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Preface

| am glad to present this book, especially designed to serve the needs of the
students. The book has been written keeping in mind the general weakness in
understanding the fundamental concepts of the topics. The book is self-
explanatory and adopts the “Teach Yourself” style. It is based on question-
answer pattern. The language of book is quite easy and understandable based
onscientific approach.

Any further improvement in the contents of the book by making corrections,
omission and inclusion is keen to be achieved based on suggestions from the
readers for which the author shall be obliged.

| acknowledge special thanks to Mr. Rajeev Biyani, Chairman & Dr. Sanjay
Biyani, Director (Acad.) Biyani Group of Colleges, who are the backbones
and main concept provider and also have been constant source of motivation
throughout this Endeavour. They played an active role in coordinating the
various stages of this Endeavour and spearheaded the publishing work.

| look forward to receiving valuable suggestions from professors of various
educational institutions, other faculty members and students for improvement
ofthe quality of the book. The reader may feel free to send in their comments
and suggestions to the under mentioned address.

Author
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Chapter-1
Management Accounting: An Introduction

Q.1) Define Management Accounting? State its main characteristics & objectives

Ans. Any form of accounting which enables a business to be conducted more
efficiently can be regarded as management accounting?

Accounting to T.G. Rose “Management accounting is the adaptation and analysis

0

f accounting information, and its diagnosis and explanation in such a way as to

assist management”.

Characteristics of Management Accounting:-

O~ wpdNPE-

7.
8.

. Management accounting enables future forecasting.

. It is selective in nature.

. Supplies Data, Not Decisions.

. Integrated system.

. It is a service functions which provides information to the management for
formulating policies.

. Management Accounting emphasizes, specially, on cause & effect

relationship.

Emphasis is placed on nature of Cost Elements.

Management accounting is a developing subject.

Obijectives of Management Accounting

The main objective of management accounting is to provide information for
successfully carrying out the managerial duties. The objectives of management
accounting are as under:-

1
3
5
7

9
1

. To assist in planning 2. Helps is organizing.

. To assist in co-ordination. 4. Helpful in reporting.

. To assist in decision making. 6. Help in motivating employees.

. To assure accountability. 8. To assist in controlling performance.
. To assist in Interpreting financial information.

0. Helps in analysis and interpreting the financial information.

Q.2) What are the tools and techniques used in management Accounting?
Ans.

Following tools and techniques are used in management accounting:-
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1. Financial planning 2. Analysis of Financial Statement
3. Historical Cost Accounting. 4. Responsibility Accounting.

5. Control Accounting 6. Revaluation Accounting

7. Decision Accounting 8. Statistical Methods

9. Management Information System 10. Mathematical Techniques
11. Taxation

Q.3) Describe in brief the functions of management accounting?Ans.
Management Accounting helps the management is two ways:-
l. Providing necessary accounting information to management

(@ Measuring: - For helping the management in measuring the work
efficiency in different areas it is done on the past and present incidents with
context to the future. In standard costing and budgetary any control, standard and
actual performance is compared to find out efficiency.

(b) Recording: - In management accounting both the quantitative and
qualitative types of data are included and this accounting is done on the basis of

assumptions and even those items which cannot be expressed financially are
included in management accounting.

(c) Analysis: - The work of management accounting is to collect and analyze
the fact related to the managerial problems and then present them in clear and
simple way.

(d) Reporting: - For the use of management various reports are prepared.
Generally two types of reports are prepared:-

a. Regular Reports b.  Special Reports.
I - Helping in Managerial works and Activities:-

The main functions of management are planning, Organizing, staffing, directing
& controlling. Management accounting provides information to the various levels
of managers to fulfill the above mentioned responsibilities properly & effectively.

It is helpful in various management functions as under:-

(@  Planning: - Through management accounting we can forecast regarding the
sales, purchases, production etc. can be obtained, which helps in making
justifiable plans. The tools of management accounting like standard costing, cost
—volume—profit, analysis etc. are the tools of managerial costing, help in planning.
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(b)  Organizing:- In management accounting whole organization is divided into
various departments, on the basis of work or production, and then detailed
information are prepared to simplify the thing. The budgetary control and
establishing cost centre techniques of management accounting helps which result
in efficient management.

(c)  Staffing:- Merit rating and job evaluation are two important functions to be
performed for staffing. Generally only those employs are useful for the
organization, whose value of work done by them is more than the value paid to
them. Thus by doing cost-benefit analysis management accounting is useful in
staffing functions.

(d) Directing-- For proper directing, the essentials are co-ordination,
leadership, communications and motivation. In all these tasks management
accounting is of great help. By analyzing the financial and non financial
motivational factors, management accounting can be an asset to find out the best
motivational factor.

Q.4) Explain the scope of management accounting and discus how it serves the
management needs?

Ans. Scope of management accounting: - Management accounting has a vast area
which includes financial accounting and extends to the functions of a system of

cost accountancy, budgetary control and statistical methods. The scope of
management accounting includes:-

1. The management accounting is likely to evaluate the variation by reasons
and the accountability and to put forward suitable corrective measures.

2. Analyzing and interpreting accounting and other figures to craft it logically
and usable to management.

3. Configuration, installation and operation of accounting cost accounting and
information systems, as a result it has to utilize these systems to get together
the altering needs the of the management functions.

4. Provide system and techniques to estimate the recital of the right
managements in the beam of the objectives of the firm,

5. The management accounting presents the history the figures in such a way
as to reproduce the trends of events to the management.

6. Providing mean of communicating management plans to the various levels
of the organization and assists the management in directing their activities

7. Itis support management in decision making by:-

a. Providing significant accounting data,
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b. Analyzing the outcome of alternative proposals on the profits and
the situation of the enterprise.

Serve Management Needs:- Management accounting’s main function is to assist
the management. It presents comprehensive accounting information to the
management to the facilitate them to keep useful control over stores and stock, to
increase efficiency of the organization and check wastage and losses. The various
advantages resulting by the management from a high — quality system of

accounting are as follows:-

1. Management accounting helps in organizational efficiency.

Helps in price fixing.

© N o g & w N

Management accounting check and remover wastages.

Management accounting formulates comparisons.

Management accounting helps in maximizing profitability.
Management accounting protects against seasonal fluctuations & trade Cycle.
Management accounting helps in growth of National Economy.

Management accounting helps in performance appraisal of business.

Q.6) Difference between Financial Management and management Accounting.

Financial Accounting

Management Accounting

Objectives: The primary objective
of financial accounting in
recording business transactions in
a systematic way and assess the
business results and financial
position ofa concern.

Objectives: The objective
management accounting is to
provide necessary information to
the management for the efficient
execution of its functions.

Scope: The scope of financial
accounting is notvastas compared
to management accounting

Scope: The scope of management
accounting is most wide because
financial accounting cost
accounting, statistics & other
techniques are used in it.
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Q.7) Give limitation of management Accounting?
Ans. The main limitations are as follows:-

1. It is based on historical data. 2. Not an alternative to administration.
3. Psychological resistance. 4. Lack of continuity in efforts.

5. Effect of human factor. 6. Lack of Objectivity.
7. Costly installation. 8. Evolutionary stage.
9. Effect of time factor. 10. Lack of knowledge of Related Subjects.

Multiple Choice Questions
Q. Accounting is BEST described as:
(@) The collection and use of financial and non-financial data
(b) The use of financial data
(c) The collection and use of financial data only
(d) The collection of financial data

Q. Which branch of accounting is MOST concerned with the collection of
detailed financial data for use in planning and controlling an entity?

(@ Taxation (b) Management accounting
(c) Financial accounting (d) Auditing

Q. Which branch of accounting is MOST closely associated with acquiring and
deploying the short term and long term finance required by an entity?

(@) Financial management (b) Management accounting
(c)  Financial accounting (d) Auditing

Q. Which of the following activities is NOT an accounting function?
(@ Costing (b) Taxation

(c) Management consultancy  (d) Auditing

Q. Which of the following functions is managerial accounting intended to
facilitate?

(@  Planning (b)  Decision making
(c) Controlling (d) All of above
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Q. Which of the following statements about difference s between financial and
managerial accounting is incorrect?

(@) Managerial accounting information is prepared primarily for external
parties such as stockholders and creditors ; Financial accounting is directed
at internal affairs.

(b) Financial accounting is aggregated ; managerial accounting is focused on
products and departments.

(c) Managerial accounting pertains to both pats and future items ; Financial
accounting focuses primarily on past transactions and events.

(d) Financial accounting is based on generally accepted practices ; managerial
accounting faces no similar constraining factors.
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Chapter-2

Capital Structure.
Q.1) What is meant by capital structure.

Ans. Capital structure means the pattern of capital employed in the firm. It is a
financial plan of the firm in which the various sources of capital are mixed in such
proportions that those provide a distinct capital structure most suitable for the
requirement of the firm.

Capital structure represents the mutual proportion between long term sources of
capital which includes equity shares, preference shares, reserve & surplus and
long term debts.

According to Weston and Brigham:- “Capital structure is the permanent financing
of the firm, represented by long-term debt, preferred stock and net-worth.”

Q.2) Define financial structure, Asset structure and capitalization?

Ans. Financial structure:- refers to the way, the company*s assets are financed.
It is the entire left hand side of balance sheet which includes all the long term and
short-term sources of capital.

Asset Structure:- Asset structure refers to total assets and their components, It
includes all types of assets of the company i.e. fixed assets and current assets.

Capitalization:- Capitalization is a quantitative concept indicating the total
amount of long-term finance required to carry on the business capitalization
comprises a corporation”s ownership capital and its borrowed capital, as
represented by its long - Term indebtedness.

It can be presented by the following figure:-

Financial Structure Asset Structure Capitalisation
Equity Share Capital Fixed Assets. Equity share Capital
Preference Share Capital | Current Assets Preference Share Capital
Debentures Current Liabilities Debentures

Q.3) What factors should be borne in mind in deciding a capital Structure?

Ans. All the factors which affect its capital structure should be considered at the
time of its formation. Generally factors affecting capital structure are divided in
two categories, namely (A) Internal factors, and (B) External Factors.
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Factors Affecting capital Structure

Internal factors External Factors
Size of business Capital Market Conditions
Nature of business Nature of Invertors
Regularity of Income Policy of financial Institutions
Assets Structure Taxation Policy
Age of Firm Government Control
Attitude of Management Cost of Capital
Freedom of Working Seasonal Nature
Desire to control Economic Fluctuations
Future plans Nature of competition
Period and Purpose of Financing
Operating Ratio
Trading on Equity

Q.4) What is balanced or optimum capital structure? Give essential of Optimum
Capital Structure.

Ans. The optimal or the best capital structure implies the most economical and
safe ratio between various types of securities. A capital structure of security mix
that minimizes the firm's cost of capital and maximizes firms* value is called
optimal capital structure.

