
e

< ludes the ascertainment of cost of every order; job, contract process, service units
May be appropriate.

ng & cost accounting is as follows:

budg Accounting: CIMA, London defines cost accounting as, “the establishment of
Cls, g

a tandard costs and actual costs of operations, processes, :ifli'-'lliﬁ or products:
g/t j i ili jal use of funds",
analysis of variances, profitability or the social use

N
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Co i imari i
inlst accounting primarily deals with collection, analysis of relevant cost dag, ¢
erpretation and presentation for various problems of management. ur

Q. 3. Notional cost and imputed cost means the same thing. Comment.

[June 2004 (3 Mﬂl‘h]]iu

| m f
What are imputed cost and common cost? [Dec.zﬂﬂl[lmﬁf |
i |

Ans, Impulcdfncitiunalfhypﬂﬂu:[icul costs are those costs which do not involye cash
outlays. They are included in cost account and are important for taking into consideray
while making management decisions. s
In case two FI“DjEEls require unequal outlays of cash, the management must take iny,
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.

(2) In similar way, when a company is working in its own building and it considers
puunnal rent for cost computation purpose, is also an example of notional cost or
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? i
3 Oor .
Distinguish between: Explicit & Implicit Cost. [Dec, 2007 (3 Marks)]

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 onloanetc. are some 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:

E f i i Costs noey|
TThese costs refer to costs involving| These costs do not involve any
| immediate payment of cash. immediate cash payment. —!
2 | These are also known as accounting These are also known as economic
| cosis & out of pockel costs. costs.
They are recorded in the books of|They are not recorded in the books
of account.

account.

Following assumptions are made in BEP Analysis:
o All costs are divisible into fixed and variable.

main constant at all levels of output within the installed capacity

‘—4

¢ All fixed costs re
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19.7
The variable costs vary along with production.

* The selling price is assumed to be constant,
$ The volume of production influences the cost.
*

There is synchronization between production and sales, which would help decidin
the break-even peint. &

W,@m between: Absorption Costing & Marginal =
o [June 2009 (3 Marks)]
rption costing & “WEJE
According to CIMA, Absorption costing According 10 CIMA inal i

is a principle whereby fixed as well as|is a principle h{'lcr:b;mm : ml:: ;“";

variable costs are allotted to cost units. | of cost units are ascerained.

Stock is valued at total cost which|Stock is valued at marginal cost only,
includes fixed cost as well. 3

Problem of under or over absorption | No such problem in marginal costing.
of hxed overheads,

Fixed cost is charged to cost of
production.

mﬂg are main points of distinctions between abso

Fixed cost is treated as period cost. The
profitability is judged by marginal cost

and P/V rato.

f variable and fixed costs.
Itis a change in the cost at two levels. It is not necessary for marginal costing to
e, have two levels for being worked out.

Differential cost analysis applied to both Marginal costing analysis will not apply to
absorption costing and marginal costing. absorption costing.
Itis not different type

s of costing and, hence, its | It is a different type of costing.
-Di—E.."EElS kept outside the books of account.
eren

ce in cost is important.
Djﬂereﬂ!iﬂl revenue, differential cost and |Contribution, P/V ratio, contribution per key

T:F““ﬂ Profit are the main yard-stick for | factor, CVP analysis are the main yardsticks
"‘-——-"E"E_‘_m__i_h;gg,_ for decision-making.

Marginal Costing

Il consists o It consists of variable cost only

Contribution is important.

NN VINX VI
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- Faclory X Facto ¥ |
Selling price per unit () 50 V!
Variable cost per unit () 40 3 |
leﬁl Cost R} i;ﬂ'ﬂ.ﬂﬂﬂ 3:“0,0["1 |
Depreciation included in fixed cost () 40,000 30,000 |
Sales (units) 30,000 20,000 |
Production capacity (units) 40,000 30,000 I
|

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 &

B .

