ofl€i



AUTHORS

1) Shri Urvish B.Shah 1-6,Bhavna Flats,
(M.Com. C.A) Narayan Nagar Road, Paldi,
Ahmedabad- 07. :
2) Shri Tejas P. Shah 4, Saptsati Society,
(B.Com. C.A) Nr. Malav Talso, Jivraj Park,
Ahmedabad-S1 .
3) Shri Ketul Shah I-1. Bhavna Flats, '
(B.Com., C.A) Narayan Nagar Road, Paldi,
Alunedabad. :
4) Shri Hareshkumar B, Vadhel B/3-401, Vishwas App. Sola Road,
(M.Com. M.Ed.) Opp. Gulab Towar,
Ahmedabad.
CONTENT EDITOR
5 Dr.J.P. Langalia A/4, Dada Saheb Flats,
(M.Com.Ph.D) University Road, Navrangpura,
' Ahmedabad-09.
LANGUAGE EDITOR
6) Shri Digvijay Gohil B-3/401, Vishvash Flats,
(M.A. M_Phil) Sola Road, Nr. Gulab Tower
Ahmedabad.
PUBLISHER :;
Director:
Dr.Babasaheb Ambedkar Open University, Dafnala, Ahmedabad

, Dr.Babasaheb
obtained from the University's office at

Ahmedabad - 380003. P (0) : 22869690, Fax : 22869691

Ambedkar Open Universi
Gowvt. Bunglows, No-9.




Unit- 4  The Financial Statements & It’s Analysis

Introduction:

To vnderstand the financial performance and condition of a fimm, its stakeholders look at
three financial statements, viz. the balance sheet, the profit and loss account, and the
sources and uses of funds statement. The balance sheet shows the financial position (or
condition) of the firm at a given point of time. The profit and loss account (also referred
t0 as the income statement) reflects the financia) performance of the firm over a period of
ﬁnw-—normﬂly,oncyw.mmcesandusesofﬁmdsstatananporuaystheﬂowof
funds through the business. during a given accounting period. Now, for the purpose of
taking decisions by sharcholder, creditors and other concern persons regarding their
individual matters it is necessary for them to analyze various financial statements. For
dwmofmdmmeymwohlikemﬁomdysisoruseeommonsizemtemenu.
The analysis of financial statements is a process of evaluating the relationship between
mpommpfﬁnmddmuwobtﬁnaMuunderstandingoftheﬁm's
position and performance. The first task of the financial analyst is:to sclect .the
information relevant to the decision under consideration from the total information
comsined in the financial statements, The second step is to arrange the information in 2
way to highlight significant relationships. The final step is intcrpretation and drawing of
inferences and conclusions. A basic limitation of the traditional financial statements
comprisingthebalamesheamdﬂ)epmﬁtmdlossaccoumisﬂiatthey_donotgiVeall
the information related to the financial operations of a firm. Nevertheless, they provide
some extremely useful information o the cxtent that the balancc sheet mirrors the
financial position-on.a particular date-in terms of the structure of assets, ligbilities and
mm'equity.mdooonandﬂxepmﬁt'andlosucwum:lbmmemltsofppqaﬁons
during a-certain period of time in terms of the revenues obtained and the cost incurred
during the year. Thus, the financial statements provide a summarized view of the
: Wposiﬁonmdopaﬁonsofaﬁm.ﬂmfore,muchmaybclwmabom‘aﬁm
from a8 careful ecxaminstion of its financial statememts as invaluable
documents/performance reports. The analysis of financial statements is, thus, an
important aid to financial analysis. ' '
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Structure of the Chapter:

4.1  Objectives: , _
42  Basic Concepts Underlying Financial Accounting
43  Balance Sheet
43.1 Liabilities
43.2 Assets
44 Profit and Loss Account
45  Finance Topics
4.6  Sources and Uses of Funds Statement
4.7 Ratio Analysis
48 Utﬂity of Ratio Analysis
4.9  Limitations of Ratio Analysis
4.10  Rearrangement of Financial Statements
4.11 Corhmon Size Statcments
4.12 Exercise
4.13  Practical
4.14  Practical Exercise:

4.1 Objectives:

0 Basic uade(sta’nding of financial statements viz, Profit and Loss Accpunt,
Balance Sheet and Fund Flow Statement :

O Analysis of financial statements throught ratios and common size statements

42 Basic Concepts Under Lying Financial Accounting
The framework of financial sccounting is based on several concepts (also referred
to as conventions and principles) which have received acceptance by accountants. The

Important concepts have been briefly described below:
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The-effect of these double effects is that the total of all sums debited is equal to
the total of afl sums credited. Hence, if balances of all accounts are found out by
-preparing trial balance and a list of debit and credit balances is prepared. then the total of
debit balanceg and the total of credit balances will always be equal. If it is not equal then
it is presumed that there must be some error in preparation of monetary statement. This is
the reason why both sides of balance sheet, asset side and liabilities side should get tally

Entity Concept

This concept uses the concept of separation between owners and business only
for accounting purpose. According to this concept, it is presumed that the business has
distinct identity from its proprietor. On the basis of such concept every person even the
real owner of the business is also considered as an outsider in the business.

All the transactions of the business are recorded in the books of the business from
the view point of the business and not from the point of view of the owner of the
business. One can not make transaction with himself and make entries of it. So. the fact
that capital is shown as a liability in the balance-sheet of business, shows that business is
separate from its owners. The owner hecomes the creditor of business when the brings
capital in the business. Legally, there is no difference between money in the business and
their personal money. They belong to the one and the same person. Here, only for
accounting pugpose, it will be presumed that the owner is treated as an outsider of the
business and transactions are processed accordingly.

: In respect of body corporate, it is easy to make out the limits of. ‘accounting
entity’; The joint stock body corporate itself has a separate legal entity and it is easy to
write accounts of this business entity as a body corporate and different from its
shareholders. But, in other types of organizations, like sole proprictor firm, where in fact
there is no difference in between owner and the business, just for accounting purpose, it
will be presimed that both are different.

Going Concern Concept

In fact this concept should be treated as an assumption rather than a concept. This
accounting concept is based on the assumption that in the absence of any evidence to the
contrary, the business operations are to be carried on for a very long period in- future. So,
there is even no prediction about the closure of the business,

This assumption has special effects on the accounts mainly on assets of the
business. It is due to this concept, that the fixed assets are usually stated in balance sheet
at cost less depreciation and its market value is not taken into account. If accounts are
written on the assumption that business is likely to be closed, then the fixed assets will be
shown at market value. This will show the sum that will be realized from assets, if
business is to be closed. Moreover, provisions for depreciation are also made on this
assumption. This presumptxon is not normally required to be disclosed in the hooks of
accounts, when it is followed. But, if it is not followed then it is reqmred to be disclosed
the fact that while preparing the accounts the supposition of gomg concern is not
followed.

~ This concept does not suggest that the business will never be closed or thiat it
will continue indefinitely. It only means that the business will continue for a very long
time and the time is uncertain.
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Cost Concept

This concept considers the real cost of the assets or services. According to this
conoept, in accounting all transactions and events are recorded at their real and monetary
cost of acquisition. Mareover, accounting should not be affected by the personal views of
the people. It means if the asset or service does not cost anything i.e. no money is paid
for its acquisition, then such transactions would not be recorded in the books of accounts.
All fixed assets like land, building, goodwill, patent, machinery, furniture etc. are shown
at their original cost price.

Stable Money Value Concept:

According to this concept, only such transactions and events which can be
expressed in monetary terms are recorded. In other words, transactions and events on
which money value cannot be put will not be recorded in books of account even though
the event may be extremely important from transactior’ may be extremely important for
the business,

- Moréover, under this assumption it is also presumed “that the value of money
remains stable and it does not change in any circumstances. It is not affected by inflation
in the general economy. ’ _

Conservatism Concept:

According to this concept, considered future losses and do not consider future
gains. It suggests that the provisions should be made for al} losses and expenses but no
credits should be taken for revenues and gains.

Here are some instances of use of conservatism in accounts : Assets like stock

and invéstinients' are shown at cost or market price whichever is lower, Creating
investment fluctuation fund, repairs and rencwal reserve etc.

Materiality Concept , \

According to this concept all material iten. ; should be disclosed and it should be
disclosedinsudxamannersoﬂm_thereadercanperoeivedtheeﬁ'ectsofit. So, all the
material items should be disclosed, on the basis of which the reader of the financial
statement can make decision regarding investments,

. Materiality may be considered from two points of view from quantity point of
view and quality point of view. In case of quantity point of view, sum of transaction is
considered where as from quality point of view, the effect of transaction is considered
irrespective of sum involved. An item is considered as material ifit is large or sufficient
enough to influence the judgment or decision based on accounting reports.

Disclosure Concept :

According to this concept all significant transactions should be disclosed so that
the reader can perceived the effect of it. It is only on the basis of such full disclosure of
the business. transactions -the - readers of--the-—sueh--statement--cm"maktrmrinfomed
decision related to business. The term disclosure, however, does not mean that all and
full information should be disclosed but it means that a sufficient and enough disclosure
of an information which may be of material interest to all concerned parties.

- Where any material change has been made preparation and presentation of
financial statement then such, the nature of such change should be clearly indicated, e.g,
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body corporate has changed the technique from straight line to dxmnmshmg balance
techmque of providing depreciation. .

The pnnaple of disclosure is very important so that the Companies Act made
enough provisions for the full disclosure of information in the Body corporate Accounts.
The contents of the Balance Sheet and Profit & Loss Account of a Body corporate are
already prescribed in the Schedule V1, Parts 1 & 1 of the indian Companies Act of 1956.

Periodicity Concept

According to this concept, accounts are prepared and resuits are derived for some
specific time period which may be one year, six months etc. Unless the accounts are
started somewhere or closed somewhere, it will be difficult to know the results of the
business of some specific period. Though the business is going to carry on for long or
uncertain time span, the financial statement showing profit and loss of business is
prepared at some specific periodic intervals. The period is generally one year. A profit
and loss account is prepared at the end of every year to know the profit or loss of
business, which shows the results of year’s trading. A balance sheet is also prepared at
the end of each such period (of one year), which shows the financial position of business.
Generally a period of one year is selected, because it mainly covers all types of seasons.
It may be a calendar year from 1st January to 31st December or a financial year starting
from 1* April and ending on 31* March or a Vikram Samvat year from 1st of Kartik Sud
to Amas of Aso Vad. Various law suggests use of financial year for the purpose of
consideration.

Objectivity Concept:

According to.this. concept- the transactions, accounts-and-books must. be written
~ and supported by some evidenies usually vouchers. if objectivity of accounts is to be
maintained, they must be written not according to the personal opinion of some person
but they must be supported by some evidences and such evidence must be available for
the purpose of verification for an outsider. Such evidences mainly includes vouchers and
other evidences e.g. If money is paid to someone, there must be a receipt given by the
receiver and an accounting entry must be based on that receipt. In certain cases, it may
be possible that the evidence or receipts cannot be obtained from persons concerned for
small such transaction, e.g. no vouchers can be received for rickshaw charges. In such
cases, the-firm- will-prepare-the- vouchers -and the-signature-of the-person-who-has paid
money is received on it. In easy words, the accounts prepared by the accountants must be
on the basis of some supportive evidences.

Accrual Concept:

According to this concept. transaction should be recorded in books of accounts at
the time of its accrual and no waiting should be made for the cash receipts. Accrual
Concept is also known as mercantile concept. There are two systems of accounting :
One, cash system and the other mercantile system or Accrual, System. In cash system,
revenue is recognized only when it is received in-cash: It is recorded in books-of account;
at that time only when money is received. But in accrual system, revenue is recognized
when it accrues, ‘whether received in cash or not. In cash system, expenses are recorded
only when they are paid. Usually, businessmen use mercantile system, in which revenue
and expenses are recorded, when they are accrued. According to this concept certain year
end adjustments are required to be made while preparing Profit and Loss Account. e.g.
revenue due but not received, expenses due but not paid.

8 . Diploma in Financia) Management (DFM-2)



Matching Concept or Matching Cost with Revenue

According to this concept, unless the expenses of the year is matched with the
revenues of the year, it won’t be possible to know the results of the year. When result of
year’s trading is to be ascertained, then the expenses incurred in order to earn revenue
during that period must be recorded (matched) against it. Thus recording expenses
against the revenue of a particular period is called ‘matching cost with revenue". During
- the certain period, when revenue is recognized as being generated, then the expenses or
costs incurred in eaming that revenue must be debited to it; so that the net income of that
period is ascertained. Only revenue expenses of a particular period can be matched with
the revenue income of that period to know the profits or the losses of the period.

Consistency Concept:

According to this concept, accounting policies and principles used in preparation
and presentation of financial statements should be consistently followed, If the same
accounting principles and procedure are applied consistently from year to year, then
accounting statements would be comparable, e.g. It would be improper to value stock-in-
trade according: to one technique (say FIFO)-in" one' year and according to-another
technique (say LIFO) in the next year. If any change in principle or technique becomes
necessary then such change made and its effect should be clearly stated so that the
readers can perceived its effects. If different techniques and methods are used from time
to time, the user will have difficulty in comparing the data of two time span. -

Balance Sheet:

~ In simple words, balance sheet means ‘a sheet showing balances of assets and
liabilities at a particular date’. The balance shect shows the financial condition of a
business at a given point of time. As per the Companies Act, the balance sheet of a
company shall be in either the horizontal form or the vertical form. Following table
shows these forms~Part A of this table shows the horizontal form and Part B the
vertical form.

Forms of Balance Sheet
A. Horjzontal Form
Liabilities __Assets
*  Share éapital * Fixed assets
*  Reservesand surplus » Investments
*  Secured loans * Current assets , loans and adva--
* *  Unsecured leans « Current assets
*  Curent lisbilitiesand  + Loan- wices
provisions _«scellaneous expenditures
o Currept "'
_10NS
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Soham Ltd. is implementing a project with an initial capital outlay of RS. 8000. lts cash

inflows are as follows:

Year

Rs.

B W N

6.000
2,000
1,000
5,000

Computation of present value ot cash flows

" The expected rate of return on the capital invested is 12% p.a. Calculate the
discount payback period of the project.

Year

Cash inflow
. Rs.

Discount factor
@ 12%

Present value
Rs.

B DN

6,000
2,000
1,000
5,000

0.893
0.797
0.712
0.636

5,358
1,594

712
3,180

Total P.V. = 1(,844

The discount payback period of the project s ¥ years i.e. the discount Cash
inflows for the first three years ( Rs. 5,358 + Rs. 1,594 + Rs. 7i2)} 18 equivalent 1o
the initial capital outlay of Rs. 7,66+ In the forth year the infiow will be 3180 but
the amount needed for the pay back is only Rs. 336 (8000-7654) so for the ‘
purpose, we have to find the proposanaie time period and it will be 1.26 months

(336*12/3180)
50, the discounted payback period is 3 years and 1.26 months.

5.6 Taxation

Tax factor is one of the most important determinant for deciding investment in
any project. Tax laws vary from country to country and varying types of allowances can
distort the impact of taxation on particular types of projects. Howevet, tax payments
represents a cash outflow from the business and therefore, these tax cash flows are a
critical part of the project evaluation process. Because taxation causes a change in cash
flows it is a factor to be considered in project appraisal. Indeed in some practical
sitvations the taxation implication are dominant influences on the final investimrent
decision. The following paragraphs cover the general impact of taxation on the appraisal

process.

The project appraisal should be based on the net, after tax, incremental cash flows
gtising from the project. It follows that the general treatment of taxation in project
appraisal involves estimating the cash outflows or inflows arising in respect of taxation,
incorporating them in the project cash flow estimates and discounting in the usual
manner. Because of the complexities of the taxation system, the tax cash flows resulting

92
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from a project may have adverse (1.€., cause a cash outflow) or beneficial (i.e., a cash
inflow or reduce the outflow) effects on the project.

Taxation effects a project in numerous ways, but probably the most significant three
effects are:

a. Corporate taxes on project profits and losses.

b. Investment incentives (cash grants and /or capital allowances), where
applicable.

C. The reduction of the”WACC because interest payments are allowable against
tax. :

Where a project produce profits these are taxed at the appropriate ruling rate of
Corporate tax and payable some period after the end of the period in which the profits
were earned. Because project appraisal deals with both the timing and amount of cash
flows it is necessary to aflow for this time lag and to bring the taxation cash outflow into
the appropriate period. Where a project uroduces losses, the overall taxation of the firm
will e affected as follows: :

2 Where the firm has sufficient profits from other operations, the loss on the project
will teduce the overall taxation liability cf the firm. This reduction of tax is
equivalent to a cash inflow to the project.

b. Where the project loss causes an overall loss, the resulting cash inflow trom the
loss can be carried forward to a future profit making year. Similarly the
equivalent cash inflow will be shown against the project in the future year when
sufficient profits become available.

§7 Investment Incentives

Investment incentives take a variety of fo. s, including rates relief, rent-free
periods for land and buildings, and lump-sum grants towards the costs of an investment
projects. The incentives may be offered by either Ceatral or local Govemment, but the
primary purpose which they are intended to serve is to attract investment and, in
particular, employment-generating investment, into areas which would otherwise be
regarded as unattractive. From the view point of the investing firm, therefore, the effect
of such incentives is to change the cash flow pattern of an investment in much the same
way as capital allowances do.

— Any reduction in cash outflows resulting from investment incentives can serve o
convert a negative NPV dnto a positive one, and of course this is the purpose
behind their being offered. Additionally, because the total sum invested is
reduced, and consequently the investment incentives may also serve 1o encourage
the acceptance of a more risky profile of investment opportunities than would
otherwise be the case. Although details of investment incentives are altered
frequently, the overall objectives say the same, i.e., to encourage investment in
fixed assets through the tax system.

In a project, the future cash inflows or outflows are discounted with a factor
which normally be weighted average cost of capital which consider the cost of al}

93
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type of capital debt as well as owned. Out of which payment of interest on debt
capital is allowed as an expenses in calculating income for the tax-purposes. So
by including debt in the capital mix tax benefits can be generated. So by
including debt in the capital mix the overall cost of capital can be reduced.

5.8  Social Cost Benefit Analysis

As a business enterprise is working in a society and eamning from the society it
has its moral obligations towards the society. In earlier years, there was no such concept.
Even the large business houses making huge profits from the society were not taking
care of their obligations towards the society. An increasing awareness it our society in
recent times is that business managers are made increasingly responsible for
consequential social and environmental impact. Changing environments and social
parameters have compelled them to revalue their social as well as economic obligations
towards the needs of society since society provides the requisite working infrastructure
and facilities. This has made the enterprise to account and report also the needs of
society. Hence, the organization has to present the accounting statements which will
reflect the social and economic benefits created by it as well as the costs incurred with
which to appraise its contribution towards solving the problems of society.

Thus Social cost-benefit analysis as actually practiced by governments and inter-
governmental agencies around the world usually does not incorporate distributional concerns

Social Cost and Social Benefit -

*Social Cost’ is a sacrifice or detriment to society whether economic, internal or external,
social costs are the sacrifices of the society for which the business firm is responsible
like air-pollution, water pollution, deficiently due to bankruptcy, depletion and
destruction of animal resource, soil corrosion, deforestation, impairment of human factor
of production, monopoly and sociai losses, production of dangerous products and
explosives, deterioration in the law and order conditions in the industrial estates, etc,
*Social benefit’ is a compensation made to the society in the form of increase in per
capital income, employment opportun:ties, etc. '

Indicators of Social Desirability of a Project —

A project is also assessed from the social angle in addition to assessment of its
commercial viability. The following social desirability factors will be considered in
accept or reject decisions of a project.

¢ Capital-output ratio: If the value of expected output in relation to the capital
employed is high, the project is given priority over the others. '

¢ Social cost-benefit analysis: A project with net benefits to the society over the
costs to the society is preferred. ' ,

¢ Foreign exchange earnings: A project with potential to earn foreign exchange to
the country or an import substitution project which saves the country’s foreign
exchange reserves is highly desirable.
Value addition per unit of capital employed: A project with high value
addition per unit of capital employed is given priority.

94 ,
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¢ Employment potential: The employment potential of a project is looked into. A
project with high employment potential is considered highly desirable.

5.9 Capital Rationing

Capital Rationing in corporate finance means capital rationing occurs any time
there is a budget ceiling, or constraint, or the amount of funds that can be invested during
a certain period of time, such as year. Such constraints, are particularly prevalent in firms
that have a policy of financing all capital expenditures itemally. Another example is
when a division of a large company is allowed to make capital expenditures only up to a
specific budget ceiling. over which the division usually has no control. By imposing the
capital rationing constraint, the firm attempts 1o select the combination of investment
proposals that will provide the greatest profitability.

in other words, Capital rationing is a situation where a constraint or budget

eiling is placed on the total size of capital expenditures during a particular pertod. Often

firms draw up their capital budget under the assumption that the availability of financial

resources is limited. It is a situation in which one or more investment proposal will be
selecied from available many investment proposal due to limited financial resources.

Capital rationing refers to a situation where a company cannot undertzke all
positive NPV projects it has identified because of shortage of capital. Under this
situation, a decision maker is compelled to reject some of the viable projects having
positive net present value because of shortage of funds. It is known as a situation
involving capital rationing. In terms of financing investment projects, the following
important questions are to be answered.

-—How to assign the available funds to the acceptable proposals which requi:= more
finds thar are available?

-~ How much guantum of funds availabic for capital invesiment?

-~ What would be the requirement of funds i - capital investmeit decisions in the
forthcoming planning peried?

The answers to the first and second questions are given with reference © the
capital investmen? appraisal decisions made by the top management. The third question
is answered with specific reference to the appraisal of investment decisions from the
angle of capital rationing.

3319 Practical Problems

1. John Ltd. has a proposai of investing in Machine costing Rs.120000 which generates
cash inflows of Rs.25000, Rs.35000, Rs.45000, Rs.5000C in first, second. third and
fourth years respectively. Find Pay Back Period.

Solution:-

Since the amount of cash earning is not constant every year, we have to find the
period by which cumulative (total) cash flows are just equal to the original investment.

95
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Year Cash flow (Rs.) Cumulative Cash flow (Rs.)
1 25000 25000
2 35000 60000
3 45000 105000
4 50000 155000

As is obvious from the table. the total cash recovered by way of cash earning is
Rs.105000 up to third year and Rs.155000 up to fourth year. We want the peniod by
which cumulative cash flow is Rs.120000, the amount of initial investment. Hence, 1t 15
clear that PB period will be after third year but before completion of 4™ year. By third
year, amount recovered is Rs.105000 leaving Rs.15000 still to be recovered in 4™ year.

Assuming Rs.50000 is evenly earned during the fourth year, the fraction of year
to recover Rs. 15000 in fourth year is equal to 10000/50000 = 0.3 years.

Hence. the pay-back period for the above project is 3.3 years.
Or 0.3 years x 12 month = 3.6 months.
Hence pay-back period is 3 years and 2.4 months.

2. Calculate the average rate of return for project ‘X’ and ‘Y’ from the
following data of Smita Ltd.

Project X Project Y
initial Investment (Rs.) 42000 55000
Expected life in year 4 5
Esttmated Salvage Value (Rs.) 4000 3000
Estimated Profit after tax (Rs.) _ '
Year | 8000 1000¢
2 10000 20000
3 20000 20000
4 14000 6000
5 - 8000
52000 64000
Séluﬁon:
Rs. Rs.
Average Annual Profit after tax 10500 12800
X =52000/4; Y = 64000/5 '
Average Investment 23000 29000
42000 + 4000
D, (S —
2
55000 + 3000
2
96

Diploma in Financial Management (DFM-2}



Average rate of return 45.65% 44.13% -
10500 x 100
X = memncneremmemaan
23000
12800 x 100
Y = ccamenensecancn
29000
3. Alpha Ltd. is considering two development projects. Each requires an inQestmmt

of Rs.520000. The net profits (before depreciation) of both the projects are
projects are projected as follows:

At the end of year Project No. 1 _Project No. 2
" Rs. Rs.
1 130000 260000
2 . 185000 250000
3 187500 65500
4 125000 62500

Determine with the help of net present value method which of fhe two projects is

preferable. Calculate profitability on the basis of the present value of the cash flows at
5% rate of discount.

The present value of a rupee at 5% discount is as follows:

First year Rs. 9524
Second year Rs. .9070
Third year Rs. .8638
Fourth year Rs.  .8227
Solution:
We shall calculate the present value of the cash inflows from both these products
at a discount rate of 5%. ' S
Project—1 Project -2
Year Discount Cash flow Present Cash flow Present
Factor value value .
1 .9524 Rs.130000 | Rs.123812 Rs.260000 | Rs.247624
2 9070 Rs.185000 | Rs.167795 Rs.250000 [ Rs.226750
3 .8638 Rs.187500 | Rs.161963 Rs. 65500 | Rs. 56578
4 .8227 Rs.125000 | Rs.102838 Rs. 62500 { Rs. 51420
' Rs.556408 ~ Rs.582372
Net present vale = Present value of cash inflow — P.V. of Investment
Project—1  =Rs.553914 — Rs.520000
=+ Rs.33914
Project—2 = Rs.570258 - Rs.520000
= + Rs,50258
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Net present value is positive in both projects. Hence both are acceptable. But if they are
mutually exclusive and only one of them is to be selected at a time. Then project-2
should be accepted, because net present value of its cash tlow is greater

4. Beta Ltd. Has made investment of Rs.60000 in a project, the cash flow available
for 5 years is as follows. Find out Internal Rate of Return.

1* year 'Rs.23000 4™ year Rs.16000
_g:m Rs.16000 5" vear Rs.10000
3% year Rs.14000 ' '

Solution:

Here the rate of interest is not given. We try to equate the P, V. of investment
with P. V. of cash flows firstly at 10%.

Year Cash flow Discount factor Present value Rs,
1 23000 0,909 20907
2 16000 0.826 - 13216
3 14000 0.751 10514
4 16000 0.683 ' 10928
5 10000 0.621 6210
61775

'P.'V. of cash inflow — Investment = Rs.61775 — Rs.60000 = (+) 1775.

As the two values are not equal and the present value of cash inflow has exceeded
the investment, we will try to find out P. V. of cash flow with higher rate so that the
present value will be low. We take 12 %.

Year . Cash flow Discount factor Present value
1 23000 : 0.893 20539
2 16000 0.797 12752
3 14000 0.712 9968

-4 16000 0.636 10176
5 10000 0.567 5670

59105

Now, P.V. of Cash Flow ~ Investment
= Rs.59105 —Rs.60000
=-895
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As the P. V. of cash at 12% is less tan the investment, we real rate of interest lies

between 10 % and 12 %. We use the following formula:

C
[RR =A+-- X(B-A)
C+D
1775

S | B S ——— X(12-10)
1775 + 895

=10+ 1.33

=11.33%

5. After conducting a survey that cost Rs.250000 Vision Ltd. decided to undertake a
project for placing a new product in the market. The company’s cut-off rate is 12
%. 1t was estimated that the project would have a life of 5 years. The project
would cost Rs.4050000 in Plant and Machinery in addition to working capital of
Rs.1100000. The scrap value of the machinery at the end of 5 years was
estimated at Rs.550000 after providing depreciation on straight-line basis. Profits

afier tax were estimated as follows:

Year Profit (Rs.) P. V. factor at 12 % p.a.
1 550000 0.8929
2 850000 0.7972
3 1040000 0.7118
4 640000 0.6355
5 540000 0.5674
Ascertain the Net Present Value of the Project.
Solution:
(1) Calculation of depreciation:
-Rs.
Cost of survey 250000 -
Plant and Machinery 4050000
4300000
Less: Scrap value 550000
Total depreciation for 5 years 3750000
3750000
Depreciation per year = -------==-=- = Rs.750000
5 _
(iiy  Present value of Cash Outflow:
Initial Investment at year ‘O’ Rs.
Cost of survey 250000
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Vertical Form

I Sources of Funds

(1) Shareholders’ funds
(a) Share capital

{b) Reserves and surplus

(1)
2)
)

4

(2) Loan funds

(a) Secured loans

(b) Unsecured loans

I Application of Funds
Fixed assets
Investments

Current assets, loans and advances Less: Current liabilities and provisions Net

current assets

Miscellaneous expenditures

Balance Sheet of Ram Limited as on March 31, 1998

A. Horizontal Form Rs in
million).
Liabilities 11995 11994 | Assets 1995 | 1994
Share capital 14.00 |{15.00 |Fixed assets 32.00 |32.20
* Equity 15.00
*Preference
Reserves and surplus [ 11.20 | 10.60 | Investments 1.00 1.00
Secured loans 14.30 | 13.10 | Current assets, loans
and advances 23.40 | 15.60
Unsecured loans 690 250 [Miscellancous expen-
ditures and losses 050 050
Current liabilities
and provisions 10.50 {8.10
56.90 |}49.30 56.90 {49.30

10
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Cost ot plant & machinery

4050000

Intreduction of working capital 1100000
Total cash outflow at year ‘O’ 5400000
(i)  Prescnt value of Cash Inflow:
Year } Profii after | Depreciation Cash P. V. factor Present
tax : Inflow atl2% value
1 . 550000 750000 1300000 0.8929 1160770
2 850000 750000 1600000 0.7972 1275520
3 1040000 750000 1790000 0.7118 1274122
4 640000 750000 1390000 0.6355 883345
5 540000 750000 1290000 0.5674 731946
5325703
Present Value of operating cash Inflow Rs.5325703
Add: Present value of scrap realized at the Rs.312070
End of fifth year (550000 x 0.5674) T
Add: Recovery of working capital at the end of Rs.624140
Fifth year (1100000 x 0.5674) -
_Total present value of Cash Inflow Rs.6261913
Decision Making:
Present Value of Cash inflow 6261913
Less: Present Value of cash Outflow 5400000
‘ 861913

Net Present Value

As the project is generating positive cash flow it éhould be accepted.

Note: Introduction of working capital of Rs.1100000 is assumed to be recovered

at the end of 5™ year.

6. A company wants to implement an expansion project in the year 2002 requiring an
outlay of Rs. 20,00,000. It will yield annually a profit of Rs. 3,00,000 after depreciation

at 12.5%. Assume tax to be 50%.
Calculate the Pay-back Period.
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Soludon :
The following formula is to be used to calculate the pay-back period.
(This formula is useful only when cash flow is the same every year).

Pay-back Period = Total Investment / Annual Cash Flow (After tax but before
depreciation )

Cash flow can be calculated as follows :

Rs.
Profit before tax 3,00,000
Less : 50% tax ~ 1,50,000
| 1,50,000
Add : Depreciation (at 12.5% on Rs. 20,00,000) 2,50,000
Annual Cash Flow 4,00,000

Pay-back period = Total Investment / Annual Cash Flow
= 20,00,000 / 4,00,000 = 5 years.

7. Bajaj Steel Corporation purchases a machine costing Rs. 1,10,000. The estimated
return is as follows :

Year [Retumn (in Rs.) Year Return (in Rs.) | .

1 25,000 6 30,000

2 40,000 7 25,000

3 40,000 8 20,000

4 40,000 9 15,000

5 35,000 10 10,000

Economic life : 10 years Salvage value Rs, 10,000
Depreciation : Straight line Assumed Rate of

Meq;od over 10 years Tax : 50%

Calculate the Pay-back Period.

Solution : |

Calculation of depreciation :

'Value of Machine Rs. 1,10,000 - Rs. 10,000 Salvage value

=Rs:. 1,00,000 Total -depreciation in ten years Annual depreciation Rs.
. 10,000 on straight line method. Caleulation of Cash flow for all years

Year |Profit |[Less |[Profit after|Add Depreciation{Cash - |Cumulativ

Rs. Taxes |TaxesRs. [Rs. Flow |e Cash
Rs. . Rs. Flow Rs.
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1 [25,000 {12,500 ]12,500 10,000 22,500 122,500
2 ]40,000 [20,000 ]20,000 10,000 30,000 |52,500
3 140,000 20,000 120,000 10,000 30,000 (82,500
4 140,000 {20,000 [20,000 {10,000 130,000 1,12,500
5 135000 [17,500 {17,500 {10,000 27,500 |1,40,000
6 [30,000 {15,000 |15,000 10,000 25,000 11,65,000
7 25,000 [12,500 {12,500 10,000 22,500 {1.87,500
18 120,000 [10,000 10,000 10,000 20,000 [2,07,500
9 [15,000 [7,500 |7,500 10,000 17,500 [2.25,000
10. 10,000 |5,000 |5,000 10,000 15,000 2,40,000

The above table shows that within four ycérs total investment of Rs. 1,10,000 is
recovered. Total cash flow is Rs. 1,12,500. As against this, investment outlay is Rs.
'1,10,000. Hence pay-back period is more than three years and less than four years.

Total investment = Rs. 1,10,000 - at the end of third year Rs. 82 500 Rs. 27,500
remains to be recovered. In the fourth year when Rs. 27, 500 is received in-cash, the pay-
back period is over.

Fourth year = 2,50,000 / 30,000 =11/12 = 11 months.
Pay-back penod 3 yearsand 11 months.

8. A company is considering to instal two projects involving an investment’ of Rs.
5.00,000 each. The net profits betore oharging deprec:atlon from the projects are
as under : _

Year Projcct No. 1 Project No. 2

Rs. Rs.