Essentials of Optimum Capital Structure:-

1. Simplicity:- The capital structure should not complicated. Therefore, it is
essential that in the beginning only equity shares or preference shares should be
issued and afterwards debentures may be issued

2. Flexibility:- The capital structure should suit to the requirement of the firm
in both short-term and long-term.

3. Minimum Cost:- A sound capital structure must ensure the minimum cost
of capital therefore, while determining the capital structure, such a mix of
different securities should be selected in which the cost in minimum.

4. Minimum Risk:- The capital structure should be heart risky. Therefore,
sound capital structure attempts at a perfect trade-off between return and risk.

5. Maximum Return:- The appropriate capital structure would be one that is
most profitable to the company. It is possible when the cost of financing is
minimum and the firm earns stables and adequate income regularly.
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6. Maximum Control:- The capital structure should be designed to preserve
the control of the company’s management in the hands of existing shareholders.
Therefore, additional funds be raised through debentures and preference shares.

7. Safety:- Debt should be used to the extent that the burden of fixed charges
does not create the danger of insolvency.

8. Full Utilization:- The amount of capital should be determined in such a
way that neither there should be over capitalization or under capitalization.

9. Adequate Liquidity:- The capital structure should be determined in such a
way the it may always provide adequate liquidity.

10.  Alternative Rules:- The capital structure should be that which provides
different sights to the securities holder such as return, voting power, redemption,
transfer etc. are more and more attractive.

11. Fuill Legal Requirements:- The capital structure should fulfill certain
rules framed in companies and other acts regarding the ratios of various types of
securities in the capital structure of business concerns.

Q.5) What is meant by point of indifference?

Ans. Point of indifference is a level of earnings before interest and tax where
earnings per share remain constant irrespective of the debt equity mix. The policy
of trading on equity increases the earnings per shares but it is beneficial to a
certain point after which it can proves to be disastrous. Hence till the rate of intent
IS lower than the return on assets, trading on equity is beneficial, but when both
becomes equal which is called the point of indifference, more use of debt capital
will be harmful.

Thus with the help of EBIT- EPS analysis keeping in view the point of
indifference an optimal capital structure can be determined.

The point of indifference of EBIT can be ascertained by using the following
algebraic formula:

(X-R1)(1-T)-PD (X—R2)(1-T)-PD
N1 B N2

Where,
X = EBIT at Indifference Point PD = Preference Dividend

R1 = Interest in option | R2 = Interest in option Il
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N1 = No. of Equity Shares in Option | N2 = No. of Equity Shares in Option Il
T = Tax Rate

Q.6) Explain the principle of “Trading on Equity*
Discuss its utility to the management and point out its limitations.

Ans. Gesten berg defines trading on equity in these words: “When a person or
corporation used borrowed capital as well as owned capital in the regular conduct
of its business then it is said to be trading on equity.”

Trading on equity is an arrangement under which a company makes use of
borrowed capital carrying a fixed rate of interest or dividend in such a way as to
increase the return on equity shares. The policy of trading on equity can be
adopted only when the management is confident that he will earn profits more
than the interest to be paid on debt capital. In other words, trading on equity is
advantageous then the rate of interest on debt is less than the average rate of
return, otherwise not.

Utility of Trading on Equity:-

The basic philosophy behind trading on Equity is to use debt capital to earn more
than their cost and to raise the sate of return on equity share capital. This policy
leads higher dividend rate for equity shares, improvement of the goodwill of the
firm and increase in the market price of equity shares. All these factors make it
easy to get more lean from market at a lower rate of interest.

Limitations of Trading on Equity:

1. The firm should not follow the policy of trading on equity if there is no
certainty and stability of income of the firm.

2. Increasing rate of interest of future loans as the risk of successive creditors
increases due to prior lien of the existing creditors on the assets of the firm.

3. Sometimes the management, despite of strong financial position or the
capacity to raise loans by issuing debentures at favorable terms, does not prefer
the policy of trading on equity.

4. There is a limit of carrying on business with the use of borrowed funds.
After that limit, there is a fear of over capitalization.

5. There are some legal and contractual difficulties without the fulfillment of
those the management cannot follow the policy of trading on equity.
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6. There are some other limitations like increasing burden of interest,
interference of creditors in management and falling goodwill of the firm.

Q.7) What is the basic difference between capitalization and capital structure ?

Capitalization Capital Structure
Capitalization is a quantitative In capital structure the owners of

concept which shows the total the company decides that what
amount of money and finance that is sources of procurement of fundsin
required to start any kind ofbusiness. what proportion should be used to
maximize their profit.

Q.8) Define Financial Structure

Ans. Financial Structure refers to the combination of capital structure and short
term liabilities / current liabilities. This can also be shown by the following
formula :

Financial structure = Capital structure + Current Liabilities

Q.9) How “Trading on Equity” principle can be helpful to increase rate of return?
Explain through an example?

Ans. The Trading on equity is the combination of owners funds and long term
borrowed funds by which an organization can increase their return on equity
share. This statement can be explained with the following example :

Exp.: Suppose the capital structure of a company comprises of equity share
capital of Rs 100,000 and 6% debenture of Rs. 200,000.If average rate of return
on total capital is 10 % .

Total capital = Equity share cap. + Debt Capital
= 100,000 + 200,000 = 300,000 Rs.
Calculate average rate of return = 300,000 X 10/100 = 30,000 Rs.

Now company earns a profit of Rs. 30,000 and it has to pay 6% interest on
debentures . Calculate Interest on Debenture = 200,000 X 6/100 = 12,000 Rs.

Profit after deducting interest = 30,000 — 12,000 = 18,000 Rs.
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Now this amount is distributed in equity share holders at rate of 18%.
(18,000/100,000 X 100 )

So the figures are showing that rate of dividend on equity share is more than the
average rate of return.

Q.10) Write the name of different type of trading on equity ? Ans. There are two
types of trading on equity :

1. Trading on Thin equity ( equity cap.< debt cap. )
2. Trading on Thick equity ( equity cap. > Debt Cap. )

Multiple choice Questions

Q. The term *“ Capital Structure” refers to :

(@ long-termdebt, preferred stock, and common stock equity.
(b)  Current assets and current liability

(c) Total assets minus Liability

(d)  Shareholders* s equity
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Chapter-3
Theories of capital structure

Q.1) Name the theories of capital structure?

Ans. The theories of capital structure are as follows:-
1. Net Income theory.

2 Net Operating Income theory.

3. Traditional theory.

4 Modigliani — Miller theory.

Q.2) Explain the theories of capital structure in brief?
Ans. Net Income (NI) theory:-

This theory was propounded by David Durand. According to this theory a firm
can increase the value of the firm and reduce the overall cost of capital by

increasing the proportion of debt in its capital structure to the maximum possible
extent.

As debt is cheaper source of finance, It results in a decrease in overall cost of
capital leading to an increase in the value of the firm as well as market value of
equity shares.

Assumptions:
1. The cost of debt is cheaper than the cost of equity
2. Income tax has been ignored.

3. The cost of debt capital and cost of equity capital remains constant i.e. with the
increase in debt capital the risk perception of creditors and equity investors does
not change ]

4. Total value of firm = Market value of Equity + market value of debt.
Or

Total Value ofaFirm =S + D

Where :

S = Market value of equity share D = Market value of Debt
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Market Value of share (S)

E EBIT—1I
S=— Or —
Ke Ke

Where;

E = Earnings available for equity shareholders

EBIT = Earnings before interest and Tax

Ke = Cost of Equity Capital.

3. The overall cost of capital or capitalization ratio:

EBIT
Ko=——-
%4

Ko = Overall cost of capital VV = Value of the firm.
Net Operating Income (NOI) Theory

This theory has also been propounded by David Durand. This theory is just
opposite that of Net Income Theory. According to this theory, the total market
value of the firm (v) is not affected by the change in the capital structure and the
overall cost of capital (Ko) remains fixed irrespective of the debt-equity mix.
According to this theory there is nothing like optimum capital structure.

Assumptions:-

1. The split of total capitalization between debt and equity is not essential or
irrelevant.

2. Atevery level of capital structure business risk is constant; therefore, the rate
of capitalization also remains constant.

3. The rate of debt capitalization remains constant.
4. There are no corporate taxes.

5. With the use of debt funds which are cheaper, the risk of shareholders

increases, which in turn results to increase in the equity capitalization rate.
Hence debt capitalization rate remains constant.

Computation:-

Net Operating Income

Value Of the Firm = -
Overall Cost of Capital
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EBIT
Value of the firm =
Ko
EBIT -1
1. Cost of Equity Capital:- Ke = ——
| = Interest on debt S = Value of equity share

Modigliani — miller theory:-

This theory was propounded by Franco Modigliani and Merton Miller (generally
referred to as M-M) who are Nobel Prize winners in financial economies. They
have discussed their theory in two situations:

(1  When there are no corporate taxes

As per Modigliani — Miller According to this approach the market value of the
firm and its overall cost of capital are independent of its capital structure.

According to this theory, two identical firms in all respect, except their capital
structure, cannot have different market value or cost of capital due to arbitrage
Processes.

Assumptions:-

1. The capital market is perfect.

2. There is no transaction cost.

3. All the firms can be divided in homOgeneous risk classes.
4. There is no corporate tax.

5. All the profits of the firm are distributed.

6. Individual investors can easily get loans on the same terms and conditions on
which any firm gets.

(i)  When Corporate Taxes Exist:-

M-M"s emphasizes that value of a firm andoverall cost of capital remain constant
with the increase of debt in capital structure does not hold good when corporate
taxes are exist.

Corporate taxes are reality; therefore, they changed their basic theory in the year
1963.

They accepted this fact that for corporate tax determination of interest is a
deductible expenditure than the cost of debt is low. Therefore if any firm uses
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debt in its capital structure it leads to reduction in the overall cost of capital and
increase in the value of the firm. They accepted that the total value of a leveraged
firm is high than the non- leveraged firm.

Computation:-
1. Value of Unleveled firm (Vu)

_ Earning after tax but before Interest After tax

equity capitalization Rate
EBIT (1-T)
- Ko

Vu

2. Value of levered firm (VI)
EBIT (1-T
a-7 ,
Ko
Where D = Amount of Debt, T = Tax Rate

VI =Vu+ Dt or Dt

Traditional Theory:-

The traditional theory is a mid-path between Net Income theory and Net
Operating Income theory. According to this theory the cost of debt capital is lower
than the cost of equity capital, therefore a firm by increasing the proportion of
debt capital in its capital structure to a certain limit can reduce its overall cost of
capital and can raise the total value of the firm. But after a certain limit the
increase in debt capital leads to rise in overall cost of capital due to increase of
financial risk and fall in the total value of the firm. A rational or appropriate mix
of debt and equity minimizes overall cost of capital and maximises value of the
firm. Thus this theory accepts the idea of existence of optimum capital structure.
Ezra soloman has explained the effects of changes in capital structure on the
overall cost of capital (Ko) and the total value of firm (V) in the following stages:

First Stage : In the beginning the use of debt capital in the capital structure of the
firm results in fall of over all cost of capital and increases the total value of the
firm because in the first stage cost of equity remains fixed rises slightly and use
of debt is favourably treated in capital market.