Factory Y is 3:2
Note: Indicate BEP in uniL. [Dec. 2006 (10 m@ i
Ans,
Faclory X Factory ¥
Particulars p.lL Sales| Production| p.u. Sales| Production
capacity . capacity|
Unlts 30,000 40,000 20,000 30,000
Sales 50 15,00,000 20,00,000f 50 10,0:0,000 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:
Contribution
io (Fact = 100 = D0 = 20%
P/V ratio (Factory X) S x x 1 o
: Contribution §150 >
P/V ratio (Factory Y) = Sales % 100 = 50 > 100 = 30%
Fixed cost 2,00,000
: - Fixedcost =0 oS- 10,00,000
BEP (in value) (Factory X) PV ratlo 20% 10
Fixed cost 3.,00,000
= e i o i o M —_— ﬂ *ﬂm
BEP (in value) (Factory Y) PIV ratio 30% 10,00

(if) Factory Y is more profitable because it give higher contribution per unit.
(iii) 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
F/V ratio = 1(;:}“ = 8,00,000

’——4

BEP (in value) (Factory X)=
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: Cash Fixed cos 2,70,000
BEP.(in vaiue) (Factory Y) & s e et 30% = 200,000
culation of BEP for company as a whole, assuming the present product mix
(i ¢ Factory X & Factory Y is 3:2,
E;lcmatiﬂ'“ of equivalent P/V ratio:
200 x 5= 12%
0% x 2/5=12%
24%
, ) Fixed cost _ 5,000,000 -
BEP (in value) = Equivalent P/V ratio 249, - 2083333
: 20,83,333
BEP sales units = B 41,667
Problem No. 2] A company produces a single product and sells it at 200 each,
‘The variable cost of the product is T120 per unit and the fixed cost for the year
Calculate:
() BIV ratio
(ii) Sales at break-even point .
{iii) Sales units required to earmn a target net profit of ¥1,20,000,
(iv) Sales units required to earn a target nﬂpm&nftl,ﬂﬂ.mmn-hmehnr.-
~ assuming income tax rate to be 50%. '

_v) Profit at sales of 7,00,000

[June 2007 (10 Marks)]
Ans, .
Sales - Variable cost = Contribution p.u.
200~ 120 = 80
- r Contribution 80
t P = = = i
i) PV ratio T x 100 0 x 100 = 40%
! . Fixed cost 96,000
Hl] BEP = — : = 2,4{].{“]
g nivaluc) P/V ratio 40%
(i) Sales units required to eamn a target net profit of ¥1,20,000:
Sales ; 5,40,000
Less: Variable cost (3,24,000)
Contribution 2,16,000
Less: Fixed cost (96,000) ‘
(Profit 1,20,000

Sﬂlﬁs = “——————-zilﬁl;;?u = 5,4(:!,{'0“

e

WNNVINXV.L-
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5,40,000
200 - 2,700

(iv) Sales units required 1o earn a target net profit of ¥1,00,000 after income tay,

TS (L T

e

Sales units =

Sales
Less: Variable cost

(4,44,000)

Contribution
Less: Fixed cost

2,96,000
(96,000)

Profit
Less: Tax

2,00,000
(1,00,000)

Profit after tax

1,00,000

Sales =

2,96,000

= 7,40,000

40%

7.40,000
Sales unils = 200

(v) Profit at sales of 7,00,000:

= 3,700 units

Sales 7.,00,000
Less: Variable cost (4,20,000)
Contribution 2,80,000
Less: Fixed cost (96,000)
Prolit 1,84,000
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19.11
_. 4,000
e p.u. s
: _,,-";"'-__ 25.00 1,00,000
o yariablecost | (17.50)|  (70,000)]
n;nbuﬁﬂ.n ?.SU 3{],(:{“}
I‘;j_ Fixed cost (18,000)
& profit 12,000
s
Contribution 100 30,000
piV ratio = Sales i L 100,000 * 100 = 309
(v) Calculation of number of units by selling which the company will neither Jose
por gain (i.e. BEP):
. ~ Fixed cost . 18,000
BEP (in value) = PNV ratio - 309, = 60.000
3 S Fixed cost 18,000
BER(in units) = Contribution pu. 75 = 2400
(w) Calculation of the sales needed to earn a profit of 20% on sales.
|Particulars T
Sales x
Less; Variable cost (0.7x)
Contribution 0.3x
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.