1 1,25000 2,50,000

2 1,87,500 2,50,000

3 1,87,500 62,500

4 1,25,000 62,500

Calculate Pay-back pcribd of both the projects, with the help of discounted cash flow.
Present value of Re. 1 at 5% rate is as under : |

1st year : Rs. .9524 2nd year : Rs. .9070

3rd year : Rs. .8638 4th year : Rs. .8227
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Solution :

From the figures of profits given above, it is seen that Project No. 2 is more profitable. as
its pay-back period is only 2 years. But here payback period is to be calculated on the
basis of discounted cash flow, which will be as follows : :

Discount factor Project No. 1 Project No. 2
Cash tlow Present value |Cash flow Present value
| Rs. Rs. Rs. Rs.

l. 9524 1,25,000 1.19.050 2,50,000 2.38.100
2. 9070 1.87,500 -1,70,063 2,50.000 2,26,750
3. .8638 1,87,5.00 1,61,963 62,500 53,988
4, 8227 1,25,000 1,02,838 62,500 51,420
5,83.914 ' 5,70,258

Looking to the discounted cash flow, it seems that Project No. 2 is preferable as its pay-
back period is less than 3 years :

The p.v. of total cash flow of Project 2 at the end of 2nd year = 2,38.100 + 2,26.750 =
Rs. 4.64,850

Balance amount = Investmnt Rs. 5.00,000 - 4.64,850 = Rs. 35.150
The present value of cash flow of third year = Rs. 53 988.

In the 3rd year = 35,150/ 53,988 = 8 months to recover
Pay-back period = 2 years and 8 months
While in Project No. 1, the pay-back period is morc han 3 years.
Cash flow of P.1 of first 3 years = 1,19,050 + 1.70,06 " + 1.61,963
=4,51,076
So the pay-back period falls in the fourth year.
Project No. 2 is preferable.
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9. The Laxmi Trading Company is considering to instal a machine. Two alternatives
are open to it either machine A or machine B. The relevant data about both
machines are as follows :

Machine A Machine B
Cost Rs. 3.00.000 Rs. 75,000
Useful Life 6 years : 1 7- years
Annual Sales Rs. 2,00,000 Rs. 1,90,000
Cost of production : Raw materials  Rs. 60,000 Rs. 65,000
Labour » Rs. 20,000 Rs. 60,000
Other expenses Rs. 45,000 Rs. 40,000

Compute profitability of both these machines with the help of ﬁayback petiod method.”
Tax rate - 50%; Depreciation on straight line method.

Solution :
_ Machine A Machine B

Sales Rs. 2,00,000 Rs. 1.90,000

Less : Cost of goods sold Annual Rs. l,75,000 Rs. 1,75.000

profit Rs. 25.000 ~ Rs. 15,000

Less : Tax Net Profit Rs. 12.500 Rs. 7.500
Rs. 12,500 Rs. 7,500

Add : Depreciation Cash flow Rs. 50,000 Rs. 10,000
Rs. 62,500 _ Rs. 17,500

Payback period = Total Investment / Annual Cash flow
= 3,00,000 / 62,500
= 75,000/ 12,500
= 12,500

Period = 4.8 years = 4.28 years

10. A company is considering to invest Rs. 40,000 in a capital project. Its scrap value
is nil. Its usefu! life is 5 years. Tax rate is 50%. The company adopts the strgight
line method of depreciation. The cash flow before depreciation and tax 1s as

follows :
First year Rs. 8,000 Fourth year Rs. 12.000
Second year Rs. 8,800 Fifth year Rs. 20,000

Third year Rs. 11,200
On the basis of above information, calculate the Rate of Return on average investment.
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Solution :

We shall have to calculate first the accounting profit as follows. Remember that Net
Profit + Depreciation = Cash flow. Hence, if profit is to be estimated on the basis of cash
flow, depreciation must be deducted from cash flow, Depreciation p.a. = Rs. 40,000 -r 5
= Rs. 8,000. -

After
Year -Cash flow: Depreciation Net profit Taxes Profit
} Rs. 8,000 Rs. 8,000 .- -
2 Rs. 8.800 Rs. 8,000 Rs. 800 Rs. 400 Rs. 400
3 Rs. 11,200  Rs. 8,000 Rs.3200  Rs. 1,600  Rs. 1,600
4 - Rs. 12,000 Rs. 8,000 Rs. 4,000 Rs.2,000 Rs. 2,000
5

Rs. 20,000 Rs. 8,000 Rs. 12,000 Rs. 6,000 Rs. 6,000
' Rs._ 10,000
_ Average Profit = Rs. 10,000/ § years= Rs. 2,000 |
Average Investment = 40,000/ 2 = Rs. 20,000
Accounting Rate of Retum = Average Profit / Average Investment
= 2,000/ 20,000 x 100
=10%

11. A compax{y is considering to invest Rs. 80,000 in a capital project. Its scrab value
is zero and its economic life is 5 years. Tax rate is 50%. The straight line method
-is used by the company to- provide depreciation. Its cash flow before tax is as

follows ‘
First year ~ Rs. 16,000 Fourth year Rs. 24,000
Second year Rs. 17,600 Fifth year Rs. 40,000

Third year  Rs. 22,400

The present value factors at 10% are as follows :

First year 0.9091 _ Fourth year 0.6830
Second year 0.8265 Fifth year 0.6209
Third year  0.7513 '

From the above information find out (1) Profitability on the basis of Net Present Value
Method at 10% rate of discount. (2) Profitability Index. .

Solution :
First we shall calculate the net cash flow. .
Years Cash flow Depreci- . Net Profit Taxes Profit Net cash flow

ation after tax (Net profit’ +
Depreciation)

Rs.  Rs. Rs. Rs.  -Rs. Rs.
16,000 16,000 - . - 16,000
17,600 16,000 1,600 800 800 16,800
2400 16000 6400 3200 3200 19.200
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4 - 24,000 16,000 ~ 8,000 4,000 4,000 20,000

5 40,000 16,000 24,000 12,000 12,000 28,000
~Rs. 1,00,000
The present value of these cash flows at 10% rate of discount is as follows :
Years Cash flow Discount factor Present value
Rs. (10%) Rs.
1 16,000 0.9091 14,551
2 16,800 0.8265 13,885
3 19,200 0.7513 14,425
4 20,000 0.6830 13,660
5 28,000 0.6209 17,385
73,906

Net Present Value =P.V. of Cash inflow - P.V. of investment
NPV = Rs. 73,906 - 80,000
NPV = - Rs. 6,094

This project is not acccptable because net present value (NPV) of its cash flow is
negative which means it is not profitable. The investment is in excess of P.V. of Cash
inflows.

(2) Profitability Index = Present value of Cash Inflow / Investment
= 73,906 - 80,000 ’
=0.92

This project is not acceptable, as profitability index is less than 1.

12.  Ashok Limited is considering the purchase of a machine which will have a

. working life of five years. The machine is expected to eam Rs. 10,000 per annum
before deduction of tax. The company considers a yield of 20% necessary before
investment is made in a project. How much could be spent in purchasing the
machine ?

Solution :

The expected rate of retum is given in the example, which is 20%. So present value
would be found out on the basis of 20% yield.

Year Cash Flow  Discount Present Value
Factor of Cash Flow
@ 20%
Rs. Rs. Rs.
I 10000  0.8333 8,333
10,000 0.6944 6,944
110,000  0.5788 5,788
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4 10000 0.4824 4824
5 10,000 0.4019 4,019
Total Present Value  29.908

Thus the present value of Cash Inflows is Rs. 29,908 that is. it is approximately Rs.
30,000. Thus it can invest Rs. 30,000 in the machine, so that with the apnual cash tlow of
Rs. 10,000, 20% expected return before tax can be obtained.

13. A company has an investment opportunity costing Rs. 40,000 with the tollowing
expected net cash tlow (i.e. after taxes and betore depreciation).

Year Net Cash flow Year Net Cash flow
| 7.000 6 8,000

2 7,000 7 10,000

3 7,000 8 15,000

4 7,000 9 10,000

5 7,000 10 4,000

Using 10% as the cost of capital (rate of discount) determine the tollowing.
(1) Pay-back Period. ,

(ii) Net Present Value at 10% discounting factor, (iil) Profitability Index at 10%
discounting factor, (iv) Internal Rate of Return with the help of 10% discounting factor
and 15% discounting factor.

Fresent Value :
10

o
d
F-N
w
(=)
~}
o
D

Year |
Present

Value (For Re. 1 at 0.909 0,826 0.751 0.683 0.621 0.564 0.513 0.467 0.424 (1.386
{0%) . ‘
(ForRe. 1 at 15%) 0.870 0.756 0.658 0.572 0.497 0.432 0.376 0.327 0.284 0.247
Solution : ,

(A) Pay-back period : We first prepare a table showing Comulative Cash F low (CCF) :

Year Cash Flow Cumulative

Rs. - Cash Flow
Rs.

1 7,000 7,000

2 7.000 14,000

3 7,000 21.000

4 7,000 28,000

5 7,000 35.000

6 8,000 43,000
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Upto the end of fifth year, investment upto Rs. 35,000 is recovered from cash flow. But
the total investment is Rs. 40,000 and so to recover the balance of Rs. 5,000, some period
of 6th year is needed. The total cash flow ui 6th year is Rs. 8,000 out of which Rs. 5.000
can be recovered as follows :

5,000 / 8,000 ~ 5/8 year

Pay-back period =5 5/8 years.

(B) Net, Present Value Method :

Year Cash Flow Rs. Discount Factor Present
(10%) Value
Rs.
| 7.000 0.909 6,363
2 7,000 0.826 5.782
3 7,000 0.75]1 §.257
4 7,000 0.683 4,781
5 7,000 0.621 4,347
6 8,000 0.564 4,512
7 10,000 0.513 5430
8 15000 0.467 7.005
9 10,000 0.424 4.240
10 4,000 0.386 1,544
48.96

1

Net Present Value = P.V. of Cash inflow - P.IV. of Investment
=48,961 - Rs. 40,000 '
=(+) Rs. 8,961 Project is profitable, as the NPV is positive (+)
{C) Profitability Index :
Profitability index ~ =P. V. of Cash Inflow / P. V Cash Outflow “(Investment)’
=Rs. 48,961/Rs. 40.000
=1.224
Here, Index is more than 1, so the project is profitable.
(D) Internal Rate of Return :

The actual rate will be ascertained by Trial and Error Method. The IRR is that rate at
which the P.V. of Cash Inflow becomes equal to the P.V. of Investment. As in the above
table, the P.V. of Cash Inflow is in excess of P.V. of Investment at 10%. we higher rate

of 15%.

Year Cash Flow Rs. Discount Factor Present Value
(15%) Rs.

1 7.000 0.870 6.090
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2 7,000 0.756 5,292
37,000 0.658 4,606

4 7,000 0.572 4,004

5 7,000 0.497 3,479

6 8000 0.432 3,456

7 10,000 0376 - 3,760

8§ 15000 0.327 4,905

9 10,000 0.284 2.840

10 4,000 0247 988

Rs. 39,420

"investment Rs. 40,000 - 39,420 Present Value as above = Rs. 580. This shows that the
IRR should be lower than 15% and higher than 10%, We find the actual rate with the
help of followmg formula.

Where a = The lower rate of trial

b = The higher rate of trial

¢ = The excess P.V. at lower rate

d = The shortfall of P.V. at higher rate
=10% + 8,961 / 8,961 + 580 x (15% - 10%)
= 10% + 0.94 (5)

=10%+4.7%

L IRR=14.7%

14. A company is considering the purchase of 2 new machine which will carry out
some operations performed by labour. A anc B are alternative models. From the
following information, you are required to pi=pare a profitability statement and
work out the (i) Pay Back Period and (ii) Refurn on Investment in respect of each

machine.
, Machine A Machine B
Estimated life of Machine (years) 5 6
" Rs. Rs.
Cost of machine 1,50,000 2,50,000
Cost of indirect materials 6,000 8,000
Estimated savings in scrap 10,000 15,000
Additional cost of maintenance 19,000 27,000
Estimated savings in direct wages
- Employees not required (No.) 150 200
Wagcs per employee 600 600
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B. Yertical Form

, 1995 1994
1. Sources of funds o ' 25.20 25.60
(1) Shareholders’ funds '
() Share capital 14.00 5
(b) Reserves and surplus 11.20
2) Loan funds 21.20 15.60
a) Secured loans : | 14.30
(b) Unsecured loans 6.90
46.40 41.20
_t11. Application of funds (1) Fixed assets 32.00 32.20
2) Investments | ‘ 1.00 1.00
3) Current assets, loans and advances ' 23.40 15.60
56.40 48.80
Less: Current liabilities and provisions 10.50 8.10
Net current assets 14590 40.70
4) Miscellaneous expenditures and losses 0.50 0.50
' |46.40 -141.20

4.3.1 Liabilities

Liabilities defined very broadly represent what the business entity. owes others.
The Companies Act classifies them as follows:

1. Share capital
2. Reserves and surplus
3. Secured loans
4. Unsecured loans
5. Current liabilities and provisions.

Share Capital: This is divided into two types: equity capital and preference
capital. The first represents the contribution of equity shareholders who are theoretically
the owners to the firm. Equity capital, being risk capital, carries no fixed rate of
dividend. Preference capital represents the contribution of preference shareholders and
the dividend rate payable on it is fixed. o -

‘ Reserves: There are two types of reserves, revenue reserves and capital reserves.
Revenue reserves represent accumulated retained earnings from the profits of normal
business operations. These are held in various forms: general reserve, investment
allowance reserve, capital redemption reserve, dividend equalization reserve, etc. Capital
reserves arise out of gains, which are not related to normal business operations.
Examples of such gains are the premium on issue of shares or gain in revaluation of
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Taxation is to be regarded as 50% of profit. [gnore depreciation for calculation of tax.
Which machine would you recommend ? State your reasons. '

Solution: v :

In order to determine which machine would be profitable, it will be necessary to find out
savings from each, and deduct the additional there from due to use of that machine,
which will give net savings. By deducting 50% taxation from this, the net cash flow
arising from each will be obtained. '

Annual Saving : Machine A gdachine
Rs. Rs.
- Wages (150 x 600) (200 600) 90,000 - 1,20,0600
x
Scrap 10,000 15,000
Total Saving 1,00,000 1,35,000
Additional Expenses :
Indirect Materials 6,000 8,000
Maintenance 19,000 25,000 27,000 35.000
Profit before depreciation 75,000 1,00,000
Less: Tax 50% 37,500 50,000
Annual Cash flow 37,500 .50,000
Pay-back Period = : 1.’50,000 ‘ 2,50,000
: 37,500 50,000
= 4 years =5 years

. {A) From the view point pf pay-back period, Machine A s_hould_ be selected.

(B) From the view point of Accounting Rate of Return- the Net Profit in A is Rs. 7,500 -
_ (cash flow Rs. - Rs. 37,500 Depreciation) and the investment is Rs. 1,50,000,

So the rate of return on Machine Ais7 ,500/1,50,000x 100 = 5%.

While the Net Profit of B is Rs. 8,333 (Rs. 50,000 Cash flow -Rs. 41,667 Depreciation)
and Investment is Rs. 2,50,000 and so the rate of return is 3.3%. Return = 8.333/2,50,000
x 100 = 3.3%. o ~

Thus it is profitable to buy machine A.

Note : The instruction given is “ignore depreciation for calculation of tax” and so the
example has been worked out accordingly. But it is unrealistic not to consider
depreciation for tax purposes. [lustration 10 : N
15. A company is considering investing in a capital project which will cost Rs.
"~ "1,00,000. The project will require an increase in the inventories and receivables
‘of Rs. 50,000. The project will generate additional sales of Rs. 1,00,000 p.a. and
will require cash expenses of Rs. 30,000 in each year of its § year life. It will be
depreciated on a straight line basis. The tax rate of the company is 50% and 10%
after tax cost of capital. '
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Diploma in Financial Management (DFM-2)



What are the Net Present Value and Internal Rate of Return for the project ?
(A) Net Present Value Method :
First we calculate total investment and total Cash Inflow :

Solution :
Total Investment :
1 Project Expenses Rs. 1,00,000
2 lnvestment in stock & rececivables Rs. 50.000
Total Investment . Rs. 1,50,000
Gash Inflow : '
. Rs. 1.00.000
Increase al Sal N
n in annual Sales 30,000
Less : Cash Expenses ,
o 70,000
Less : Depreciation Rs, 1,00.000/ 5 years 20.000
Taxable lncome: 50,000
50% Taxation 25,000
Profit after tax 125000
) .y . 20.000
Add : Depreciation (No-Cash Adjustment)~———
Cash Flow after Taxation 45.000

Thus the total cash flow every year would be Rs. 45.000, while in the last vear Rs.
50,000 would be released from stock and debtors. and so the cash tiow would be Rs.
45.000+ Rs. 50,000 = Rs. 95,000. The present value of cash flow would be as under.
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Year Cash Discount - Present Value

Flow Factor Rs.
Rs. (10%)
1 45,000 0.909 40,905
2 45,000 0.827 37,215
3 45,000 0.751 33,795
4 45,000 0.683 30,735
5 95,000 0.621 58,995
2.01,645

Net Present Value = P.V. of Cash Inflow - P.V. of Investment
= Rs. 2,01,645 - Rs. 1,50.000 |
N.P.V.=+Rs. 51.645

As NPV s pbsitive (+). the Project is profitable.

Internal Rate of Retumn :

In the above calculations, the present value at 10% discount ‘factor was Rs. 2,01,645.
which is more than investment. Hence, for trial and error purpose, we take a higher rate.
Suppose we take 20%" rate, when the presenf value would be Rs. 1,54.650 as follows,
which is still more than the investment.

Year Cash inflow P.\ ‘actor p.vV.

| 45,000 x 0.6 43 . 37.485

2 45,000 x 0.0U44 31,230

3 45,000 x 1.5797 26,055

4 45,000 x 0.48.3 21,690

5 95,000 x 0.4019 38,190
1.54,650

Thus still a higher rate will be taken for calculating present value. If 22% is taken, the
P.V. would be.

45,000 x 0.8197 = 36.887
45,000 x 0.6719 = 30,236
45,000 x 0.5507 = 24,782
45,000 x 0.4514=20,313
95,000 x 0.3700 = 35,150
1,47,368

At 22% the present value of cash flow is less than investment. It means the IRR i
between 20% and 22%. We use the following formula :
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Formula = a + ¢/(¢c+d) x (b-a)
Here ¢ = 1.54.650 - 1,50,000 = 4,650
andd = 1,50,000 - 147,368 = 2,632
=20% + 4650 / 4,650 + 2,632 + (22-20)
<20%+4,650/7,282 x2
<20% + 1.28%
=21.28%

Note : While calculating P.V. of cash flow, we have seen that for the first four
years, the cash flow is constant at Rs. 45,000 p.a. So instead of calculating P.V. ot this
amount for 4 years separately, it can be calculated ¢ from the other table of present value
combined for 4 years. '

According to this table, if Re. 1 is reed, per annum for 4 years uniformly, its present
value at 10% discount factor will be Rs. 3.17 at 20% it will be Rs. 2.59 and at 22% it will

be Rs. 2.49.

at 10% 45,000 = 3.17 = 1,42,650 P.V.
at 20%, 45,000 x 2.59 = 1,16,550 P.V.
at 229% 45,000 x 2/49 = 1,12,050 P.V.

5.11 Exercise

Answer the following questions

a. Explain the terms capital budgeting and capital
budgeting process?

b. State in brief the steps to be followed in capital
budgeting process?

c. Explain pay back period,method of project
appraisal? State its merits and limitations?

d. Explain average rate of return method of
project appraisal? State its merits and
limitations? '

e. Explain net present value method of project
appraisal? State its merits and limitations?

f. Explain the effects of taxation in capital
budgeting decision?

g. Explain social cost benefit analysis in capital
budgeting? '

h. Explain the term capital rationing?
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5.12 Practical Exercise

1.

v

‘Vision Ltd. has got four proposals for investment. Calculate which proposal is
acceptable according to Pay Back Method.

Cash Flow
Proposal  Investment  1"year 2" year 3reyear 4" year
A 300000 80000 120000 140000 20000
B - 300000 60000 40000 1806000 20000
C 360000 800600 120000 100000 20000
D 300000 90000 110000 50000 10000

Small Ltd. wants to purchase a machine worth Rs.900000. Its estimated life will
be 5 years. The profit estimated after deductions of depreciation and taxes of
company is Rs.40000; Rs.5(:000; Rs.40000; Rs.48000 and Rs.52000 respectively.

Find out the Rate of Average Return.
Smita Ltd. is considering investing in a project, requiring a capital outlay of

Rs.200000. Forecast for annual income after depreciation, but before tax is as
follows:

Year Rs.
1 90000
2 100000
3 90000
4 80000
5 80000

Calculate depreciation at 20 % on original cost. Income tax rate is 50 % of net

income. You are required to evaluate the project under following methods,
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(1) Pay-back method and (2) Rate of return on average investment method.

Bharat Lid. is contemplating to buy a new machine for the factory. The total
outlay for the project is Rs.100000 and has no-scrap value. Its useful life is 5
years. The rate of taxes on the profits of the company is 50 %. Depreciation is to

. be charged on this machine on the straight-line method. The cash flow likely to

arise from the investment project is estimated is follows:

Cash flow
Year , Rs,
22000
20000
20000
30000
48000

W b WK e
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The present value at 10 % d; count factor is

Year | 909 Year 4 683
Year 2 826 Year 5 621
Year3 751

Determine the profitability by net present value method and give your advice
whether the project is profitable.

5. Digvijay Ltd. is contemplating t6 purchase a machine. Two machines A and B
are available, each costing Rs.5 lakhs. In comparing the profitability of the
machines, a discounting of 10 % is to be used and the machine is to be written off
in 5 years by straight-line method ot depreciation with nil salvage value. Cash
inflows after tax are expected as follows:

Year Machine A Machine B
(Rs. in Lakshs) (Rs. in Laksh)
1 1.5 0.5
2 2.0 1.5
3 2.5 2.0
4 1.5 3.0
5 1.0 2.0

Indicate which machine would be profitable using the following methods of
ranking investment proposals.

(1) Pay-Back Method

(i1)  Net Present Value Method
(i11)  Profitability Index Method and
(iv)  Average Value of retum

The Discounting Factors at 10 % are

Years | 2 3 4 5

Discounting factos 0.909 | 0.826 0.751 0.683 0.621

6. The Mihir Ltd. is considering to purchase a new plant at a cost of Rs.130000. The
company estimates a maintenance cost of Rs.12000 each year of its operation.
The working life of the plant is estimated to be 6 years. Its scrap value is
estimated at Rs.24000. The cash flows (before depreciation, taxes and
maintenance costs) are as follows.

Year Rs. Year Rs.
1 32000 4 60000
2 45000 5 70000
3 50000 6 120000

The company charges depreciation on Straight Line Method. Assuming that
discount-rate is 12 % and the rate is 50 % state whether this project should be accepted or
rejected. Use net present value method. '

115
Miploma in Financial Managemnent (DFM-2)



At 12 % discount rate, the present vaiue of a rupee is as under:

First year 0.893 Fourth vear  ().636
Second year 0.797 Fifth year 0.567
Third year  0.712 Sixth year 0.507
7. A company is considering an investment pmposal to instal new milling controls

at a cost of Rs.52,000. The facility has a life expectancy of 5 years and no salvage
value. The tax rate is 35 per cent. Assume the firm uses straight line depreciation
and the same is allowed for tax purposes. The estimated cash flows before
depreciation and tax (CFBT) from the investment proposal are as follows:

Year _ CFBT
l . Rs 11.000
2 10.692
3 12,769
4 13462
5 20.385
Compute the following:
(1) Pay back period,
(i1) Average rate of return,

(iii) Internal rate of return,

(iv) Net present value at 10 per cent discount rate,
(v) Profitability index at 10 per cent discount rate.
(iv) Net present value ( NP\;)

8. A large sized chemical company is considering investing in a project that costs
Rs 5.10.000. The estimated salvage value is zero: tax rate is 35 per cent. The
company uses straight line depreciation for tax purposes and the proposed project
has cash flows before tax (CFBT) as follow:

Year CFBT

i Rs 1,20,000
2 1,00,000
3 1,50,000
4 1,50,000
5 2,50,000

Determine the following: (a) Pay back period, and (b) Average rate of return.

9. A company wants to purchase a plant for its expanding operations. The desired
- plant is available at Rs 3,10,000 in cash or Rs 4,50,000 to be paid in 5 equal
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annual instalments due at the end of each year. Assuming the required rate of
return of 15 per cent, which option should the company exercise? Ignore taxes.

10. A machine purchased four years ago has been depreciated @ 25 per cent on
reducing balance to a book value of Rs 55,000. The machine originally had a
projected life of 10 years and zero salvage value.

A new machine will cost Rs 1,30,000. Its installation cost estimated by the technician is
Rs 20,000. It is also estimated that the installation of the new machine will result in a
reduced operating cost of Rs 30,000 per year for next 6 years. The old machine could be
sold for Rs 20,000. The new machine will have a 6 year life with no salvage value. The
company’s normal income is taxed at 35 per cent.

Assuming the cost of capital of 10 per cent, determine whether the existing machine
should be replaced. This 25 per cent block of assets will cease to exist at the end of 6

years.

12.  The Royal Industries is consuienng the replacement of one of its moulding
machines. The existing machine is in good operating conditions but is smaller
than required if the firm is to expand its operations. The machine is 5 years old.
has a current salvage value of Rs 32,000 and a remaining depreciable life of 10
years. The machine was originally purchased for Rs 75,000 and is being
depreciated at Rs 5,000 per year for tax purposes.

The new machine will cost Rs 1,506,000 and will be depreciated on a straight line
basis for tax purposes over . 10 years, with no salvage value. The management
anticipates, with the expanded operations, there will be need of additional- net working
capital of Rs 30,000. 'he new machine will allow the firm to expand current operations
and mere by increase annual sales from Rs 4.00,000 to Rs 4,40,000; annual operating
costs from Rs 2,00,000 to Rs 2.10,000. The company’s tax rate is 35 per cent and its cost
of capital is 10 per cent. Should the company replace its ¢xisting machine? Assume the
loss on sale of existing machine can be claimred as short-term capital loss in the cutrent
vear itself.

13 A project involving an outlay of Rs. 10 min has the following benefits associated

with it. :
Year | Year 2 Year 3
Cash Flow (Rs. in Prob. Cash “Flow (Rs. in Prob. Cash Flow (Rs. in Prob.
min) min) min)
5 _ 04 5 0.4 3 0.3
5 05 6 04 4 0.5
6 0.1 7 0.2 5 : 0.2

Assume that the cash flows are independent. Calculate the expected net present value and
the standard deviation of net present value assuming that 1 ~ 10 per cent.
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14.  Janakiram is considering an investment which requires a current outlay of Rs.
26.000. The expected value and standard deviation of cash flows are:

Year Expected Value Standard Deviation
] Rs. 13,000 Rs. 5,000

2 10,000 6,000

3 9,000 5.000

4 8,000 6.000

The cash flows are perfectly correlated. Calculate the expected net present value and
standard deviation of net present value of this investment, if the risk-free interest rate is 8
per cent.

15. Udit Lamps Company is considering an investment project which has an
estimated life of four years. The cost of the project is 10,000 and the possible cash flows
are given below:

Year | Year 2 Year 3 Year 4

Cash ~ Prob. CashFlow Prob. CashFlow Prob. Cash Flow Prob
Flow

2200 02 3,000 04 4000 03 2,000 0.2
32000 05 4000 03 5000 05 3,000 - 04
4000 03 5000 03 6000 02 4000 02

The cash flows of various years are independent and the risk-free discount rate (post-tax)
is 6 percent. ' '
(i) What is the expected NPV?

(i) If the NPV is approximately normally distributed, what is the probability that the
NPV will be zero or less? ‘

(iii) What is the probability that the profitability index will be greater than 1.2?
16. _ Consider the cash flows of two projects, R and 5:

Year R ' 5.
0 (50.000) (950,000)
1 32,000 —
2 30,000 —
3 30,000 100,000

(a) Calculate the NPV for R and S.

(b) Calculate the NPV and IRR* for R and S, assum - " a re-investment rate of 15 per
‘cent. . '

Assume that the cost of capital is 12 per cent.
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17. A firm which has Rs. 5,100,000 of investible funds is considering the following
_projects: _

Project Outlay NPV

(Rs.) (Rs.}
A 2,210,000 900,000
B . 1,600.000 700.000
C 1.200,000 350,000
D 1,000,000 500,000
E 800.000 450.000
F 750.000 350.000
G 700,000 300,000
H 400,000 250,000

Projects B and Care mutually exclusive: likewise, projects £and .Fare mutually
exclusive. '

Any uninvested amount results in a negative NPV—one rupee of negative NPV for every
ten rupees of uninvested amount.

Select the most desirable combination of projects.

18.  TDS Limited is considering a number of plant improvement projects tor which
Rs. 2,200,000 have beea allocated. The following projects are under consideration:

Project .~ Qutlay NPV

(Rs.) (Rs.)
A 1,230,000 250.000
B 1,000,000 200.000
C 800,000 200.000
D 600,000 200,000
e 400,000 150,000
F 100000 50,000

Projects A and B are mutually exclusive. If project A is undertaken, the initial cost of C
1s reduced by Rs. 100,000 (without affecting its benefits). If project B is undertaken the
initial cost of D is reduced by Rs. 100,000 (without affecting its benetits.) The benefit
Cost ratio of unutilised funds is 0.90.

Which projects should be chosen?
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assets. Surplus is the balance in the profit and loss account, which has not been
appropriated to any particular reserve account. Note that reserves and surplus along with

equity capital represent owners® equity.

Secured” Loans: These denote borrowings of the firm against which Speciﬁc
securities have been provided. The important components of secured loans are:
debentures, loans from financial institutions, and loans from commercial banks.

Unsecured Loens: These are the borrowings of the firm against which no specific
security has been provided. The major components of unsecured loans are: fixed
deposits, loans and advances from pmmotem inter-corporate borrowings,and unsecured
loans from banks.

Current Liabilities and Provisions: Current liabilities and provisions, as per the
classification under the Compamu Act, consist of the following: amounts due to the
suppliers of goods and services bought on credit; advance payments received; accrued
expenses; unclaimed dividend; provisions for taxes, dividends, gratuity, pensions, etc

Current lisbilities for managerial purposes are obligations which are expected to
mature in the next twelve months. So.défined, they include the following: (i) loans which
are payable within one year from the date of balance sheet, (i) accounts payable
(creditors) on account of goods and services purchased on credit for which payment has
to be made within one year, (iii) provision for taxation, (iv) accruals for wages, salaries,
rentals, interest, and other expenses (these are expenses for services that have been
received by the company but for which the payment has not fallen due), and (v) advance
payments received for goods or services to be supplied in the future.

4.3.2 Assets
Assets are classified as follows under the Compames Act:
1. Fixed assets
2. Investments
3. Current assets, loans and advances
4. Miscellaneous expenditures and losses

Fixed Asscts: These assets have two characteristics: they are acquired for use
over relatively long periods for carrying on the operations of the firm and they are
~ ondinarily not meant for resale. Examples of fixed assets arc land, buildings, plant,

machinery, patents, and copyrights.

Investments: These are financial securities owned by the firm. Some investments
ropresent long-term commitment of funds. (Usually these are the equity shares of other
firms held for income and control purposes). Other investments are short-term in nature
and may rightly be classified under curreat assets for managerial purposes.

CmAmlnau,andAdvm.mscategoryconmstsofcashandoﬂwr
_ resources, which get converted into cash during the operating cycle of the firm. Current
assets are held for a short period of time as against fixed assets, which are held for
~ relatively longer periods. The major components of current assets are: cash, debtors,
inventories, loans and advances, and pre-paid expenses. Gash denotes funds readily
" disbursable by the firm. The bulk of it is-usually in the form of bank balance; the rest
- comprises of cumrency held by the firm. Debtors (also called accounts receivable)
represent the amounts owed to the firm by its customers who have beught goods,
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Unit: 6:
Risk Analysis in Capital Budgeting

Intraduction
The whole process of capital budgeting is related with the future activities like

tuture cash outflow or future cash inflows etc. In fact various predictions are made
regarding future inflows and outflows, Future is always uncertain so a project is selected
on the basis of such uncertain future outcomes may cause problems if the actual picture
differs from what was expected. It is possible to predict the outcome of some decisions
with complete certainty because only one outcome can arise. However, there are many
occasions when a decision can lead to more than one possible outcome, such situations
are to be set with uncertainty. The traditional definition of the difference hetween risk
and uncertainty has heen that uncertainty cannot be quantitied while risk can be. in this
sense. risk is concerned with the use of quantification of the likelihood of future
outcomes. Risk decomposes into three topics: probability. foss. and prediction. The word
uncertainly to cover all future outcomes which cannot be predicted with accuracy. People
have different attitudes towards the future. Some welcome the opportunity to take risk
and may be called risk takers or risk seekers. Other are nisk averse. In Ammstrong's
Principles of Forecasting, in defining risk. as a primary source of advanced information.
Forecasting has many points of congruence to risk analysis, but business and finance are data-
rich compared with the subjects such as health effects or natural disasters. So. we have much to
iearn from the capital budgeting with risk analysis.

An organization’s performance is profoundly influenced by the elements
contained with in its environment. There are so many intemal and external factors which
create uncertainty regarding future course of actions like political situation, inflation,
state of economy etc. In tumn the organization also has an impact on its environment. It is
the role of 2 management to predict events that are likely to occur within the
environment in order that the enterprise may meet any challenges or take advantage of
any new oppaortunities.
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6.1  Objectives:
By the end of this chapter the student will leam about

G How to make capital investment decision in uncertain conditions
0 Different techniques to deal with uncertainty

6.2  Degrees of Certainty
The degrees of certainty may be classified into the following categories:

¢ Complete certainty: All relevant information about the decision variables and
outcomes is known with certainly. ‘

Assumed certainty: For all practical purpose the future is known exactly and

estimates become deterministic.

Risk: When it not known exactly what will happen in future, but the variance

possibilities are neglected by their assumed probability of occurrence. '

Uncertainty: Where a variety of outcomes are possible but probabilities cannot be

assigned.

Extreme Uncertainty: Where no information is available to assess the likelihood of

alternative outcomes.

* 6 o o

Uncertainty arises from a lack of previous experience and knowledge. In a new
venture. for example, it is possible for uncertainty to be attached to the following factors:

- Taxation rules.

- Level of operating costs.