Second Stage - In this stage beyond a particular limit of debt in the capital
structure, the additional of debt capital will have insignificant or negligible effect
on the value of the firm and the overall cost of capital. It is because the increase
in cost of equity capital, due to increase in financial risk, offsets the advantage of
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using low cost of debt. Therefore during this second stage the firm can reach to a
point where overall cost of capital is minimum and the total value is maximum.

Third Stage: - If the proportion of debt capital in the capital structure of the firm
increases beyond an accepted limit this dead to increase in the over all cost of
capital and fall in the total value of the firm because the financial risk rises rapidly
which results into higher cost of equity capital which cannot be offset led by low
debt capital cost. Hence, the total value of the firm will decrease and the overall
cost of capital will increase.

Multiple Choice Questions

Q. Who was propounded the Net Income Theory
(@ Ezra Soloman

(b) David Durand

(c) Franco Modigilani

(d) None of the above

Q. “Net Income Theory” is also known as :
(a) Fixed Ke Theory

(b) Pecking Order Theory

(c) Traditional Theory

(d) All of Above

Q. Who was given “Traditional Theory”
(@) Ezra Soloman

(b) David Durand

(c) Franco Modigilani

(d)  None of the above
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Q. Which one statement is correct on the behalf of Net Income Theory.

(@) A firm can increase the value of the firm and reduce the overall cost of capital
by increasing the proportion of debt in its capital to the maximum possible extent.

(b) Total market value is not affected by the changes in capital structure.

(c) Market value of the firm and its overall cost of capital are independent of its
capital structure.

(d) All of Above.

Q. Prefect capital market refers to :

(@) Investors are free to buy or sale securities.
(b) Investors are free only to buy but not to sale.
(c) Investors are free only to sale but not to buy.
(d)  None of the above

Q. Which theory is considered as a modern theory?
(@) Pecking order theory

(b) Informative Asymmetry Theory.

(c) Both(a) & (b)

(d) Only (a)

Q. When and Who was given the Pecking Order Theory ?
(@) Stewart Myres in 1984

(b) Ezra Soloman in 1964

(c) Stewart Myres in 1975

(d) David Durand in1981
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Chapter-4

Operating and Financial leverages
Q.1) What do you mean by leverage?

Ans.  Leverage is very general concept. Leverage refers to the used of the fixed
cost in an attempt to increase or level up profitability.

“Leverage means the employment of assets or funds for which the firm pays a
fixed cost or fixed return. The fixed cost or fixed return may be thought of as the
fulcrum of a lever.”

Q.2) How to calculate earning per share, Explain through the income statement ?
Ans.

Calculation of EPS
Total Sales XXXXX
Less : Variable cost
Contribution XXXXX
Less : Fixed cost
EBIT ( Earnings before interest and tax ) XXXXX
Less : Interest on debentures
EBT ( Earning after interest butbefore tax ) XXXXX
Less: Tax
EAT ( Earning after interest and tax ) XXXXX
Less : Preference share dividend
Profit available for equity shareholder XXXXX

Now earning per share can be calculated with the help of following formula:

Profit available for Equity share holder

Earnings Per share = -
No.of Equity Share

Q.3) What is operating leverage? Give the formula of calculating operating
leverage and degree of operating leverage?

Ans. Operating leverage is defined as the ability to use fixed operating costs to
magnify the effect of changes in sales on its operating profits. If the fixed
operating costs are more as compared to variable operating costs, the operating
leverage will be high and vice- versa. Thus, the term ,,Operating leverage™ refers
to the sensivity of operating profit to changes in sales.
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Computation of Operating leverage:-

Contribution Sales - Variable cost

Operating Leverage = ; , — ,
Operating Profit Contribution - Fixed Cost

Degree of Operating Leverage- (DOL)

The degree of operating leverage may be defined as the percentage change in
operating profits resulting from a percentage change in sales

On two levels of sales for comparison:-

percentage change in profits

Degree of operating leverage (DOL) = _
Percentage change in sales

On one level of sales:-

Contribution

EBIT

Degree of operating leverage (DOL) =

Q.4) What is favorable operating leverage and what is the utility of operating
leverage?

Ans. When the profits increase with the increase in sales it is called favorable
operating leverage.

Utility of operating leverage:

Operating leverage helps in capital structure decisions and play a vital role in
formulation of an optimum capital structure. It is most helpful in long term profit
planning as it is useful in taking decisions regarding capital expenditure. It is true

to say that operating leverage is basically used in taking capital budgeting
decisions.

Q.5) What is meant by ,,financial leverage™? How it is computed?

Ans. Financial leverage arises from the presence of fixed financ ial costs in the
income stream of the firm or due to presence of fixed return securities in the
capital structure of the company. Fixed cost securities are debentures and
preference share and also long term borrowings.
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Thus financial leverage is defined as, ,,the firm ability to use fixed financial cost
to magnify the effect of changes in earnings before interest and tax (EBIT) on
firm“s earnings per share. (EPS)

Financial leverage may be favorable or unfavorable. If the company's rate of
earning is higher than the rate of fixed charges. The firm is considered to have
“favorable financial leverage™. If the firm earns less than the cost of borrowed
funds, the firm is said to have an “unfavorable financial leverage.

Computation of Financial leverage:-

Earnings before interest and tax

Financial leverage (FL)= - ;
Earnings before tax but after interest

. . EBIT
or Financial leverage (FL) =———
EBT

Degree of Financial leverage: (DFL)
(@ Onone level of profit:

EBIT or Operating Profit
EBT
(b)  Ontwo level of profit for comparison :

DFL =

_ %Change in EPS
% Change is EBIT

Q.6) What is combined leverage, give its formula?

Ans. The combined leverage may be defined as the relationship between
contribution and the taxable income; it is the combined effect of both the leverage.
It can be calculated with help of following formula.

Combined Leverage = Operating Leverage X Financial Leverage.

Contribution EBIT Contribution
Or X Or
EBIT EBT EBT
Degree of Combined Leverage : (DCL)
DCL = DOL x DFL Or

(% Change in EBIT) (% Change in EPS)
(% Change in Sales) (% Change in EBIT)

DCL =
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DCL =

Or

(% Change in EPS)
(% Change in Sales)

Q.7) Give difference between operating and financial leverage .

Ans. Difference between operating and Financial leverage

S. Operating Leverage Financial Leverage
No.
1. | Establishes relationship  between | Relationship  between  Operating
sales and Operating Profits profitsand return on owners equity.
2. | Concerned with investment decisions | Concerned with method of finance.
Refers to fixed costs in the operations| Refers to the use of borrowed funds.
4. | Relates to the assets side of Balance | Relates to the liability side of
sheet. Balance Sheet.
5. | Involves operating risk of being | Involves financial risk being unable to
unable to cover fixed operating cost. | cover fixed financial cost.
6. | Firststage leverage. Second stage leverage as financial
leverage starts where operating
leverage ends.

Key Terms

Operating Leverage : Operating leverage may be defined as the firms ability to
use fixed operating cost to magnify the effects of changes in sales on its earning
before interest and tax.

Financial Leverage : financial leverage is defined as the firm ability to use d fixed
financial charges to magnify the effects of changes in EBIT on the firms earning
per share.

Indifference Point: The break even point is the EBIT level where EPS is same for
two or more alternatives.
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Multiple Choice Questions

Q. Operating Leverage is related to which cost :

(@ Fixed Financial cost (b) Overhead Cost
(c) Fixed operating Cost (d) All of above

Q. is the best example of fixed operating cost ?

(@  Fixed Financial cost (b) Fixed operating cost
(c) Renton building (d) None of above.

Q. is the best example of fixed financial cost?

(@  Fixed Financial cost (b) Fixed operating cost
(c) Renton building (d) None of above.

Q. financial leverage related to which cost?

(@) Fixed financial cost (b) Fixed operating cost
(c) Both(a) & (b) (d) None of above

Q. Contribution is the difference between :

(@) Sales — Fixed cost (b) Sales — Variable cost
(c) Sales - Interest on debentures (d) Sales — Depreciation

Q. If sales volume of a company is 100,000 Rs. and variable cost is 40,000 Rs
then what will be the contribution ?

(a) 1,40,000 (b) 60,000
(c) 80,000 (d) None of the above

Q. In which condition financial leverage has a positive and or a favourable effect?

(@  Fixed financial cost is higher than the rate of return
(b) Fixed financial cost is less than the rate of return
(c) Fixed financial cost is equal to rate of return

(d) None of above
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Chapter-5

Management of Working Capital

Q.1) What do you understand by working Capital? Explain the concept and
determinants of working capital.

Ans.  Working capital is a fund needed to fulfill the operating cost of a concern.
Each and every business concern should have adequate funds to meet its day-to-
day expenses and to finance current asset viz., debtors, receivables and
inventories. The funds tied up in current assets are known as working capital
funds. The current assets are those assets which are easily converted into cash
within a financial year.

Therefore, working capital is also known as circulating capital, ,revolving
capital,” ,,short-term capital”, or liquid capital.

Concepts of working capital:- The working capital has following concepts:

1. Quantitative concept /caress working capital concept:- The gross working

capital refers to the firm™s investment in current assets. According to J.S. Milli,
“The sum of current assets is the working capital of the business.”

From the management point of view, this concept is more appropriate as the
management formulates all the plans on the basis of current assets and
concentrates his attention on the quantum of current assets and their profitability.
Thus, this is a quantitative aspect of working capital which emphasizes more on
quantity than its qualities.

2. Qualitative or Net working capital concept: - The net working capital
means the difference between current assets and current liabilities. If the amount
of current assets and current liabilities is equal, it means that there is no working
capital.

The net working capital is a qualitative aspect of working capital and it measures
the firm"s liquidity. It also indicates the extend to which working capital can be
financed with ling term funds. This concept is useful only for accountants,
investors, creditors or those persons who have interest in the liquidity and
financial soundness of the firm.

3. Operating Cycle concept:- The amount of working capital required by a
firm depends upon the length of production process and the expenses needed for
this purpose The time required to complete the production process right from
Purchase of raw material to the realization of sales in cash is called the operating
cycle or working capital cycle.



Management Accounting 25

This concept is more appropriate than the qualitative and quantitative approach
because in this case the fund required for carrying on the operational activities is
treated as working capital. It is also called circulating capital.

Diagram of Operating Cycle.