Particlars | pu|

Less: Variable cost (17.5) | (2,10,000)

Contribution 2.50 30,000
Less: Fixed cost (18,000)
Net Profit 12,000

BN MNVYWN VI
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. Contribution 2.5
P/V ratio = e 100 = 12.5%
Sal #* 100 20 ®

: 30,000
Required = ——
quired sales 12.50 2,40,000

2,40,000
20

Thus the extra units which should be sold to obtain the present profitif it is propoge
to reduce the selling price by 20%: (12,000 - 4,000 = 8,000 units)

(viif) Calculation of selling price to be fixed to bring down its break-even point 1o
500 units under present conditions:

No. of units = = 12,000

&&=
2 : S -“'-I ﬁ
Sales 53.5 26,750
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

Contribution p. u. = =36 p. u.

500
Contribution p. u. + Variable cost p. u, = Selling price p. u.
36 + 17.5 = 53.5

] )

— 4,50,00,000 ﬁ;-ﬂﬂ-ﬂ"g
Less: Variable cost : -
st (1,40,00,000) 01,4000

42,00,
Net Profit z L

——‘:




r

Change in profit
Change in sales

% 100

(x + 42,00,000) - x
= 6,00,00,000 - 4,50,00,000

42,00,000

x 100

CH. 19 : OPERATIONAL APPROACH TO FINANCIAL DECISION

J.
]

Less: Variable cost (729)| (5,76,00,000)
Contribution 28%| 2,24,00,000
Less: Fixed cost (1,40,00,000)
Net Profit 84,00,000

Change in profit
Change in sales
l‘1'1':mlmm . zluurmn
301m|m = zn.m-ﬂm
= 209

PIV ratio = < 100

x 100

= 0
= 15000000 *'%
AR | TR B, i 17-2018
100% 4,50,00,000 6,00,00,000
ws..'s,rariabl: cost (72%) (3,24,00,000)|  (4.32,00,000)
© - ibution 28%|  1,26,00,000]  1,68,00,000
Less: Fixed cost (1,40,00,000) (1,40,00,000)
okt (14,00,000) 28,00,000
() Caleulation of BEP:
, Fixed cost 1,40,00,000 x
BEP (in value) = PIV ratio = 28% = 5,00,00,000

(ii) Calculation of profit/loss on a forecasted sales volume of 78,00,00,000:

19.13
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Less: Variable cost (80%) (16,00,000) (24.,00,000)
Contribution 20% 4,00,000 (6,00,000)
Less: Fixed cost (2,00,000) (2,00,000)
Profit 2,00,000 4,00,000

(if) Sales to earn nmel of 25,00,000:

35,00,000
Less: Variable cost (80%) (28,00,000)
Contribution 20% 700,000
Less: Fixed cost (2,00,000)
Profil 5,00,000
7.00,000
Required sales = 20% = 35,00,000

(ii7) Profit when sales are !ID 00,000:

Less: Vanable cost
Contribution
Less: Fixed cost
Profit

10,00,000

(80%) (8,00,000)
20% 2,00,000
(2,00,000)