- Level sales volume.

- Level of revenue

- Level of selling prices.

- Level of capital outlay required.
- Date of completion.

[nevitably decision making under conditions of uncertainty is more complicated than
is the case under risk condition. In fact there is no single best criterion that should be
used in selecting a strategy of the various available techniques. Risk occurs where future
outcomes of current action are unknown, but the probabilities of these future outcomes
can be reasonably estimated from the knowledge of past and current events. Risk is
therefore normally measured by volatility of returns because a certain outcome has no
variance and hence, no volatility. Uncertainty on the other hand, occurs where the
probabilities of future outcomes cannot be predicted from past or current events, because
no probability estimates are available.

63 Techniques to Deal with Risk

6.3.1 Risk Adjusted Discount Rate:_

- The easiest and most common method of allowing for risk is'by adjusting the
discount rate applied to the future cash flows arising from the project. Thg rate of
discount is equal to the cost of capital or in other words it is the rate, which the investors
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demand from the company on their investments. By this method a premium can be added
to the average required discount rate as a safety margin to compensate for the enhanced
risk of the project. This acknowledges that if the same discount rate is applied to all
proposed capital projects, no distinction would be made between high and low risk
projects. It means that higher the risk in a project, higher would be the discount rate and
the lower the risk in the project, the lower would be the discount rate.

Thus Risk-adjusted discount rate is the rate established by adding a expected Risk
premium to the Risk-free rate in Order to determine the Present value of a nisky
investment.

Suppose. the rate of interest on government treasury bills is 8% p.a. then the risk
free interest ratc is 8%. If the company is considering a project of producing a new
product to put in the existing market, then due to risk, they would require a premium of
say. 6%, then the risk adjusted discount rate would be 8%+6% = 14%.

However, the difficulty in this method is that it is difficult to determine the risk
adjusted discount rate. How high should be the discount rate or what should be the
premium over risk free rate in respect of a project involving higher risk and what is the
degree of risk involved in the project. :

6.3.2 Certainty Equivalent Coefficient:

Certainty Equivalent means An amount that would be accepted today (risk free)
in lieu of a chance to receive a possibly higher. but uncertain, amount.

Certainty equivalent method overcomes the defects contained in the method risk
adjusted discount rate. Here in this method future cash flows are estimated as usual, but
along with that risk less cash flow is also determined. Suppose the management
estimates that taking into account the risk involved in the project. the cash flow for third
year is Rs.80000. But they believe that a minimum of Rs.64000 is sure to be received
without risk. Thus the risk less flow of third year is Rs.64000. If we find the ratio, it will
give certainty equivalent coefficient.

Certainty Equivalent coefficient = Risk less cash tlow

Risky cash flow

Thus in the above manner coefficients are worked out for all the years of life of
- the project. When risky cash flows are multiplicd by these coefficients, we get risk less
returns.  The rate of discount used for this purpose is the risk free rate and not adjusted
rate. If the net present value of this risk less cash flows is positive then the project is
accepted.
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6.3.3  Pay Back Criteria:

However, another way of allowing for risk can be using the payback evaluation
technique in either its simple form or preferably by calculating the discounted payback
for the projects. The company can set a maximum period for the project to repay its
original investment and this also reflects the risk profile of the projeci.

Advantages:
Easy to understand

Biased toward liquidity

Disadvantages:
Ignores the time value of money
Ignores cash flows after the payback period
Biased against long-term projects
Requires an arbitrary acceptance criteria

A project accepted based on the payback criteria may not have a positive NPV

6.3.4 Sensitivity Analysis

The assumption of equal weights to all research objectives in setting priorities is
liable to criticism especially when the objectives are argumentative in nature. For
instance; efficiency and equity objectives are often in contlict with each other. The main
objective of research is to improve production efficiency, and therefore it is presumed
that the benefits of research trickle down on its Jarge-scale application benefiting the
majority landless and small landholders who possess sizeable proportion of livestock
wealth. The emphasis of research thus may vary over time and space. so are weights
attached to different research objectives. In this chapter. we examine the sensitivity of
priority ranking/resource allocation to changes in weights to the specified research
objectives. This would provide information on the robustness of the results of the priority
setting exercise. This is also important from the point of view of designing suitable
research stratégies consistent with the role of livestock in socioeconomic development.

Sensitivity analysis is the study of the key assumptions or calculations on which a
management decision is based in order to predict alternative outcomes of that decision if
different assumptions are adopted. It is a ‘what if’ technique that measure how the
expected values in a decision model will be affected by changes in the data. Sensitivity
analysis or ‘what if* involve evaluating the impact on the financial retumns from the
project if certain key variables changed from those forecast in the base evaluation. The
sensitivity of the overall returns from the project to relatively small changes in one or a
few. key variables helps managers to understand the risk profile of the project, if these
variables are also non-controllable the level of risk may be unacceptably high and the
project is rejected: S

- Thus Sensitivity analysis can be termed as Analysis of the effect on a project’s
profitability of changes in sales, cost, and so on.
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" Sensitivity analysis is a modeling procedure used in forecasting whereby changes
are made in the estimates of the variables to establish whether any will critically affect
the outcome of the forecast. It is possible to use sensitivity analysis for helping to
determine the value of information in addition to its role in strategic decision making.
Sensitivity analysis seeks to determine the range of variations in the coefficients over
which the solution will remain optimal.

6.3.5 Probability Assignment:

In every method it is seen that it giy gt estimates of cash flows but fails to show
the chance of variability of these casi, or this purpose probability may be assigned
to each of the cash flows. The probability assignment will give some definite measure of
possibility of different cash flows. It indicates the percentage chance of occurrence of

each possible cash flow.

6.3.6 Simalation

Simulation means the use of a mathematical model to imitate a situation many
times in order to estimate the likelihood of various possible outcomes. Simulation is the
representation of a system by a model which will react to change in a similar way to that
which is being simulated. This evolves a decision maker to predict the outcome of
particular decision through testing it via the model. Normally simulation techniques are’
used to solve problems involving uncertainty. There are several techniques of simulatipn
that are in use. However, ‘Monte-Carlo’ method is very popular as it is very §imple and -
€asy to use. Monte Carlo Simulation and Finance explains the nuts and bolts of this
essential technique used to value derivatives and other securities, The technique uses
- random numbers and is used to solve problems which involves conditions of uncertainty.

In simulation, a computer would normally be used to build and run the model.
This is particularly important in this area, since mes ingful information can be extracted
from the simulation only after a number of runs with « ifferent random number.

Some problems are too complex to solve with pure mathematics, or they involve ‘
random elements or risk situation that defy a practical mathematical solution. In such
situation, analysts sometime construct a model of the real world problem and use a trail
and error approach to arrive at reasonable solutions to the problem. For using simulation
one should go through the following steps:

- Decide what course of action to take.
- Construct a numerical model.

- Run the experiment. .
- Consider the results and the possibilities to modify the model or changes data inputs.

- Set up possible course of action for testing.
- Introduce the variables associated with the problems.
- Define the problem precisely. '

] Simulation modeling is extremely useful in production Scheduling manpower
planning decision, parking problems, inventory problems, investment analysis, queuing
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problems maintenance problems, testing a series of marketing problems, location of
factories for cost reduction etc. -

63.7 Opﬂmisﬁc — Pessimistic Estimates

In decision-making the first step is usually to make a single ‘best estimate’ for
each item. One might then also make optimistic and pessimistic estimates for each
variable. Another approach is to make the ‘most likely’ estimate for each item in turn, to
see how much difference it makes to the overall resuit. Large changes to particular items
will often not be important, so we need to identify those critical variables where even a
fairly small change can make quite a large difference to the overall result.

The worst possible/best possible outcomes can be evaluated from the pessimistic
and optimistic attitudes of the decisions made. In making decision under uncentainty, the
decision maker should assess not only the most likely outcome from a decision but also
the outcome that will arise if the worst possible happens. This analysis will help in
 understanding the full range of possible outcomes from a decision and will help the
decision maker to take right decision keeping in view the risk involved in the decision.

Suppose, the investment in a project is Rs.75000 and its useful life is 5 years. The
cost of the project is 12%. The optimistic future cash flow is estimated at Rs.34000 and
the present value of annuity of Rs.l1 for 5 years at 12% is Rs.3.605, in pessimistic
estimation, the cash flow is Rs.17000 per annum, while it is Rs.23000 under normal or
most likely conditions. The net present value under all the three estimates would be as
follows. .

Optimistic = 34000 * 3.605 = 122570
Most, like}y = 23000 * 3.605 = 82915
Pessimistic = 17000 * 3.605 = 61285

Thus this method takes into account the uncertainty of future and gives three estimates. It
s thus superior to the single figure forccasts.

6.3.8 Standard Deviation in Measurement of Risk

Risk is measured by the possible variation of outcomes around the expected value

_ and the decision will be taken keeping in view the variation in the expected value where

* two projects have the same expected value the decision maker would choose the project

- which has smaller variation in expected value. So, the project which has a larger standard

deviation will be considered as more risky as compared 10 a project having smaller
standard deviation. Standard deviation is the square root of variance.

6.3.9 " Coefficient of Variation

The standard deviation is an absolute measure of variability and not the relative measure
- of variability and so it can not be useful in comparing the projects when the size of such
projects are different. In such circumstances, a useful measure of risk for project
comparison is the coefficient of variation which is calculated as follows:
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Standard deviation
Coefficient of variation = x 100
EV of profit

EV = Expected Value

A project with a higher coefficient of variation would be morce risky than a
project with a lower coefficient of variation.

6.3.10 Value of Information

_ We can sometimes reduce the uncertainty.involved in making a decision by
collecting more information. However, we will usually have to pay for this additional
information, the value of pcrfect information tells us the maximum amounts it is worth
paying for it. If we know in advance which one of the outcome will occur, then we
choose the decision which all lead to the maximum payoff. This does not mean that we
can control the choice of outcome. Outcome will be the same whether favorable or
unfavorable but we can make an estimate of it.

- Let us take the illustration. The bakery shopkeeper could take orders for breads
to be delivered the following day. He cannot control how many orders he will receive
but he could eam on an average Rs.5 per day without having any kind of information
regarding the demand of the breads. Sometimes due to lack of information it may happen
that he has more breads than the demand and sometimes situation may be reverse but
then he found a source from which he could make out perfact estimation regarding
demand of his bread but for providing such information to-him he had to pay certain
amount to the information provider. Buy getting such perfact intormation he was able to
generate maximum profit of Rs.8 per day and this profit is certain to be received.

The difference between this figure and the maximum expected pay off without
perfect information is called “The value of perfect Information”. '

The value of perfect information for the shrokeeper is: Rs.8 — Rs.5 = Re.3 per
day. which is equal to the minimum expected opportu 1ty loss. o

The value of perfect information means the maximum amount we should pay for
additional information about the likelihood of each outcome ansing. The shopkeeper
could afford to pay up to Rs.3 per day for getting perfact information or to operate an
ordering systems or for market research information to enable the daily demand to be
predicted more accurately than at present.

The information received may be of two types:

Perfect Information

Perfect information is information about the future outcome of an event with absolute
certainty and is guaranteed to predict the future with 100% accuracy. Perfect
information, therefore, removes all doubts and uncertainty from decision, and it would
enable managers to make decisions with complete confidence that they have selected the
" most profitable course of action.
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Imperfect Information:

There is one serious drawback to the technique we must take care off. Estimating
the value of perfect information should help management to decide whether obtaining
information would be worth the cost of its collection, but in. practice information is rarely
ever perfect. Market still be wrong; they provide imperfect information. It is possible,
- however, to arrive at an assessment of how much it would be worth paying for such

imperfect information, given that we have a rough indication of how right or wrong it is
likely to be.

Information, whether perfect or imperfect. will cost mongey to obtain and so if the
option exists for a decision maker to obtain the information or not, a further decision that
has to be made is: ‘would the information be worth the cost of obtaining it?’

6.3.11 Decision trees

Decision tree is a graphical presentation of the problems related with uncertainty.
It represents problems in a series of decision to be made under conditions of uncertainty.
" It can be said that in many cases present investment decisions may have its effects on
future investment decision. It may involve a sequence of decisions over time. Any of the
decision may be dependent on the outcome of preceding decisions or the outcomes of a
trial. A decision tree is a diagrammatic representation of the relationship among decision
state of nature and outcomes. Thus Decision Trees are excellent tools for helping you to
choose between several courses of action. They provide a highly effective structure
within which you can lay out options and investi gate the possible outcomes of choosing
those options. They also help you to form a balanced picture of the nisks and rewards
associated with each possible course of action.

Drawing a Decision Tree ,
You start a Decision Tree with a decision that you need to make. Draw a smail

square to represent this towards the left of a large piece of papet.

From this box draw out lines towards the right for each possible solution, and write that

solution along the line. Keep the lines apart as far as possible so that you can expand
your thoughts.

At the end of each line, consider the results. If the result of taking that decision is
uncertain, -draw-a small circle. If the result is another decision that you.need to make,
draw another square. Squares represent decisions, and circles represent uncertain
outcomes. Write the decision or factor above the square or circle. If you have completed
the solution at the end of the line, just leave it blank.

Starting from the new decision squares on your diagram, draw out lines representing the
options' that you could select. From the circles draw lines representing possible
outcomes. Again make a brief-note on the line saying what it means. Keep on doing this
until you have drawn out as many of the possible outcomes and decisions as you can see

leading on from the original decisions.

Example: Suppose, the manager of a company anticipates an increase .in demapd
for his product and so looking for more production. Two alternatives are available with
him, 1. to use additional machinery and 2. to arrange for overtime work.. Two
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possibilitics of outcome may considered here, one, sales may increase and two, sales
may decline. In case of utilization of extra resources for increasing output, supposc sales
are likely to nse by Rs.1000000 with the probabihty of such event of 0.6 or they are
likely to decline by Rs.800000 with probability of such event of 0.4. In case of the
provision for overtime work, on the other hand, sales are likely to rise by Rs.1200000
with the probability of such event of 0.6 or they are likely to decline by Rs. 1000000 with
probability of such event by.0.4. Graphical presentation of the whole problem is given
below. - o

Rs. HANLNK:
“»“‘-.m! _-Rs 1060000 x 00
\ - . _

Ry 90400

C Rs 3,20.000
T s ee (Rs. 800,000 x 0.4)

NN o - |
%\@1 : : Ry 7.20.000
b‘&u\;‘:‘\fm ) . . :
P o --4Rs 1200000 x Q.L:a
_}l’(’r{“n“. e @T_._w— | S | _ v
A Rs. 4.00.000
T(Rs. 10.00.000 % 0.4

R o Zodeky

-\%\‘—\Q’ Deciston Poxr;t

*&\. Events

It is clear from the above diagram that thejalternative of overtime is preferable to that of
additional machinery. Hence, the manage¥ must decide in favour of overtime.

6.4  Practicals: _ - _
1. The total investment in a project of Vinee Ltd. is estimated at Rs. 110000. Its forecast
cash flow and certainty equivalent are as follows:

Year Cash Flow (Rs.) " | Co-efficient
1 55000 B 0.90
2. 40000 L ‘ - 10.70
3. .40000 . 0.50
4 60000 0 0.30

The risk free discount rate 10%. Determine on the basis of NPV, whether the iprojCC-t
should be accepted. The present valves of Rs.1 at 10% for different year aré 0.909,
0.826, 0.751, 0.683.
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services on credit. Debtors are shown in the balance sheet at the amount owed. less an
allowance for the bad debts. Inventories. (also called stocks) consist of raw materials,
work-in-process, finished goods, and stores and spares. Loans and advances are the
amounts loaned to employees, advances given to suppliers and contractors, and deposits
made with governmental and other agencies. They are shown at the actual amount. Pre-
paid expenses are expenditures incurred for services to be rendered in the future,
Miscellaneous Expenditures and Losses: This category consists of two items: (i)
miscellaneous expenditires and (ii) losses. Miscellaneous expenditures represent certain
outlays such as preliminary expenses and pre-operative expenses, which have not been
written off. = .
44 Profit and Loss Account

The Companies Act has prescribed a standard form for the balance sheet. but
none for the profit and loss account. However, the Companies Act does require that the
information provided should be adequate to reflect a true and fair picture of the
operations of the company for the accounting period. The Companies Act has also
specified that the profit and loss account must show specific information as required by
Schedule-1V. -

The profit and loss account, like the balance sheet, may be presented in the
horizontal form (account form) or the vertical form (the report form). Typically,
companies employ the vertical foom. -

Following are the horizontal and vertical presentations of the profit and loss accounts,
which mainly represents following items.

* Net sales

» Cost of goods sold

* Gross profit

* Operating expenses

* Operating profit

« Non-operating surplus/deficit
» Profit before interest and tax
. Interest.'

« Profit before tax

* Tax

* Profit after tax
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Total Present Value

69655
Less: Investment 55000
Net Present Value + 14655
Machine B:
Year Cash Certainty Revised Discount Present
Flow Equivalent Cash flow | .- Factor Value
1 18000 0.9 16200 0.909 14726
2 36000 | 0.8 28800 0.826 23789
3 24000 0.7 16800 0.71 12617
4 32000 0.4 12800 0.683 8742
Value at the 10000 1.0 10000 0.683 6830
end '
Total Present Value 66704
Less: Investment 55000 |
Net Present Value + 11704

As in both the cases the value to be realized is Rs. 10000 at the end, it 18 certain
to be received and so its C.E. should be treated as 1.

Though both the alternative presents positive NPVs but project A is preferable because it -
“produces higher NPV than project B.

3. A Nishu L. is considering two mutually exclusive projects A and B. In both the
cases, initial investment will be Rs. 1,10,000 and the useful life of both will be 10 years.
No projects has no scrap value. The probable cash flow will be as follows:

Optimistic
Most Likely
Pessimistic

Project A

Rs.

50,000
40,000
18,000

Project B

Rs.

70.000
35,000
T 4,000

If the rate of discount is 10% calculate the present value and state which project
is better out of the two. The annuity of Re. 1 at 10% for 10 years is Rs. 6.145.

Solution:
Project A Net Present Project B Net Present
' , Value Value
Optimistic 50,000x6.145 70,000 x 6.145
=307250 1,97250 = 430150 320150
Most likely 40,000x6.145 35000 x 6.145
' =245800 135800 = 215075 105075
Pessimistic 18,009 x 6.145 4000 x 6.145 '
=Rs. 1,10,610 610 = 24580 -85420

. [ . N FENTEOLYY
Cintornaar Flas ciz! 2asas —at 1801003
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Comparing the two projects, it seems project B is more risky, as in the
pessimistic estimate it may. result into a loss of Rs. 85.420. while in case if it
materializes, it may result into a considerable profit. Thus project A should be selected.
However it depends upon the attitude of the decision maker. If he is conservative, he
‘will selected project A as there is no possibility of loss. But if he is a risk taker, he will
select B as it has a possibility of paying a very high return in case of success.

4. A Parshwa Ltd. is considering a project in which investment in fixed assets would be
Rs. 48 lakhs and investment in current assets would be Rs. 22 lakhs. lts useful life is
. estimated at § years, during which returns would be earned at equal rate and at the end of
‘which the scrap value will be Rs. 3 lakhs. The estimate of it income before depreciation
and taxes will be as follow: :

. Annual Income Probability
(In lacs Rs.)
5 0.1
10 : 0.2
20 : 0.5
30 0.1
40 0.1

Tax rate is 50 %. The minimum rate of return is 12 %. From the tables, it is
found that the present value of Re. 1 for 10 years at 12 % rate of discount would be Rs.
3670 and its present value at the end of 10" year would be 0.322. Would, you
recommend this proposal?

Solutien:
The income given in the example is before depreciation and taxes hence we shall
first calculzte dspreciation.

Cost of fixed assets Rs. 48 lacs — scrap value of Rs. 3 lacs
= Rs. 45 lacs = Depreciation on Straight line method = Rs. 45 lacs / 10 years =
Rs. 4.5 lacs.

Cash Flow | Depre | Taxable | Tax at | Income | Cash | Probab; Adjusted
(Before tax | ciation | Income | 50% | After Flow lity Revised
and tax Including Cash
Depreciation Depreciat flow
' ion :

b Rs. 5 lacs 4.5 0.5 0.25 0.25 475 0.1 0.475
Rs. 10 lacs 4.5 5.5 275 275 7.25 0.2 1.450
Rs. 20 lacs 4.5 15.5 7.75 7.75 12.25 0.5 6.125
Rs. 30 lacs 4.5 255 12,75 | 12,75 17.25 1.0 |- 1725
Rs.40lacs | 45 | 355 | 1775 | 1775 | 2225 | 01 | -2.225-

R 12.00
Calculation for Net Present Value Rs.
Rs. 12 Icas for 10 years x 5.670 (at 12%) = 68.04 lacs
Rs. 3 lacs scrap value at the end of 10" years x 0.322 = .966
132
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trcated as inflow in the project.

g .

6.5 Exercisc:

Answer the following questions

}. What are thc reasons fpg, which risk reducing measures to be usgd in capital
budgeting?

2. Explain sensitivity analysis as a risk reducing measure in capital buageung?
3.7'EXprdin Simulation as aTisk reducing measure m £ap1iak buggenagy,

4."What a mtaxyimi ‘aftiotint ‘cah bE paid forobtainmg perject INIOMAanon 1of 101
coming activities?

5. Explain the concept of decision trees?

6.6 Practical exercise

1. Mahayir Lid, js gonsydening 48 purchage.ongmul e b Dugggrachipes: tey. preduction of
a new product The investment in each machine w'll be Rs. (10,000 and jhgy>would

give benefit of 12 years. For each alternative. three estimates of cash flows are given:

Must likgly, Ontimisticmnd Pessimistg,
‘Machine A | Machiné B

Rs. ! Rs. %
bosn;:ix ce A .1(‘)00{) Tqm
Iistxmate ot Cash Higw:

ﬁ?umsh(‘; 33,090 44,000
0

Jost Likely; 25,000 20,000

Pessimistic |, 19 oqo 2 1,008

The €03t 6f-capital-of the projeetis—F4%:-Which projectis more ritky? The-knnuity of Rs--
1 at 14% for 12 yéarg is Rs. 5.66.
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{v} the probability that the profitability index will be less than 1.
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4. A company employs certainty-equivalent approach in the evaluation of risky
investments. The capital budgeting department of the company has developed the
following information regarding a new project:

Year ‘ Expected CFAT (Rs thoudsand) Certginty—equivalent
quotient '
0 250 1.0
l 160 0.8
2 140 ] 0.7
3 120 0.6
4 120 | 0.4
5 | 80 0.3

The firm’s cost of equity capital is 18 per cent; its cost of debt is 9 per cent and
the riskless rate of interest in the market on the government securities is 6 per
cent. Should the project be accepted?

5. The Delta Corporation is considering an investment in one of the two mutually
exclusive proposals: Project A which involves an initial outlay of Rs 1,70.000 and
Project B which has an outlay of Rs. 1,56,000. The Certainty- ’

Equivalent Approach is employed in evaluating riskyv investments. The current
yield on treasury bills is 0.05 and the company uses this as the riskless rate. The expected
values of net cash flows with their respective certainty-cquivalents are:

Yearr Project A Projcct B ];
Cash flow (Rs{Certainty-equivalent Cash flows (Rs|Certainty- |
thousand) thousand) equivalent

1 95 0.8 90 0.9
2 100 0.7 90 0.8
3 110 0.5 100 0.6

(i) Which project should be acceptable to the company?

(1i) Which project is riskier? How do you know?

(iii) If the company was to use the risk-adjusted discount rate method, which project
would be analysed with .higher rate?

7. A company has under consideration two murually exclusive projects for increasing its
plant capacity. The management has developed pessimistic, most likely and optimistic
estimates of the annual cash flows associated with each project. The estimates are as

follows:
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Project A Project B
Net investment Rs 32,000 Rs 30,000
CFAT estimates;
Pessimistic 1,200 3,700
Most ‘likely 4,000 - 4.000
Optimistic 7,000 4,500

(a) Determine the NPV associated with each estimate given for both the projects. The
projects have 20 year life each and the firm’s cost of capital, 10 per cent.

(b) Which project do you consider should be selected by the company and why?

8. A company is examining two mutually exclusive investment proposals. The
management of the company uses ‘certainty-equivalents (CE) to cvaluate new
investment proposals. From the following information pertaining to these projects advise
the company which project should be taken up by the company:

Year Proposal A Proposal B
CFAT CE CEAT |cE
0 Rs 25,500 L0 Rs 25.000] 1.0
! 15,000 0.8 9,000/ 0.9
2 15,000 0.7  18,000]. 0.8
3 15,000 0.6 12,000{ 0.7
4 15,000 0.5 16,000] 0.4

The firm’s cost of capital is 12 per cent and risk-free borrowing rate is 6 per cent.

9. A company is. considering a proposal to buy one of the two machines to manufacture
a new commodity. Each of the machines requires investments of Rs 50,000 and is
expected to provide benefits over a period of 12 years. The firm has made “pessimistic,”
‘most likely’ and ‘optimistic’ estimates of the returns associated with each of these
alternatives, These estimates are as follows:

Machine A Machine B

Cost ‘ Rs 50,000 Rs 50,000
Cash flow estimates: v

Pessimistic 8.500 0-

Most likely 12,500 10,000° -
Optimistic 16.000 20,000

Assuming 14 per cent cost of capital, which project do you consider more risky, and
why? '
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10. Company is considering two mutually exclusive projects X and Y. Project X costs Rs
32,000 and Project Y Rs 36,000. You have been given helow the net present valuc
obablhly distribution fot each project:

PI‘OJGC[ X Project Y |
NPV. - {Probability NPV estimate Probebility
cshmate” ———— . ,
Rs:4,000 _ o1 Rs 3,000 ‘ - 0.21
6,000| o 04 6.000 03
12, OOO . 04 _ 12.000 0.3
15, 000 | 0. 1 , B H 000 0.2)

(a) Compute the expected nct present value of projects X and Y.

(b) (‘ompute the risk attached to each project that is, standara dcvumon of each
probablhty distribution,.

() Which project do-you consider more risky and why?
(d) Compute the profitability index of each project.
11. The probability distributions ot two projects’ NPV are given below:

Pr()je¢tX . S Project Y

NPV |Probability NPV Probability

| Rs 6.000 0.2 0] 0.1

s gl ms7se] 0.7
10,000] L0 - 15,000 02

Calculate the expected value, the standard deviation, and the coefficient of variation for
each project. Which of these mutually exclusive projects do you.prefer and why?

12. A company is considering a proposal to purchase a new machine. The machihe has

an initia} cost of Rs 55,000. The capital’ budgeting department has developed the

tollowing discrete probability distribution for cash flows generaied by the pmJect during -
its useful lifé'of 3 years:

Period 1 . Period 2 _ Period 3

CFAT Probability CFAT . Probability CFAT Probability

Rs 16,000 02 Rs20,000 05  Rs25000 0.1
20,000 0.4 23.000 0.1 30,000 0.3
25,000 0.3 25.000 0.2 35,000 0
30,000 0.1 28,000 0.2 50,000 0.3

(a) Assuming -that" the probability "distributions of -cash flows for . future periods are
independent, the firm’s cost of capital is 10 per cent and the firm can invest in 5 per cent
treasury bills, determine the expected NPV.
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(b) Determine the standard deviation about the expected value.
(c) If the total distnbution is approximately normal and assunfed contmuous.
(i) what is the probability of.the NPV being less than zero,
(i)  greater than zero.
(u) protuabilily ndex being 1 or less
(ivYy &t least-egualtomeart,
(V) YO percetit below e, and
(v&]  14per cent.above mean?

13, Determing the risk-adiusted,net present vajue.of.the following projects:

Net cash outlays{Rs).. 1.00.000 1.20.000 2.10.000.
Brojectife tyéars) 5 5 5
Annual cash  inflow 15 nnn 42,000 70.000
(Rs) :

Coefficient of variation 0.4 08 12

The company selects the risk-adjusted rate of discount on the basis of th¢ coefficient of .
variation:

Coefficient of variation Risk-adjusted rate of discount
0.0 | 0.10
0.4 012

0.8 RIALY

1.2 v.16

1.6 0.18

2.0 022
More than 2.0 ' _ 025 .
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Unit :7: Funds Flow Analysis

Introduction

Traditionally there are two types of statements are prepared by every business -
organization viz., Profit and Loss account and Balance Sheet. Profit and. Loss accounts
shows results of operations of specific period normally a year where as the Balance
Sheet shows the balances of assets and liabilities standing at a specific date. But both the
above statements do not contain sufficiently wide range of information to make
assessment of organization by the end user of the information. Over a time, practically
all the items in the Balance Sheet undergo a change. For instance, additional capital may
have been issued or loan may raised or fixed assets may be disposed off, in such
circumstances there are certain questions which remain unanswered by usual financial
statements like Profit and Loss accounts and Balance Sheet. Fund flow statement
provides information to the readers of the statement that how such funds became
available during the accounting period-and how such funds were applied. This statement
demonstrates the movement of funds into and out of the business during the accounting
period. With the help of the fund flow statement certain questions can be answered like
what were the sources of funds to purchase fixed assets? What happened to the funds
acquired by issue of shares or debentures? etc. which can not be answered with the help
of profit and loss account and balance sheet.

Structure of the Chapter:

7.1  Objectives:

7.2  Funds Flow Analysis

73  Performa of Funds flow Statement (Vertical Format)
7.4  Statement of Changes in Working Capital

7.5  Sources of Funds

7.6  Application of Funds

7.7 _Funds Flow Statement vs. Profit and Loss Account
7.8  Funds Flow Statement vs. Balance Sheet

7.10 Drawbacks of Funds Flow Analysis

7.11  Exerecise

7.1  Objectives
" By the end of this chapter the should will learn about

The concept of fund and fund flow
‘Various sources of funds and application of funds in a business
Preparation of fund flow statements

Utility of fund flow statement

Limitations of fund flow statements

COoOCOoQo
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Profit and Loss Account of Ram Limited for the Year Ending on March 31, 1995

(Rs. in million)

1995 1994
Net sales | 70. | 62.3
Cost of goods sold 55.2 47.5
Stocks 42.1
Wages and salaries 6.8
Other manufacturing expenses 6.3
Gross profit 14.9 14.8
Operating expenses _ 5.6 4.9
Depreciation 3.0
General administration. 1.2
Selling 1.4
Operating profit . 93 9.9
Non-operating surplus/deficit (0.4) 0.6
Profit before interest and tax 8.9 10.5
Interest 2,1 2.2
Profit before tax 6.8 8.3
Tax ‘ 3.5 4.1
Profit after tax 3.3 4.2
Dividends 2.7 27
Retained eamings _06 1.5
Per share data (in rupees) -
Eam}ngs per share 2.2 2.8
Dividend per share 1.8 1.8
Market pricc per share 210 | 200
Book value per share 17.46 17.07

Sales - sales inwards - excise duty.

Sales are the sum of the invoice price of goods sold and services rendered during
the period. Sales inwards represent the invoice value of goods retummed by the customers.
Excise duty refers to the amount paid to the government.

Cost of goods sold is the sum of costs incurred for manufacturing the goods sold
during the accounting period. It consists of direct material cost, direct labour cost, and
factory overheads. It should be distinguished from the cost of production. The latter
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7.2 © Funds Flow Analysis

In business large amount of money is invested and it is used for different
purposes. In fund flow analysis emphasis is on from what sources inflows are generated
and where it is applied during the specific period. In view of recognised important of
capital inflows and outflows, which often involve large amounts of money should be
reported to the stakeholders, the funds flow statement is devised. This statement is also
called “Statement of Sources and application of funds” and *‘Statement of changed in
. financial Position”. Though it is true that profit and loss accounts indicates the profit or
loss of the specific period and balance sheet represents the state of atfairs, it must come
to the notice of shareholders who are owners of the business that for achieving such
profit or loss or such states of affairs, in what manner the funds are brought in to the
business and in what manner such funds are used in the business. By having such
information shareholders can take informed decision regarding their investment in the
business. ' .

The Funds flow statement contain all the details of the financial resources which
have become available during an accounting period and the ways in which those
resources have been used up. This statement discloses the amounts raised from various
sources of finance during a period and then explains how that finance has been used in
the business. This statement is valuable in interpretation of the accounts.

A balance sheet sets out the financial position at a point of time, setting liabilities
from which funds have been raised against assets acquired by the use of those funds. A
funds flow statement analyses the changes which have taken place in the assets and
liabilities during certain period as disclosed by a comparison of the opening and closing
balance sheets. It is necessary in-the fund flow statement that the funds generated from
different liabilities and profits of the period must compensate with the application of
such funds for acquiring different assets. -

Concept of “Fund”

The term “fund” has been defined and interpreted differently by different experts.
The term “fund” refers to all the financial resources of the company. On the other hand,
“fund™ has been understood as “Cash” only. However, the most acceptable meaning of
the “fund” is “working capital”. Working Capital is the excess of Current Asset over
Current Liabilities. While attempting to understand the concept of Funds Flow Analyses,
we shall also abide by the popular definition of funds, meaning working capital.

Concept of Flow

When “Funds™ mean working capital, flow of funds refers to movement of funds which
cause a change in working capital of the organisation.

173 Performa of Funds flow Statement (Vertical Format)

The following performa statement of funds flow statement shows various sources from
which funds are generated and various areas where such generated funds are applied.
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Statement of Sources and Application of Funds of ABC Lid. For the year cnded 31™

March--------

Soyrces of Funds

Fund from Operatxon '
lssué of Sbarps Caplta'l
R,amng of Tong-term foans -

Rcéelpts from partly pald shares; ¢alled up

Sales of don ‘current (ﬁxed') assets’
Noi- tradmg receipts, such as dividends réceived

‘Sale of Investmént (long te:m)

B4
xkx
' XXA

becrease in Wérking Casital (as per sciédulé of chafiey imw.gy  TRXX

Total

'Application or Uses of Funds:
Funds lost in Operations

Redemption of Preference Share Cap1

Redemption of Deberitures ’
Répayment of long ~‘term loars

Purci‘lasé of non currenr (hxed) asiets

.....