Raw

Debtors Materail

Work in
Progress

Finished
Goods

Determinants of Working capital :- The amount of working capital required
depends upon a large number of factors and each factor has his own importance,

They also wary from time to time in order to determine the proper amount of
working capital of a firm, the following factors should be kept in mind :-

1. Nature of business 2. Size of business

3. Production process and policies 4. Changes in technologies

5. Requirement of cash 6. Availability of raw material

7. Length of operating Cycle 8. Seasonal Nature of Business
9. Firm’s Credit Policy 10. Terms of Purchase and Sales
11. Business Cycle fluctuations 12. Rate of growth of business
13. Dividend policies 14. Working capital turnover

15. Taxation Policies

Q.2) Name the methods of estimating working capital requirements. Explain the
method of calculating working capital by operating cycle and forecasting
method?

Ans. Following methods are generally used in estimating working capital :

()  Operating Cycle Method
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(i)  Net Current Assets Forecasting Method
(i)  Projected Balance Sheet Method

(iv)  Adjusted Profit and Loss Method

(v)  Regression Analysis method

Operating Cycle Method Under this method working capital is estimated by
dividing operating expenses incurred during the year by number of operating
cycles in a year.

Steps for determining working capital :
Step 1. Calculation of total operating expenses : -

Total operating Expenses = Prime Cost + Factory Expenses + Office and
administrative expenses + Selling and distribution expenses for a specific period.
(Depreciation and other non-cash and non-operating items are excluded)

Step 2. Calculation of operating Cycle Period —
Operating Cycle=M+W+F+D-C

Average stock of Raw Material

(@ [M] Material Storage Period = _ ,
Daily Average Consumption

Opening Stock + Closing Stock
2

Average Stock =

Annual consumption of Raw material
365

Daily Average Consumption =

Average Stock of work in progress

(b) [W] WI/P or Conversion Period =

Daily Average Consumption

Total Production Cost
365

Daily Average Production Cost =

Total Production or Factory Cost = Prime cost + Factory Expenses + Opening
Stock of W.I.P — Closing Stock of W.I.P

Average stock of Finished Goods

(c) [F] Finished Goods Storage Period =

Daily Average cost of Goods Sold

Total cost of Goods sold
365

Daily Average cost of goods sold =

Cost of goods sold = Production / Factory Cost + Excise Duty + Opening stock
of finished goods — closing Stock of finished goods.
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Average Debtors + B/R

(d) [D] Debtors Collection Period = _
Credit Sales per day

Total credit Sales
365

Credit Sales per day =

Average Creditors + B/P

reditor ment period =
(€) [C] Creditors payment period Credit Purchase per day

Step 3. No. of operating cycles in a year —

365
Operating Cycle Period

No. of operating cycles =

Step 4. Requirement of Working capital

Total Operating Expenses

Working Capital = -
No.of Operating cycles a year.

oc
WC=C+7XCS

WC = Working Capital C = Cash Balance
OS = Operating Cycle Period CS = Total Operating Expenses
N = No. of days in a year.

Step 5. Provision for contingencies —After determining the amount of

working capital, a certain amount say 5% or 10% may be added to cover
contingencies.

Net current assets Forecasting Method

According to this method an estimate of all the current assets is made on monthly
basis. This should be followed by an estimate of current liabilities. Difference
between the forecasted amount of current assets and current liabilities gives net
working capital requirements of the firm. Reserve for contingencies will be added
to this figure.

Following factors should be kept in mind while using this method :-
1. Stock of finished goods and debtors should be calculated at cash cost.

2. Calculation of ,,work- in-progress* depends upon the degree of completion
as regard material, labour and overheads. If production cycle is evenly than
material period will be taken 100% and 50% in case of labour and overheads.

Working capital can be calculated by forecasting method as follows:
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A.  For atrading concern :

Statement of Working capital Requirements

[tems Amount
A. Current Assets : Format

Q.3) Who was the chairman of Tandon Committee and when it was constituted?

Ans. Tandon committee was constituted in July, 1974 under the chairmanship
of P.L. Tandon.

Q.4) What are the three principles of Tandon Committee? Give any two
recommendations of Tandon Committee.

Ans The recommendations were mainly based on the following three
principles:

1. The borrowers should have to maintain a reasonable financial discipline and
give information to the banks regarding projects.

2. The main function of a banker as a lender is to supplements the borrower’s
resources to carry on acceptable level of current assets.

3. The bank should also know the purpose for which loan has been taken.

Recommendations of Tandon Committee:

1. The committee has suggested norms for 15 major industries regarding
maximum levels for holding inventory and receivables.

2. The committee introduced the concept of ,maximum permissible bank
finance™. The working capital gap should be bridged by the borrower*s own
funds, long term borrowings and partly through bank borrowings.

Q.5) What do you understand by core current assets?

Ans. The term ,,core current assets* refers to the absolute minimum level of
investment in raw material, work in-progress, finished goods and stores which
are required at all time to carry out the minimum level of business activity. It is
also called permanent working capital.
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Q.6) What are the significance of Adequate working capital?
Ans. Major significance of working capital is:

Prompt payment to suppliers and benefit of cash discount.
Adequate Dividend Distribution.

Increased Goodwill and Debt Capacity.

Easy loans from Banks.

Increased Efficiency.

Increase in Fixed Assets Productivity.

Sk whE

Q.7) What are the sources of working capital finance?

Ans. Following are main sources through which we can raise finance for working
capital :

1. Public Deposits 2. Commercial Bank or Bank credit
3. Trade Credit 4. Commercial Papers
5. Advance from customers

Key Terms

Working Capital: Working capital means a part of total assets of the business
changes from one to another form in ordinary courses of business operations.

Gross Working Capital : Gross working capital is a firm's investment in current
assets.

Net Working Capital : Net working capital is the difference between current
assets and current liability.

Operating Cycle : Operating cycle is the time duration which is required to
complete the production process from procurement of raw material to the
relisation of sales is called operating cycle.

Specific Working Capital : Specific working capital is that part of working capital
which is required to meet unforeseen conditions like slump , strike , flood ,war
etc.

Seasonal Working capital : The part of working capital which is required to meet
seasonal demand of the enterprise
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Public Deposits : Public deposits means any money received from public
including employees, customers etc.by non banking company other than in the
form of share and debentures.

Commercial paper : Commercial papers is a promissory note payable to bearer
and issued by business firm for a definite period normally 90 days based on
discount , to raise short term funds

Multiple Choice Questions

Q. Which of the following point will improve a company's working capital
management position?

(@ Anincreased level of bad debts
(b)  Anincrease in the stock turnover period
(c) Anincrease in the length of the production process

(d) Anincrease in the credit period allowed by suppliers

Q. If current assets are increased from one financial year to another what will be
the effect in statement changes in working capital ?

(@  Working capital will also increased.

(b) Working capital will decrease.

() Working capital will be equal in both financial year
(d)  None of the above.

Q. If current liabilities are increased from one financial year to another what will
be the effect in statement changes in working capital?

(@ Working capital will decrease

(b)  Working capital will increase

(c) Working capital will be equal in both financial year
(d)  None of them.
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Chapter-6
Financial Statements & Techniques of Financial Analysis

Q.1) What do you mean by financial Statements? Give the names of major
financial Statements?

Ans. Financial statements refer to the statements that show the financial position
and results of business activities at the end of the accounting period. The financial
statements of a concern consist of two statements:-

()  Position Statement or Balance Sheet
(i)  Income Statement or profit and loss Account

Q.2) What are objectives of financial statements? Explain the essential qualities
of financial statements?

Ans. The main objective of preparing financial statements are :-

1. To provide financial information regarding assets, liabilities, and owner's
equity to the various interested parties such as management, Investors,
Creditors, and Government etc.

2. It measures the financial position of a business concern both in short term
and long term.

3. To provide necessary information for optimum utilization of resources of
the company.

4. To develop faith among the investors regarding the financial position of the
concern.

5. To assist the creditors, investors and other parties in assessment and
comparison of the assets and liabilities of the company.

6. To serve as the basis of future operations.

Essential Qualities of Financial Statements

Different users like shareholders, investors financial institutions, workers etc. are
interested in financial statements, therefore they must be clear, detailed and
purposeful. They must possess the following qualities:-

1. Relevant:- Information which clearly explains the objectives of the concern
should only be disclosed in the financial statements.

2. Completeness:- The information should be complete in all respects. For
providing complete information use of tables, interpretation, explanation, foot-
notes etc. must be done.
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3. Understandability:- The information should be given in financial
statements in such a way that even the layman can read and understand.

4. Accuracy:- Information provided in financial statements should be reliable
and must give accurate position the concern's present position progress and future
strategy.

5. Comparability:- Comparison is the essence of financial statement analysis.
Financial statements should be prepared in such a way that current year's progress
can be compared with that of previous year and inter firm comparison is possible.

6. Timeliness:- Financial statements must possess the quality of promptness
I.e. as soon as the financial year ends they must be ready and submitted to the
parties concerned.

Q.3) State the nature and limitations of financial statements?

Ans. The nature of financial statements as described by the American Institute of
certified Public Accountants states that, “financial statements reflect a
combination of recorded This implies that data exhibited in financial statement
are affected by —

1. Recorded Facts

2. Accounting conventions and postulates
3. Personal Judgment.

Limitations of Financial Statements :

Although Financial Statements have the appearance of completeness, exactness
and finality yet they suffer mainly from the following limitations:-

1. Lack of High Accuracy 2. Lack of qualitative information
3. The information is not precise. 4. They are based on historical cost
5. Do not reflect price level changes. 6. Lack of comparability.

7. Hiding the real position or window Dressing.
8. Affected by personal bias and knowledge.

Q.4) Give four names of fictitious assets and intangible fixed assets .

Ans. Fictitious Assets are:-

1. Preliminary expenses 2. Underwriting commission
3. Discount on issue of shares and Debentures.
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Intangible fixed Assets are:-

1. Goodwill 2. Patent
3. Trademark 4. Copyright.

Q.5) What is Balance Sheet? lllustrate the forms and contents of a balance sheet.

Ans. Balance sheet is one of the most significant financial statements of the

business firm. Balance sheet is a statement of assets, liabilities and owner*s
equity at their respective book values of a business firm as on a specific date

Some important definitions are as follows:-

1. “Balance sheet is a screen picture of the financial position of a going
business at a certain moment”. - Francis R. Stead.

2. “The Balance Sheet might be defined as the dual financial picture of an

enterprise, depicting, on the one hand, properties that is utilized and on the other
hand, the sources of those properties.” - H.G..Guthmann,

Q.6) What do you mean by ,,Analysis of Financial Statements*? Point out the
main objective of financial statement Analysis ?

Ans. Analysis of financial statements is the systematic numerical calculating of

the relationship between one fact with the other to measure the profitability,
operational efficiency and the growth potential of the business.

The main objectives of analysis of financial statements are:-

1. To measure an enterprise’s operating efficiency and profitability.

To evaluate operational efficiency.

