Chapter wise Test (2007)
Leverage

Instructions
- All questions are compulsory.
- Test Duration will be 60 Minutes, starting from 11:00 AM to 12:00 Noon
- 5 minutes reading time will be provided before 11, i.e. question paper will
be shared by 10:55 AM.
- Share your scanned answer sheets by 12:10 on below link
https://forms.gle / wWLRZWiTvMELNpCeC6

[10 Marks] ArMore LLP is a newly established startup dealing in manufacture of
a revolutionary product HDHMR which is a substitute to conventional wood and
plywood. It is an economical substitute for manufacture of furniture and home
furnishing. It has been asked by a venture capitalist for an estimated amount of
funds required for setting up plant and also the amount of circulating capital
required. A consultant hired by the entity has advised that the cost of setting up
the plant would be Rs. 5 Crores and it will require 1 year to make the plant
operational. The anticipated revenue and associated cost numbers are as
follows:

Units to be sold = 3 lakh sq metres p.a. Sale Price of each sq mtr = Rs. 1000
Raw Material cost = Rs. 200 per sq mtr Labour cost = Rs. 50 per hour

Labour hours per sq mtr = 3 hours

Cash Manufacturing Overheads = Rs. 75 per machine hour

Machine hours per sq mtr = 2 hours

Selling and credit administration Overheads = Rs. 250 per sq mtr

Being a new product in the industry, the firm will have to give a longer credit
period of 3 months to its customers. It will maintain a stock of raw material
equal to 15% of annual consumption. Based on negotiation with the creditors,
the payment period has been agreed to be 1 month from the date of purchase.
The entity will hold finished goods equal to 2 months of units to be sold. All
other expenses are to be paid one month in arrears. Cash and Bank balance to
the tune of Rs. 25,00,000 is required to be maintained.

The entity is also considering reducing the working capital requirement by either
of the two options: a) reducing the credit period to customers by a month which
will lead to reduction in sales by 5%. b) Engaging with a factor for managing the
receivables, who will charge a commission of 2% of invoice value and will also
advance 65% of receivables @ 12% p.a. This will lead to savings in
administration and bad debts cost to the extent of Rs. 20 lakhs and 16 lakhs
respectively.



The entity is also considering funding a part of working capital by bank loan.

For this purpose, bank has stipulated that it will grant 75% of net current assets

as advance against working capital. The bank has quoted 16.5% rate of interest

with a condition of opening a current account with it, which will require 10% of

loan amount to be minimum average balance.

You being an finance manager, has been asked the following questions:

(i) The anticipated profit before tax per annum after the plant is operational

is

(i) The estimated current assets requirement in the first year of operation
(debtors calculated at cost) is

(i) The net working capital requirement for the first year of operation is

(iv) The annualised % cost of two options for reducing the working capital is

(v)  What will be the Maximum Permissible Bank Finance by the bank and
annualised % cost of the same?

2. [5 Marks] MT Ltd. has been operating its manufacturing facilities till 31.3.2021
on a single shift working with the following cost structure:

Per unit (Rs.)
Cost of Materials 24
Wages (out of which 60% variable) 20
Overheads (out of which 20% variable) [20

64
Profit 3
Selling Price 72

As at 31.3.2021 with the sales of Rs. 17,28,000, the company held:

(Rs.)
Stock of raw materials (at cost) 1,44,000
Work-in-progress (valued at prime cost)88,000
Finished goods (valued at total cost) 2,88,000
Sundry debtors 4,32,000

In view of increased market demand, it is proposed to double production by
working an extra shift. It is expected that a 10% discount will be available from
suppliers of raw materials in view of increased volume of business. Selling price
will remain the same. The credit period allowed to customers will remain
unaltered. Credit availed from suppliers will continue to remain at the present
level i.e. 2 months. Lag in payment of wages and overheads will continue to
remain at one month.



You are required to CALCULATE the additional working capital requirements, if
the policy to increase output is implemented, to assess the impact of double shift
for long term as a matter of production policy.

[10 Marks] PQ Ltd. has commenced new business segment in 2023-24. The
following information has been ascertained for annual production of 25,000
units which is the full capacity.

Cost per unit

(Rs.)

Material 100
Labour and variable overhead expenses S0
Fixed manufacturing expenses 35
Depreciation 15
Selling expenses (80% variable) 10

In the first two years of operations, production and sales are expected to be
as follows:

Year Production (No. of units) Sales (No. of units)
1 12,000 10,000
2 18,000 19,000

The selling price is expected to be Rs. 250 .

To assess the working capital requirements, the following additional
information is available:

(a) Stock of materials 2 months’ average consumption

(b) Debtors 1.5 month’s average sales.

(c) Cash balance Rs. 50,000

(d) Creditors for supply of 1 month’s average purchase during
materials

the year.
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(e) Expenses All expenses will be paid 1 month in

advance during the year.

Goods equal to 15% of the year’s production (in terms of physical units)
will be in process on the average requiring full materials but only 40% of
the other expenses.

The management is also of the opinion to make 10% margin for
contingencies on computed figure and value the closing stock at cost of
production.

PREPARE, for the two years:
(i)
(i)

A projected statement of Profit/Loss (Ignoring taxation); and

A projected statement of working capital requirements on a cash
cost basis.

4. [5 Marks] Day Ltd., a newly formed company has applied to the Private Bank for the
first time for financing it's Working Capital Requirements. The following informations
are available about the projections for the current year:

Estimated Level of Activity Completed Units of Production 31200 plus unit of

work in progress 12000

Raw Material Cost Rs. 40 per unit

Direct Wages Cost

Rs. 15 per unit

Overhead

Rs. 40 per unit (inclusive of Depreciation Rs.10 per
unit)

Selling Price

Rs. 130 per unit

Raw Material in Stock

Average 30 days consumption

Work in Progress Stock

Material 100% and Conversion Cost 50%

Finished Goods Stock

24000 Units

Credit Allowed by the | 30 days
supplier

Credit Allowed to Purchasers | 60 days
Direct Wages (Lag in | 15 days
payment)

Expected Cash Balance Rs. 2,00,000

Assume that production is carried on evenly throughout the year (360 days) and
wages and overheads accrue similarly. All sales are on the credit basis. You are
required to calculate the Net Working Capital Requirement on Cash Cost Basis.
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