Non-trading payments
Payments of dlvxdcngs* o
Payment oftax* " *

Increase in Wofkmg Capxtal (as p& qchedule of chinges in w.c, ) '

LRI S T

Total
- e P L CHRENS eyl V24 Faa s S A
However, the Horizontal format is more commionly uséd.”
Funds flow statement of ABC Ltd. For the vea ended............. TN .
N . ¥ 24 P AL S0 k2 B I Rt
Sources Rs. Appli ‘ations Rs.
Funds from Operations . .. . . | XXX | Funds 1ot | in Opergtion, . . XXX

Isse of Share Capital ~

TR

edemptlon

of P(eferque #

SR AT IPTN Al U Shareuaplta o N
Issue of Debentures . .| XXX_. | Redemption of Debemutes XX
Raising of Jong-term loans | XXX’ | Repayment of long-term loaps . J XXX
Receipts . from . partly paxd XXX .| Purghase of non-wrrcnt (fixed). XXX
shares, called up assets '
Sale of non-current (fixed) | XXX | Purchase of long jeom (XXX 1
assets Investments )
Non-trading ; recgipts such, asi| XXX - | Non-tradipg payments . .- | XXX,
leldendS RIS IE | R TR T: ,;,,;_,;;,.,) IRTREE. IR
‘Sale of long-term Investments | XXX | Payment of Dividends XXX
Non Decrease in ;. Workdng | XXX: | Bayment of W i 4 1o parntpd® 6§
Capital '
ot e e e b 7] Net Inereasen Workmgcgpltal XXX

e %-;}‘ota[ Sy R e ,XXX Total RV X)lx
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7.4  Statement of Changes in Working Capital

This statement follows the Statement of Sources and Application of Funds. The
.primary purpose of the statementiis:to explain theynet change in . Werking @pital, as
arrived in the Funds Flow Statement..In this;statement. -alliGurrent: Assets;dnd Current
Liabilities are individually histed. For all current assets and liabilities opening and closing
‘balances will be compared and the-result.of whishtisill bempast of:btatementtshowing
-changes:in iworking capital: which.will ultimatelyhed¢ameas prartio Bfund $tow statement.

Statement of Changes in Working:Glapital

Beginningofiy End:afithe:l: Wosking | Cafuitud

Perticulars: 1the yens: year | ncrease: Dexrosse
L L iRis: . Re Rsti Rs.
Current Assets XXX XXX
Gash in hand XXX {0 xxxe ) XXX
Cash at Bank | XXX - XxxH XX
| Bills‘Receivable XXX XXX _ XX
‘Sundry Debtors ' XXX XXX X¥2
' Closing Stock XXX XXX XXX '
Shart term Investments XXX XXX XXX
‘| Prepaid Expenses - XXX XXX XXX
-|-©ther Current-Assets XXX XXX XXX

‘Totat (A) XXX XXX

Current Liabilities

| Bills payable XXXX XXXX XXXX :
Sundry Creditors XXXX
‘Qutstanding Expenses XARX o XXX
: APEDs XXXX XXXX ’
| Bank oyerdraft XXXX KXXX XXX
Short-térm loans taken . : XXXX
Proposed dividend X XAXX XXXX
p pp. o ff , XXXX XXXX
| Prevision o ta:f N XXX oxx XXXX
Other Current liabilities XXXX
XXXX XXX L ,
Total (B} | y ] |
T T ‘x"XxX ' XXXX
| Working Capital (A)-
" (B) XXX XLXX
| Net Increase or. Decrease in. XXXX XXX}
‘Working Capital L XXXX XXXX
q. | XXXX XXXX XXXX XXXX,

Increase in Current Assets — The acquisition of current assets;will, rgsalf,in
funds eutflaw. Theofunds may be:applied to finance an increase in stock. debtors
etc.
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- Decrease in Current Liabilities — Decrease or reduction i’n current liabilities
also represent funds outflow. The funds may be applied for paying to creditors,

Bills payable etc.

- Decrease in Current Assets — The reduction in current assets e.g. stock or

debtors balances will result in release of funds to be applied elsewhere.

- Increase in Current Liabilities - Short-term funds raised during the period by
any increase in the Current liabilities like trade creditors, bank overdraft and tax
dues, means that these sourc 23 have lent more at the end of the year than at the

beginning.

For the better understanding of the students, a practical example is used for finding
changes in working capital but students should not that this example is used just for
understanding otherwise practical problems will not be asked from this chapter.

¢ From the Balance Sheets of two years of XYZ Ltd. prepare a statement showing

changes in working capital

~ Particulars 2000 2001
Assets -
Cash 60,000 94,000
Debtors 2,40.000 2.30.000
Stock 1,60,000 1,80,000
Land 1,00,000 |  1,32,000
5,60,000 [  6,36,000
Total '
Capital & Liabilities 400001  5.00,000
Share Capital 1,40 000 90,000
Creditors : 50’000 46,000
Retained eamings — - »
560,000  6,36,000
Total
Statement showing changes in working capitgl .
o Increasé | Decrease
Particulars 2000 2001 +) )
Current assets - . .
Cash 60,000 94,000 34,000 -
Debtors 2,40,000 2,30,000 - 10,000
Stock 1,60,000 1,80,000 20,080 -
4,60,000 5,40,000 - -
Current liabilities
Creditors 1,40,000 90,000 50,000 -
Working capital (CA — CL) 3,20,000 4,14,000 - -
Net increase in Working Capital 94,000 . - 94,000
' 4,14,000] 4,14,000] 1,04,000] 104,000
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7.5 Sources of Funds

The funds inflow into the organisation will come from the following sources:

Funds Generated From Operations

These are the funds generated from the main operations of the business for which
the business is carried on. During the course of trading activity.. 2 company generated
revenue mainly in the form of sale proceeds and paid out for costs. The difference
between these two items will be the amounts of funds generated by the trading
operations. The funds generated from business operations are the results shown in profit
or loss account for the period. Profit of certain period shown in profits and loss account
may be treated as funds from operations for specific period but such profits also includes
certain non cash expenses and non cash incomes the effect of which needs to be nullified.
So the profit shown in profit and loss account needs to be adjusted and for that purpose

an adjusted profit and loss account is prepared

Funds from operations can also be arrived at by preparing Adjustment
Profit and Loss Account as follows:

A Performa Adjusted Profit and Loss Account is presented below:
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Adjusted Profit and Loss Account (Horizontal Preparation)

Particulars

v Rs.

Pai'ticu lars Rs.

To Depreciation & Depletion
or amortization of fictitious
and intangible assets, such as :
Goodwill,  Patents, Trade
Marks, Preliminary Expenses
etc.

To Appropriation of Retained
Earnings, such as: v
Transfers to General Reserve,
Dividend Equalization Fund,
Sinking Fund, etc.

To Loss on Sale of any non-
current or fixed asset

To Dividends (including

interim dividend)

To- Proposed Dividend (if not
taken as a current liability)

To Provision for taxation (if
not taken as a current liability)

To Closing balance of P & L
Alc :

To funds lost in Operations
(balancing figure, in case credit
side exceeds the debit-side)

XXX

XXX
XXX

XXX

XXX

By Operating Balance (of P & | XXX
L Al)

By Transfers from excess
provisions

By Appreciation in the value | XXX
of fixed assets
By Dividends received XXX
By Profit on sale of fixed or | XXX
non-current assets
By Funds from operations | XXX
{balancing figure in case debit
side exceeds credit side)

Diplome in Financial Mansgement (DFM-Z)
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CALCULATION OF FUNDS FROM OPERATIONS (Vertical Format)

Particulars Rs.
Closing Balance of P & L A/c or Retained Earnings (as given in the XXX
Balance Sheet) ,
Add: Non-fund and Non-operating items which have been already XXX
debited to P&L A/c: '
(1) Depreciation and Depletion XXX
(1)  Amortization of fictitious and Intangiblc Assets such as: XXX
(a) Goodwill | oxxx
(b) Patents XXX
(c) Trade marks XXX XXX
(d) Prehiminary Expenses
(e} Discount on issue of Shares, etc. XXX
(iii)  Appropriate of Retained Eamings, such as: XXX
(a) Transfer of General Reserve XXX
“(b) Dividend Equalization fund XXX XXX
(c) Transfer to Sinking Fund 7
(d) Contingency Reserve, ctc XXX
(iv)  Loss on Sale of any non-current (fixed) assets such as: . | (y«
(a) Loss on sale of land and building XXX
{b) Loss on sale of machinery XX XXX
(c) Loss on sale of furniture
{d) Loss on sale of long-tenn investments, etc. XXX
(v)  Dividends including: XXX XXX
(a) Interim Dividend
(b) Proposed dividend (if it is an appropriation of profits XXX
and not taken as current liability) ‘ XXX
(vi)  Provision for Taxation (if it is not taken as Current XXX
Liability)
(vii)  Any other non-fund/non-operating items which have been
debited to P/L
Total (A) :f“
o . xxx | K
Less: Non-fund or Non-operating items which have already been _
credited to P&L A/c XXX
(1) Profit or Gain from the sale of non-current (fixed) assets XXX
such as: XXX
(a) Profit on sale of land and building XXX
(b) Profit on sale of plant & machinery XXX
(c) Profit on sale of long term investments, etc. ox

Diploma in Financial Management (DFM-2)



(i)
(iii)

Appreciation in the value of fixed assets, such as increase
in the value of land if it has been credited to P&L A/c
Dividends Received

(iv)  Excess Provision retransferred to P&L A/c or written off

(v)  Any other non-operating item which has been credited to
P&L A/c ‘

(vi)  Opening balance of P&L or Retained eamnings 9as given
in the balance sheet) - - '

Total (B)

Fund generated by operations (A) — (B)

For the better understanding of the students, a practical example is used for finding
funds from operation but students should note that this example is used just for
understanding otherwise practical problems will not be asked from this chapter.

Calculate funds from operations with the help of the following Profit & Loss A/c of
ABC L.

- Profit & Loss A/c of ABC Ltd. For the year ending 31* March,2000.

Particulars Rs. Particulars Rs.
To Expenses paid and 1,50,000 | By Gross Profit 2,25,000
outstanding 35,000 | By Gain of sale of land 30.000
To Depreciation 2,000
To Loss on sale of machine 100
To Discount 10,000
To Goodwill 57’900
To Net Profit 2,55,000 2.55,000
Calculation of funds trom operations of ABC Ltd.
(Rs.)
Net profit (as given) 57,900
Add: Non-fund or non-operating items which have been
debited to P&L A/c 35,000
Depreciation 2,000
Loss on sales of machine 10,000 47,000
Goodwill 1,04,900
Less: Non-fund or non-operating items which have been 30,000 30,000
credited to P&L A/c 54,900
Gain on sale of land ’
Funds from operations

Funds Raised From Shares, Debentures and Long-term Loafs
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Apart from funds from operations, Long-term funds are injected into the business

during the year by issuc of new shares or debentures and by raising long-term loans. If
any premium is collected, that is also form part of funds raised from the above said
sources of finance.

Sale of Fixed Assets and long-term Investments

Any amount generated from sale of fixed assets or-long-term investments is a

source of funds. While preparation of the Funds flow statement the gross sale proceeds
from salé is taken as source of funds. Any profit of loss arising from such sale is adjusted
in the funds generated from operations.

1.6

1.7

148

Application of Funds

Application of funds may take place in following manners:

Repayment of Preference Capital or Debenture or Long -Term Debt:

This represents the application of funds for redemption of preference shares or
debentures, repayment of long-term. loans previously generated to run the
business.

Purchase of Fixed Assets or Long — Term Investments:

The funds used to purchase long — term assets are usually the most significant
application of funds during the year. This group includes capital expenditures on
lands, buildings, plant and machinery, Furniture and Fittings, Vehicles and long —
term investments outside the business. '

Distribution of Dividends and Payment of Taxes:

'The dividends distributed to the shareholders and tax paid during the year is also

applications of funds from the firm.

Loss From Operation:

Losses made in the trading activities uses the funds. If costs exceed revenue, a

cash outflow will be experienced. This can be found out by preparing adjusted
profit and loss account.

Funds Flow Statement vs. Profit and Loss Account :
Following are the main differences between a Funds Flow Statement and a Profit
and Loss Account:

Objective — The main objective of preparing a fund Flow Statement is to
ascertain the funds generated from operations and from other sources and to
know the uses of such funds within the firm for different purposes.

The main objective of preparing a Profit and Loss Account is to ascertain the net
profit eamed/loss incurred by the company out of the business operations at the

‘end of a particular period.

Basis — The Funds Flow Statement is prepared based on the financial statements
of two consequent years. A Profit and Loss Account is prepared on the basis of
Nominal accounts of the current year.
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7.8

Usefulness — The Funds Flow Statement is mainly useful for creditors and
management. Creditors can know where the funds deployed in the business.
generated from them. Management can use fund flow sratement for framing
different policies. The profit and loss account is useful not only to creditors and
management but also to the shareholders and investors. Shareholders and
investors can make informed decisions regarding their investments.

Type of Data Used — The funds Flow Statement takes into-account not only the
funds available from trading opcrations but also the funds available from other
sources like issue of share capital/debentures, sale of fixed assets etc. Whereas
the profit and loss account uses only income and expenditure transactions relating
to trading operations of a particular period.

For instance, when shares are issued for cash, the same is shown in funds flow
statement as a source of funds whereas in protit and loss account it is not shown

as income.
So the fund flow statement uses more data related with capital and revenue

transactions both where as profit and loss account use data related only with
revenue transacnom

Legal Necessity — Preparation of Funds Flow Statement is not a statutory
obligation and is left to the discretion of management. But it is desirable to

prepare fund flow statement.
Preparation of Profit and Loss Account is a statutory obligatibn.

Funds Flow Statement vs. Balance Sheet

Following are the main difference between a Funds Flow Statement and Balance
Sheet:

Objective — The Funds Flow Statement is rcpared to know the total generation
of funds from different sources and their use ; in a year. Balance Shcct 1s prepared
to know states of affairs of a company as on a particular date.

Basis - The Funds Flow Statement-is prepared with the help of the balance sheets
of two consecutive years. The balance sheet is prepared on the basis of different
account balances in the ledger. ‘

Usefulness — Funds Flow Statement is useful mainly to management and to the

creditors.
A Balance Sheet is useful not only for the management and creditors but also to

the sharcholders, outsiders and Government agencies etc.

Treatment -of Current Assets and Current Liabilities - In-Funds Flow
Statement current assets and Current Liabilities are used to find out increase or
decrease in working capital.

In Balance Sheet, current assets and current liabilities are shown on assets and
liabilities side respectively to make the presentation of states of affairs.
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represents the cost of goods produced in the accounting year, not the cost of goods sold
during the same period. Gross profit is the difference between net sales and cost of goods

sold.
Operating expenses consist of general administrative expenses, selling and
distribution expenses, and depreciation.
Operating profit is the difference between gross profit and operating expenses.

Non-operating surplus represents gains arising from sources other than normal
operations of the business. Its major components are income from investments and gains
from disposal of assets. Likewise, non-operating deficit represents losses from activities
unrejated to the normat operations of the firm.

Profit before interest and taxes is the sum of operating profit and non-operating
surplus/deficit.

- Interest is the expense incurred for borrowed funds, such as term loans,
debentures, public deposits, and working capital advances.

- Profit before tax is obtained by deducting interest from profits before interest and
taxes. '

Tax represents the income tax payable on the taxable profit of the year.

Profit after tax is the difference between the profit before tax and tax for the year.
Dividends represent the amount earmarked for distribution to shareholders.
Retained eamings are the difference between profit after tax and dividends.

4.5 Finance Topics

The important topics in finance may be keyed to the balance sheet and the profit
and loss account,

Balance Sheet Related Finance Topics
The finance topics that may be keyed primar ly to the, balance sheet are:
* What should be the capital structure of the firm?
* What is the cost of capital of the firm? ‘
* What should be the working capital financing policy of the firm?
* How should capital budgeting decisions be taken?
* How may cash management be made more effective?
* What is a sensible framework for receivables management*?
* How should the firm develop its inventory policy?
Profit and Loss Account Related Finance Topics .

The principal finance topics which may be keyed primarily with reference to the
profit and loss account are:

* What is the revenue risk of the firm?
* What is the gross profit margin of the firm?
* Is the firm’s depreciation policy reasonable?
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Legal Necessity — Preparation of a Funds Flow Statement is at the discretion of
the management but it is desirable to prepare fund flow statement. Preparation of
the Balance Sheet is a statutory obligation.

Uses of Funds Flow Statement

To Determine Financial Consequences of Operations — Funds Flow Analysis
determines the financial consequences of business operations. It helps in
ascertaining the reasons for the existing situation and answering certain questions
which carinot be found out either from profit and loss account or balance sheet.
Examples are stated below.

0 There may be sufficient cash in the business. But how such high liquidity
1s existing, is not known.

u The protit earned by the firm from different sources is not easily
understood by the management.

a The company may be incurring losses but its liquidity position is sound or

~the firm will be investing in fixed assets despite losses.

‘o The firm may declare dividend inspire of losses or low profits.

t: Some time it may happen that company is having good profits but the
liquidity position is not satisfactory.

The reason for such positions can be ascertained with the help of funds flow
statement.

Working Capital Utilization - The fund flow statement helps the management
in assessing whether the optimum working capital was availabie in the business
or not and whether it was effectively used to the maximum extent in business
operations or not. The statement also depicts the surplus or deficit in working
capital than required. This helps the management to use the surplus working
capital profitably or to locate the sources of additional working capital in case of
scarcity.

To add Securing New Finances — It helps the creditors of the business for
considering the company’s request for new term loan. Creditors of the business
can make their decision regarding giving loan or credit to the business.

Helps in Allocation of Financial Resources — Funds flow statement helps the
management in taking decisions regarding allocation of the limited financial
resources among different projects on priority basis. In that manner the
management can make the best possible use of available scarce resources.

Helps in Evaluation of Operational Issues — The statement, functions as an
analytical guide for evaluating operational issues. The statement enable the
management to understand the study of trends of success or failure of operations

and available resources.
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7.10 Drawbacks of Funds Flow Analysis

~ Historical Nature — The funds flow statement is historical in nature like any

other financial statement. It does not predict or estimate the sources and
application of funds for the near future. It can prepare only in respect of
transactions already incurred and transactions already incurred cannot be
changed.

New Jtems are Not Disclosed — The funds flow statement does not disclose any
new items which affect {he financial position of the business. The funds flow
statement simply rearranges the data given in conventional financial statement
and schedules. It can be treated as representation of financial transaction in a
different manner which is already provided in profit and loss account and balance
sheet.

Not Relevant — A study of changes in cash is more relevant than a study of
changes in funds for the purpose of managerial decision makirg. So study of cash
flow statement is more desirable than study of funds flow statement and that’s
‘why it has become compulsory for every company to-prepare Cash .Flow
statement where as it is not compulsion to prepare Fund Flow statement.

Not Foolproof — Fund flow statement is not prepared from the primary data it is
prepared from the secondary data which is already given in profit and loss
account of the year and the balance sheet of the year so if there is any defect or
wrong data is used in preparation of profit or loss account or balance sheet then it
will also affect the preparation of fund flow statement. The funds flow statement
is prepared from the data provided in the balance shect and profit and loss
account. Hence, the defects in financial statements will be carried over-to funds
flow statement also.

For the better understanding of the students, a pr. tical example is used for preparation
of fund flow statement but students should not. that this example is used just for
understanding otherwise practical problems will not be asked from this chapter.

*From the following Balance Sheet of Gokul Ltd.. as on 31* December, 2000 and
31* December 2001, you are required to prepare a funds flow statement.

Liabilities 2000 2001 Assets 2000 2001

Share capital 4.,00,000 5,00,000 | Land & Building 400,000 4,80.000
General reserve 80,000 1,40,000 { Machinery 3,60,000 2,060,000
P&L A/c 64,000 78,000 | Stock 2,00,000 | 2.,52,000
Bank loan{Long 3,20,000 80,000 | Debtors 1,60,000 1,28,000
Ter; 3.00.000 2,60,000 ! Cash at Bank 1,04,000 18.000

| Cr ditor- - C0U 80,000

Provicion for 09| 11,38,000 12,24,000 | 11,38.000
Taxation

Additional- information:
(a) During the year ended 31™ December 2001 dividend of Rs. 84,000 was paid.
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(b) Assets of another company were purchased for a consideration of Rs. 1, 00,000
payable by the issue of shares. The assets included Land and Buildings of Rs.
50,000 and stock of Rs. 50,000.

(¢} Depreciation written off on machinery is Rs. 24,000 and on Land and Buildings

is Rs. 45,000.

(d) Income tax paid during the year was Rs. 70.000.
(e) Additions to Buildings were for Rs. 75,000,

Schedulc showing changes in working capital

Particulars 2000 2001 Increase | Decrease
Current assets:
Cash at Bank 1,04.000 18,000 86,000
Debtors 1,60,000 1,28,000 32.000
Stock 2,00,000 2,52.000 52,000
@ 4.64,000 3.9%.000
Current liabilities ' :
Creditors (i) 3,00,000 2.60,000 40,000
Decrcase in Working Capital T '26:060 26,000
1,64,000 1,64,000 | 1,18,000| 1,18,000
Fund flow statement for the vear ending 31" Dec. 2001
Sources Rs. Application Rs.
Issue of Shares 50,000 | Purchase of Land & Buildings 75,000
Sale of Machinery 76,000 | Bank Loan paid 240,000
Funds from operations 3,17,000 | Dividend paid 84,000
Decrease in Working 26,000 | Income-tax paid 70,000
Capital 4.69.000 4.69,000
, Working notes:
Provision for Taxation A/c
Particulars Rs. Particulars Rs.
To Cash 70.000 { By Balance b/d 60,000
To Balance h/d 0,000 | By Adjusted P&L asc 90.000
1,50,000 1.50.000
Machinery a/c
Particulars Rs. Particulars , Rs.
To Balence b/d 3,60,000 | By Adjusted P&L A/c 24,000
By Sale of machinery 76,000
By Balance ¢/d 2,60,000
3,60,000 3,60,000
152
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Land & Buildings A/c

Particulars Rs. Particulars Rs. '
To Balance b/d 4,00,000 | By Adjusted P&L A/c 45,000
To Share Capital 50,000 | By Balance b/d 4.80.000
To Cash 75,000
5,25,000 5.25,000
General Reserve A/c
Particulars Rs. | Particulars Rs. A
To Balance ¢/d 1.40,000 | By Balance b/d 80,000:
By Adjusted P&L A/c 60,000
1.40,000 1,40,000
Adjusted Protit and Loss A/c
Particulars Rs. Particulars Rs.
To Machinery 24,000 | By Opening Balance 64,000
.To Land &Buildings 45,000 { By funds from operations 3,17.000
To Provision for tax 90,000 [ — :
To General Reserve 60,000
To Dividends paid 84.000
To Closing balance 78.000
3.81.000 3,811,000

7.11 Exercise

Answer the following questions:

. What is fund? Explain the concept of fund flow analysis?
. How a fund flow analysis differs from profit and loss account?
. How a tund flow analysis differs from Balance Sheet?

. Explain the limitations of Fund Flow Statement?

1
2
3
4. Explain the benefits of Fund Flow Statement?
5
6

. Preparation of fund {low statement is desirable — Explamn the sentence.
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Unit : 8: Cash Flow Analysis

Introduction:

Cash flow statement can be treated as an analytical tool in financial management which
can analyze cash inflows and outflows of specific period which can be useful for
understanding liquidity position of an enterprise. Now a days, management or
shareholders or creditors of the business are not only interested in knowing profitability
of the business moreover they are interested in knowing the liquidity position of the
business which is provided by cash flow statement. So we can say that cash flow
statement is complementary to profit and loss account and balance sheet as it provides
information about the cash receipts and payments of a firm for a given period, which is
not given in profit and loss account and balance sheet. It provides valuable information
regarding how the cash and cash equivalents were generated through out the year and in
what manner they were used. The economic decision that are taken by users require an
evaluation of the ability of an enterprise to generate cash and cash equivalents- and the
timing and certainty of their generation. The statement deals with the provision of
information gbout the historical changes in cash equivalents of an enterprise by means of
a cash flow statement which classifies cash flows during the period from operating,
investing and financing activities.
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Structure of the Chapter

“8.1
82

8.3
84
8.5
8.6
8.7

8.1

Objectives

Classification of Cash Flows

8.2.1 Cash From Operations:

8.2.2 Cash Flows from Investing Activities:
8.2.3 Cash Flows from Financing Activities
Performa Cash Flow Statement of XYZ Ltd.
Funds Flow Statement vs. Cash Flow Statement
Uses of Cash Flow Statement

Limitation of Cash Flow Analysis

Exercise

Objectives

Bt the end of this chapter the student will learn about -

Understanding of cash flow statement

Different intlows and outflows in cash flow statement
Preparation of cash flow statement

Utility of cash flow statement

Limitation of cash flow statement

CDOoDoOD

Meaning of Certain Terms

Cash flows are inflows and outflows of cash and cash equivalents. It means the
movement of cash into the organisation and movement of cash out of the
organisation.

Cash equivalents are short —term, highly liquid investments that are readily
convertible into known amount of cash and which are subject to an insignificant risk
of changes in value. Examples of cash equivalents are, treasury bills, commercial
paper etc.

Cash comprises cash on hand as well as demand deposit with banks.

Cash flow is cssentiafly the movement of money into and out of Organization; it's the
cycle of cash inflows and cash outflows that determine Organization' solvency. .

Cash flow analysis is the study of the cycle of Organization' cash inflows and outflows,
with the purpose of maintaining an adequate cash flow for Organization, and to provide

the

basis for cash flow management.
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Cash flow analysis involves examining the components of Organization that affect cash
flow. such as accounts receivable, inventory. accounts payable, and credit terms. By
performing a cash flow analysis on these separate components, you'll be able to more
easily identify cash flow problems and find ways to improve your cash flow.

A quick and easy way to perform a cash flow analysis is to compare the total unpaid
purchases to the total sales due at the end of each month. If the total unpaid purchases are
greater than the total sales due, you'll need to spend more cash than you receive in the
next month, indicating a potential cosh flow problem

8.2 Classification of Cash Flows

The cash flow statement during a period is classified into three main categories of
cash inflows and cash outflows:

- Cash Flows from Operating activities

These inflows and outflows of cash can be generated from day to day operations

of the business. These type of cash outflow or inflow occur from routine activities of

" the business for which the business was started. Operating activities are the prine ipa}

revenue-producing activities of the enterprise and other activities are investing aind

financing activities. Operating activities include cash effects of those transactions and
events that enter into the determination of new profit or loss.

Following are examples of cash flows from operating activities:

a

Qoo

Q

Cash payments or refunds of income-taxes unless they can be specifically
identified with financing and investing-activities.

Cash payment to suppliers for goods and services

Cash payments to and on behalf of employees

Cash receipts from royalties, fees, commissions, and other revenue

Cash receipts and payments of an insurance enterprise for premiums and
claims, annuities and other policy benefits

Cash receipts from the sale of goods and the rendering of services.

'8.2.1 Cash From Operations:
Cash from operations-can-be found-out by using following method.

Funds from Operations
(as learnt in the Funds Flow Stdement) XXX
Add: Increase in Current Liabilitles XXX
(excluding Bank Overdraft)
Decrease in Current Assets XXX XXX
(excluding cash & bank balance) :
Less : Increase in Current Assets XXX
(excludmg cash & bank balance)
- Decrease in Current Liabilities XXX XXX
@xdud&bmk ovetdmﬁl
/| Cash from Operations XXX
1%
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8.2.2 Cash Flows from Investing Activities:

Investing activities are the acquisition and disposal of long - term assets and other
investment not included in cash equivalents. In other words, investing activities
include transactions and events that involve the purchase and sale of long — term
productive asset (e.g. land, building, plant and machinery etc.) not held for re-sale
and other investments. Such type of transactions do not occur frequently or every
year so the quantum of transactions from such type of activities are very less in
comparison with operating activities. Such transactions occur mainly at the beginning
of the business or at the time of expansion of the business.

The following are examples of cash flows arising from investing activities:

- Cash receipts from the repayment of advances and loans made to third parties

- Cash receipts from disposal of shares, warrants, or dcbt instruments of other
enterprises and interests in joint ventures

- Cash payments to acquire shares, warrants, or debt instruments of other enterprises
and interests in joint ventures.

- Cash receipts from disposal of fixed assets.

- Cash advances and loans made to third parties

- Cash payments to acquire fixed assets

8.2.3 Cash Flows from Financing Activities

Financing activities are -activities that result in changes in the size and
composition of the owners’ capital (including preference share capital in the case of a
company) and borrowings of the enterprise. Such transactions raised normally when
new capital is deployed in the business or when there is redemption of capital.

Following are the examples of cash flows arising from financing activities:

- Payment of dividend.
- Cash repayments of amounts borrowed
- Cash proceeds from issuing debentures, loans notes, bonds and other short — term
borrowing
- Cash proceeds from issuing shares or other stmilar instruments
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8.3 Performa Cash Flow Statement of XYZ Ltd. For the year ending......
(Horizontal Preparation)

Source RS. Application RS.
Opening Balance Opening Balance

Cash XXX Bank Overdratts

Bank XXX | Cash Outflows
Cash Inflows ‘ Redemption of Redeemable | XXX
Cash from Operations XXX | Preference Shares XXX
lssue of Shares - XXX | Redemption of Debentures XXX
Raising of Long Term Loans/ | XXX | Repayment of Loans XXX
Debentures Non Operating Expenses XXX
Sale of Fixed Assets and | XXX | Closing Balance
Investments ' Cash XXX
Non Trading Receipts XXX ‘Bank XXX

' XXX XXX

Note: The cash Flow Statement can also be presented in the vertical form.

Now, it has become corapulsion for every company to prepare cash flow statement and
such statement will be prepared as per the Accounting Standard — 3 issued by Institute of
Chartered Accountants of India.

84 Funds Flow Statement vs. Cash Flow Statement

Both furds flow and cash flow statement use past transaction for analysis. The
difference between these two statement are given below:

- Funds flow statement tallies the funds generated from various sources with various
uses to which they are put. Cash flow statements start with the opening balance of
cash and reach to the closing balance of cash by proceeding through sources and
uses.

- Funds flow statement analysis the sources and application of funds of long term
nature and the net increase or decrease in long term funds will be reflected on the
working capital of the firm. The cash flow statement will only considered the
increase or decrease in current assets and current liabilities in calculating the cash
flow of funds from operations.

- Funds Flow statement is based on the mercantile or accrual account systems. In case
of preparation cash flow statement only those transactions effecting the cash or cash
equivalents is only taken into consideration.

- Funds Flow analysis is prepared for long range financial planning. Cash flow
analysis is prepared for identifying and correcting the current liquidity problems.of
the firm.

- Funds Flow statement analysis is a broader concept, it takes into account both long
term and short term funds into account in analysis. But cash flow statement only deal
with the current assets and current liabilities of the balance sheet.
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- It is not compulsory for every company to prepare Fund Flow Statement but it is
compulsion on the part of every company to prepare Cash Flow Statement.

8.5 Uses of Cash Flow Statement

Tracking cash flow differs from tracking income and expenses. Cash flow analysis looks
at when you actually receive or disburse money. Note that income is seldom received at
the moment it's eamed because employers pay weekly, biweekly, or monthly. Similarly,
buying with credit permits paying for goods or services after you receive them.
sometimes long after. Surprisingly, it is possible to earn more than you spend and still
have a negative cash flow.

Example(s): X , a popular family dentist, has a large, successful practice. Her success
leads her to expand and modernize her office suite, a costly proposition. But her patients,
feeling the impact of a slowing economy, are becoming ever later in their payments.
While X has earned sufficient income to pay for her office renovation, she is falling short
of the cash needed to make her monthly payments.

Lets understand its uses in different areas.

Helps in Efficient Cash Management—  One of the most important functipns of the
management is to manage company’s cash resources in such a way that adequate cash is
available to meet the liabilities. A projected cash flow statement enable the management
to plan and co-ordinate the financial operations of the business efficiently.

Management of cash is essential for efficient and smooth running of the business. It may
even happen that due to improper cash management scarcity of cash may arise and due 1o
that many profitable opportuniiies may be lost.

Helps in Internal Financial Management — The cash tlow analysis helps the
management in exploring the possibility of repayment of long-term debts which depends
upon the availability of cash. So if the repayment oi 'ebt is done as per schedule it may
help in reducing interest burden as well as it can create a good impression for the firm.

Discloses the Movement of Cash — The cash flow statement discloses the
increase or decrease in cash and the reasons therefore. Sometimes it may happen that the
profitability position of the business may be good but the liquidity position may not be
good. It helps the finance Manager in explaining how the company is short of cash
despite higher profits and vice versa.

Helps to Determine the Likely Flow of Cash: With the help of projected cash flow
statement, the management can determine the likely inflow or outflow of cash from
operation and the amouiit of cash required to be raised from other sources to meet the
future needs of the business. The management can understand about the need of cash

resources at different time periods.

Supplemental to Funds Flow Statement — Cash flow analysis supplement the analysis
" provided by funds flow statement as cash is a part of the working capital.
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» What is the degree of operating leverage?
« What is the degree of financial risk?
* How much is the scope for tax planning?
» What is the return on equity?
+ What should be the dividend policy of the firm?

4.6 Sources and Uses of Funs Statement

The sources and uses of funds statement, also called the statement of changes in
financial position, shows the sources and uses of funds during a given accounting peniod.
This statement, drawing on the information contained in the balance sheet and the profit
and loss account, provides insights into the movement of funds. Such analysis helps in
answering questions like: How much funds have been generated from the operations of
the business? Has the liquidity position of the firm improved? How are funds defined?
Funds are defined as working capital or as cash. We discuss the development of sources
and uses of funds statement first on the basis of working capital and then on the basis of
cash.