To analyze the financial position of an enterprise.

To examine the liquidity and solvency position.

To make a comparative study of financial statements with other enterprises.
To plan future strategy of an enterprise.

Spot weakness in the company's operations and take corrective actions.

No ok WD

Q.7) Explain the process of financial analysis.
Ans. Process of financial Analysis Is:-

1. Determining the objects of Analysis.
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2. Study of past financial statements.

3. Collection of Additional information

4. Approximation and Tabulation

5. Established Relationship between elements.

6. Study of Trend
7. Analysis and Interpretation 8.Presentation and Drawing conclusions.

Q.8) Give the name of main techniques of Financial Analysis?

Ans. Techniques of Financial Analysis:-

e Comparative Financial Statements.
e Common Size Financial Statements.
e Trend Analysis

¢ Financial Ratios.

e Funds flow statement

e Cash Flow Statement

e Break even Analysis.

Q.9) Write short notes on the following:

1. Comparative Statements
2. Common — Size Statements
3. Trend Analysis

ANs

(i)  Comparative statements:- Comparative financial statements are those
statements which present and summarize related accounting data for a number of
years showing changes (Absolute or relative or both) in individual items.
Comparative financial statement provides necessary information for the study of
financial and operational results over a period of time.

Generally the comparative Balance sheet and comparatively profit and loss
account are most commonly used.

(@) Comparative Balance Sheet:-Comparative Balance sheet is a method by
which comparison of balance sheet made at different period of time. The
original data of two years is shown in the first two columns. The third
column contains increase or decrease in various items of the balance sheets.
After that in the fourth column percentage increase or decrease is shown.
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(b) Comparative Income Statement or profit and loss Account:- In comparative
Income statement the change in sales, for a number of accounting periods
in absolute figures and percentages is shown.

The comparative income statement also has four columns, first two for original
figures of two years and third column for changes in absolute money figures and
the fourth for showing relative changes i.e. percentages.

(i)  Common -size statements:- Expressing each monetary item of the
financial statement as a percentage of some total of which that item is a part,
transforms a financial statement, is called common-size statement.

According to Kennedy and McMullen, “If the balance sheet and income
statement data are shown in analytical percentage — that is, percentages of total
assets, total liabilities and owner's equity, and total net sales — a common base
for comparison is supplied. The statement in this form are designated as “common
Size statements.”

Common size statement include common-size balance sheet and common size
Profit and loss account -

(@ Common Size Balance Sheet:- The Balance Sheet converted into
percentage form is called common size balance sheet. For preparing
common-size balance sheet percentage of each item is calculated taking
some common base. The total of liabilities and assets is taken as base, I.e.
the sum of assets and liabilities is taken as 100 and other items are
expressed as its percentage.

(b) Common Size Profit and loss Account:- In common size profit and loss
Account sales figure is taken as base and other items are expressed as
percentage of sales. It is useful in studying the trends in the internal items
of profit and loss account. The common size profit and loss account is more
useful than common size balance sheet.

(i) Trend Analysis:- The trend analysis is the method of analyzing financial
position of a business on the basis of changes in the items of financial statements
of successive years in comparison to a specific date or period of commencement
of study. The position of a company cannot be judged only by seeing its present
situation, for proper judgment we need part data. Trend analysis is a method by
which we can depict general tendency of the data. The following are the methods
of trend analysis:-

a. Trend percentages b. Trend Ratios
c. Graphic or Diagrammatic presentation.
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Q.10) Distinguish between Horizontal Analysis and Vertical Analysis?

Ans. When financial statement for a number of years are reviewed and analysed,
it is called horizontal analysis while establishing mutual relationship between the
different components of both the statements for a definite period is called vertical
analysis.

Horizontal analysis studies trend of different items from year to year to year while
in vertical analysis various items are expressed as percentage to any one item
taken as base.

Multiple Choice Question

Q. Which of the following is not a reason financial analysis is useful to investors?

(@ Past performance is often a good indicator of future performance

(b) Investors read financial statements either to monitor their current
investments or to plan their future ones

(c)  Current position is the base on which future performance must be built

(d) Investors use financial statements analysis to assess the risk associated with
their expected returns

(e)  Future trends can always be accurately predicted

Q. In relation to a company, creditors are least concerned with:

(@) Its future share price
(b) Its solvency

(c) Its profitability

(d) Its short-term liquidity
(e) Its short-term liquidity

Q. In relation to a company, investors are least concerned with:

(@  Its short-term liquidity

(b) Its solvency

(c) Its future share price

(d) Its profitability

(e) Investors are concerned about all of the above
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Q. Which of the following is not true of trend analysis?

(@ It concentrates on the relative size of current assets

(b) It examines the relationships of percentage changes to each other

(c) It concentrates on different geographic segments of production

(d) It examines changes over time

(e) Ituses changes in euro amount and percentage terms to identify patterns

Q. Which of the following statements are true in relation to common-size
statements analysis? (several possible answers)

(@ It may concentrate on the relative size of current assets

(b) It concentrates on different geographic segments of production

(c) It may concentrate on the gross margin percentage

(d) Ituses changes in euro amount and percentage terms to identify patterns
(e) Itexamines changes over time

Q. The difference between total current assets and total current liabilities is

(@) Operating working capital

(b)  Trade working capital

(c) Accounting working capital
(d) None of the above
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Chapter-7
Ratio Analysis

Q.1) What is Ratio Analysis? Give significance or objective of Ratio Analysis?

Ans Ratio analysis is a process of establishing the significant relationship
between the items of financial statement to understand the positio n of a firm. It
IS a most important tools of evaluating and assessing the efficiency and
effectiveness of a concern in various areas of operations.

J. Betty Stated that, “Ratio analysis is used to describe significant relationship
which exists between figures shown on a balance sheet, in a profit and loss
account, in a budgetary control system or in any other part of the accounting
organizations”

Objectives of Ratio Analysis:

1. Express Trends 2. Helps in planning & forecasting
3. Measures profitability 4. Measures operational Efficiency
5. Facilitates comparison 6. Knowledge of long-term solvency

7. Measures Liquidity Position 8. Helps in Decision Making & setting standards.

Q.2) Give limitations of Ratio Analysis?
Ans. Limitations of Ratio Analysis:-

1. Single ratio in itself is meaningless; it does not furnish a complete picture.
2. Lack of Qualitative Analysis of the problem.

3. Affected by Window Dressing.

4. Effect of inherent limitations of accounting

5. Difference in Accounting methods and systems
6. Lack of proper standards

7. Future estimates on the basis of part.

8. Effect of personal Ability and Bias of the Analyst
9. Do not reflect price level changes.

10. No Substitute for Sound Judgment.

Q.3) What do you mean by liquidity? Show the calculation of various liquidity
ratios.

Ans. Liquidity refers to the firm’s ability to meet its current financial obligations
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when they arise liquidity ratio studies the firm's short-term solvency and its
ability to pay liabilities.

Some of the principle liquidity ratios are as follows:-

(i)  Current Ratio:- Current ratio shown the relationship between current assets
and current liabilities. It is also known as working capital ratio.

] CA
Formula Current Ratio = E

Ideal Ratio 2:1

Current assets represent those assets which can be converted into cash within a
period of one year, where as current liabilities means obligations. Which are to
be paid within a period of one year.

Interpretation: If current ratio is 2 or more it means concern has the ability to meet
its current obligations but if ratio is less than 2, this shows that concern has
difficult in meeting current obligations.

(i)  Quick Ratio / Liquid Ratio / Acid — Test Ratio: - Liquidity ratio is the
measure of the instant debt paying ability of the business enterprise. This ratio
established the relationship between quick current assets and liquid current
liabilities.

A
Formula = Quick Ratio = (‘(?:—L

Quick Ratio(QA) = Current Assets - (Stock + Prepaid Expenses ) Quick Assets =
Current Assets — (Stock + Prepaid Expenses)

Ideal Ratio -1:1

Interpretation:- Liquid Ratio of 1 : 1 is considered satisfactory. This ratio reveals
liquidity position of a firm. If this ratio is less than 1:1, financial position of the
firm is unsound. A concern having quick ratio of less than one, may not meet its
short term obligations, while a concern having quick ratio of more than one, may
be able to meet its short term obligations in time.

(i)  Absolute Liquidity Ratio:- This is also known as super quick ratio.

Absolute liquidity ratio is the relationship between the absolute liquid or super
quick assets to liquid or quick liabilities.

Absolute Liquid Assets

Quick Liabilities

Formula:- Absolute Liquidity Ratio =

Absolute Liquid Assets =Cash + Bank + Marketable Securities
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Quick Liabilities = Current Liabilities — Bank Overdraft.
Ideal Ratio =.5:1

Interpretation: If absolute liquid assets are 50% in comparison of quick liabilities
It is considered satisfactory because it indicates that firm has enough cash to pay
its creditors. It also reveals that the firm should avoid use of short — term loan
from bank.

Q.4) What are activity / Efficiency ratio? Explain the various activity ratios.

Ans. Activity Ratios are also known as Turnover Ratios. It is a measure of
movement and indicates as to how frequently an account has turned over during
a period. An activity ratio is the relationship between sales or cost of goods sold
and investment in various assets of the firm. There ratios are always expressed as
turnover or in number of times.

The various activity ratios are as follows:-

()  Stock/ Inventory Turnover Ratio: - This ratio tells the rate at which stock
Is converted into sales and it established a relationship between cost of goods sold
and average stock.
Cost of Goods Sold

Average Stock

Stock Turnover Ratio =

Cost of goods sold = Opening Stock + Purchases + Direct Expenses — Closing
Stock.

Opening Stock + Closing Stock
2

Average Stock =

Interpretation: - The inventory turnover ratio is an index of profitability as a high
ratio reflects efficient business activates and on the contrary, a low ratio reflects
dull business, over investment in stock and stock of unseal able & obsolete goods.

(i)  Debtors or Receivables Turnover Ratio:- This ratio established the

relationship between net credit sales and average debtors to determine the
efficiency with which the trade debtors are managed.

Net Credit Sales

Average Receivables

Net Credit Sales = Total Credit Sales — Sales Return

Formula; Debtors Turnover Ration =
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. Opening Debtors & B/R + Closing Debtors & B/R
Average Receivables = / . /

Interpretation:- A higher ratio indicates the efficiency in collection from debtors
and a lower ratio indicates inefficiency of management in collection from debtors.
The low ratio increases the chances of Bad-debts.

(i)  Creditors or Payable Turnover Ratio :- This ratio shows the relationship
between net credit purchases and average creditors to determine the efficiency
with which the creditors are managed.

Net Credit Purchases

Formula; Creditors Turnover Ratio =
Average Payables

Net Credit Purchases = Total credit Purchases — Purchase return.