Nil
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19.15
Ans- — T in Lakh
P 1 Plant I1 '
90% 1004 60% 100% lﬁ
ﬁ 540 600 300 500 1,100
sl O e cost (396) 440  @25)] (379 (815)
Saver:s 144 160 75 125 285
yribution
fo Fixed cost (80) (80) (50) (50) (130)
|,u55r;t 64 80 25 75 155
Wﬂun of break-even sales of the merged plant and the capacity utilization
at that stage:
Contribution 285
p/V ratio (Merged plant) = Shlcs x 100 = 1.100 * 100 = 25.90909%
Fixed cost 130
BEP (in value) (Merged plant) = =5 = = — 5 5000595~ = 50175 Lakhs
501.75
Capacity utilization at BEP = ~— 1100 * 100 = 45.61%
(i) Calculation of profitability of the merged plant at 80% capacity utilization: :|1_
[Particulars Merged f—:
80% g
Sales (1,100 x 80%) 880 ]D
Less: Variable cost (652)
Contribution 228
Less: Fixed cost (130)
Proht OR
liif) Calculation of sales turnover of the merged plant to earn a profit of 275 lakh:
|Particulars Merged
Sales 791.23
Less: Variable cost (586.23)
Contribution 205.00
Less; Fixed cost (130.00)
| Profit 75.00
Sales at 809% g
o (Merged plant) = = 791.23 Lakh

25.90909%

{iv) Calculation of percentage increase in selling price required to sustain an in-
Crease of 5% in fixed overheads:

Increase in fixed overheads = 130 x 5% = 6.5

6.5
Pmenlagc increase in selling price = O AN

79123 % 100 = 0.8215%

B
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Prublem No. 7] A factory produces 300 units of a product per month. ““‘_—_-_"T
price Is T120 per unit and variable cost s T80 per unil. The fixed expenses of the, |
factory amount to 8,000 per month. i |
Calculare; | i
() The estimated profit In a month whercin 240 units are produced. | '
(If) The break-even sales quantity. | |
(fif) The sales to be made 1o carn a profit of ¥7,000 per month. | '
[Dec. 2010 (5 H'ﬂl_: |
Ans.
Present monthly profitability statement
No. of units 00
Partlculars p- . Tolal 1
Sales 120 36,000 |
Less: Variable cost (80)| (24,000) |
Contribution 40 12,000 |
Less: Fixed cost (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
T Less: Variable cost (80)| (19,200)
Contribution 40 9,600
Less: Fixed cost (8,000} |
Profit 1,600 |
(if) Calcudation of break-even sales gquantity: i
BEP (in units) = cnmlﬁlgzﬂi;ﬂ. — = Efgﬂ = 200 units |
(iii) Calculation of sales to be made to earn a profit of 7,000 per monih:
Particulars p. U. Total
Sales 120 45,000
Less: Variable cost (80)| (30,000)
Contribution 40 15,000
Less: Fixed cost (8,000) ‘
Profit 7.000 |

; 15,000 g
Required sales = w0 = 120 = 45,000
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W. 8] Following data are provided by Mahi Ltd.: /
! ’dﬁ'-" Pm:!uﬂ-xnﬂl; Product-Vau (T)
!.Dlrg;l m!t:ﬂnl @ I25 per kg, 250 zm

: mhbonrﬂtiﬂperhuur 240 168
fnnins 200 667

ﬁ iable © overheads charged @ T30 per hour :
5 Director, would like to decide which product to manufacture in
= following clrcumstances;

s the monsoon is not up to the mark, in such circumstances the scarcity
‘lr 1]':11' :m;u:lal is expected for both products. “f
. mmlnf:—marhﬂngthenltlvn]ummyh:anmnh‘fmm
muﬂtﬂmhd&clﬂunmﬂng,bymnﬂdﬂhg both the situations
hlmhﬂ.ﬂlﬁ- |
i

_ [June 2019 (5 Marks)]
e
Ans.
calculation of material required per unit:
50 :

Product-Kau = ST 10 kg per unit

2
Product-Vau = 25 = 8 kg per unit
Calculation of labour hours per unit:

240 :
Product-Kau = = 5 hours per unit

168 )
Product-Vau = 28 3.5 hours per unit

.—- - "'"‘: 3 - __'_ ~ . ] m@ “II

Selling price per unit 900 667
D'Erecl material 250 200
Direct labour 240 168
\'an:nblf.- 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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(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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