Sources and Uses of Funds Statement: Working Capital Basis

The sources and uses of funds statement, on working capital basis, presents (i) the
sources of working capital, (ii) the uses of working capital, and (iii) the net change in
working capital. Here working capital is defined as the net working capital which is
simply the difference between current assets and current liabilities.
_Sources of Working Capital
The sources of working capital are-discussed below:

* The operations of the business generate revenues and entail expenses. Revenues
increases working capital; expenses, other than depreciation and other amortisations,
decrease working capital. Hence, the working capxtal increase on account of operatxons is
equal to : profit after tax + depreciation.

* An issue of share capital results in an inflow of working capital because it
brings a cash inflow or an increase in short-term receivable.

» When a long-term loan is taken there is an increase in workmg capital because
of cash inflow. A short-term loan, however, does not have any effect on working capital.
A short-term loan increases a current asset (cash) and a current liability (short-term loan)
by the same amount, leaving the working capital position unchanged.

» When a fixed assct or a long-term investment or any other non-cun-ent asset is
sold there is a working capital inflow represented by cash or short-term receivables.

Uses of Working Capital
The uses of working capital are discussed below:
« The payment of dividend results in a cash (working capital) outflow.

* The repayment of long-term loans, debentures, and other long-term liabilities
involves cash outflow and hence a use of working capital. The repayment of a current
 liability, it may be noted, does not affect the working capital position because it entails

an equal reduction in current liabilities and current assets.
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Better Tool of Analysis — For payment of kabilities which are likely to be matured in

the

near future, cash is more important than the working capital. As such, cash flow

statement is certainly a better tool of analysis than funds flow statement for short term
analysis. '

8.6

Limitation of Cash Flow Analysis

Misleading Inter-industry Comparisons — Cash flow statement does not measure
the economic efficiency of one company in relation to another. Usually a company
with heavy capital investment will have more cash inflows. Therefore, inter-industry
comparison of cash flow statement may be misleading.

Misleading Comparison Over a Period of Time - Just because the company’s
cash flow has increased in the current year, a company inay not be better off than the
previous year. Thus, the comparison over a period of time can be misleading,

Misleading Inter-firm Comparison - The terms of purchases and sales will differ
trom firm to firm. Moreover, cash inflow does not always mean profit. Therefore,
inter-firm comparison of cash flows may also be misleading.

Influenced by Changes in Management Policies — The cash balance as disclosed
by the cash flow statement may not represent the real liquid position of the business.
The cash can be easily influenced by purchases and sales policies, by making certain
advance payments or by postponing certain payments. So in such circumstances
projected cash flow statement may not be useful.

Cannot be Equated with Income Statement — Cash flow statement cannot be
equated with the income statement. An income statement takes into account both
cash as well as non-cash items. Hence net cash flow does not necessarily mean net
income of the business.

Not a Replacement of Other Statements — Cash flow statement is only a
supplement of funds flow statement and cannot replace the income statement or the
funds flow statement as each one has its own function or purpose of preparation. So
it can fot supplement but supplant the other statements.

Though cash flow statement has its own limitations, it is compulsion on the part
of every company to make it and disclose it to its shareholders in the Annual Report

presented to the sharcholders every year.

For the better understanding of the students, a practical example is used for preparation
of cash flow statements but students should note that this example is used just for
understanding otherwise practical problems will not be asked from this chapter.
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e The following are the Balance Sheets of Master Ltd. for the year 31" December

2000 and 2001
Particulars 2000 2001
78abilities: (Rs.) (Rs.)
Share Capital 2,00,000 | 3,00,000
Profit and Loss Account 1,20.000 1,60.000
Sundry Creditors 60,000 50,000
Provision for taxation - 40,000 50.000
Proposed Dividend 20,000 30.000
4,40,000 5,90.000
Assets:
Fixed Assets 1,60,000 2.00.000
Add: Additions 40,000 60,000
2,00,000 2,60,000
Less: Depreciation 18,000 24,000
1,82,000 2,36,000
Investments 8,000 ] 16,000
Stock 1,60.000 | 2,18,000
Debtors 60,000 80.000
Cash 30,000 40.000
440,000 5.90,000

Additional information:

I. Taxes Rs. 44,000 and dividend Rs. 24,000 were paid during the year 2001.
2. The profit for the year 2001 before depreciation Rs. 1, 34,000.
Prepare a cash flow statement trom the above given information in horizontal format.

Cash Flow Statement for the year ending 31* Dec. 2001

(Horizontal Format)

Sources Rs. Applications | Rs.
Opening balance of Cash 30,000 | Cash outflows:

(1-1-2001) _ . Purchase of fixed assets 60,000
Cash inflows: 1,00,000 | Taxes paid 44,000
Issue of share capital 1,34,000 | Dividend paid 24,000
Cash from operations Purchase of investments 8,000
' Increase in stock 58,000
Increase in debtors 20,000
Decrease in creditors 10,000
Closing balance of cash 40,000
2,564,000 2,64,000
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- Working notes:

Fixed Assets a/c
Particulars Rs. Particulars Rs.
To Balance 2,00,000 | By Balance ¢/d 2,60.000
To Bank a/c (Balancing 60,000
figure) 2,60,000 2.60,000
: Investments a/c
Particulars Rs. Particulars Rs. .
To Balance b/d 8.000 { By Balance c/d 16,000
To Bank (Balancing figure) 8,000
16,000 16,000
Provision for taxation a/c
Particulars Rs. Particulars Rs.
To Bank 44,000 | By Balancee/d 40,000
To Balance c/d 50,000 | By P&L a/c 54,000 |
94,000 94,000
_ Proposed dividends a/c
Particulars Rs. Particulars Rs.
To Bank © 24,000 | By balance b/d 20,000
To Balance ¢/d 30,000 | By P&L a/c 34,000
54,0001 - 54,000 -
Calculation of cash from operations
Rs
Profit and loss a/c balance on (31-12-2001) ' 1,60,000
Add: Non-cash and non-operating items alrcacy debited to
Profit & Loss a/c: 6,000
| Depreciation on fixed assets 34,000 |
Proposed dividend 54.000
Provision for taxation 2,54,000
Less: Non-cash and non-operating items which have already
been credited to P&L a/c: 1,20,000 | 1,20,000
Profit and Loss a/c on 1-1-2001 1,34,000
Cash operating profit 1
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Foliowing are the summarized balance sheets of Super Ltd., as on 31sr March,

2000 and 2001
Particulars ‘ 2000 2001
Liabilities '
Share Capital 2,00,000 2,50,000
General Reserve 50,000 60,000
Profit & Loss 30,500 30,600
Bank Loan (Long Term) 70,000 . -
Sundry Creditors 1,50,000 1,35,200
Provision for taxation ! 30,000 35,000
5,30.500 5,10,800
Assets
Land & Buildings 2,00,000 1,90,000
Machinery : 1,50,0000 1,69,000
Stock ' 1,00,000 74,000
Sundry Debtors-- - - 80,000 64,200
Cash 500 800
Bank - 7,800
Good will - 5,000
5,30,500 5,10,800

Additional information:
During the year ended 31* March 2001
(i) Dividend of Rs. 23,000was paid.

(i)  Assets of another company were purchased for a consideration of Rs. 50,000

payable in shares. The following assets were purchased:
Stock: Rs. 20,000: Machinery: Rs. 25,000

(iii)  Machinery was further purchase for Rs. 8,000.

(iv)  Depreciation written off on machinery Rs. 12,000 and

(v)  Income-tax provided during the year Rs. 33,000; Loss on sale of machinery

Rs. 200 was written off to general reserve.

Prepare a cash flow statement in a vertical format.

Working Notes:
Machinery a/c

Particulars Rs. Particulars Rs.
To Balance b/d 1,50,000 | By Loss of Machine 200
To Shaye Capital a/c 25,000 | By Depreciation 12,000
(Purchase by issue of By Cash (sale of machine) 1.800
shares) - 8,000 By Balance ¢/d 1,69,000
To Cash :

1,83,000 1,83,000
(purchase of machinery)
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Provision for Taxation a/c

Particulars Rs. Particulars Rs.
To Bank (Tax paid) 28,000 | By Balance b/d 30,000
To Balance ¢/d 35,000 | By Profit & Loss A/c (Tax 33,000
: 63,000 provision) 63,000
Calculation of Profit made during the year
Balance as at 31-3-2001 30,600
Add: Appropriation made during the year: o
1. Proposed dividend 23,000
2. Transfer to General Reserve
Balance 1-4-2001
60,000
Less: Closing balance as on 31-3-2000 :
50,000 10,200
' 33,000 66,200
10,000
Add: loss on sale of Machinery
200 "

3. Income Tax i B:ggg 22,000
Add: non cash items 1;3,25388
1. Depreciation — Machinery -

2. Depreciation ~ Land & Building 88,300
Less: Balance as at 1-4-2000
Profit made during the year from operations
Calculation of cash from operations
Funds from operations 88,300
Add: Decrease in current Assets:
Opening Stock 1,00,000
Closing stock
74,000 ’ 54,000
Less: Purchase by issue of shares 46,000
20,000 15,800 61,800
Decrease in stock 1,50,100
Debtors (80,000 — 64,200) 14,800
‘ e . 1,35,300
Less: decrease in current liability creditors '
Cash from creditors
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Cash flow statement of Super Ltd. as on 31" March, 2001

Cash in hand and at Bank on 1-4-2000 500
Add: Sources of Cash
-Cash from Operation 1.35,300
Sale of Machinery 1,800 1.37.100
Tota! cash available for use - 137,600
Less: Uses _ ‘
Payment of Long Term loan 70,000
Purchase of machinery for cash 8.000
Payment of dividend 23,000
Payment of tax 28.000 1.29.000
- 8,600

Cash in hand and at Bank as on 31-3-2001 (7800+800)

8.7 Exercise

Answer the following questions:

1. What is cash flow statement? Explain the three major heads for inflows_and

" outflows in cash flow statement?"

2. Explain the need and importance of preparing cash flow statement?

3. Give the difference between fund flow statement and cash flow statements?

4. What are the benefits of cash flow statement?

5. What are the limitations of cash flow statement?
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Unit: 9:
Leasing and Hire-Purchase

Introduction:

+ For running a business two types of investments are needed, fixed investment in
the business and working capital investment in the business. Fixed investment wil] block
the amount in business for certain periods. which is comparatively a long period.
Sometimes it may happen that the owner of the business may not have sufficient funds
for running the business in such circumstances. he may be finding some altematives
which can help him for running the business with limued funds. Leasing and hire
purchase are some of such alternatives, which helps the owner of the business to run the
business with limited funds. Leasing and hire-purchase have emerged as a supplementary
source of intermediate to long-term finance. They are provided mainly by non-banking -
financial companies. financial institutions, and other orgamisations.

6
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Structure of the Chapter:

9.3

94
9.5
9.6
9.7
9.8
9.9

Objectives:

Types of Lease Arrangements

9.2.1 Operating Leases

9.2.2 Financial Leases

9.2.3 Sale and Leaseback:

9.24 Leveraged Lease:

Mechanics of -Leasing

9.3.1 Legal Aspects of Leasing'

9.3.2 Typical Contents of a Lease Agreement

9.3.3 Income Tax Provisions Relating to Leasing

© 9.3.4  Sales Tax Provisions Pertaining to Leasing

9.3.5 Pracedural Aspects

9.3.6 Accounting Treatment of Leases

Evaluation of Lease as a Financing Decision

Other Considerations in Leasing

~ Hire-Purchase Arrangement

Choice between Leasing and-Hire-Purchase
Deposit in a Hire-Purchase

Exercise

Objectives:
By the end of this chapter, the student will come to know about:
Meaning of lease
Types of lease
Mechanism of lease transaction
Evalution of lease
- Hire purchase transaction
Difference between hire purchase transaction and lease transaction

D O D 8§ ©c ©

Definition:
A lease represents a contractual arrangement whereby the lessor grants the lessee

the right to use an asset in return for periodical lease rental payments.
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A hire-purchase involves. in essence, the purchase of an asset on the
understanding that the purchaser (called the hirer) will pay in equal periodic instalments
spread over a length of time. In substance, leasing and hire-purchase represent debt
financing in different garbs.

This chapter discusses various aspects of leasing and hire-purchase. 1t is
organtsed into eight sections:

+ Types of lease arrangements

* Mechanics of leasing

*  Financial evaluation from the lessee’s point of view

*  Evaluation of lease as a financing decision

* Lease rate determination by the lessor

*  Other considerations in leasing

* Hire-purchase arrangement

»  Choice between leasing and hire-purchase
Advantage of Lease

. Additional line of finance
s Rentals are tax deductible
» Payments spread over 3 to § years
 Fixed interest rate, so you can budget exactly
e« VAT tsspread over the life of the transactioﬁ
* Does not use working capital

* The supplier gets immediate payment in full, so they may give you a better price

9.2 Types of Lease Ari‘angements
Lease arrangements may be broadly divided into two categories
1. Operating leases

2. Financial leases (leveraged leases and sale and leaseback arrangements are two
important subcategories of financial leases)

9.2.1 Operating Leases
An operating lease, or service lease, has the following features:
L. It is a short-term lease, the lease period being significantly less than the useful
life of the equipment. :
 2.The lease is not fully amortised. Put differently, the lease rentals payable
during the lease period are not sufficient to cover fuily the cost of the equipment along
with an acceptable return thereon.
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3. The lease is usually cancellable at short notice.
4. The lessor is responsible for maintenance, insurance, and taxes.

Computers, vehicles, copiers, and furniture are examples of assets that are
commonly leased under operating lease arrangements.

9.2.2 Financial Leases

The salient characteristics of a financial lease are:
.. Itis an intermediate-term to long term non-cancellable arrangement.
2. The lessee is responsible for maintenance, insurance, and taxes.

3 The lease is fully amortised during the primary lease period. This means that
during this period the lessor recovers, through the lease rentals, his investment in
the equipment along with an acceptable rate of return.

4. The lessee usually enjoys the option of renewing the lease for further periods for
- very nominal lease rentals.
9.2.3 Sale and Leaseback:

This is a special financing lease arrangement in which a firm (firm C) sells an

asset to another firm (firm D) and simultaneously the two firms enter into a financial
lease by which firm D leases the asset to firn C. As a result, the seller receives the
purchase consideration for the asset and also retains the use of the asset in return for
periodic lease payments.
9.24 Leveraged Lease: Under a leveraged lease arrangement. the lessor borrows a
portion of the purchase price of the asset from a lender, which is typically a commercial
bank or a financial institution. The loan is secured by the assct and the lease payments.
The lender is paid back from the lease payments, often directly by the lessee- the
surplus left after satisfying the claims of the lender goes to the lessor. As owner of the
asset, of course, the lessor is entitled to tax shelters associated with ownership.

9.3  Mechanics of Leasing

_ As a financial manager who is evaluating the possibility of leasing, you should
know the following:

* Legal aspects of leasing

* Typical contents of a lease agreement

* Income 1ax provisions relating to leasing
*  Sales tax provisions relating to leasing

* Procedural aspects of leasing

* Accounting treatment of leases.

9.3.1 Legal Aspects of Leasing

As there is no separate statute for equipment leasing in India, the proviéions
relating to bailment in the Indian Contract Act govemn equipment leasing agreements as
well. Sectior. 148 of the Indian Contract Act defines bailment as;
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» When a firm purchases fixed assets, long-tetin investments, or other non-current

assets, it pays cash or incurs a short-term debt. Hence, working capital decreases.

Sources and Uses of Funds Statement (Working Capital Basis) for the Year Ended

March 31, 1995 for Ram Ltd.

(Rs. in million)

Part A: Sources and Uses of Working Capital
Sources of Working Capital
Operations 6.3
Profit after tax 33
Depreciation 3.0
Issue of share capital —
Long-term borrowings 1.8
Sale of fixed assets 2.0
Total Working Capital Generated 10.1
Uses of Working Capital
Dividends 2.7
Purchase of fixed assets 5.8
Repayment of term loan 0.6
Total Working Capital Used 9.1

Net Change in Working Capital

1.0
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“The delivery of goods by one person to another, for some purpose, upon a
contract that they shall, when the purpose is accomplished. be retumed or otherwise
disposed off according to the directions of the person delivering them. The person
delivering the goods is called the ‘bailor’ and the person to whom they are delivered is
called the *hailee’.’

Since an equipment lease transaction is regarded as a contract of bailment, the

obligations of the lessor and the lessee are similar to those of the bailor and the bailee as

_defined by the provisions of Sections 150 and 168 of the Indian Contract Act. Essentially
these provisions have the following implications for the lessor and the lessee.

1. The lessor has the duty to deliver the asset to the lessee, to legally authorise the
lessee to use the asset, and to leave the asset in peaceful possession of the lessee
during the currency of the agreement.

2. The lessee has the obligation to pay the lease rentals as specified in the lease
agreement, to protect the lessor’s title, to take reasonable care of the asset. and to
return the leased asset on the expiry of the lease period.

9.3.2 Typical Contents of a Lease Agreement

The lease agreement specifies the legal rights and obligations of the lessor and
the lessee. It typically contains terms relating to the following.

1. Description of the lessor. the lessee, and the equipment,

2. Amount, time, and place of lease rental payments.

3. Time and place of equipment delivery.

4, Les§ee’s responsibility for taking delivery and possession of the leased
equipment.

5. Lessee’s responsibility- for -maintenance, repairs, registration, etc. and the
lessor’s right in case of defauit by the lessee.

6. Lessee’s right to enjoy the benefits of the warranties pmvxded by the
equipment manufacturer/ supplier.

7. Insurance to be taken by the lessee on behalf of the lessor.
8. Variation in lease rentals if there is a change in certain external tactors like
bank interest rates, depreciation rates, and fiscal incentives.

9. Option of lease renewal for the lessee.
10. Return of equipment on expiry of the lease period.
11. Arbitration procedure in the event of dispute.
9.3.3 Income Tax Provisions Relating to Leasing
The principal income tax provisions relating to leasing are as follows:
1. The lessee can claim lease rentals as tax-deductible expenses.

2. The lease rentals received by the lessor are taxable under the head of *Profits
and Gains of Business or Profession’

3. The lessor can claim depreciation on the investment madg in leased assets.

170
Diploma in Financial Management (DFM-2)



9.3.4 Sales Tax Provisions Pertaining to Leasing
The major sales tax provisions relevant for leasing are as follows:

1. The lessor is not entitled for the concessional rate of central
sales tax because the asset purchased for leasmg 1s meant
neither for resale nor for use in manufacture.

The 46th Amendment Act has brought lease transactions under
the purview of ‘sale’ and has empowered the central and state
governments to levy sales tax on lease transactions, While the
Central Sales Tax Act has yet to be amended in this respect,
several state governments have amended their sales tax laws to
impose sales tax on lease transactions.

)

9.3.5 Procedural Aspects
 The procedure involved in a lease arrangement usually consists of the following
steps:
1. The lessce selects the equipment. This involves. specification of the
equipment, supplier, price, terms of warranties, guarantees, delivery period.,
installation, and service.

2. The lessee approaches the lessor, submits a formal application, and negotiates
the terms of lease.

The lessee and the lessor sign the lease agreement.

4. The lessce assigns purchase rights to the lessor and the lessor purchases the
equipment which is delivered to the lessee.

5. The lessce insures the equipment and endorses the insurance policy in favour
of the lessor.

9.3.6 Accounting Treatment of Leases
Presently the accounting treatment of lease transactions is as follows:
* The leased asset is shown on the balance sheet of the lessor.

* Depreciation and other tax shields associated with the leased asset are claimed
by the lessor.

» The entire leasc rental is treated as income in the books of the lessor and as
expense in the books of the lessee.

94  Evaluation of Lease ar a Financing Decision

A leasing decision is commonly regarded as a financing decision. The decision to
invest in the asset is taken for granted and the option of leasing is compared with the
option of buying with borrowed funds. Leasing is compared with borrowing because
both of them entail essentially similar obligations. To evaluate whether it is preferable to
go for leasing, the ‘Net advantage of leasing’ is calculated.

Net Advantage of Leasing (NAL)

To calculate the NAL a two-step procedure may be followed.

Step 1 Forecast the differential cash flow stream which reflects what happens if
the firm chooses the -leasing” option rather than the ‘borrowing and buying’ option.
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Step 2 Calculate the net present value of the differential cash tlow stream using
the post-tax cost of debt. The net present value, so calculated. is the NAL.

9.5 OTHER CONSIDERATIONS IN LEASING

In addition to the financial considerations discussed above, there are several other
considerations which may be relevant in a buying-leasing decision situation.

Tax

A firm which caninot, on its 6wn, avail of tax’ benefits of owning an asset may share-a
part of that benefit in the form of lowered lease rental by leasing the asset from a firm
which enjoys tax benefits in full.

Covenants

Term loans have several restrictive covenants associated with them. These relate
to matters like new investments, additional financing, working capital position,
managerial appointments, dividend payment. and provision of guarantees. These
restrictions seek to improve the debt-servicing capability of the borrower. Lease
agreements generally contain fewer and less restrictive covenants. However. a~lease
agreement, in contrast with term finance, may impose some restriction on the use of
asset. For example, it may specify the maximum number of hours per week the asset may
be used. Such a restriction is meant to safeguard the asset, not to enhance the ability of
the lessee to pay rentals.

Risk

In a short-term lease, also referred to as an operating lease, the lessee can

terminate the lease at will. This means that the risk of obsolescence is borne by the

lessor. The lessor, however, enhances the lease rental suitably for bearing the risk of
obsolescence. In effect, the lessee bears the cost of obsolescence risk.

Implementation ,

If debt finance is sought from term lending institutions, the process of project
preparation, appraisal, and sanction can be somewhat time consuming. It mey take three
to six months and sometimes even longer. As against this, lease financing arrangement
can be tied up quickly. It can be finalised within a month. Hence, leasing facilitates
expeditious implementation of a project. This may reduce cost and provide some
competitive edge.

Matching of Lease Rentals to Cash Flow Capability

Lease financing companies claim that they can tailor make lease rentals to match

the cash flow capability of the lessee. The lease financing companies may offer the

.following patterns of lease rentals: seasonal. stepped-up, deferred. Further. lease rentals
may be adjusted to enable the lessee to derive the maximal tax advantage from lease

payments.

Control
Many firms are averse to the ‘nominee director’ clause found in term loan

agreements. It may mean unnecessary nuisance or, even worse, curtailment of
operational freedom. Lease financing, however, does not carry such ‘inconvenient”
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clauses. Hence, it is likely to be viewed favourably vis-a-vis term financing, despite its
higher cost.

9.6 Hire-Purchase Arrangément
Features of a Hire Purchase Arrangement
The main features of a hire purchase arrangement are as follows:

5 The hiree (the counterpart of lessor) purchases the asset and gives it on hire to the
hirer (the counterpart of lessee).

2. The hirer pays regular hire purchase instalments over a specified period of time.
These instalments cover interest as well as principal repayment. When the hirer
pays the last instalment, the title of the asset is transferred from the hiree to the

hirer.

3. The hiree charges interest on a flat basis. This means that a cerain rate of
interest, is charged on the initial investment (made by the hiree) and not on the
diminishing balance. '

4. The total interest collected by the hiree is allocated over various years. For this

purpose the ‘sum of the years digits’ method is commonly employed.
Split of Hire-Purchase Instalments Between Interest and Principal Repayment

To illustrate, how the hire-purchase instalments are split between interest and
principal repayment components, let us consider an example. Ravi Finance offers a hire-
purchase proposal to one of its customers, Pooja Chemicals, which requires an
equipment costing Rs. 1 million, on the following terms: (i) a fiat interest rate of 14 per
cent and (ii) a hire-purchase period of 36 months. Given this information, the total
interest burden and the monthly hire-purchase instalment would be as follows:

Total interést burden: Rs. 1000,000 (0. 14) (3) -Rs. 420,000
Monthly hire-purchase instalments : Rs. 1000 ,(70 + Rs. 420,000/ 36
=Rs. 39,444

To determine the split of the hire-purchase instalments between interest and
principal repayments, let us first allocate the interest burden of Rs. 420,000 over the
three years as per the sum of the years digit method. According to this method. the
proportions of interest allocated to the three years would be as follows:

%e35+3h+.. 25 36

It year BeBese.+1 6
Ue2B+V+. +13 WM

20d year: 6+35434+...41 66
. 2+11+10¢ .41 7B

3rd year : Be35¢3¢. .+1 666

Based on these proportions, the interest allocations would be as follows:
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1t year : 30 » Rs. 420,000 = Rs. 230811
665 -

2nd year : 66 X Rs. 420,000 = Rs. 140,000
3ed year - % % Rs, 420,000 = Rs. 49,189

_ Given these interest allocations, the annual hire-purchase instalments would be
split as follows:

Year Hire purchase Interest Principal repayment
instalment

i Rs. 473,333 Rs. 230,811 Rs. 242,522

2 Rs. 473,333 Rs. 140,000 Rs. 333,333

3 Rs. 473,333 © Rs. 49,189 Rs. 424,144

9.7  Choice betweeh Leasing and Hire-Purchasc

Before discussing the procedure for choosing between leasing and hire-purchase
options, the following differences between them, from the point of view of the lessee
(hirer), may be noted.

Leasing Hire-Purchase

* Depreciation and investment allowance * Depreciation and investment allowance
cannot be claimed by the lessee. can be claimed by the hirer.

* The entire lease rental is a tax-deductible * Only the interest component of the hire
expenses. : _ purchase instalment is tax-deductible.

* The lessee, not being the owner of the * The hirer, being the owner of the asset,
asset, does not enjoy the salvage value of the enjoys the salvage value of the asset.
asset.

9.8 - Deposit in a Hire-purchase
Typically, a finance company that gives hire-purchase finance insists that the

hirer gives a deposit which may be around 20 per cent of the cost of the asset. Of course,
the deposit carries interest and is returnable at the end of the hire-purchase period.
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9.9

Exercise,

2.

10.

12.
13.

Compare operating lease with financial lease.

What is (i) a sale and leaseback arrangement, and (ii).a leveraged leasc
arrangement?

Discuss the legal aspects of leasing.
What are the typical contents of a lease agreement?

What are the principal income tax and sales tax provisions relating to
leasing?

What steps are involved in« lease arrangement?
How is accounting done for financial leases?

Discuss the capital budgeting procedure when a leasing option is also
available.

Discuss the non-financial considerations relevant in a leasing versus buying
decision situation.

What are the features of a hire-purchase agreement?

How would you choose between leasing and hire-purchase?
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Unit :10:
Budgeting and Budgetary Control

Introduction

A budget is a plan expressed in quantitative, usually monetary term, covering a
specific period of time, usually one year. In other words a budget is a systematic plan for
the utilization of manpower and material resources.

Budgets are normally made to consider the risk and opportunities which lie ahead
and how to confront them. In most businesses this process is formalized at least in short-
term, with considerable effort put into preparing annual budgets and monitoring
performance against those budgets. Preparation pf budgets are not only restricted to
business activities but also it is applicable to social activities. Budgets are prepared even
for a small home to for a big nation.

Budgeting is management tool used for short-term planning and control.
Traditionally budgets have been employed as devices to control expenditure, but a much
more useful and constructive view is to treat the budgeting process as a means for
obtaining the most effective and profitable use of the company’s resources via planning
and control. Short-term planning is formalized in the budgetary process.

A budget in merely a collation of plans and forecasts, expresses largely but not
exclusively in financial terms. Even though many organization do not plan formally for
more than a year ahead, the annual budget must be set in the context of longer term
plans, which are likely to exist even they have not been made explicit. Budgets should
be a management tool rather than merel ¥y an accounting exercise.

Structure of the Chapter:

10.} Objectives:
10.2 Budgets

10.3 Budgeting

10.4 Budgetary Control

10.5 Forecast vs. Budget |

10.6 Requirement of Sound Budgeting System
10.7 Advantage of Budgeting
10.8  Problems in Budgeting

10.9 Budgeting Process

10.10 Flexible Budgeting

10.11 Zero-Base Budgeting (ZBB)
10.12 Exercise
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10.1 Objectives:
At the end of this chapter the student will leant about —

Meaning of budgets

Need and importance of budgets
Preparation of budgets
Essentials of budgetary controls
Advantages of budgeting
Various types of budgeting
Zero base budget

CoOoDOoOUDOoCD

10.2 Budgets

It is a plan quantified in monetary terms, prepared and approved prior to a
defined period of time, usually showing planned income to be generated and/or
expenditure to be incurred during that period and the capital to be employed to attain a
given objective. It is a plan of future activities for an organisation. It is expressed
mainly in financial terms. But also usually incorporates many non-financial quantitative
measures as well.

The main characteristics of a budget are:

1. It is prepared in advance and is derived from the long-term strategy of the
organization.

2. It relates to future peviod for which objectives or goals have already been laid
down.

3. Itis expressed in quantitative form, physical or monetary units, or both.

Different types of budgets are prepared for different purposed e.g. Sales Budget,
Production Budget, Administrative Expense Budget, Raw-material Budget etc. All these
sectional budgets are afterwards integrated into a master budget, which represents an
overall plan of the organization.

10.3 Budgeting

Budgeting is the whole process of designing, implementing and operating
budgets. The main emphasis in this is short-term budgeting process involving the
provision of resources to support plans which are being implemented.

104 Budgetary Control

No system of planning can be successful without having an effective and efficient system
of control. Budgeting is closely connected with control. The exercise of control in the
organization with the help of budgets is known as budgetary control. The process of
budgetary control includes:
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1. Preparation of various budgets.
2. Continuous compaﬁ'son of actual performance with budgetary performance.
3. Revision of budgets in the light of changed circumstances.

A system of budgetary control should not become rigid. There shotldbe enough scope
of flexibility to provide for individual initiative and drive. Budgetary control is an
important device for making the organization. More efficient on all fronts. It is an
important tool for controlling costs and achieving the overall objectives.

10.5 Forecast vs. Budget

Any organized business cannot avoid anticipating or calculating future
conditions and trends for the framing of its future policy and decision. A forecast is a
prediction of the future state of world in connection with those aspects of the world
which are relevant to and likely to affect on future activities. Forecast is calculation of
probable events. Both forecasting and planning involve recognition of the relevant
factors in a given situation and understanding of what each factor has contributed to it
and how each is likely to affect the future. Forecast is concerned with probable events
and the budgeting relates to ‘planned events’. Forecasts may be made for purposes other
than budgeting. :

Budget is an operating and financial plan to a business enterprise as well as
budget is a sort of commitment or a target which the management seems to attain on the
basis of the forecasts made. A forecast is an assessment of probable future events. At -
planning stage it is necessary to prepare forecasts of probable course of action for the
business in firture.  Forecasts -are made regarding sales, “production cost and - financial
requirement at the business. A forecast denotes some degree of flexibility where as a
budget denotes a definite target.

The following points of difference can be noted between forccast and budget as
shown below.
Forecast Vs Budget

1. Forecast is merely and estimate of what is likely to happen. It is a statement of
probable events- which--are - likely-to- ‘happen -under--anticipated - conditions during -a
specified period of time '

1. Budget shows the policy and programme to be followed in a period under planned
conditions.

2. Forecasts, being statements of future events, do not cannot any sense of control

2. A budget is a tool of controls since it represents action which can be shaped according
to' will so that it can'be suited to the conditions which may or may not happen.

3. Forecasting is a preliminary step for budgeting. It ends with the forecast of likely
events. ' '

3. It begins when forecasting ends. Forecasts are converted into budgets.
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4. Forecasts wider in scope and it can be made in those spheres where budgets cannot
can not interfere.

4. Budgets have limited scope. It can be made of phenomenon capable of being
expressed quantitatively. .

10.6 Requirement of Sound Budgeting System
The following are the essential requirement of a sound budgeting system :

Distributions of authority and responsibilities

Clear lines of authority and responsibility have to be established throughout the
organization and the authority and responsibility of different levels of management and
departmental executives are clearly defined. So a person working in the organization can
understand with what authority he can work as well as to whom he is accountable or

responsible.

Goal Determinations

Determination of the goal is the first part in the whole budgeting process. Such
selected goal should be speared to each and every segment of the organization. So the
workers working in the organization can clearly understand for which ultimate goal they
will have to work. The organizational goal should be quantified and clearly stated.
These goals should be within the framework of organization’s strategic and long range
plans. A well defined business policy and objective is a prerequisite for budgeting.