Opening Creditors B/P + Closing Creditors & B/P
2

Average payables =

Interpretation:- The lower the ratio, the better is the liquidity position of the firm,
and the higher the ratio, the lesser is the liquid position of the firm.

(iv) Total Assets Turnover Ration :- This ratio is calculated by dividing cost of

goods sold by total assets employed in business. This ratio indicates how

effectively the assets of a business are used.

Cost of goods sold or Net Sales
Total Assets

* While calculated total assets fictitious assets are excluded.

Formula : Total Assets Turnover Ratio =

Interpretation: - This ratio indicates the number of times the assets are turned over
in a year In relation to sales. If the ratio is low it indicates that the assets of the

organization are not being effectively utilized and high ration indicates intensive
utilization of fixed assets.

Sales or cost of good sold

(v)  Fixed Assets Turnover Ratio = —; —

Fixed assets less depreciation
Interpretation- This ratio is useful for manufacturing concern. A high ratio is a
symbol of better performance & a decline would shows under-utilization of fixed
assets.
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(vi) Current Assets Turnover Ratio : - This is a ratio between current assets and
net sales / cost of goods sold.

Sales or Cost of good sold

Formula : Current Assets Turnover Ratio =
Current Assets

Interpretation : - This ratio is useful for non- manufacturing units which indicates
effective use of current assets and over and under investment in the firm.

(vii) Working capital Turnover Ratio : - This ratio shows the relationship
between net working capital and net sales / cost of goods sold.

Net sales or Cost of goods sold

Formula : Working capital Turnover Ratio = : :
Net working capital.

Net working capital = Current assets — current Liabilities

Interpretation : Higher sales in comparison to working capital means over- trading
and lower sales in comparison to working capital means under-trading

(vii) Capital Turnover Ratio : - This ratio establishes a relationship between
capital employed in business and sales / cost of goods sold.

Net sales or Cost of goods sold

Formula : Capital Turnover Ratio = ,
Capital Employed

Capital Employed = Total Assets - Current Liabilities.

Interpretation : - This ratio is a measurement of effective use of capital employed

which shows profit earning capacity and managerial efficiency of the business.
Higher ratio shows higher profit and lower ratio shows lower profit.

Q.5) What is meant by capital structure ratios? Explain the main capital structure
ratios.

Ans. Capital structure or leverage ratios are calculated to judge the long-term
solvency or financial position of the firm. These ratios show how much amount

in introduced by the owner in business and generally these ratios beneficial to the
long-term creditors. The important capital structure ratios are : -

(i) Debt-Equity Ratio: - This ratio indicates the relationship between internal and
external sources of funds, which measures the relative proportion of debt and
equity in financing the assets of the firm.



Management Accounting 43

External Equities

Formula : Debt —Equity Ratio = —
Internal Equities / Shareholders fund

Or

Outsiders Fund
Shareholders Fund

Debt —Equity Ratio =

External Equities = Long-term loans + Debentures + current liabilities

Internal Equities = Equity Share capital + preference share capital +
reserve & Surplus — fictitious assets.

Interpretation : - A high debt equity ratio indicate that the claim of the Creditors
are greater than the of the owners. A high ratio is unfavorable from the firm’s
point of view, whereas a low debt-equity ratio provide sufficient safety margin to
creditors due to high stake of owners in the company.

(i) Proprietary Ratio: - This ratio establishes a relationship between shareholder's

fund and total tangible assets.
Proprietor's fund

Formula : Proprietary ratio =
Total Assets

Shareholder's fund
Internal Equities

Proprietor's fund/net worth =

Classification of Proprietary Ratio : -
fixed assets (less depreciation)

(@) Fixed Assets to Proprietary fund Ratio =

Proprietors fund

Current Assets

(b)  Current Assets to Proprietary fund Ratio = :
Proprietors Fund

Interpretation - This ratio highlights the general financial strength of the firm. A
ratio of 50% is generally considered safe for the creditor. Higher the ratio the
more secured is the position of creditors & the lower the ratio the greater risk to
the creditors.

(if) Solvency or Debt to total Assets Ratio - This ratio is calculated to measure
the long-term solvency of business. This ratio shows the relationship between
total asset and outside liabilities.
Total Outside Liabilities

Total Assets.

Formula : Solvency Ratio =
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Interpretation : - This ratio indicates whether the funds of the company are
sufficient to meet its total liabilities. If total assets are more than external
liabilities, the firm is treated as solvent.

(iv) Fixed Assets Ratio : - This ratio is also called “Capital Employed to fixed
Assets Ratio”. It shows the relationship between long-term funds and fixed assets.

Long term funds or Capital Employed

Formula: Fixed Assets Ratio =
Total Assets.

Capital Employed = Shareholders Fund + Long term loans + Debentures.

Interpretation : - This ratio reveals long-term solvency of the business. If this ratio
IS more than one it shows that long-term funds are used to finance current assets.
On the contrary, a ratio of less than one indicates that a part of fixed assets is
financed by short-term funds.

(v)  Capital Gearing Ratio : -This ratio shows the relationship between fixed
cost bearing capital and variable cost bearing capital. It is mainly used to analyze
the capital structure of the company.

Fixed cost bearing capital

Formula : Capital Gearing Ratio = _ : .
Variable cost bearing Capital

Fixed cost bearing capital = Preference Share Capital + Debentures
+ Long term loans.

Variable cost bearing Capital = Net worth — Preference Share capital

(vi) Interest Coverage Ratio/Debt Service Ratio : - This ratio is calculated to
measure the debt-servicing capacity of a firm. It is determined by dividing the
operating profits or net profits before interest and tax by the fixed interest charges.

Net Profit (before interest and tax)

Fixed Interest Charges.

Formula : Interest Coverage Ratio =

Interpretation : - Interest coverage ratio shows the number of times the interest
charges are covered by the income out of which they will be paid. Higher the ratio
the more beneficial for the lenders, because this ratio measures the margin of
safety for the lenders.
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Chapter-8
Cash Flow Analysis

Q.1) What is a cash flow statement? Describe its main uses.

Ans. The cash flow statement reveals the changes in cash poison of the firm. It
shows the movement of cash, into and out of the business, by listing the sources
of cash receipts and the uses that have been made of cash. Transactions which
increase the cash position are termed as ,,inflows™ of cash and those which
decrease the cash position are termed as ,,outflows* of cash.

Uses or significance of cash Flow Statement

1.

Reflects the movement of cash — With the help of this statement the causes
for the increase or decrease in cash are analyzed. It also explains the reason
why the business has run out of money, despite the fact that the business
has made a profit, or it has surplus of cash when the business has incurred
a loss.

Helpful in Internal financial Management — Cash is the basis of carrying
on business operations, the protected cash flow statement for the future
period should enable the management to formulate future financial plans
and helps in the financial operations of the business.

Helpful in controlling — Analysis of cash flow statement helps in
controlling the cash balance of business by comparing the projected
statement with the actual cash flow statement.

Helpful in short — term financial decisions — Forecasting of cash in short —
term financial decisions reveals the position of liquidity of the firm and
guides the analyst that in such position which transaction should be carried
and which should not be carried.

Helpful in forecasting — Study of cash flow statements of different years
helps in forecasting. This study facilitates focusing on the trend of
movement that would have gone undetected otherwise.
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Q.2) Distinguish between cash flow statement and funds flow statement.

Ans. Difference between cash flow and fund Flow state
I\? 6 Basis Cash Flow Statement Funds Flow statement
Meaning of Funds mean only cash Fund means net workin
1 9 which is a component of net ) 9
fund capital.
current assets.
Objective of cash flow | The objective of funds flow
statement is to know about | statement is to know about
2 | Objective the changes occurred in cash | the changes occurred in net
position  between  two | working capital between
balance sheet dates. two balance sheet dates.
: . Increase in current liability
Increase in current liability or decrease in current asset
Basis of or decrease In current assets . :
3 Preparation (except cash) results in cash restis Ip/d @igerease in net
P . working capital or vice-
or vice-versa
verse
4 Effect of Effect of a transaction on \I,Evgfcraliitnofatrancs;c;[gn on n?;
Transaction cash is considered ng P
considered
Cash Flow statement is | Funds Flow statement is
5| Utility useful fore short —term|more useful for long-term
analysis. analysis.
gﬁztﬁrgzr};of No such statement is|A separate statement for
6 Workgiln prepared repeatedly in cash | changes in working capital
xing flow statement. IS prepared.
capital
Opening & closing balance | Such balances of cash are
7 | Cash balance | of cash are shown in cash | shown in statement of

flow statement

working capital.
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Chapter-9
Cost of Capital

Q.1) What is meant by cost of capital? What are the basic features of cost of
capital?

Ans. Cost of capital is defined as the minimum rate of return a firm must earn
on its investment in order to satisfy investors and to maintain its market value.

Definitions of cost of Capital : -

1. “The cost of capital is the minimum required rate of earnings or the cut- off
rate for capital expenditures.” -- Ezra Solomon.

2. “The cost of capital is the rate of return a company must earn on an investment
to maintain the value of the company.” -- M.1. Gordon.

Features of cost of capital : -

e Minimum rate of return : It is the minimum required rate of return which
the firm should earn on its investment so that it can pay cost of funds.

e Not acost: Inreal sense cost of capital is not a cost but its is a rate of return
which should be earned by the firm on its investment.

e Reward for Risk : It is a re ward to be received for bearing business and
financial risk of an enterprise.

Q.2) Give the significance or importance of cost of capital?
Ans. The importance of cost of capital can be seen under the following heads:-

1. Helpful in capital budgeting process: - The acceptance or rejection of any
investment proposal depends upon the cost of capital. A proposal shall not be
accepted till its rate of return is greater than the cost of capital.

2. Helpful in capital structure decisions: - When the management of the firm is to
decide the optimum capital structure for the company than the cost of capital
should be minimized and the value of the firm should be maximized.

3. Helpful in comparative sturdy of sources of finance: - Cost of capital is an
important factor is such decision, as the source which bears the minimum cost
of capital be selected.

4. Evaluations of financial performance of Top Management: - By comparison of
estimated and actual costs, it can be seen how much has the top management
been successful in preparation of budgets and implementation of projects.



48 Biyani’s Think Tank

5. Knowledge of firm's Expected Income and Inherent Risk: - Investors can know
the firm's expected income and risk inherent there in by cost of capital.

6. Financing and Dividend decisions: - Cost of capital is useful in decisions
regarding dividend policy, capitalization of profits and selection of sources of
working capital.

Q.3) “Debts is the cheapest source of funds”, Elucidate. How is the cost of debt
capital computed?

Ans. Debt is the cheapest source of capital for two reasons : -

1. The rate of interest is always lower than the rate of dividend, and

2. Interest is treated as an allowable expense while computing profits of the
concern, but dividends are not. This tax should provided by the interest
Charges increase the earnings of the shareholders.