Participation

All levels of management should participate in setting*budgets. Because a target
set by top management for particular department may not be achievable for that
department so if a representative of that particular department is. sitting in budget
committee can speak the voice of that department during the process of goal setting.
Since this can produce more realistic targets, lead to better understanding of corporate
objectives and the constraints within which organisation works.  Participation in
budgeting process will motivate the personnel to achieve budget levels of efficiency and
activity. ‘

Flexibility

In preparation of budget we predict future course of actions and as we know
future is very uncertain. So the budget prepared should be flexible as far as possible and
it should be changeable according to changes in the circumstances. The budget control
system should provide for a degree of flexibility designed to change in relation to the
level of activity attained and the impact of changes in sales and production level on
revenue, expenses are known. It enables more accurate assessment of managerial and

organizational performance.
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Part B: Changes in the Internal Content of Working Capital

Working Capital March 31, 1995 | March 31, 1994 | Working Capital
Account
Increase
(Decrease)
Current Assets:

[ Cash 1.00 0.60 0.40
Debtors 11.40 6.80 4.60
Inventories 10.50 7.20 3.30
Advances 0.50 1.00 (0.50)
Current Liabilities &

Provisions:

Cash credit - 7.30 7.30 —
Bank credit 2.50 2.50 —
Inter-corporate deposits 4.40 — (4.40)
Trade credit 7.50 6.00 (1.50)
Advances 1.00 1.30 (0.70)
Provisions 1.00 0.80 (0.20)
Working Capital (net 1.00
change) ‘

Sources and Uses of Funds Statement: Cash Basis

The sources and uses of funds statement, on cash basis, shows (i) the sources of
cash, (ii) the uses of cash, and (iii) the net change in cash. The sources of cash are the -
sources of working capital plus changes within the working capital account which
increases the cash resources of the businessThe sources and uses ef cash are listed

belpw:
Sources of Cash

Operations

Net income

Depreciation

Issue of share capital

Long-term borrowings

Uses of Cash

Payment of dividends

Purchase of non-current assets
Repayment of long-term borrowings
Decreases in current liabilities A
Increases in current assets otler than

cash

Sale of non-current assets
" Increases in current liabilities

thaxi cash-
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Communication System

Proper communication systems should be established for management reporting
and information service so that information relating to actual performance is presented to
the manger responsible for jt promptly to cnable the manger to know the nature of
variations so that remedial actions is taken wherever necessary. Communication svstem
is essential even in the situation when the employees working at bottom level may
communicate any problem associated with actual performance. :

Education

Educating the budget process and creation of cost awareness atmosphere will lead
to effective implementation of budgets. If proper education is given then the whole
process of achieving budgetary goal may be achieved in a smooth manner.

favolvement of Top Management

The top management’s involvement in budget process is essential for successtul
implementation of the budgets. It should take interest not only in setting the budgets and
targets but aiso to check upon the actual attainment, motivating the personnel, rewarding
for achievement, investigation into reasons for any deviation for actual from budgeted
. resulted taking punitive action wherever necessary. [f the top management is not taking
enough interest in whole budgetary process then it may become difficult to achieve
budgetary goals. A

Acconnting

. A sound system for generating accurate and reliable and prompt accounting
information is basic for successful implementation of budget system in an organization.
Actual working on the budget may be presented in an accounting format to the top
management who can take steps on the working of the budgetary process.

10.7 Advantage of Budgeting

- The budget provides a yardstick against which the performance of the firm can be
evaluated. It is better to compare actual with budget rather than with the past, since
the letter may no longer be suitable for current and expected conditions.

- Communications is increased throughout the firm and coordination should be
improved. . :

- Areas of efficiency and inefficiency are identified. Variance analysis will prompt
remedial action where necessary. ’ ,

= Scarce resources should be allocated in an optimal way, thus controlling expenditure.

- It forces management to plan ahead so that long term goals are achieved.

- Only reporting information which has not gone according to plan. It economizes on
managerial time and maximizes efficiency. This is called ‘Management by
exception’ reporting,
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10.8 Problems in Budgeting

- The internal logic of static budget will be destroyed if top management reacts to
draft budgets by requiring changes to be made to particular items which are then not
retlected through the whole budget.

- Managers are often accused of wasting expenditure when they either :

A demand a grater budget allowance than is really needed, or
B unnecessary spending in order to fully utilize their allowance through fear of
future cutbacks. Zero base budgeting can overcome this problem.

- They make allowance for tasks to be performed only on historical analysis.

- It may be difficult to align individual and corporate goals. Individual goals often
change and may be much lower than the firm’s goals.

- They have a built-in bias that tends to perpetuate inefficiencies. For example, next
year’s budget determined by increasing last year’s by 15 percent, irrespective of the
efficiency factor in last year. ‘

- Managers may overestimate cots in order that they will not be held responsible in the
future for over spending.

- Budgets are perceived by the work force as pressure devices imposed by top
management. This can have an adverse effcct on labour relations.

- It 1s important to match responsibility with control, :t:crwise a manager will be
demotivated . Costs can only be controlled by a manager if they occur within a
certain time span and can be influenced by that manager. A problem arises when a
cost can be influenced by more than one person.

- Departmental conflict arises because of competition for resource allocation.

_ Departments blame each other if targets are not achieved.

- Uncertainties can occur in the system e.g.. uncertainty over demand. inflation,
technological change, competition, weather, etc.

- It can be difficult to motivate work force to achieve budgetary goals.

- The préssure in the budgeting systems may results in inaccurate record keeping.

10.9 Budgeting Process

The method by which the annual budget is prepared will differ from organisation
to organisation. In some organisation budgeting may be a well organised, well
documented procedures while in other the budget may be prepared in a rather ad hoc and
disorganized manner. The steps in budgeting process representatives to all organisations
is given below.

Specification and Communication of Organizational Objectives

Budgeting is a management tool used for shorter temm planning and control.
Classification of objectives into short-term and strategic long-term and communication
to the mangers will lay down a sort of guide for budgeting the activities within the
specified objectives activities. Budget is a medium through which organization’s
objectives -and policies are-reflected.- Budgeting is used- tool--for -implementing - the
organizational objectives.s It is essential to understand, specification and communication
of organizational objectives before the manzgers start for budgeting the organizational
activities. Distinction may be drawn between current operating activities and future
- strategic activities. If the objectives are clearly stated to various organizational heads
then it may help in finding a path in which direction they will have to run otherwise
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sometimes it may happen that they may forget the path which may affect the proceedings
of whole budgetary process.

Determination of Key Success Factors

The performance of every organization will be particularly influenced by certain
critical success factor, such key factor will influence the activities of an undertaking and
it will lime the volume of output and will have direct impact on the profitability of the
organizatior.. Critical success factors may consist of a specified raw material a specific
type~of fabour skill; a tool; a service facility; floor- spaces, cash resources etc.  The
limitation or shortage of such critical factors may result in restricting capacity utilization.
The limiting factors may shift from time to time due to externa! and internal
circumstances. In majority of organizations the most critical factor is likely to be
consumer demand or the expected level of revenues of funds. Because of this the sales
or funds budget is usually the first budget to be prepared. It will determine the content
of other related the content of their related budgets.

Establishment of Clear Lines of Authority and Responsibility

An organizational chart defining the lines of authority and responsibility of the
managers responsible for accomplishment of organizationa! objectives.is to be prepared.
The organizational chart should define the following :

o The responsibility of individual functional manager.
o Delegation of authority to the concerned functional manager.
o Inter-functional relationship of the organization.

If such distribution of authority and responsibility is not done then it may lead to
controversy regarding who is responsible for actual performance on the budget and to
whom he or she may be responsible. ‘

Establishment of Budget Centres

Budget center is a section of an organization for which separate budgets can be
prepared and control exercised. The entire organization is divided into different
segments. Which are clearly defined for the purpose of budgetary control according to
responsibilities of departmental heads. These segments of an organization defined for
the purpose of budgetary control are technically refemed to as budget centers and each
such budgets centers are given their specific budgets with clear authorities and
respongsibilities for achieving their targets.

Determination of Budget Period

Budget period is a period for which the budget is prepared. A budget period will
decide the course of action of the budget. A budget can be a long term budget or short-
term budget. A short-term budget is generally prepared for one year of lesser period.
Quarterly, monthly even weekly .budget can be prepared for certain operations of the
company. The short-term budget will generally not exceed the full accounting year. The
long-term budget, which extend to five or even more years. This long term budget will
agree with the long-term forecast of sales, organizational schemes for expenses
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modernization, diversification etc. The long-term budget are used for planning whereas
short term budget used for implementation of long range plans, activities, objectives and
also for control purpose. Capital expenditure budget and Research and development
expenditure vudget are the examples of long-term budget Annual sales budget, Income
and expenditure budget are the examples of short-term budgets.

Establishment of Budget Committee

In small organization, the person in charge of finance and accounting functions
will involve in preparation of budgets. The sefting up of a budget Committee 15
necessary in case of large and complex organization the budget involves the various
functional activities, the closest association of functional managers is essential for
satisfactory formulation and implementation of the budget. The budget committee will
be composed major functional heads. It can be an effective medium for co-ordination and
review of the budget programme. Such budget committee will keep constant watch over
formation and actual performance of the budgetary process.

The main functions of budget comntittee are as follows:

- To participate in decision making in strategic issue like, expansion, modemisation,
diversification and revision of organisational activities, which have direct
relationship to the company’s budgets.

- To receive and analyse the periodic performance report from budget centers.

- To review and advise on the general policies affecting more than one function

- To review, approval and adoption of revised budget.

- To recommend the functional budgets for revision.

- To examine the budget reports showing actual compared with budget.

Preparation of Budget Manual

Budget manual is the documentation of rolicies and procedures involved in
implementation of budgetary control system. A buc zet manual will normally set out the
following:

- Exhaustive programme of budget preparation.

- Specification and timing to statement and reports.

- Procedures in Management information systems in the organization.

- Definition of organizational and functional objectives.

- Fixation of responsibility for preparation and implementation of budget and
" budgetary system

- Establishment of organizational hierarchy.

- Definition and Clarification of various terms used in budgets.

A budget manual can be treated as guide for those who are working on the budget.
'Budget manual contains a complete programme of activities involved in budget
preparation. The budget manual should provide detailed procedure for preparation and
development and control of each budget like Sales budget, Production budget, Direct
material budget, direct labour budget, Overhead budget, Capital expenditure budget, R&
D expenses budget etc. ‘
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Preparation of Sales or Revenue Budgets

The sales or revenue bud get is the starting point of most master budgets. Alf other
budgets are made only on the basis of sales budget. So the sales budget should be
prepared with at most care because future course of action on whole budgetary process is:
dependent on the preparation of sales budget. In manufacturing organization sales
budgeting begins with the forecasting of the sales of individual products. These
forecasts may be by geographical area, by class of customer or by some other segment.
In case of manufacturing companies, the budgeting will begin with the Revenue budget
of the organization. Forecasting sales is a difficult task as many assumption need to be
made about consumer demand, environmental condition, likely customers demand,
different prices. the probable prices for similar products old by competitors, the number
of economic activity in the regions where the product is sold, the number of sales
personnel required to service the estimated demand the appropriate leve! of advertising
and promotional expenditures, changes in the taxes such as value added tax or customs
and excise duties.

Prepzration of Other Budget.

Once the sales budget has been determined from a range of sales forecasts it is
possible to construct the following other budgets.

Production Budget -

The production budget is an estimation of the quantity of goods that must be produced
during the budget period. Preparation of production budget will largely depends upon the
sales budget of the period. The aim of the production function will presumably be to
supply finished goods of a specified quantity to meet marketing demands. The sum of
sales requircment plus changes in stock levels of finished goods gives the production
requirement for the period being budgeted. In order to construct the production bhudget
we need the level of sales expected and the desired levels of stock of finished goads.
The following formula is used for calculation of units to be produced.

Production = Sples + Closing stock — Orpening stock

Production budget shouid be developed keeping in view the optimal balance
between sales, inventories and production so as to result in minimum cost. Once the
production level is determined. It becomes the starting point for the direct materials,
direct labour and manufacturing overhead budgets. '

Budget of Plants Utilization —

Plant utilization budget is prepared for the estimation of plant capacity to meet the
bucgeted production during the petiod considered under the budget. For this purpose the
plant capacity is expressed in terms of convenient units of measurement like produdtion
in hours, production in weight (M.T./Kg) production in units etc, Budgeted machine load
in each department should be worked out. In case the budgeted plants utilization is more
than the plant capacity the management may think of extra shift working, purchase of
new machinery, overtime-working sub-contracting etc. When the budgeted pace
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utilization in lesser than the plant capacity, management should consider the ways to
increase sales volume.

Direct Material Budget -

The direct materials budget specifies the budgeted quantities of each materia required
for the budgeted production. Such budget is prepared mainly with the intension that the
production process is not influenced by shortage of raw materials. The requirement to
purchase of direct material can be calculated with the help of the following formula :

Purchases = Closing stock + Usage — Opening stock

The materials budget provides basis for fixing optimum levels of inventory
stocks, establishment of control over material usage and purchase cost budget.

Direct Labour Budget

The direct labour budget will ensure that the plan will make the required number of
employees of relevant grades and suitable skills available at the right times so the whole
production process is not disturbed due to lack of efficient labour force. It specifies the
direct labour requirement of various products as envisaged in the production budget.
The direct lahour budget will be developed for both direct labour hours and direct labour
cost. After the labour requirements relating to different grades arc finalised, estimated
rate per hour and labour cost per unit is arrived at.

Manufacturing Expenses Budget ~

Manufacturing overhead refers to the aggregate of factory indirect material, indirect
labour and indirect expenses, which can be divided into fixed and variable element of
manufacturing overhead. The fixed manufacturing overhead will not vary with the
change in the level of activity and it can be estimated with the change in the level of
activity and it can be estimated with a fair degree of accuracy. On the other hand,
variable manufacture overhead per unit will be estimated and the total variable
manufacturing overhead will be determined with the helps of the activity level.
Preparation of variable overhead budget is based on scheduled production and operating
conditions. So preparation of manufacturing budget will mainly depends upon
production budgets. ' :

Administrative Expenses Budget: - Administrative expenses in an organization
will be incurred for the activities like: a. Formulation of policies, b. Directing the
organization, and c. controlling thesoperations of in organization etc. The administrative
expenses will not include those expenses, which are incurred for manufacturing, selling
and distribution, R & D functions. The administrative overheads are of a fixed nature and
the change in the level of activity will not bring any change in the administrative
expenses incurred. On study of behavior of costs, if any administrative expenses are of
variable or semi-variable-nature, those expenses can be budgeted with the level of

activity.
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Selling and Distribution Expenses Budget -

Selling expenses refers to expenses incurred relating to the activities like: a. Creation
and stimulation of demand of company’s product b. Maintaining and creating demand of
product, and b. Securing orders. Selling expenses include salesmen’s salaries,

commissions, expenses and related administrative cost, etc. Distribution expenses refers
to expenses incurred relating to the activities like making the goods available in the
hands of the customer, transportation, freight charges, stock control. warehousing, etc.

Preparation of selling and distribution expenses budget is based on the sales budget. The
selling and distribution expenditure can be estimated with the help of flexible budgeting
technique.

Research and Development Budget -

Research and Development has become essential for every company for tieir survival in
this competitive world. So every year a specific budget is prepared for research and
development activity which will mainly cover materials, equipment and suppliers,
salaries, expenses and other costs relating to design, development and technical research
projects. Normally to what extent a company want to spend atter research and
development will solely depend upon the discretion of the management.

Capital Expenditure Budget —

The capital expenditure budget represents the expected expenditure on fixed assets
during the budget period. It is an outlay on assets that are required and held for the
purpose of generating income, e.g. plant and machinery, motor vehicles, premises, etc. It
is a plan for capital expenditure, in monetary terms. Capital expenditure may be incurred
for expansion, diversification, modernisation plans. It relates to projects involving huge
capital outlay and long-term commitments. A capital expenditure budget must reveal
following information project-wise:

- Limit carried over to next period.

- Fresh appropnation, and

- Unutilized appropriation

- Cumulative expenditure up-to-date
- Original appropriation

Capital expenditure authorization is the formal authority to incur capital expenditure
which meets the criteria defined to achieve the results laid down under a system of
capital appraisal. Levels of authority must be clearly defined and the reporting structure
of actual expenditure must be to the equivalent authority levels. Procedures for the
contro! of capital expenditure through prior authorization on a formal proposal basis and
monitoring as expenditure is incurred.

Manpower Budget -

Manpower budget will take an overall view of the organizations need for manpower for
all areas of activity - sales, manufacturing, administrative, executive and so on for a
period of years. Estimation of the required manpower for different segment and actual
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findings of available manpower will guide about the estimated requirement during the
budget periods.

Marketing Expenditure Budget —

Marketing budget include estimate expenditure to be incurred for advertising
promotional activities, public relations, marketing research, customer services. etc.
during the budget period. Normally the quantum and forms of such expenditure is
determined at the discretion of higher authority.

Capital Budget -

_After determination of all expenditure budget a budget is to be prepared about the
revenue needed for incurring the expenditures and for the purpose capital budget is
prepared which will give the direction regarding the quantum of capital needed and
sources from which it will be generated. Capital budget is concerned with the question of
capacity and strategic direction. This must deal with the evaluation of alternate
dispositions of capital funds as well as with the choice of the best capital structure.

Preparation of Master Budget

Master budget is a budget, which is a prepared form, and summarizes the
functional budgets. It is a summary budget that incorporates the key figures and totals of
all other budgets. It contents elements of all other budgets. It is usually made by and for
top management. ‘ '

Negotiation of Budgets

Budgets may be prepared in a top-down or bottom-up manner. Wherever it may
be prepared but it need to be negotiated to the other departments on either side top or
down so the other departments can be kept informed regarding budgets and budgetary
process. In this process, the. budget will need to be negotiated by supervisor subordinates
and by different departments competing for the scarce resources. This process of
negotiation can be done in both formal and informal ways. Participation in budgeting
appears to lead to more positive attitude towards the budget and greater acceptance of it

Co-ordination and Review of Budget

Incompatibility and inconsistency may arise because the budgeting process
usually involves a number of different departments - e.g., sales, production, marketing
and numerous senior and lower level managers. So for overall achievement of budgetary
goals, activities of all the concerned departments need to be co-ordinated and constantly
reviewed. It should be ensured that consistency is arrived at in finalization of master

budget.
Acceptance and Communication of Budgets

After the master budget is accepted and agreed upon by all the levels of
organizational hierarchy, it will be passed on for implementation. It is essential that each
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manager responsible for implementing the budget policy be informed as to his
responsibility.

Budget Moaitoring

It is important that the actual performance of each manager should be regularly
and frequently compared against budget target in order to prevent it from gettmg out of
control and in case of change in intemal and external business environment a revision of
the budget may be necessitated.

10.10 Flexible Budgeting

Every budget is mainly prepared keeping in mind sales data of the related time
period. But sometimes it may become difficult to predict exactly the quantum of sales
that will be achieved in a budget period. Quantum of sales may differ in different
predicted circumstances so instead of making a budget for single sales output level a
flexible budget is prepared which changes according to changes in sales output. Such a
budget is known as flexible budget. Flexible budget is a budget which, by recognizing
the difference in behavior between fixed and variable costs in relation to fluctuation in
output, turnover, or other variable factors, etc. [t is designed to change in relation to the
level of activity actually attained.

Flexible budget is one that takes accounts of a range of possible volumes. It is
sometimes referred to as a multi-volume budget. The range of possible outputs riay be
known as the relevant range. ‘Flexing’ a budget takes place when the original budget is
deliberately amended to take account of change activity levels.

(often using standards) allowmg easier comparisons with actual perfoxmance

The flexible budget is based on the fundamentals difference in behaviour of fixed
costs, variable costs and semi-variable cots. Since fixed costs do not vary with short-run
fluctuations in activity it can be seen that the flexible budget will really consist of two
parts : The first is a fixed budget beignn made up of fixed cost and the fixed component
of semi vesiable costs. The second part is « truly flexible budget that consists solely of

variable costs.

Steps in Preparation — The steps involved in preparation of flexible budget are as
follows:

- Build up the appropriate flexible budget for specified levels of activity.
- Analyze cost behaviour patterns in response to past levels of activity.

- Determine the types of standards that- are to be used.

- Classify all costs into fixed, variable and semi-variable categonies.

- Specify the time period that is used.

Importance — Flexible budgets are important aids to decision making which help the
" management in the following ways:
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- Flexible budgets enable more accurate assessment of managerial and organisational
performance.

- Flexible budget enable an organisation to predict its performance and income levels
at a given range of sales levels and activity levels. It can be seen the impact of
changes in sales and productlon levels on revenue, expenses and ultimately income.

Disadvantages - The procedure for drawing up a flexible budget is quite straight
forward. The flexed budget is only accurate, if costs behave in a predicted manner. Too
often assumptions are made about cost behaviour which are too simplistic and hence do
not reflect what actuajly happens.

- Although flexed budgets tend to maintain fixed costs at the same level whatever the
level of output/sales, very often fixed costs are actually fixed only over a relevant
output range. ,

- The method of determining the fixed and variable elements of costs is often arbitrary
and hence the flexed cost bare little relation to the correct budgeted cost for the
flexed level of activity.

- Such budgets also rely bon the assumption of continuity when costs may actually
behave in a stepped or discontinues manner.

- Flexed budgets assume linearity of costs and therefore take no account of for
example discounts for bulk purchases of materials. Labour costs are unlikely to
behave in a linear fashion unless a piecework scheme is in operation.

10.11 Zero-Base Budgeting (ZBB)

Normally, a conventional budget is prepared by taking previous year as a hase
and on the basis of such prcvious year’s actual performance; predlctlons regarding the
next year activities are made. On the other part Zero Base Budget is prepare without
taking previous year as a base year. ZBB is prepared on the assumption that every year is
a new year without having any past experience. ZBB is a method of budgeting whereby
all activities are re-evaluated each time a budget is formulated. It is an approach to
budget review and evaluation that requires a manag r to justify the resources requested
for all activities and projects, including on-going aciivities and projects, in rank order.
Each functional budget starts with assumption that the functional does not exists and it is
at zero cost. Increments of costs are compared with increments of benefit. culminating in
the planned maximum benefit for a given budgeted cost.

Zero-base Budgeting is a budgeting and financial management strategy to help
policy makers achieve more cost-effective delivery of public services.

The concept of zero-base budgeting has been utilized successfully by private
corporations and recommended for application to the federal budget for some time. For
government use, this planning and budgeting technique endeavors to redirect effort and
funds from lower priority current programs to higher priority new programs. improve
efficiency and effectiveness, and reduce spending.

ZBB is a revolutionary concept of planning the future activities and there is a
sharp contradiction from conventionai budgeting. ZBB is the budgeting process which
begin without any reference to any base-past budgets and actual happening. The
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Sources and Uses of Funds Statement (Caih basis) for the Year Ended March 31,
1995 for Ram Ltd.

(Rs. in million)

Sources of Cash

Operations ' 6.3

Net profit 3.3

Depreciation 3.0

Issue of share capital'

Long-term borrowings 1.8

Sale of fixed assets 2.0

Increases in current

liabilities & provisions 6.8

Inter-corporate deposits 4.4

Trade credit 1.5

Advances _ 0.7

Provisions 0.2

Decreases in current assets, other than 0.5

cash

Advances 0.5

Total Cash Generated 17.4
Uses of Cash

Payment of dividends 2.7

Purchase of fixed assets 5.8

Repayment of long-term borrowings 0.6

Decreases in current liabilities & provisions

Increases in current assets, other than cash 7.7

Debtors 4.6

Inventories 33

Total Cash Used 17.0

Net Change in-Cash Position 04

Diploma in Financial Maqagemenl (DFM-2) ) 19



approach requires that all activities be analyzed in decision packages which are evaluated
by systematic analysis and ranked in order to importance. '

It is a formalized system of budgeting for the activities of an enterprise as if each
activity were being performed for the first time i.e. form Zero-base. The Budgeting of a
function, the start is from scratch or Zero and not on the basis of trends or historical
figures adjusted for inflation and other conditions. It starts from the basic premise that
the budget for the next year is zero and every process or expenditure has then to be
justified in its entirety in order to be included in the next year’s budget. The burden of
proof thus shifts to each manager to justify why the money should be spent at all and to
indicate what would happen if the proposed activity is not carried out and no money is
spent. :

Under this system a number of alternatives for each activity are identified, costs are
evaluated in terms of the benefit to be obtained from them. The established activities will
have to be compared with altemnative applications of the resources that they would use
during the budgetary planning period.

Objectives of ZBB

What zero base budgeting tries to achieve is an optimal allocation of resources that
incremental and other budgeting systems probably cannot achieve. ZBB starts by asking
managers to identify and justify their area(s) of work in terms of decision packages (qv).

The way that ZBB forces managers to justify their work is by saying to them that unless
and until they put forward a budget that more senior management can support, at least to
a large extent, the budget will not be approved and funded. If ZBB is applied as literally
as it is designed, then unjustified work simply stops, no matter who the boss is and no
matter what work they are doing.

Requisites for Implementation — The steps involved in successful implementation of
ZBB are: , :

» Available resources are directed towards alternatives in order to priority to ensure
optimum results.

The consequence of not funding the activity are to be estimated.

Each separate activity of the organisation is described in a decision package.

The performance assessment and measurement criteria for each activity is clearly
defined.

The benefits achieved at different levels of funding are analysed.

Decision unites are identified by dividing the organisation according to functions or
departments. '

In performance of an activity, the alternative methods and costs are evolved.

Each activity or decision package is evaluated and ranked by cost benefit analysis.
The targets and objective of each activity are clearly determined ignoring existing
budget. '

V V¥

VVV VYV

Features ~ ZBB is based on the premise that every rupee of expenditure. requires
justification. The traditional budgeting approach include expenditure of previous year
which are automatically incorporated in new budget proposals and only increments are
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subjected to debate. ZBB assumes that responsibility center manager has had no previous
expenditure. Important features of ZBB are:

» Participation of all levels in decision-making.

» Alternative ways are considered.

» Quick budget adjustments can be made if; during the operating year costs are
required to maintain expenditure level.

» Individual unit objects are linked to corporate targets.

ZBB vs. Traditional Budgeting - ZBB reverses the working process of traditional
budgeting. Traditional budgeting starts with previous year expenditure level as a base
and then discussion is focused to deterinine the ‘cuts’ and ‘additions’ to be made in
previous year spending. In ZBB no reference is made to previous level of expenditure. A
convincing case is made for each decision unit to justify the. budget allotment of
resources for that activity during the period under consideration and the available
resources are allocated to different activities in order of its importance to optimize
results.

The points of different between traditional budgeting and ZBB are as follows:

» Traditional budgeting makes a routing approach, which ZBB makes a very straight-
forward approach and immediately spotlights the decision packages enjoying priority
over others.

» In rraditional budgeting, it is for top management to decide why particular amount
should be spent on a particular decision unit. In ZBB their responMibility is shifted
from top management to the manager of decision unit.

- » In traditional budgeting, some managers dehberately inflate their budget request so
that after thc cuts they still get what they want. In ZBB, a rational analysis of budget

proposal is attempted.
» Traditional budgeting is not as clear and responsi: e as ZBB.

Traditional budgeting is accounting-oriented. Main stress happens to be on previous
level of expenditure. ZBB makes a decision oriented approach.

‘1

Benefits ~Followings are the benefits in following ZBB.

Since this system requires participation of all managers in preparation of budges.

responsibility of all levels of management in successful execution of budgetary system

can be ensured.

» ZBB is not based on incremental approach so it promotes operational efficiency
because it requires manager to review and Justxfy their activities or the funds
requested.

> It helps in close monitoring of cost behaviour patterns in order to decide the effect of

~ altemative courses of action.

> It adds psychological impetus to employees to avoid wasteful expenditure.

» It is a planning tool for management which helps in identification of wasteful and
" obsolescent items of expenditure.
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i

The documentation required enables a co-ordination in-depth knowledge of an
organisation’s operations to be available to all management.

In course of ZBB process, inefficient and obsolete operations are identified and
removed.
It will Focus the budget process on a comprehensive analysis of objectives and needs

It will Combine planning and budgeting into a single process

It will Cause managers to evaluate in detail the cost effectiveness of their operations

4 It will Expand management participation in planning and budgeting at alt levels of the
organization

Criticism ~ The criticism levelled against ZBB for the following reasons:

»

"1

Defining the decision units and decision packages is the difficulty encountered by
companies introducing ZBB.

Another problem with ZBB is the difﬁcult); of the ranking process. Managers face
the following three common problems.

The large number of packages they have to rank.

There is often a conceptual difficulty in having to rank packages which they regard as
being equally vital, for legal or operational reasons.

It is difficult to rank completely different types of activity, especially where activities
have quantitative rather than quantitative benefits, such as spending on staff welfare
and working conditions, where ranking must equally be entirely subjective.

Where objectives are very difficult to quantify as in research and development or
general administration, ZBB does not offer any significant control advantage.

ZBB is criticised for emphasis o1’ short-term benefits to the detriment of long-term
benefits.

ZBB might call for management skills in decision analysis to construct decision
packages which the organisation does not possess.

ZBB will lead to an emormous increase in paper work created by the decision

packages. The assumptions about costs and benefits n each package must be
continually updated, and new packages developed as soon as new activitics emerge.
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A Proforma of Various Budgets are given for the understanding of the students and no practical question
will be asked from this chapter.

Sales Budget for First Six Months of 1998

Product january February MarchRs. April  MayRs. JuneRs. Totaf
Rs. R Rs. Rs.

X1 Units Value
Wholesale -

Retail
Area |
Area 1
Area3

Xs Same as
above

X3 . Sameas
above

Information needed to prepare a Sales Budget:
(1) price/demand relationships
(2) past seasonal trends
(3) current sales level
(4) sales representatives' reports
(5) market research, economic trends
Production Budget v
Production Budget for First Six months of 1998 (units)
January February  March April May Total

Closing stock
Sales during
month

Less:  Opening
stock

Completed prodn-
reqd

: 193
Diplomw in Finsocial Maoagemont (OFM-2) )



Materials Purchase Budget

Material Purchase Budget for the First Six Month of 1998

A B
kg "~ Rs. kg Rs.

January

February

March

April

May

June

Manpower Budget

Machining Department

Component Quantity Hours per - Total
units unit hours

X1

Xz

X3

X4

Manpower required = Total hours ./ Effective working hours per person
Similar proforma can be made, for 'Assembly Department'.

Machinery Utilisation Budget The procedure for calculating machine time
requirements follows an identical pattern to that of the above manpower budget. The
resultant information is used to determine if any new asset purchases are required after
allowance has been made for downtime duve to routineé maintenance and breakdowns.
This mirrors the allowances built into the manpower budget for sickness and holidays.

Production Cost Budget _
Departmental Production Cost Budget for First Six Months 1998

Product January February March April  May June  Total
Rs Rs. Rs. Rs. Rs. Rs. Rs.

Direct costs:
Labour
Materials
Expenses

Total direct costs
lhdirect costs:
Labour
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Salaries
Materials
' Expenses
Depreciation
Total indirect casts
Total departmental costs

Administration,
Selling and Distribution Cost Budgets
Administration, Selling and Distribution Cost Budget o

January February March  April ©  May

Sales quantity, '000 units

~ Variable costs: v Amount (Rs.)
Sales commission at 10%
Vehicle fuel and servicing
Fixed costs:
Administration cost
Basic salesman's salaries
Advertising

. Office salaries
Drivers' wages
Vehicle standing charges
Total budget

Research and Development Budget Considering research and development as
just another department and to budget for it in the same way as administrative, selling
and distribution expenses

Master Budgen | ‘
Budgeted Profit and Loss Account for the First Six Months 1998

January Februar March Rs. AprilRs. May June Total
Rs. y Rs. Rs. Rs. Rs.

Sales, (Rs.)

Less:

Direct 1abour

Direct materials
Direct éxpmm '
Production overheads .
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Administration costs

Selling costs’

Distribution costs

Total costs

Profit/(Loss) -
Budgeted Balance Sheet
Fixed assets Rs. Rs.

Current assets:
Stocks and work-in-progress

Debtors

Bank balance and cash

Less: Creditors due within one year

Net current assets (working capital)

Total net assets (capital employed)

Less: Creditors due after one year

Share capital and reserves

Statement of Sources and Application of Funds
Sources of funds:

Profit before tax

Add back: Depreciation Total cash generated from trading operations
Other sources:

Issue of new shares

New loan Total sources of funds

Less: Applications of funds: Payment of tax Payment of dividend Purchase of
fixed assets

Increase in working capital:

Increase in stocks

Increase in debtors

Increase in creditors Movement in net quﬁid funds
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Special Financial Budgets
Forecast Tradilgg and Profit and Loss Account

January February March AprilRs. May  JuneRs.

Rs. Rs. Rs.

Rs.

Total
Rs.

‘Sales Less: Purchases
Gross profit Wages
Expenses
Depreciation Net
profit or (loss)

Cash Budget

January February Rs. March Rs.
Rs.

April Rs.

May June
Rs

Rs.

Cash Receipts:
Cash sales
Credit sales
net of discount
Asset sales
Total (A)

Cash Payments:
Purchases (net)
Wages
Expenses

Rent
Machinery
Total (B)
Monthly +/(-)

Cumulative
_ balance

Capital Expenditure Budget

Category of investment Amount
requested Rs.

Amount allocated

Plant & Mach.
Furniture etc.
Vehicles
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Land & Building

Total
Capital Budget Report
Actual/projected costs |
Project Title Last This Total Projected Authorised
number year year to date to complete  amount
Rs. Rs. Rs. Rs. Rs.

Flexible Budgeting This is defined by the Chartered Institute of Management
Accountants as a 'budget which is designed to change in accordance with the level of
activity attained'. Essentially, the flexible budget consists of not one budget but a series
of budgets, each being based on a different level of activity within the expected range.

Flexible Budget
Flexible Budget at .
Activity level 70% 80% 90% 100% Rs. Rs. Rs. Rs.

Direct labour
Direct materials
Variable overheads
Fixed overheads
Total

Following illustration will explain how various types of the budgets are prepared,
but this illustration is given only for the understanding of the students and only thoritical
_ questions will be asked in the examination from this chapter:

Comprehensive Example on Freparation of 'Budgets'
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Jesus Co. Ltd. Balance Sheet at 3_lst December 1993

Issued share capital (Re. 1 Ordinary
shares)

Reseryes
Capital employed

Rs.
3.50.000
{.29.600

Rs. 4.79.600

Depreciation Rs.

Rs.
1,04,000 1,16,000
18,000 17,000

Represented by: Fixed assets: Cost
Rs.

Machinery 2.20,000

Vehicles 35,000
2,55.000

1,22.000 1.33,000

Current assets: Stock of raw
materials

Finished goods (2,400 units)

Debtors

(Oct. Rs. 1,17,000, Nov. Rs.
1,30,000 and Dec. Rs. 1,28,000)

Cash at bank

Less: Current liabilities:

Creditors for materials 59,000
Creditprs for variable overheads 9,000
Creditors for fixed overheads 36,000

36,000

21,600

57,600

3,75,000

18,000

4,50.600

1,04,000
3.46.600

Rs. 4.79,600

The following information has been collected for the budget period:

(1) Sales at Rs. 20 per unit:

January February March April May June
Units 4,300 6.200 8,100 4,200 7,100 8,100

(2) Production is to be as stable as possible throughout the period, with a closing

stock in June of 3,400 units.

(3) Unit production costs are expected to be:
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4.11 Common Size Statements

Ratio analysis apart, another useful way of analysing financial statements is to convert
them into common size statements by expressing absolute rupee amounts into
percentages. When this method is pursued, the income statement exhibits each expense
item or group of expense items as a percentage of net sales, and net sales are taken at 100
per cent. Similarly, each individual asset and liability classification is shown as a
percentage of total assets and liabilities respectively. Statements prepared in this way are
referred to as common-size statements.

Common-size comparative statements prepared for one firm over the years would
highlight the relative changes in each group of expenses, assets and liabilities. These
statements may be equally useful for inter-firm comparisons, given the fact that absolute
figures of two firms of the same industry are not comparable. Financial statements and
common-size statements of the Ram Ltd are presented in following example.

Example

The accompanying balance sheet and profit and loss account relate to Ram Ltd. Coavert
these into common-size statements.

Balance Sheet as at 31st March
Previous {Current Year
Year 99 2000
(Amount in lakhs of rupees)
Liabilities
Equity share capital (of Rs 10 each) 240 240.0
General reserves 96 182.0
Long?terrn loans 182 169.5
Creditors 67 520 |
Outstanding expenses 6 —
Other current liabilities 9 6.5
| 600 650.0
Assets
Plant asset net of accumulated 402 390
depreciation ‘
Cash 54 78
Debtors 60 65
Inventories 84 117
| 600 650

20 : Diplowia iu Finencial Management (DFM-2)



Raw materials 5

Direct labour 3

Variable overheads 2
10

(4) Monthly purchases of raw materials should be:

January February March Aprii May June
Rs. Rs. ~ Rs. Rs. Rs. Rs.
34,000 30,000 29,000 37,000 34.000 32.000

(S) Customers pay their accounts during the third month after the month of sale.
(6) Creditors for materials are paid.during the second month after purchase.

(7) Variable overheads are paid on the basis of 25% in the month of production,
and 75% in the month following.

(8) Fixed overheads of Rs. 40,000 per month are paid during the following
month.

(9) Three automatic lathes are purchased for Rs. 75,000, and paid for in April.

(10) Depreciation -on machinery will be Rs. 3,000 per month until March.
increasing to Rs. 4.000 per month for the rest of the pariod.

Depreciation on vehicles will be Rs. 500 per rionth.
(11) Wages are paid during the month of pri»iion.

(1) Sales Budget

January February MarchRs. AprilRs. MayRs. JuneRs. Total Rs.
Rs. Rs. '

86,000 124,000 1,62000 54,000 1.42,000  1,62,000 7,60,000

(2) Production Budget (in units)

The opening stock on 1st January is known to be 2,400 units, and the closing
stock on 30th June is required to be 3,400 units. The production required will be:

Monthly sales for the six months 38,000

Add: Stock increase over the period 1,000

Required production 39,000
39,000

Each month's production = 39,000/6 = 6,500 units.
The production budget in units will be:
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March

| January  February April May June
Openingstock 2400 4600 4960 3300 5600 5000
Add: . 6,500 6500 6,500 6,500 6.500 6.500
Production

8900 1L100 11400 9800 12100  11.500
Less: Sales, 4300 . 6200 8,100 4,200 7,100 8,100
Closing stock 4,600 3,300 5,600 5,500 3,400

4,000

(3) Raw Materials Budget "

The opening balance sheet records the stock of raw materials at Rs. 36 000.
Monthly purchases are known, and the material content of each unit of production is Rs.
5. The materials budget can now be prepared. .

January  February = March Rs. April Rs. MayRs. JuneRs.
_ Rs. Rs. . .
Opening stock 36,000 37,500 35,000 31,500 36,000 37,500
Add: Purchases 34000 30,000 29,000 37,000 34,000 32,000
70,000 67,500 64,000 68,500 70,000 69,500
Less: Usage 32,500 32,500 32,500 32,500 32,500 32,500
Closing stock 37,500 35,000 -31,500 36,000 37,500 - 37,000
(4) Production Budget (in value)
Calculation for Cost of Production
‘ Rs./unit
Direct materials 5
Direct 1abour 3
Variable overheads 2
10
January  February March Rs. April MayRs. JuneRs.  Total Rs.
Rs. Rs. Rs.
Direct materials 32,500 32,500 32,500 32,500 32,500 32500  1.95.000
Direct labour 19,500 19,500 19,500 19,500 19,500 19,500 1,17,000
Variable 13,000 13,000 13,000 13,000 13,000 13,000  78.000
overheads . ' ‘ . '
Rs. 65,000 Rs. 65,000 Rs. 65,000 65,000 Rs. Rs. 65,000 3,90,000
65,000 ?ls.

(5) Fixed Overbheads Budget
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Fixed overheads will not vary with production, but will remain as a static charge.
If during the budget period there is an increase in an element of cost. There will be a
corresponding increase in budgeted fixed overheads. It will be normal to have fixed
overheads spread equally throughout the period. The monthly charge in the example is
estimated at Rs. 40,000.

(6) Debtors Budget

" Sales are made at Rs. 20 per unit, and customers pay during the third month after
the month of sale. The first three months of the budget period will expect to receive
payment for the sales-of October, November; December of the previous-year: These were
respectively Rs. 117,000, Rs. 130,000 and Rs. 128,000.

January Rs. February March Rs. AprilRs. May-Rs. JuneRs..

Rs.
Opening 3,75,000 344,000 3,38,000 3,72,000 3.70,000 3,88,000
balances
Add: Sales 86,000 1,24.000 1,62,000 84,000 1,42,000 1,62,000
461,000 4,68,000 5,00,000 456,000 5,12,000. 5,50,000
Less: Cash 1,17,000 1,30,000 - 1,28,000 86,000 1,24,000 1,62,000
received
Closing'balances  3,44,000 Rs. Rs. Rs. Rs. Rs.
Rs. 3,38,000 3,72,000 3,70,000 3,88,000 3,88.000
(7) Creditors for Materials Budget

. Suppliers are paid during the second month after purchase. November's purchases
of Rs. 26,000 will be paid. for during January, and December’s purchases of Rs. 33,000

~ during February.
January  February MarchRs. AprilRs. MayRs. June.Rs.

Rs. Rs.
Opening 59,000 67.000 64,000 59,000 66,000 - 71000
balances
Add: 34,000 30,000 39,000  37.000 = 34,000 32000
Purchases

93,000 97,000 93000 96,000 1,00,000 103000

Less: 26,000 33,000 34,000 30,000 29,000 37000
Payments ‘
Closing Rs. 67,000 Rs. 64,000 Rs. 59,000 Rs. 66,000 Rs. Rs. 66000
‘batances 71,000
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(8) Capital Budget

January Rs.  February March April  MayRs. June Rs, Total
Rs. Rs. Rs. Rs.
Machinery 3.000 3,000 3,000 4,000 4,000 4,000 21,000
Vehicles 500 500 500 500 500 500 3,000
Rs. 3,500 Rs. Rs. Rs. Rs. Rs. Rs.
3,500 3.500 4,500 4,500 4,500 24,000
(9} Cash budget
January February  March April May June
Rs. Rs. Rs. Rs. Rs.. Rs.
Receipts: Sales Rs. Rs. Rs. Rs. 86,000 Rs. Rs
117,000 130,000 1 ,28,000 1,24,000 1,62,000
Payments: 26,000 33,000 34,000 30,000 29.000 37.000
Materials
Labour 19,500 19,500 19,500 19,500 19.500 19.500
variable
overheads 25% 3,250 3,250 3,250 3,250, 3,250 3,250
75% 9,750 9,750 9,750 9.750 * 9,750 9,750
Fixed 36,000 40,000 40,000 40,000 40,000 40,000
overheads
Machinery — — —~ 75,000 — —
Rs. Rs. Rs. . - Ras. Rs. Rs.
93,750 1,05,500 1,06,500 1,77,500 1,01,500  1.09,500
Cash Budget
Opening 18,000 41,250 65,750 87,250 (4.250) 18,250
balance
Add: Receipts 1,17,000  1,30,000 1,28.,000 86,000 1.24.000 1,62,000
135000 171250 1,93.750 1,73.250 119,750 1.80,250
Less: 93,750  1.05.500 1,06,500 1,77,500 1,01,500 1,09,500
Payments .
Rs. 41,250 Rs. 65,750 Rs. 87,250 Rs. (4,250) Rs. 18,250 Rs.
‘ 70,750
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(10) Master Budget

Operating Statement for the Period 1st January to 30th June 1998
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Rs. Rs.
Sales 7,60,000
Less: Cost of sales:
Opening stock 2 1 600
Add: Production 3,90,000
4,11,600
Less: Closing stock (3400 x Rs. 10) 34,000
' 3,77,600
Gross profit 3,82,400
Less: Fixed overheads (6 x Rs. 40000) 2,40,000
Depreciation _ 24,000
2,64,000
Net profit Rs. 1.18,400
Estimated Balance Sheet at 30th June 1998
Rs. Rs. Rs.
Issued share capital
(Re. 1 ordinary shares) 3,50,000
Reserves
(Re. | 29600 + Rs. 118400) 2,48.000
Capital employed Rs. 5,98.000
' Rs. Rs. Rs.
Represented by:
Fixed assets:
, Cost Depreciation
Machinery 2,95,000 125,000  1.70,000
Vehicles 35,000 21,000 14.000
3,30,000 1,46,000 1.84,000
Current assets:
Stock ‘
(Raw materials Rs. 37,000;
Finished goods Rs. 34,000) 71,000
Debtors 3,88,000



Cash at bank

Less: Cuxrcnt. liabilities:
Creditors for materials
Creditors for variable ovetheads
Creditors for fixed overheads

10.12 Exercise

Answer the following questions

NG AL N -

i) Sales Budget

ii) Production Budget
iii)  Direct material Budget

70,750

5,29,750
66,000
9,750
40,000 _
1,15,750

4,14,000
Rs. 5,98,000

Explain the terms budget, budgeting and budgetary contro}?
- Distinguish between budget and forecast?
What are the essential requirements of sound budgetary system?
What are the advantages of budgeting?
What probiems are created in budgeting?
Explain in brief steps needed in bud

geting process?
Explain following budgets. :

iv)  Manufacturing Expenses Bud get

v} Capital Expenditure Budget

8. What is a flexible budget? State its importance ard limitations?
9. What is ZBB? State its advantages and limitation. ?
10. In what manner ZBB differs from Traditional Bud iet- explain?

208

Diploma in Financial Managemem (DFM-)



Unit :11:
FINANCIAL SERVICES

Introduction:

In earlier days the scope of financial services was very restricted, it was mainly concern
with providing funds to the borrowors for the sort term and long term purposes. But, now
a days wide variety of financial services are offered by such agencies.During: this
chapter, we shall discuss about the various services provided by different agencies.
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Structure of the Chapter:

11.1  Objectives:

11.2  Financial Services : Meaning

11.3  Types of Financial Services
11.3.1 Hire Purchase
11.3.2 Leasing
11.3.3 Factoring Services:
11.3.4 Credit Rating
11.3.5 Insurance
11.3.6 Venture Capital
11.3.7 Mutual Funds
11.3.83 Merchant Banking
11.3.9 Loan Syndication
11.3.10  Depository Services
113.11  Custodial Services
11.3.12  Share Registration Services
11.3.13  Debenture Trusteeship
11.3.14  Credit Cards

11.4 Exercise '

L1 Objectives:

By the end of this chapter, the student will con. -~ to know about:
Hire purchase services

Lease services

Factoring services

Credit rating services

Loan sjrndication

Mutual funds

Credit Cards

11.2  Financial Services : Meaning

Financial services aim at providing funds or substitutes of funds for the desired venture
at an optimum cost to the promoters and with best possible returns to the investors within
the regulatory framework prescribed by the society.

D D U o @
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11.3 Types of Financial Services

Financial Services sector renders a large variety of services to meet the requirements of
an individual user. These services infer alia may include the services or financial

products described here in below :
Provision of Funds or its Substitutes
- Venture Capital - issue of shares, debentures. seed capital etc.

Various services of a bank

t

Asset financing including terni loans, leasing, hire purchase
Managing Investible Funds’ |
- Portfolio management
- Merchant banking
- Mutual and Pension funds etc.
Risk Sharing
- Underw'riting of money market instruments,
- Insurance of various types
- Export credit and guarantee etc.
Consultancy Services
. Project preparatory services
- Preparation of project reports
- Appraisal of projects
- Rehabilitation of projects
- Business advisory services including legal, financial, taxation
- Valuation of investments
- Credit rating
- Merger, acquisitions and restructuring etc.
Market Operations
. Stock market related - share broking etc.
- Money market operations like sale/purchase of assets and investments
- Asset management like depositories, custodial services etc.
- Registrars/share transfer agents
- Trusteeships
- Retail market operations
- Futures, options, derivatives, etc.
. Settlement and clearing services for financial contracts, instruments and other

assets
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Research and Development
- Equity/market research
- Investor education
- Training of personnel
- Basic market oriented services for long-term development like softwares.

communication facilities etc.
- Market development

- Fimancial information services etc.

11.3.1 Hire Purchase

A hire purchase contract allows one party to acquire possession of goods belonging to
another party by paying an initial deposit, followed by a number of instalments over a
specified period- of time. The goods do not become the legal preperty of the acquirer
until after the final instalment has been paid. The hire purchase price of an item is greater
than its cash. price because of the inclusion of interest payable to the seller as
consideration for the use of his funds over the hiring period.

In these types of sales some amount of cash is usuvally paid on signing the contract.
balance is payable together with interest usually in equal instalments. Sometimes
instalments may include fixed proportion of the purchase price and interest on the
outstanding balances from year to year, in such cases instalment, will be reducing trom

year to year.

11.3.2 Leasing . v
In'India leasing has been developed as an impottarit supplementary source of finance and
is gaining increased acceptance from the industries. The technique of leasing gives the
facility to possess and operate the asset without owning the asset. It is a method o~
financing where huge capital outlays are substituted by periodical rental payments.
Under a typical leasing transaction, a lessor acquires the title to the equipment to be
leased by paying 100 per cent value for the asset identified by the lessee and then leases
it out to the lessee under a lease agreement for a period normally less than the
depreciable life of the asset.

Types of Leases - Lease agreements are basically of two types. They are (a) Financial
Lease and (b) Operating Lease. The other variations in lease agreements are (c) Sale and
lease back. '

(a) Financial Lease

A 'Financial Lease' is a non-cancellable contractual commitment on the part of
the lessee (the user) to make a series of payments to the lesser for the use of an
asset. In this type of leases. lessee will use and have control over the asset
without holding the title to it. The lessee acquires most of the economic values

- associated with the outright ownership of the asset. The lessee is expected to pay
for up keep and maintenance of the asset.
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Income Statement for the year ended March 31
Previous year Current year

(Amount in lakhs of rupees)

Gross sales 370 480
Less returns 20 30
Net sales 350 450
Less cost of goods sold 190 215
Gross profit | 160 235
Less selliitg, general and administrative cost 50 72
Operating profit 110 163
Less interest expenses 20 17
Earning before taxes 90- 146
Less taxes 31.5 - 51.5
Eaming after taxes 58.5 94.9
Solution

Income Statement {Common-size) for the years ended March 31 (Percentages)

Previous year Current year

Net sales - 1000 1000
Cost of goods sold 54.3 47.8
Gross profit 45.7 522
Selling, general and administrative expenses ___ 14.3 16.0
Operating profit 31.4 362
Interest 5.7 3.8
Earnings before taxes 257 -32.4
Taxes 9.0 11.4
Earnings after taxes (EAT) 16.7 21.0
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(b)

(c)

Operating Lease

An operating lease stands in contract to the financial lease in alost all aspects..
This lease agreement gives to the lessee only a limited right to use the asset. The
main characteristics of operating lease is as follows : '

- The lease can be cancelled by the lessee prior to its expiration at a short notice.

- The lessor is responsible for up keep and maintenance of the asset.

- The lessee is not given any uplift to purchase the asset at the end of the lease

 period. '

- The lease is for a smaller period. |

- The sum of all the lease payments by the lessee does not necessarily fully
provide for the recovery of cost of the asset.

- The lessor has the option to lease out the asset again 1o another party.

Sale and Lease Back

Under this the lessee first purchases the equipment of his choice and then sells it
to the lessor firm. The lessor in turn leases out the asset to the same lessee. The
advantage of this method is that the lessee can satisfy himself completely
regarding the quality of the asset and after possession of the asset convert the sale
into a lease arrangement. This option he can exercise even in the case of an old
asset used by him for sometime to get the release of a lumpsum cash which he
can put into alternative use. The lessor gets the tax credit for depreciation.

11.3.3 Factoring Services:

The dictionary meaning of *factoring is'the work -of a- factor’ ; the business of buying up
trade debts or lending money on the security of trade debts. Factoring may be defined as
a contract by which the factor is to provide at least two of the services i.e., finance. the
maintenance of accounts, the collection of receivables and protection against credit risks.

Functions of Factor - Factoring is a financial service covering the financing and
collection of receivables in domestic as well as international trade. Broadly speaking the
main functions of the factor are:
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¢ Providing finance against bills receivables and trade debts.

¢ Undertaking sales ledger administration responsibilities of the client
including maintenance of books, accounting, asset management, collection of
debts and furnishing information reports to the client. '

¢ Providing debt insurance facility to the client against possible Josses arising
insolvency/bankruptcy of debtors and,

¢ Offering relevant consultancy services in the areas of finance, marketing etc.

Mechanics of Factoring -The following is the procedure in factoring service
4. Seller (client) negotiates with the Factor for establishing factor relationship.

¢ Request by seller for credit check on the buyer (customer) whase name and
address is furnished to the factor.
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¢ Factor checks the credit credentials and approves the buyer, a credit limit and
the period up to which credit can be given, are fixed.

Seller sells goods to the buyer.

Seller sends invoice to the factor. The invoice is accounted for in the buyers'
accounts in the Factor's sales ledger.

¢ Factor sends notice of assignment/copy of invoice to the buyer.

Cost - Benefit Analysis of Factoring - There are two types of cost involved :
1. Factoring Commission, 2. Interest on advance granted by factor. The benefits of
factoring are : o

- It provides specialised service in credit management.

- It saves the cost of credit administration due to the scale of economics and
specialisation

- A concern has to evaluate costs and benefits to arrive at a decision regarding the
use-of factoring services with the aid of numerical computation. - :

Advantages and Disadvantages of Factoring
¢ Advantages
It compresses operating cycles by providing liquidity.

- It transfers credit risk from the firm to the factor.

It ensures a definite pattern of cash inflow from credit sales.

- Factor assumes responsibility for sales ledger administration.
¢ Disadvantages

- ltisrelatively expensive source of short-term credit.

- It requires cumbersome documentation requirements.

- It may be perceived as a sign of financial weakness.

- Factoring transactions attract stamp duty.

11.3.4 Credit-Rating

Credit rating has assumed an important place in the modern and develdped tinancial
markets. It is a boon to the companies as well as investors. It facilitate the company in
raising funds in the capital market and helps the investors to select their risk-return trade

off.

Fund procurement is one of the key functions of a business undertaking. Among the
various sources of fund, long-temm debt, debentures, bonds, fixed deposit and
commercial paper, besides, share capital are worth mentioning. The issuer of these
instruments approaches capital market, financial institutions and various agencies to raise
necessary finance at certain terms and conditions.

As investors are concerned with the timely payment of interest and principal, credit
rating indicates the creditworthiness of a borrower. Credit rating, essentially, indicates
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the risk involved in a debt instrument as well as its qualities. Higher the credit rating
greater is the probability that the borrower will make timely payment of principa! and
interest and vice versa. : ' ‘

Thus, a credit rating is not a general evaluation of the 1ssuing organisation. It essentially
reflects the probability of timely repayment of Principal and interest by a borrower
company. The credit rating is not a one time evaluation of credit risk of a security. The
rating agency may change the rating considering the changes periodically.

Credit Rating Agencies in India - In India, the rating coverage is of a fairly recent
origin, beginning 1988 when the first rating agency Credit Rating and Information
Services of India Ltd. (CRISIL) was established. At present there are other three rating
agencies - Investment Information and Credit Rating Agency of India Ltd. (ICRA),
Credit Analysis and Research (CARE) and Duff & Phelps Credit Rating India (OCR) '
have also entered in the credit rating business.

(a) CRISIL : CRISIL was jointly promoted, in 1988, by India's leading tinancial
institutions. ICICI and UT). Its other shareholders include LIC, SBI, HDFC, GIC,
Standard Chartered Bank, Bank of Tokyo, Banque Indo shez, Sakura Bank, UCO Bank.
Canara Bank, Central Bank of India, IOB, Vysya Bank Ltd. and Bank of Madura Ltd.
CRISIL weént public in 1992 and to date is India's only listed credit rating agency. In
1995, CRISIL entered into a strategic alliance with Standard & Poor's to extend its oredit
rating services to borrowers from the overseas market. The services offered are broadly
_ classified as Rating, Information Services, Infrastructure services and consultancy.

(b) ICRA : ICRA has been promoted by IFCI and 21 other shareholders comprising
foreign and nationalised banks and Indian insurance companies. Established in 1991,
ICRA is the second rating agency in India. Services offered by ICRA can be broadly
classified as analytical services, advisory services and investment services.
(¢) CARE : CARE has bécni promoted, in 1992 by IDBI Jjointly with Canara Bank, UTI.
Private sector banks and Insurance Companies. The services offered by CARE include
credit rating of debt instruments, credit assessment of companies, advisory services,
credit reports and performance ratings.

¢ CARE undertakes ratings of all types of debt instruments of all maturities,

including short-term instruments like commercial paper, certificates of deposits etc. not
exceeding 12 months; and medium and long-term instruments like Term deposits,

Floating rate Notes, Bonds and debentures.
¢ CARE also undertakes rating of securitised paper and structured obligations. -

¢ CARE undertakes credit assessment of companies for use by banks and
financial institutions. It is without reference to any particular instrument. C4,R£analyses
the overall debt management of the company and its capacity to service its obligations.

¢ CARE also undertakes' performance rating of parallel marketers of Liquefied |
Petroleum Gas (LPG) and Superior Keorsene Oil (SKO), as per the scheme notified by
Ministry of Petroleum and Natural Gas, Government of India.

Benefits - The benefits to various parties concerned with credit ratihg are listed below :
¢ Investors .
- It enables the investors to get superior information at low cost.
- It enables the investors to take calculated risk in their investments.
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- It encourages the common man to invest his savings in corporate securities and
get high returns,

¢ Corporate Borrowers

It facilitates companies with good rating cnter the capital market confidently and raise
funds at comparatively cheaper rates.

- It can be used as a marketing tool.
It facilitates foreign collaborations.
It encourages discipline among the corporatc borrowers.
¢ Government
- Fair and good ratings motivate the public to invest their savings in company

shares, deposits and debentures. Thus. the idic savings of the public ure
channelised for productive uses.

- It facilitates tormulation of public pohicy guidelines on  institutional
investments.

- Credit rating system plays-& vital-role in investor protection without casting burden for
that responsibility on the Government.

Mandatory Provisions for Credit Rating

¢ Commercial Paper Issue - Credit Rating: The RBlas per its revised guidelines
has directed the companies intended to issue commercial papers to obtain maximum
credit rating. otherwise. they will not be allowed to issue commercial paper. Further,
rating obtained must specifically relate to commerciai paper and should not be more than
on€ month old.

¢ Debenture Credit Rating Disclosure is Mandatory : The SEBI has directed the
companies intending to issue debentures to the public 1o state in the prospectus. whether
the debentures issued by it are credit rated. In case. the credit rating has been acquired by
the company from credit rating agency, the rating has 10 be clearly stated, otherwise the
company has to state clearly that the debentures has 1ot been credit rated.

¢ Public Deposit: Credit Rating: On and from January 2,1998 (i) no non-banking
financial company having net owned fund (hercinafter referred to as 'NWOF') of twenty
five lakh of rupees and above shall accept public deposit unless it has obtained minimum
credit rating for fixed deposits trom any onc of approved credit rating agencies at Jeast
once a year and a copy of the rating is sent to the Reserve Bank of India alongwith retumn
on prudential norms;
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CRISIL Rating Symbols of CRISIL.
F

I

For Debentures Symbol Degree of Safcty
High investment Grades AAA Highc.s;t safety
AA High safety
investment Grades A Adequate safety
BBB Moderate safety -
Speculative Grades BB Inadequate safety
| B High Risk
C Substantial Risk
D In default
For Fixed Deposit Programme Symbol Degree of Safety
| FAAA Highest safety
FAA High safety
FA Adequate safety
FB Moderate safety
FC High risk
; FD Detault
For Short-term Instruments Synibol Degree of Safety
P-) Very strong
pP-2 Strong
P-3 Adequate
P-4 Adverse
P-5 Detault

11.3.5 Insurance

With the increase in business operation, there is considerable increase in the business
risk. The advance of technology, the multiplicity of activities and our growing
interdependence make larger and larger disasters inevitable. Progress has put more
people. more companies at risk than ever before. Traffic multiplies on the roads. in the
air and at sea. The disasters cause death or hardship for many more people and properties
than those directly involved. Profits, customers and goodwill can be lost. No one is safe

from thefts. No building is sate from fire. No business is immune from risks.

The essence of insurance lies in the elimination of the uncertain risk of loss for the
individual through the combination of a large number of similarly exposed individuals
who contribute to a common fund premium payments sufficient to make good the loss

caused to any one individual.
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Insurable Interest - Insurable interest is the basic requirement in the insurance contract.
It means that insured stands to benefit by the safety of subject-matter of insurance or to
lose by its loss or incur liability in respect thereof.

To be logical and complete any procedure for identifying and analyzing loss exposures
should take into account following :

(i) Property Losses

¢ Physical Damage to Property: Property may be damaged by many common
perils like tire, windstorm, flood, earthquake and vandalism.

¢ Loss of Use of Property: A business can also lose the use of property without
suffering physical damage. For example, a number of govemmental agencies have the
authority to close down a business in certain circumstances. '

¢ Criminal Activity : Almost every firm is exposed to loss by robbery, burglary
and other crimes - and riot just from outsiders.

¢ Business Interruption Loss : An important consideration for any business
person is costly shut-down that can result from fire or other peril. Where such a shut-
down or business interruption occurs, the owner then has to deal with (i) the loss of use
of building (measured by the loss of revenue while the store is closed for repairs), and
(ii) extra expenses to speed repairs or to rent space at another location in order to avoid
closing. .
(ii) Liability Loss
A firm may be legally liable - that is, responsible to pay for bodily injury or property
damages suffered by another person or firm. :

¢ Liability to General Public : A court may find a business firm liable for
injuries or other losses, which the firm or its employees can cause to a member of
general public through negligence or other fault.

¢ Liability to Employees : Employees can be injured or even contract disease as
a result of job-related activities. To protect the ini. -est of the employees in India, the

Warkmen's Compensation Act requires most emplc vers to compensate employees to
medical expenses and loss of incomne due to injuries or certain diseases arising from their

employment.

¢ Key Person Losses : The most valuable assets of many firms are their people -
especially those key persons whose skills, knowledge or special qualities are not easily
replaced. Loss of the service of a key person through death, disabling injury, disease or
resignation - can cause severe losses to the firm. ‘

Kinds of Business Insurance —

(i) Insurance of ProMy

¢ Burglary Insurance : For loss of or damage to the property following forcible
and violent entry into or exit from the premises. The businéss premises policy covers not
only loss of the insured property, but also damages to such property and damage to the
premises caused by burglars. -

¢ Cash Insurance : For covering loss of cash whilst it is in transit or at counter
or in the safe. The policy may be extended to cover infidelity of employees as also riot,
strike and terrorism damages. -~ . "’
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¢ Engineering Insurance : Insurance protection is available for construction,
erection, commissioning, test run, operation, expansion etc. of a plant, machinery or
equipment, provides coverage for own damage as well as to surrounding property,
coverage for bodily injury to employees, to the third parties etc.

¢ Fire Insurance : Loss or damage to property caused by Fire is called fire
waste.

¢ Motor Insurance : Motor Insurance policy is taken for covering the vehicles
against accidental damage and third party liability.

(ii) Insurance of Liability

¢ Employer's Liability : This policy will take care of the legal 1 bility of the
employer towards the employees and workmen under the workmens' com ensation Act
due to accident. '

¢ Product Liability : It covers legal liability of the manufacturer fa product
towards a customer, whereby the latter can legally claim the compensat n for ihe
damages caused while using an unsafe product manufactured by the former.

¢ Public Liability : For legal liability of the owner in respect of fatavnon-fatal
injury caused to third party personal or damage to third party property arising out of
accident for which the insured is held responsible under the law. ’

(iii) Insurance of Persons

¢ Group Mediclaim : It will take of the medical expenses necessitated due to the
hospitalisation and domiciliary hospitatisation on account of accident/sickness/disease.

¢ Group Personal Accident : This policy is taken for provx'dihg compensation
to the employees who meet with accident resulting in fatal or non-fatal injuries. -

(iv) Insurance of Pecuniary Losses

¢ Fidelity Gurantee : This policy covers the loss caused to the employer due to
infidelity of the employees who are responsible for dealing with cash or stores or such
other valuables.

¢ Loss of Profits Insurance : It takes care of the loss of profits and standing
charges incurred by the insured due to reduction in turnover. These policies are granted
in consumption with the material damage policies and available following Fire,
Machinery break-down and Boiler explosion.

¢ Advance Loss of Profit Insurance : When a major incident of damage to the
works during construction phase is likely to result in delay in the commencement of
commercial operations of the plant thereby delaying the ability to earn revenue.

Machinery Breakdown Policy - The machinery break down insurance policy cover the
risk of damage arise from short circuiting, arcing, self heating, leakage of electricity,
accidental damage to machinery at rest or whilest dismantled for repairs etc. All items of
machinery with moving parts in which there may be possibility of breakdown also
covered in this policy. - When there- is-a total loss of machinery, it would be valued
according to market value after deduction of depreciation for use. Only selected items of
imported machinery is allowed t6 be insured under this policy.

_.Erection Insurance Policy - This Policy provides cover against risks arising out of
~ various natural and man-made perils to projects under erection and it protects the
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interests of the project authorities during the implementation stage of the projects. The
tisks covered generally are :

- Hazards occur for the owners and contractors during constructions.

- Risk relating to transportation of materials and machmcrv to the project site
durmg implementation of the project. -

- Risks during the erection and commissioning of the plant and machincry.

The period of insurance poliey will complete with the plant put into operation. This
policy is subject to certain general exclusions.

Marine Insurance Policy - This cover is available for exports, imports and inland
transits of raw materials, plant. machinery and accessories and finished products. vessels
and freight and such other interests. This policy is taken to protect from loss of damage
to property while in shipment or inland transport.

Fire Policy -
¢ About the Fire Policy
There are three types of fire policies : .

Fire Policy A : This type of policy is applicabie to office building, hospitals. school.
library. restaurant, hotels showrooms, shops, etc.

Fire Policy B : This type of policy is applicable to office building, hospitals, school,
library, restaurant, hotels showrooms, shops, etc. But the cover available as against Fire
policy A is limited.

Fire Policy C : This type of policy is applicable to office building, hospitals. school.
fibrary. restaurant, hotels showrooms, shops, etc. But the cover available as against Fire
policy A is limited, however a wider ange of risks can be insured by paying additional
preminm.

A standard Fire policy C offers the following covers:

(a) Fire (b) Lightening (c) Explosion/Implosion (d) Riot, Strike. Malicious damage (e}
Terrorist damage (1) Impact damage (g) Air craft damage.

In addition to the foregone. by paying additional premium the cover may be broadened w0
include the following: :

(a) Flood: (b) Storim: (c) Tempest: {d) Typhoon;(e) lnundahon (f) Bursting of pipes:
(g) Earthqg;ake (h) Subsidence.

11.3.6 Venture Capital

Venture capital can be defined as the long-term equity investments in business which
display potential for significant growth and financial retum. The nature of financing i.e.

long-term cquity, implies that the investor bears the risk of venture, but would cam a
return commensurate with its success. Thus, the return for the investor is not through a
steady dividend or interest yieid but through capital gain. This definition incorporates the
three main features that distinguishes venture capital investment frof other forms of

capital investment. They arc :
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- Supporting entrepreneurnial talent bv providing tinance
- Providing business management skijls
- A retumn in the form: of capital gains.

Venture capital is generally regarded as a risk capitel. The venture capitai invest or thus
looks for markets with tremendous growth potential 1o be exploited with entreprencur
towards a highly rewarding relatmnsh;p To foster the growth of better technology new
risky lines of business need support in the torm of venture capital. The ventre capital
investment 1s a medium term high risk investment. The coneept of venture capital has
gained momentum in hlgh risk oriented industrial wheel of the world economy during
last five decades and it is of recent takcofT in the horizon of Indian Financial systems.
The pracucc of venture capital as an cffective financing organ is vet to operate in full
swing in our country.

Important Players - The important playcrs in financing Venture Capital financing in
India are as follows:

Risk Capital Technology Finance Comporation Ltd.

Venture Capital Fund

1

- Technology Development and Infonnation Company of India

Indus Venturc Capita! Fund

Gujarat Venture Finance Ltd.

*

Credit Capital Venture Fund

State Bank Venture Capitat Fund

Can Bank Venture Capital Fund
Grindlays Bank Venture Capital Fund
APIDC Venture Capital Ltd.

11.3.7 Mutpal Funds

Mutual tund is the other area of financial services which has grown rapidly in India over
the last ten years. Today they are playing significant role in mobilsing individual
savings and providing stability to the Indian capital market. Mutual tund. a financial
innovation, provides for a novel way of mobilising savings from small investors and
allowing them to participate in the equity and other securitics of the industrial
organisations with less risk. A mutual fund is an investment company or a trast tha
pools the resources ot thousands of its sharcholders or unit holders and invests on behalt
ot them in diversified securities and a cross section of companies to attain the objectives
of the investors, which in rcturn achieve income or growth or both.