Cost of debt capital — Cost of debt is the percentage Rate of interest in relation to
net proceeds of the debt.

(@  Cost of Perpetual Debt : - Kd = 15_1: X100 (1-1¢)

Where, Kd = After tax cost of debt | = Annual Interest charges
NP = Net Proceeds t = Rate of tax.
(b) Cost of redeemable Debt : -
I(1-t) + (—(MVI;NP))
2
Where :
Kd = After tax cost of debt | = Annual Interest charges
NP = Net Proceeds MV = Maturity value on the date of redemption
t = Rate of tax. N = no. of years to maturity

Q.4) How is the cost of reference share computed?
Ans. Cost of preference share can be computed in the following ways : -

1. In case of irredeemable preference shares —

_2P3 %100

NP

Kp
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Kp = After tax cost of preference share capital

D P S = Dividend per share. NP = Net proceeds.
2. In case of redeemable shares —
(MV - NP)
D+ (——)
N
Kp = av+ney — X 100
2

Where; Kp = After tax cost of preference share capital

D P S = Dividend per share. NP = Net proceeds.
MP = Maturity value of preference shares N = No. of years to maturity

Q.5) Explain the various approaches for computing the cost of equity. Discuss
the merits and demerits of each.

Ans. The various approaches for computing the cost of equity are as follows : -

1. Dividend Yield Method — This is also called as Dividend/Price Ratio
method. This method is based on this assumption that when an investor makes an
investment of his savings in a company, he will get an amount equal to prevalent
market rate of return. Therefore, to know the cost of equity shares current rate of
dividend per share is dividend by the market price per share. Formula: -

DPS

Ke = X 100
MP

Where, Ke = Cost of Equity share capital
DPS = Current cash Dividend per share MP = Market price per share.
Limitations : -

1. This method does not take into consideration the increase in dividend.

2. This method does not consider the profits earned by the most of retained
earnings.

3. It is suitable for those firms where dividend rate is stable because its does
not consider the rise in dividend rate.

4. It is very difficult to know the market price of unlisted shares.

2. Earnings Yield Method — This is also called as Earnings/ Price Ratio
method. This method is based on this assumption that the market value of share

represents the price of invested capital so in this method earnings per share are
divided by the market price per share.
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EPS
MP

Where, Ke = cost of equity share capital

Ke = X 100

EPS = Earnings per share MP = Market price per share.
Limitations: -

1. In this method there is a difference of opinion about the market value of
share and earnings*™ For earnings , some experts use current earnings and
some other experts use average of some part years earnings.

2. It is quite difficult to know the amount of real earnings because the whole
earnings of the company is not available for distribution of dividend.

3. The earnings per share is not constant in different years, while the main
stress in this method is on its stability.

4. The market value of shares does not remain constant It is always changing.

3. Dividend Yield + Growth in Dividend Method: - This method is based on
the assumption that equity shareholder is not just satisfied with present rate of
dividend but he expects an increase in it every year. If this does not happen, then
he will not like to invest in equity shares. In this method cost of equity capital is
calculated with the adjustment of this increase in the present dividend rate. This
method is highly suitable in measuring the cost of equity capital in growth firms.

Ke = = X100+G
MP
Where,
Ke = Cost of Equity share capital G = Growth rate in Dividend.

DPS = Current cash Dividend per share MP = Market price per share.
Limitations: -

1. The main difficulty in this method is to determine the rate of growth of price
appreciation expected by a shareholder when he is willing to pay a certain
price for current dividends.

Q.6) What do you understand by Weighted Average Cost of capital?

Ans. Weighted Average cost of capital is the average cost of various sources of
financing. It is also called composite cost of capital. Weights being the proportion
of each source of funds in the capital structure.
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Chapter-10
Capital Budgeting

Q.1) What do you understand by capital budgeting? Discuss the importance of
capital budgeting.

Ans. Capital budgeting is that technique of management in which the planning of
capital expenditures of the firm is done in such a way that the objective of the
firm is achieved. It includes the long-term planning for financing of fixed assets
including land, building, Plant, Machinery etc.

Importance of capital budgeting: -
1. It shows the comparative position of available alternate assets for the
replacement of obsolete assets & is also helpful in selection of the best assets
2. ltis helpful in appraising the profitability of fixed assets.
It is helpful in long term financial planning and policy formulation.
4. ltis a good source of information of right time purchase of fixed assets and
their financing.
5. It gives the necessary information for cash budgeting, cash budgeting
becomes very easy with the help of capital expenditure budget.
6. Itis helpful in cost reduction and cost control.
7. The firm can make a sound depreciation and replacement policy.

w

Q.2) What factors should be considered while taking capital Budgeting
Decisions?

Ans. The capital expenditure decisions have their effect for a number of years.
They should be taken after considering following factors: -

1. Net investment outlay or total cash outflows — Net investment is the total
amount of money to be invested in a project; the net investment includes the
purchase price of the assets, transportation charges, establishment expenses
etc.

2. Net cash inflows or benefits — In capital expenditure Decisions, after the
computation of net investment amount or net cash outflows, the future net
cash inflows or benefits are calculated. The Net cash inflow means the ,,The
net profit after tax but before depreciation™.

3. Project life — Every project has a definite life and in which there is an
expectation of earnings. The determination of life is done on the basis of the
nature of assets, its use, maintenance and technical changes. The total
physical life is expressed by the suppliers of the asset while the economic
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life is determined by the users. This can be more or less than the physical
life of the asset.

4. Desirable minimum rate of return — This is the minimum rate of return at
which the capital investment decision will be taken If return is less, than It
will not be accepted.

5. Opportunity Cost — The opportunity cost of investment proposal is the
income foregone from the alternative use on account of acceptance of the
project.

6. Risk of Obsolescence — The technical developments are very fast, therefore
the machines become obsolete and the development of new methods and
machines is taking place.

Q.3) Critically examine the various methods of evaluation of capital budgeting
techniques.

Ans:- There are various techniques or methods used for the evaluation of capital
expenditure decisions as shown below: -

Urgency method
Traditional Methods Pay back period
Average rate of Return
Method
Capital Budgeting
c Evaluation b
Techniques
" Time Adjusted Rate Net present Valuemethod.
of Return Methods /|  [Profitability index method
Discounted Cash Flow
Internal Rate of Return
Methods

Chart: Techniques of Capital Budgeting
I Traditional Techniques: -

(A) Urgency Method — Under this method, capital projects are accepted on the

basis of emergency requirements or crisis conditions. Sometimes the project that
cannot be postponed is undertaken first.

(B) Payback Period Method — This method is also called pay-out & pay-off
method. The period in which we get the invested amount back is called pay-back
period On the basis of net cash inflows, the pay-back period of investment known.
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Merits: -

Simple

Important method for firms having shortage of cash.
Risk of obsolescence

More accurate estimates.

Less Risk

Economical

SO~ wdE

Demerits: -

More importance to pay back of invested funds.

Does not consider the income received after the pay back period
Ignores cost of capital

Does not ,.,consider the time factor.

Does not consider scrap value.

Does not measure risk.

More emphasis on cash inflows of initial years.

Suitability: -

No ok~ wDdE

1. When firm has limited funds and do not want to raise additional funds.

2. When cash earning capacity is low and the project has been financed by loan
which has to be repaid in short period.

3. For projects where there are chances of obsolescence due to industrial &
technological development.

Calculation of Pay Back Period

)] When cash inflows are even
I
Pay back period = 7

| = Initial Investment C = Annual cash Inflow
i)  When cash inflows are uneven

First calculate cumulative cash inflows and then apply the formula:

Cumulative Cash Inflow in Completed years

Pay Back Period = Completed Years + | -

Cash Inflow in Pay Back Year

| = Initial Investment
Improvement in pay Back period

1) Post pay Back Profitability = Total cash Inflow in life — Initial investment
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Or
Post pay Back Profitability = Annual Cash inflow (Total life - Pay back period)

1

i) Pay Back Reciprocal = — X 100
pay back period

It is also called “Profitability Rate™ or “Time adjusted Rate of return of the
project.

i) Discounted pay back period — It refers to the number of years required to
recover the initial investment from the discounted cash flows. The cash inflows

are multiplied by the present Value (or Discount Factor) of rs. 1 & then pay back
period is calculated.

Iv) Average Rate of Return Method

This is also called as accounting method or return on investment or average rate
of return or unadjusted rate of return method.

Average Annual Income after Tax & Depreciation

ARR = . X 100
Merits: -

1. Simple

2. Consider whole life of project

3. Test of profitability.

4. Considers net income after depreciation

5. More useful for analysis of ling term projects.

6. Best use of wealth.

Demerits: -

1.  Does not consider time value of money

2.  Profits affected by micro factors are not tested.

3. ltis difficult to determine the fair rate on investment
4.  Concepts of investment and income are vague.

] Discounted Cash flow Techniques: -
Methods based on time Adjusted Rate of Return
(A)  Net present value method: -

This is also called as excess present value method or net gain method. In this
method, the cash inflows received in future are discounted with required earning
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rate to determine their present value. This present value is compared with the cost
of the project or investment.

Following steps are taken in this method: -

1.  Determine the minimum rate of return — In this method management has to
decide the minimum required rate of return on firm’s investment. This rate
IS used as discount rate for cash flows.

2. Computation of Present Value — With the help of present value tables the
firm calculates present values of future cash flows.

3. Computation of Net Present Value : -

NPV = PV of cash inflows — Initial investment or Present value of Cash outflows.

Present Value factor =
(1+r)"

r = Rate of interest or discount rate N = No. of years.

(B) Profitability Index or Benefit — Cost Ratio

The biggest disadvantage of N P V is that in this method those projects cannot be
valuated in which there is huge difference in initial capital Investment.

For this profitability Index or Benefit cost Ratio is used We should accept the
project if its P1 is more than 1 and reject it if it is less than 1.

Pl = Present Value of Cash Inflows

Present Value of cash outflows.

(C) Internal Rate of Return Method: -

In present value method and profitability index method, the expected rate of
return is already known, So the present value of future earnings can be calculated

quite lazily. If we don’t know the expected rate of return then the future value of
cash inflows should be mad equal to the present value of initial investment.

For this purpose the rate used, is also called discounted cash flow rate, internal
rate of return, time adjusted Rate, Yield rate etc.

P1-Q
IRR=LDR+
P1-P2

L D R = Lower Discount Rate H D R = Higher Discount Rate
P1=Presentvalueat LD R P2 = Presentvalueat HD R

X(HDR-LDR)



56 Biyani’s Think Tank

Q = Initial investment
A rough estimation of I R R can be done by calculating:

Initial Investment

P.V. Factor = X 100
Average Annual Cash Inflow

(D) Terminal Value Method: - This is very simple method. In this method it is
assumed that whatever cash inflows are received these are reinvested in other
projects on a certain rate of return for the period of present projects™ life.

Q.4) What is the difference between net present value method and internal rate or
return method?

ANs:-

S.No. | Net PresentValue Internal Rate of Return

1. Interest is a known factor Interest is unknown factor.

2. Re- investments assumed at| Itisassumed to be atthe IR R.
cut - off rate.

3. It attempts to find out the | The objectot kingout the maximum
amount which can invest so| rate of interest at which the amount
be sufficient to repay the | inflows from the project.

4 amount along with interest.

. Cash inflows are discounted | Cash inflows are discounted at a
Key Terms

Expansion Project : Expansion project is one that is aimed in increasing the plant
capacity for the current product range.

Modernization project : Modernization project is generally used when new
technology is introduced and existing technology becomes outdated.

Replacement Project : Replacement project involves some of the old machinery
with new machinery of the same capacity.

Net Cash in flow : Net annual cash in flow is refers to the annual profit after tax
but before depreciation.

Capital Rationing : Capital rationing is the situation where the firm is not able to
finance all the profitable investments due to limited resources or funds.
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Multiple Choice Questions

Q. In proper capital budgeting analysis we evaluate incremental cash flows?

(@) Accounting (b) Operating
(c) Before tax (d) Financing

Q. Net annual cash inflow i.e. profit after tax and depreciation is used in which
method of capital budgeting?

(@ Pay back period (b) Average rate of return
(c) Internal rate of return  (d)  None of above.

Q. Based on Pay back period which project should be choosen ?

(@) Project A which has a payback period of 2.0 year
(b)  Project A which has a payback period of 2.25 year
(c) Project A which has a payback period of 2.5 year

(d) Project A which has a payback period of 3.0 year

Q. What are the decision criteria in profitability index?

(@  Accept the project if its Pl is less than 1

(b)  Accept the project if its P1 is more than 1
(c) Accept the project if its P1 is equal to 1

(d) All of the above can be right.

Q. The discount rate at which two projects have identical is referred to as“Fisher's
rate of intersection”.

(@ Present value (b)  Net present value
() IRR's (d) Profitability Index

Q. What is the decision criteria in mutually exclusive decisions ?

(@) Acceptance of the one alternate proposals result in automatic rejection
of all other projects.

(b)  Acceptance of one does not prevent the acceptance of the others.

(c) Both(a) & (b) (d) None of the above
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Case Studies

Case : 1 Shyam Ltd. has under consideration the following two projects. The are
as under:

Particulars Project X ProjectY
Investment in Machinery Rs.10,00,000 Rs. 15,00,000
Working Capital Rs. 500,000 Rs.5,00,000
Life of Machinery 4 years 6 years
Scrap value of Machinery 10 % 10 %
Tax rate 50 % 50 %

Projected Net Income Before Depreciation and Tax

Year no. Project X ProjectY
1. 8,00,000 15,00,000
2. 8,00,000 9,00,000
3. 8,00,000 15,00,000
4. 8,00,000 8,00,000
5. - 6,00,000
6 - 3,00,000

You are required to calculate the ARR and suggest which project is to be
preffered?

Case : 2 The following details of A Ltd for the year ended 31st March ,2010 are
furnished below :

Operating Leverage 31
Financial Leverage 2:1

Interest Changes per annum Rs. 20 Lakh
Corporate tax rate 50%

Variable cost as percentage of sales 60 %

Prepare Income statement of the company.

Case : 3 Himalaya Ltd. s profit and Loss Account for the year ended 31st March,
2010 is given below. You are required to calculate the working capital
requirements under operating cycle method.
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Trading and Profit & Loss Account (for the year ended 31st March, 2010 )

Particulars Rs. Particulars Rs.
To opening stock: By Sales 1,00,000
Raw material 10,000 By Closing Stock
Work-in - progress 10,000 Raw material 11,000
Finished goods 5,000 Work-in - progress | 10,500
To purchase (credit) 35,000 Finished goods 8,500
To wages & Mfg. Exp. 15,000
To Gross profitc/d 55,000
1,30,000 1,30,000
To Administrative exp. 15,000 By Gross Profitb/d 55,000
To Selling & Dist. Exp. 10,000
To Net profit 30,000
55,000 55,000

Opening and closing debtors were Rs. 6,500 and rs. 10,500 respectively , whereas
opening and closing creditors were Rs. 5,000 and Rs. 10,000 respectively.

Case: 4 Ambani's company’s share is quoted in the market at Rs. 20 currently.

The company pays a dividend of Rs. 1 per share and investors expect a growth
rate of 5% per year. Compute the following:

(@  The company’s cost of capital.

(b) If the anticipated growth rate is 6% per annum, calculate the indicated
market price per share.

(c) Ifthe company’s cost of capital is 8% and anticipated growth rate is 5% ,

Calculate the indicated market price if the dividend of Rs. 1 per share is to be
maintained

Case: 5 from the following information, calculate Interest coverage ratio, and debt
to cash flow coverage ratio:

Net Income after Tax Rs. 1,56,370
Depreciation charges Rs. 20,000

Tax Rate 50% of net income
5% Mortgage Bonds Rs. 2, 50,000
Fixed interest charges Rs. 14,750

Sinking funds Appropriation 5% of outstanding Bonds
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Attempt any five questions in all, selecting one questions from each Unit
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UNIT-U 3&T3-1
1. Explain the term 'Management Accounting’ and state its objectives and functions. 4545
‘wEy S Ve 1 AR a4 THE I9vdl UA FE F A
Or/#AgaT
Explain the qualities and responsibilities of a Management Accountant 10+11
TF WEH H@EEE F O A IEige 99t
UNIT-1V 3&E-11
2. What do you mean by capital structure ? Explain the factors influencing the capital structure of
a company. 4+18
T s 8 = A 2w wE A S # wdiEd w0 A A 1 e Fwae

Or/zrTan

A firm has sale of T75,00,000 variable cost ¥ 42,00.000 fixed cost of Z6.00.000. debt of
¥45,00,000 at 9% and equity capital of 39

5.00,000. Calculate operating. financial and
combined leverage.

20
TF H F fEEl 75,00,000 T, A wpmE 4200000 T zorft FETA 6 00.000 T 9% =M =T
4500000 T AW T G 500,000 T ¥ qferEA. AA #gW 3

P.T.O.
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(iv)
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(vi1)
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(111)
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(vi1)
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ars you are required to prepare &
evel of activity of 5200 units of output

statement showing the working

f Seema Ltd. to finance al

w¢m530t1m¢mw#WﬁWW

Elements of cost Amount per unit

Raw material 8

Direct Labour

Overheads 6

Total cost 16

Profit 4
20

Selling price
Raw materials are in stock on an average one month
Materials are in process on an average half a month
Finished goods are in stock on an average 6 weeks
Credit allowed by creditors is one month
Credit allowed to debtors is two months
Lag in payment of wages is 1%2 weeks
Assume 52 weeks in a year and 4 weeks in a month cash in hand and at bank is expected

to be Rs. 7300 you are informed that production is carried on evenly during the year and

wages and overheads accrue evenly. 20

F=i g AEE TF WE WveR § wd
<eqreA wTEA W iR apen oE wd €
fafda o= iAo TR w2 § @ 6
TRl gH WA IUR TF HE F €

T F WA 3UN A AR €

g A § A 1% gEE 8

o4 H 52 O A9 e W 4 qaw il

Or/ 39ar

Define activity based costing? Why is it needed” How does a traditional costing differ from

activity based costing?

4+8+8
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UNIT.ry; gatd- 1V

From the f; i
lollowing information Prepare a Balance Sheet of Kalpana 1.td. -

Frfefes TN A weu fafuds &1 faes 7z

'.l.' Current Ratio 2.5

'.l,l.} Liquid Ratio 1.5

(i) Proprietary Ratio 0.75

‘ (Fixed Assets/propriet.ary funds)

(iv) Working capital
(v) Reserve and surplus M
(vi)  Bank overdraft :‘:((J)‘{)Jt(])?)

(vil)  There is no long-term loan or fictitious assets.

Or/3199an

The summarised Balance Sheet of Sanjay Ltd. as at 31-3-2018 and 2019 are
31-3-2018 3R 2019 % Hwa fafiee &1 S fazar 9 fon T 2

Balance Sheets as on 31-3-2018 and 2019

20

given below:

T

qu

Particulars 2019 2018
L. Equity and Liabilities 4 Z
(1) Shareholder's fund
(a) Paid up share capital 4,50,000 4,50,000
(b) Reserves and surplus:
(i) General Reserve 3,10,000 3,00,000
(ii) Profit and loss A/C 68,000 56,000
(2) Non-current Liabilities
Mortgage loan 2,70,000 -
(3) Current Liabilities
(a) Trade payables 92,000 1,19,000
(b) Provision for Tax 10,000 75,000
12,00,000 10,00,000
IL Assets
(1) Non-current assets
(a)  Fixed assets 3,20,000 4,00,000
(b) Investments (Long-term) 60,000 e
(2) Current Assets 510,000  2.40,000
' 2.10,000

(a) / ' '
Inventories 4.55,000

(b) Trade Receivables 1 55.000 1.00,000
(e) Cash and cash Equivalents 560,000 10.00.000
’ P.T.O.

Total

127494 Y 3
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Additional Information:
, Id d , 5 Ex:
) Investment costing T 8,000 were solfl Guring the year ¥ 8.500 "
)2+
(n) Provision for tax made during the Year was 2 15,000 ere
() During the year, part of the fixed as$€ts costing ¥ 10,000 was sold for T 12,000 it
(v Ividend paid during the vear amoulited to T 45,000 I\:
(v) Depreciation on fixed assets provided T 70,000 you are required to prepare a cash '-AF
flow statement. 20 ' tif
== g} % §
Hfafa g=1:
i fafEm 28,000 AMA F w0 F 2E 28500 F 59,
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UNIT-V / g&1E-V

Calculate weighted average cost of capital from the following:
40,000 Equity shares (fully paid up)

<4,00,000
3.000, 6% debentures ¥ 3,00,000
2.000, 6% preference shares T 2,00,000
Retained earnings ¥ 1.00,000

Earning per equity share has been X1 during the past years and equity share is being sold in

the market at per. Assume corporate tax at 50 percent and shareholders tax liability at 25%.

20
Frafafes g=m A 951 ®1 9| =d arE 799 S

40,000 THa F9 (U1 w=H) Z 4,00,000

3,000, 6% FITTH 2 3,00,000

2,000, 6% HAYHE 3w Z2,00,000

yfawufa =3 T 1,00,000

T2 a6 5 ofd W9 9 A 1} WOk W S AR e e WA w S e
T 50% T i) A # ow afae 250 #

Or/ 3gay
Define Capital Budgeting. Why is it needed ? Explain the important factors which are considered

while taking capital expenditure decision.

4+8+8
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