The money thus collected is then invested by the lund manager m different tvpes ol
securities. These could range from shares th debentures to money market instruments.
depending upon the scheme's stated objectives. Thus. a Mutual Fund is the most suitable
investment for the common man as it offers an opportunity to invest in a diversified.
' professionally managed basket of sccurities at a refatively fow cost.
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The income eamed through this investment and the capital appreciation realised by the
scheme, are distributed amongst the investors in proportion to the number of units they
own by way of dividend or Net Asset Value appreciation.

11.3.8 Merchant Banking

In the present day capital market scenario the merchant banks play as an encouraging and
supporting force to the entrepreneurs, corporate sectors and the investors. The recent
modifications of the Indian Capital market environment have emerged the various
financial institutions as the major sources of finance for the organisations. Several new
institutions have-appeared-in the financial spectaclée and merchant bankers have joined to
expand the range of financial services.
Activities of Merchant Banker - The activities performed by Merchant Bankers inciude
the following:

- Management of issue of corporate securities of existing companies and newly
floated companies
Offering financial expertise in mergers, takeover, capital reorganisation to
corporate sectors

- Management of investment trusts .

1

- Handling insurance business

- Loan syndication and corporate advisory services
- “Portfolio management

- Custodial and dep9sitory services

- Broking of corporate securities

- Attractive foreign investment

11.3.9 Loan Syndication

Loan syndication refers to the services rendered by the Financial service expert or Firm
in procurement of term loans and working capital loans from financial institutions, banks
and other financing and investment firms for his/its client. The major activities involved

in syndication o/ loans consists of the following :

¢ Preparation of project reports and other necessary information with the help of
his client. _

¢ Scouting for location or identification of source of finance.

¢ Shortlisting the providers of funds and preliminary discussion with them about
the possibilities of finance and viability of the proposal.

¢ Preparation and filing of loan applications with the finance firms which shows
interest in financing. o

¢ Submission of all necessary information for appraisal of the proposal.

¢ Obtain in principle letter sanctioning the loan.
The syndicator of loan will charge his client the fee for the services rendered.
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Balance Sheets (Common-size as at March 31) (Percentziges)
Previous year  Current year

Owners' equity:
Equity share capital . 40.0 36.9
General reserves 16.0 28.0
56.0 64.9
Long-term borrowings:
Loan 30.3 26.1
Current liat;i!itits:
Creditors 11.2 8.0
Outstanding expenses 1.0
Other liabilities 15 1.0
| 13.7 9.0
Total liabilities 100.0 100.0
Fixed assets:
Plant assets net of 67.0 60.0
accumulated depreciation
Current assets: |
Cash 9.0 12.0
Debtors 10.0 10.0
Inventories 14.0 18.0
33.0 40.0
Total assets 100.0 100.0

4,11 Accounting Ratios

Financial statements prepared by a company at the end of every year is used by
various people. Financial Statements prepared by a body corporate is used by wide -
variety of persons which includes prospective investors, creditors and even management.
If relationship between various related items in these financial statements are found out
and established through ratios, they can provide useful clues to understand accurately the
financial health and ability of business to make profit. From such ratios various uses can
take their decisions. Like shareholders can take their decision regarding investment in the
business by seeing dividend pay out ratio, earning per share ratio etc. Ratios also help in
_detecting any adverse trends present in the financial statements. So, it can help the
management in determining the areas where they will have to concentrate. Today, ratios
has assumed such an importance that anybody connected with the business turns to ratio
for measuring the financial strength and earning capacity of the business. E.g. a banker
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11.3.10 Depository Services

Meaning of Depository - The term depository means a place where something is
deposited for safe keeping; a bank in which funds or securities are deposited by others,
‘usually under the terms of specific depository agreement. Depository means one who
receives a deposxt of money, securities, instruments, or other property, a person to whom
something is entrusted. a'trustee, a person or group entrusted with the preservation or
safe keeping of som . The depository is an orgamsatxon where the securities of a

shareholder are held in the form of electronic accounts, in the same way as a bank holds -
money. The deposnory hn'lds electromc custody of securities and also arranges for
transfer of ownership of securities on the settlement dates. This system is known as
scripless trading system. Any body to be eligtble to provide depository services must

-

register with SEBI. "

Depository System - Depository system is concerned with conversion of securities from
physical to electronic form, settlement of trades in electronic segment, electronic transter
of ownershtp of shares and electronic custody of securities. All securitics in the
depositories are 1dent1cal in all respects and are thus fungible. The ownership and
transfer of securities take place by means of electronic book entries, avoiding the risks
associated with the paper. Depository system is not mandatory, it is optional and it is left
to the investor to decide whether he wants the securities to be dematerialised. The system
results in instant transfer as compared to six to eight weeks time under physical mode.

Constituents of Depository - The constituents of a depository are as under:

- Issuer or Company

- Issuer Registrar

- Depository Participant

- Cleaning Members

- Stock Brokers

- Clearing C;)rpqrations

. Investors
Functional Aspects - The functional aspects of depository system would include:

- Account opening

- Dematerialisation

- Rematenalisation

- Clearing and settlement

- [Initial public issues

- Corporate actions

- Pledgé and hypothecation

- Transmission and nomination
‘Reconciliation

National Securities Depository Limited (NSDL) - NSDL was registered by the SEBI on
June 7, 1996 as India's first depository to facilitiate trading and settlement of securities in
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the dematerialised form. The NSDL is promoted by IDBI, LT/and NSDL provide
electronic depository facilities for securities traded in the equity and debt markets in the
country, NSDL has been set up to cater to the demanding needs of the Indian capital
markets. In the first phase of operations, NSDL will dematerialise scrips and replace
them with electronic entries. With NSDL taking the lead in commencing depository
opcrations, other aspirants like BOL sharcholding - BSE combine and the ICIC] - DSE
combine are now cxpediting their depository plans. NSDL has a very important role to
play in framing the futurc of Indian capital market. but its success depends on the
invistor

11.2.11 Custodial Services

A custodians s premon wha koeps custody of the securities dn behalf of somebody clse.

.4'&!-4\.'..
It means. the valuable documents and papers should be carctully guarded by keeping the
proper place under tight security. Custodian is a person who has custody of somcthing;
caretaker of a public building and property. '
Custodian is a caretaker of the securities and documents and in return he gets some
benefit for his services called "Custodial Charges . Since the work of custodian is risky.
costly and cumbersome in nature. only entities can do such work of custodian ‘services
which involves a lot of money. space requirement, fule safety measures etc. lnstiturions
can do it successfully. i
11.3.12 Share Registration Services

In a company, the secretary or other official of the company will normally deal
with the company share registration work. With the increase in public issues and number
of investors, a specialised service called 'share registration services' has emerged as one
of the important facets of financial scrvices scctor. For big companies with large
investors base, the duties of u registrar can be an immence necessity and it becomes a
matter ot decision whether or not the company miuntains its own registration department
or contracts the workout to a professional registrar. The company registrarship is a
highly protessional service involving minute attention to detail. There is a high routine
content in the work associated with the mamntenanc  of company registers which in the
past required the employment of large numbers ot st 1. but as the operation lends itsctt
1o computer applications. it is now far less labour intensive.

>

11.3.13 Debenture Trustecship
When a company seeks to issue debentures or debenture stock. or even unsecured
loan stock, it is customary to appoint a trustec to protect the interests of the debenture
holders or stockholders. The issue is nonnally constituted under a trust deed entered into
between the company and the trustee. The powers and duties of the trustee will be set out
in the deed. In general, it 1s the concern of the trustee to see that the obligauons ot the
company are duly performed. The debentures or stock may carry a fixed charge over
certain fixed assets. or a floating charge over the undertaking generally, or both. The
trustee would normally hold the documents of title to any specifically charged assets and
in some cases may be required to ensure that the floating assets of the undertaking are
maintained at a stipulated level. If there is a sinkinyg fund for the redemption of the
debentures or stock. the trustee will be responsible for seeing that the fund is operated in
accordance with the deed. The trustee may have a particularly active role where there are
a number of dealings in the charged assets by way of sales, purchases. leascs. etc. The
security property can be released only with the consent of the trustee and such consent
would also be necessary where, for any reason, it is proposed to reduce the value of
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security property by the withdrawal of assets from behind the debenturcs or stock
without replacement. The trustee will also be responsible for seeing that frechold and
Ieaschold properties are properly insured and that all outgoings are duly met.

11.3.14 Credit Cards

The development of the credit card is probably the most su.mtu,am phenomenon
ot thc modem financial services sector. In India credit cards are mainly issued bv the
public sector commercial banks and some foreign banks and private sector organisations
have also issued the credit cards. Tt is 4 hatural extension of ordinary bankig tacilitiés.
credit card is a convenient and easy way for the everyday shopper to make his payments
tor all kinds of goods and services without the use of cash. Now credit card is popular
throughout all sections of the country. There are threc quite distinct parties to a credit
card operation viz., card holder, the merchant and the card- -issutng organisation.

There ts an element of ree credit granted to cardholders because {a) accounts are
settled monthly covering purchases of goads or services since the last monthly statement
and (b) the cardholder is allowed say. 15 days from the date of his monthly statement to
settle the outstanding amount.- It-tollows that if a cardholder's statement is normally
prepared on say, the 15th of the month. any purchases made on 16th of the moath could
carry the bene.it of 45 days tree credit. When a person applies for a credit card. he will
be asked to supply details of his financial circumstances and, subject to satisfactory
reterences, he will be given a card with an appropriate credit limit..

11.4 Exercise

Q.1 Write in briet about the various services provided by finance consultant in
modern world ?

Q.2 What are the advantages and disadvantages of leasing ?
Tk
Q.3 Write a note on diffcrent agencies providing service of credit rating ?
Q.4 Write a note on contribution of financial consultant in the filed of insurance ?

' Q.5  Write a note on venture capital services ?

Q.6 Wnite a note on services of debenture trusteeship by financial consultant?
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or other creditor will measure the repaying capacity and fi nanual strength on the basis of
accounting ratios.

The Balance Sheet and the Statement of Income are essential, but they are only the
starting point for successful financial management. Apply Ratio Analysis to Financial
Statements to analyze the success, failure, and progress of your business.

Ratio Analysis enables the business owner/manager to spot trends in a business and to
compare its performance and condition with the average performance of similar
businesses in the same industry. To do this compare your ratios with the average of
businesses similar to yours and compare your own ratios for several successive years.
watching especially for any unfavorable trends that may be starting.

In finance, ratios are usually two financial statement items that may be related to one
another and may provide the prudent user a good deal of information. Of the myriad
of ratios that could be generated, some will be more meaningful than others.

Without ratios, total interpretation of accounts is almost impossible. Ratio will
‘help in understanding the facts of the accounts, which are not apparent in from the
records. A ratio can be expressed in three different ways. It proportion, e.g. 3 : 1. Second
in percentage, €. g8 40%. Third in rates, e.g. 8 times a year.

Interpretation Through Ratios

A ratio can not be useful unless it is analyzed or interpreted and so after finding ratios, it
can be compared with the ideal ratio prevailing in industry or with the past ratios or with
the ratios of any firm in the same field so, that the proper results can be obtained. Ratios.
as shown above, are relative figures reflecting the relationship between variables. They
enable analysts to draw conclusions regarding financial operations. The use of ratios, as a
tool of financial analysis, involves their comparison, for a single ratio, like absolute
figures, fails to reveal the true position. Four types cf comparisons are involved: (i) trend
ratios, (ii) inter-firm comparison, (iii) comparison of items within a single year's
financial statement of a firm, and (iv) comparison with standards or plans.

Techniques And Purposes Of Analysis
Accounting ratios are generally classified as follows

Revenue Statement Ratios : e.g. Gross profit ratio, Net Profit ratio. Such ratio
interprete the results of revenue statements.

Balance Sheet Ratios : ¢.g. Current ratio, liguidity ratio. Such ratio interprete the results
of balance sheet.

Classification of Accounting Ratios Revenue Statement Ratios

The ratios computed showing relationship between the two items of profit and
loss account are enumerated below :

{a) Gross Profit Ratio
(b) Operating Ratio
(c) Expense Ratio

(d) Net Profit Ratio
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(a)Stock Turnover
(A) Gross Profit Ratio
Gross Profit Ratio = Gross Profit/Sales x 100

Such ratio help in understanding the profitability of the business from the basic
operations. It is a ratio expressing relationship between Gross Profit eamed to Net Sales.
It is a useful indication of the profitability of business.

This ratio should be high as far as possible. If this ratio is low, it indicates that the
cost of sales is high or that the buying is inefficient. It means the profit is high or cost is
low.

(B) Operating Ratio
Operating ratio = Operating expenses/sales * 100

It shows what to what extent the amount is expended for the purpose of different
expenses, this expenses may be related with the cost of goods sold as well as the other
admiftistrative expenses. It is a ratio showing relationship between Cost of goods sold
plus Operating expenses and Net Sales. It shows the efficiency of the management. The
higher the ratio, the less will be the margin available to proprietors. This ratio is also
usually expressed as a percentage. It should be lesser as far as possible.

Cost of Sales = Opening stock + Net purchases + Purchases expenses - Closing stock.

OR
Cost of Sales = Net Sales - Gross Profit.
{C) Expense Ratio

It is computed by dividing éxpenses by sales. The term 'expenses’ includes (i) cost of
goods sold, (ii) administrative expenses, (iii) selling and distribution expenses, (iv)
financial expenses but excludes taxes, dividends and extraordinary losses due to theft of

goods, good destroyed by fire and so on. There are different variants of expenses ratios,
That is, ' '

Expense Ratio = Expenses / Sales

This ratio shows the proportion of the amount of sales which is used for the
purpose of different expenses. This ratio is calculated- B"minly for the purpose of
ascertaining relationship between operating expenses and net-sales, expense ratios are
computed. Some accountants calculate expenses atio..in respect of raw-material
consumed, direct wages and factory expenses. In all these ratios in denominator sales is
written, o

This ratios should be lesser as far as possible. These ratios over a number of years
will reveal the extent to which expenses vary in relation to sales.

(D)  Net Profit Ratio
Net Profit Ratio = (Net Profit x 100 )/ Net Sales

This ratio can be treated as profitability ratio and it shows mainly the relations of profit
earned with the sales. This ratio is very much useful to the management. And this ratic
should be higher as far as possible. The ratio is valuable for the purpose of ascertaining
the over-all profitability of business and shows the efficiency of the operations of the
business. This ratio is widely used for the purpose of interpretation.
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require much higher ratio than 2 to 1. The need for safety margin arises from the
inevitable unevenness in the flow of funds through the current assets and liabilities
account. The fact that a firm may rarely count on such an even flow requires that the size
of the current assets should be sufficiently larger than current liabilities so that the firm
would be assured of being able to pay its current maturing debt as and when it becomes
due. It is important to note that a very high ratio of current assets to current liabilities
may be indicative of slack management practices, at the same time, the firm may not be
making full use of its current borrowing capacity. Therefore, a firm should have a
reasonable current ratio. )

Current Assets = Cash and Bank balance + Stock + Debtors + B/R + Prepaid
expenses + Investments readily convertible into cash + Loans
and advances.

Current Liabilities = Creditors + B/P + Bank O/D + Unclaimed dividend +

Provision for Taxation + Proposed dividend.

So, in simple words, The current assets of a firm, as already stated, represent those assets
which may be, in the ordinary course of business, converted
into cash within a short period of time, normally not exceeding
one year. The current liabilities defined as liabilities which are
short-term maturing obligations to be met, as originally
contemplated, within a year.

Liquid Ratio
Liquid ratio = Liquid assets/Liquid liabilities

Here, liquid assets means all current assets except closing stock where as liquid liability
means all current liability less bank overdraft. As observed above, one defect of the
current ratio is that it fails to convey any information on the composition of the current
assets of a firm. A rupee of cash is considered equivalent to a rupee of inventory or
receivables. But it is not so. A rupee of cash is more readily available (i.e. more liquid) to
meet current obligations than a rupee of, say, inventory. This impairs the usefulness of
the current ratio. Stock is not treated as a liquid asset because it cannot be readily
changed into cash as and when required. Bank overdraft is not involved in liquid
liabilities because bank overdraft is not likely to be called on demand and is treated as a
sort of permanent mode of financing. The liquid ratio which is mainly designed to show
the cash available to meet immediate payments. It is obtained by dividing the liquid
- assets by liquid labilities. If the liquid assets are equal to or more than liquid liabilities,
the condition may be considered as satisfactory. The quick ratio is a more rigorous and
penetrating test of the liquidity position of a firm.

Acid-Test Ratio
Acid-test Ratio = Quick Assets / Liquid Liabilities

Here in this ratio only cash factors of current assets are considered and no other
factor will be considered. It is computed by dividing the worth of quick assets by
liquid liabilities. Here, quick assets do not include both stock and debtors, because
payments from debtors would not generally be received immediately when liquid
liabilities are to be paid. The acid-test ratio is a rigorous measure of a firm's ability to
service short-term liabilities. The usefulness of the ratio lies in the fact that it is

widely accepted as the best available test of the liquidity position of a firm.
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Proprietary Ratio
Proprietor’s ratio = Proprietor’s fund/Total Assets

This ratio shows the relationship of proprietor’s fund with the total assets means that
to what extent the assets of the business is financed by proprietor’s fund. The ratio -
shows the proportion of proprietors’ funds to the total assets employed in the
business. The proprietors' funds or shareholders' equity consist of share capital and
reserves & Surplus. This ratio should be higher as far as possible means the the
higher the ratio, the stronger the financial position of the enterprise, as it signifies
that the proprietors have provided larger funds to purchase the assets.

Moreover, a very high ratio is also not desirable, because it means that insufficient use is
being made of outside funds.

Debt-Equity Ratio
Debt-Equity Ratio = Long term Liabilities x {00
- Shareholders Funds

This ratio indicates the capital mix in the business. It shows to what extent debt is
involved in the business against the owner’s funds. It shows the proportion of long-
term External Equities and Internal Equities.

This ratio reflects the relative claims of creditors and shareholders against the assets
of the firm. Alternatively, this ratio indicates the relative proportions of debt and
equity in financing the assets of a firm.

Capital Gearing Ratio
Capital gearing ratio = Fixed interest bearing capital/equity capital

Normally, two types of capital is usually available in the business. One is demanding
fixed rate of return at the end of specific period which mainly include preference
share and debentures. Whereas the other capital is that type which is not demanding
any amount of fixed return at the end of specific period. Such capital includes equity
capital. This ratio indicates the relationship and capital mix of fixed interest bearing
capital with the normal capital. In other words, it is the ratio of fixed dividend
bearing capital to ordinary capital. The higher this ratio, the capital structure of the
body corporate is said to be highly geared.

Long term Funds to Fixed Assets

This ratio indicates to what extent the long term assets are financed by the long term
funds in the business. Normally, the fixed assets of business must be purchased out
of Fixed Capital only, which includes share capital, reserves and long term liabilities.
The ratio must be 1 : 1 or more.

Long term Funds to Fixed Assets Ratio = Long term Funds

Fixed Assets
Where Long-term Funds = Share Capital + Reserves + Long term Liability
Composite Ratios : \

Here, in this type of ratios on item will be from profit and loss account and other
will be balance sheet. The ratios expressing relation between one item of Profit and Loss
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Account and the other item from Balance Sheet are combined or composite ratios. The
ollowing are some of these ratios :

{1) Retum on Investment :
(i) Retumn on Capital Employed
(i)  Return on Shareholders' Funds
(iii)  Return on Equity Shareholders' Funds*.
(2) Debtors' Turnover (Debtors' Ratio) -
(3) Creditors' Turnover (Creditors’ Ratio)
(4) Fixed Assets Turnover Ratio.
(5) Total Assets Turnover.
(6) Debt Service Coverage Ratio.

Return on Investment :

This ratio is concerned with the overall profitability of the business. It shows
profitability from various angles. Profitability may be from the point of view of firm as a
whole or from the angle of the equity shareholders etc. This ratio should be higher as far
as possidble. Return on investment indicates the profitability of business and is very much
in use among financial analysts. Under this head, we shall study three different ratios:

(i) Return, on capital employed (ii) Retun on shareholders’ funds (iii) Return on
equity.

Return on Capital Employed
Return on Capital Employed = Net Protit x 100

Capital Employed
Here, this ratio indicate the profitability of the business from the angle of the firm as a
whole. This ratio should be higher as far as possible. This ratio shows the rate of return
on the capital employed. This ratio is of very much use to the management of the
company. The term Capital Employed includes share capital, reserves and long term
loans such as debentures. : '

It must be remembered that in this ratio Net Profit is Profit before deducting
Interest and Taxes = EBIT (Earnings before interest and taxes)

Where Capital Employed = Share Capital + Reserves + long Term Loan
Return on Shareholders’ Funds
Return on Shareholders' Funds = Net Profit x 100

Shareholders Funds

This ratio is also showing the profitability of the business but this profitability is
indicated from the angle of the shareholders. From this ratio is, the shareholders in the
business can make out to what extent they eamed by making investment in the business.
So, this ratio is very much useful to the shareholders of the business. Proprietors’ Funds
include share capital and reserves. It also indicates whether the retum on proprietors'
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funds is enough in relation to the risks that they undertake. The prom should be after
interest and tax i.e. PAT - Profit After Tax.

Return on Equity Shareholders ‘Funds’
Return of Equity Shareholders Fund = Net Profit - Preference Dividend  x 100
Ordinary Share Capital + Free Reserves

It shows what percentage of profit is earned on the capital invested by ordinary
shareholders. The ratio is obtained by dividing net profit after deduction of preference
dividend by the sum of ordinary share capital plus free reserves.

In case of all the above three ratios, fictitious asscts given in the balance
sheet must be deducted in the denominator.

Debtors’ Ratio:
(i) Firstly, average daily sales is found out then (ii) Collection period is detenmined.

Average Daily Sales = Credit Sales /365
(i) Debtors' Ratio = Debtors + Bills Receivable

Average Daily Sales

Altemnative Formula : Instead of calculating average daily sales as above, the
following formula may be used to find out Debtors Ratio

(ii) Debtors Ratio = Debtors + Bills Receivable x 365
Credit Sales

This ratio indicates the credit policy of the business. It shows that to what extent

“the amount is-blocked in the debtors of the company. For the better management of the

current assets this ratio should be lower as far as possible. The ratio shows the number of

days taken to collect the dues of credit sales. The ratio is computed by dividing the sum

of debtors and bills receivable by the average daily sales. The average daily sales is
obtained by dividing the total annual sales by 365.

Debtors Turnover:

Debtors Tumover = Credit Sales/Average Debtors
. Where Average Debtors Opcmng Debtors + Closing Debtors/2
If B/R is given, it should be mvolved in the debtors.’

The debtors turnover suggests the number of times the sum of credit sale is
collected during the year, while debtors ratio indicates the number of days during which
the dues for credit sales are collected. Suppose the debtors ratio is 73 days, it means that
debtors pay their dues for credit sales after 73 days of making the sales.

It means that during the year the collection for credit sales is made
5 times during the year ( 365 days/73 days = 3). '

(1) Creditors Velocity or Creditors Ratio
Creditors' Ratio = Creditors + Bills Payable /Average Daily Purchase
Creditors Velocity = Creditors + Bills Payab]e/Annu'fll Purchase x 365
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Creditors Turnover = Credit Purchases/ Average Creditors

If creditors Ratio or Average Payment Period is to be calculated on the basis of
Creditors Turnover, it will be done as follows :

Creditors Ratio = 360 or 365/Creditors Turnover

It shows the number of days within which we make payment to our creditors for
credit purchases is obtained from creditors velocity. This ratio is helpful to the
management and it also shows the buying efficiencies of the management. This
ratio shows what credit period is gwen by the creditors to us. It helps the
management in making arrangement in the working capital need. This ratio
should be higher as far as possible so that comparatively there will be less need of
working capital. Suppose the credit period is 45 days, i.e. our creditors allow us a

credit period of 45 days.
Fixed Assets Turnover
Fixed Assets Turnover = Sales
- Fixed Assets
This ratio is showing that to what extent the sale is generated by making

investment in the fixed assets. This ratio should be higher as far as possible. The more
the sales in relation to the sum invested in fixed assets, the more efficient is the use of

fixed assets.
(2) Total Assets Turnover
Total Assets Turnover = Sales/Total Assets

.Total assets includes not only fixed assets as well as it includes current assets as well.
This ratio shows to what extent sale is achieved by making investments in the total assets
of the business. This ratio should be higher as far as possible. This ratio is very much
helpful to the management of the business. '

Debt Service Coverage Ratio:

This ratio is indicating that to what extent the business has generated profits for the

purpose of debt repayment. It means calculation is made as to how many times the proﬁt
- covers the payment of principal and interest on loan.

Debt repayment mainly includes the installments for the purpose of debt
repayment as well as the interest on it. When a creditor or bank lends money to the
business, he always examines the paying capacity of the borrower. This ratio is very
much useful to the lender of the money for checking the efficiencies of the person taking
the money.

Debt Service Coverage Ratio: Profit available for debt repayment/Install.

+Interest '

Here Profit means profit available for payment of debt

Profit = Profit after tax + Depreciation and other non-cash adjustments + interest payable on loan

Debt Service Coverage ratio = Profit available for Debt Payment/installment of
principal + Interest : '
Coverage Ratios The second category of levérage ratios are coverage ratios.

These ratios are computed from information available in the profit and loss account. For
Diploma in_Financial Management (DFM-2)
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a normal firm, in the ordinary course-of business, the claims of creditors are not met out
of the sale proceeds of the permanent assets of the firm. The obligations of a firm are
normally met out vt the eamings or operating profits. These claims consist of (i) interest
on loans, (ii) preference dividend, and (iii) amortisation of principal or repayment of the
instalment of loans or redemption of preference capital on maturity. The soundness of a
firm, from the view-point of long-term creditors, lies in its ability to service their claims.
This ability is indicated by the cdverage ratios. The coverage ratios measure the
relationship between what is normally available from operations of the firms and the
claims of the outsiders. The important coverage ratios are: (i) interest coverage, (ii)
dividend coverage, (iii) total coverage, (iv) total cashflow coverage, and (v) debt service
coverage ratio. :

Interest Coverage Ratio It is also known as 'time-interest-earned ratio’. This
ratio measures the debt servicing capacity of a firm insofar as fixed interest on long-term
loan is concerned. It is determined by dividing the operating profits or earnings before
interest and taxes (EBIT) by the fixed interest charges on loans. Thus,

, EBIT
Interest coverage = «~-c--oee---
Interest

It should be noted that this ratio uses the concept of net profits before taxes
because interest is tax-deductible so that tax is calculated after paying interest on long-
term loan. This ratio, as the name suggests, shows how many times the interest charges
are covered by the EBIT out of which they will be paid. In other words, it indicates the
extent to which a fall in EBIT is tolerable in the sense that the ability of the firm to
service its interest payments would not be adversely affected. For instance, an intetest
coverage of 10 times would imply that even if the firm's EBIT were to decline to one-
tenth of the present level, the net profits available for servicing the interest on loan would
still be equivalent to the claims of the creditors. On the other hand, a coverage of five
times would indicate that a fall in operating eamnings only to upto one-fifth level may be
tolerated. From the point of view of the creditors the larger the coverage, the greater is
the ability of the firm to handle fixed-charge libilities and the more assured is the
payment of interest to the creditors. However, too high a ratio may imply unused debt
capacity. In contrast, a low ratio is a danger signal that the firm is using excessive debt
and does not have the ability to offer assured payment of interest to the creditors.

Dividend Coverage Ratio: It measures the ability of a firm to pay dividend on
preference shares which carry a stated rate of return. This ratio is the ratio (expressed as
x number of times) of net profits after taxes (EAT) and the amount of preference
dividend. Thus, |

EAT

Dividend coverage =
Preference dividend

Total Coverage Ratio While the interest coverage and preference dividend
coverage ratios consider the#ixed obligations of a firm to the respective suppliers of
funds, that is, creditors and preference shareholders, the total coverage ratio has a wider
scope and takes into account all the fixed obligations of a firm. that 1s, (i) interest on
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loan, (ii) preference dividend, (iii) lease payments, and (iv) repayment of principal.
Symbolically, '

EBIT + Lease payment _
Total coverage - Interest + . Lease
payments + (Preference

dividend + Instalment of principal)/(l -4

Earnings Per Share (EPS) measures the profit available to the equity shareholders on a
per share basis, that is, the amount that they may get on every share held. It is calculated
by dividing the profits available to the shareholders by the number of the outstanding -
shares. The profits available to the ordinary shareholders are represented by net profits
after taxes and preference dividend. Thus,

Net profit available to equity holders
EPS =

Number of ordinary shares outstanding

Dividend Per Share (DPS) is the dividends paid to the shareholders on a per
share basis. In other words, DPS is the net distributed profit belonging to the
shareholders divided by the number of ordinary shares outstanding. That is,

Dividend paid to ordinary shareholders
DPS =

Number of ordinary shares outstanding

Dividend-Pay Out (D/P) Ratio is also known as pay-out ratio. It measures the
relationship between the earnings belonging to the ordinary sharcholders and the
dividend paid to them. In other words, the D/P ratio shows what percentage share of the
net profits after taxes and preference dividend is paid out as dividend to the equity
holders. It may be calculated by dividing the total dividend paid to the owners by the
total profits/earnings available to them. Alternatively, it may be found out by dividing
the DPS by the EPS. Thus,

Total dividend (cash dividend) to equityholders
1.DP= x100
Total net profit belonging to equityholders

Dividend per ordinary share (DPS)
2.D/P= x100
Eamnings per share (EPS)

Earnings and Dividend Yield is closely related to the EPS and DPS. While the EPS and
DPS are based on the book value per share, the yield is expressed in terms of the market
-value per share. The earnings yield may be defined as the ratio of earnings per share to
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the market value per ordinary share. Similarly, the dividend yield is calculated by
dividing the cash dividends per share by the market value per share. That is,

EPS
1. Earning yield = x 100
Market value per share
. DPS
2. Dividend yield = x 100
Market value per share

The earning yield is also called the earning-price ratio.

Price Earnings (P/E) Ratio is closely related to the earnings yield/earnings price ratio.
It is actually the reciprocal of the latter. This ratio is computed by dividing the market
price of the shares by the EPS. Thus,

Market price of share
P/E ratio =
EPS
Utility of Ratio Analysis

Ratio analysis is useful or the beneficial to various class of the people like shareholders,
management, creditors etc. Their uses for the ratio may be different. So, wide variety of
ratios. can be used for_the uses of various class of people. The ratio analysis provides
useful data to the management, which would help them in taking important policy
decisions. Ratio analysis helps in inter-firm comparison, which shows the strength and
weakness of the firm as compared to other firms and will indicate corrective measures.
The ratios of the Jast three to five years will indicate the trend in the respective fields.
Ratios guide the management in making some of the important decisions. Useful
information about the trend of profitability is available from profitability ratios. In fact,
the use of ratios was made initially to ascertain the liquidity of business. The use of ratios
was started by banks for ascertaining the liquidity and profitability of body corporate’
business for the purpose of advancing loans to them. It gradually became popular and
other creditors began to use them profitably. Now even the investors calculate ratios
from the published accounts of the body corporate in order to have an idea about the
solvency and profitability of the body corporate before investing their savings.

Limitations of Ratio Analysis

Even ihough there are various benefits available to variety of people from various ratios
it has some limitations. Followings are some of the limitations of the ratios:

There is practically no standard ratio against which the actuat
performance can be compared. The satisfactory level of various ratios may differ from
one industry to another only because circumstances differ from industry to industry and’
even from firm to firm. While comparing ratios of different firms, it must be
remembered that different firms follow different accountancy plans and policies. Hence,
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great care has to be exercised before any conclusions are drawn from such comparison, If
the accounting data is not accurate, the accounting ratios based on these figures would
give misleading results. The utility of ratios computed from the financial statements of

one year only is obviously limited.

Rearrangement of Financial Statements

Normally, financial statements like profit and loss account or balance sheet are
prepared horizontally means in a T-shaped form. But it is advisable to prepare or arrange
the financial data in vertical form to find various ratios. The T-shaped financial
statements must be rearranged in the proper form which would give ready figures for
calculating different ratios. The following are the specimen of such forms.

Profit And Loss Account

Net Sales (Sales Less : Sales Return) Rs. Rs.
Less _ |Cost of Sales

Opening Stock
+ Purchases

+ Purchase expenses

Less : Closing Stock

Gross Profit:
Less _ |Operating Expenses :
Administration Expenses
Selling Expenses
Financial Expenses
Net Profit :
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Balance-Sheet

Funds Employed

Rs.

Rs.

(1

Shareholder's Funds:

Equity Share Capital -

Preference Share Capital

Resefve and Surplus

(2)

Loan Funds (Long-term Funds) :

1. Debentures

2. Financial Institution's Loan

Capital Employed :

Application of Funds
(Employment of. Capital)

(1)

(2)

|Fixed Assets less Depreciation

Investments

@)

Current Assets. Loans and Advances :

(i) Stock '

(ii) Debtors

(iii) Cash and Bank

Less

: Current Liabilities :

(i) Creditors

(ii) Bills Payable

Net Current Assets

Total Assets|....

Practical

1. Parth Ltd. has made a profit.of Rs. 9,75,000 after charging deprecmtxon of Rs.
5,00,000 and providing for tax. The sum of interest and other sums written off are Rs.
32,120.

year.

The details about loans are as follows :

15% Debentures of Rs. 10,00,000 of which V/4th is payable during the current
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18% Term Loan of Rs. 4,00,000 of which 1/4 is payable at the end if the current, year.
16% Cash Credit Rs. 5,00,000.

18% Loan from private parties Rs. 2,00,000 which is payable in full during the
current year.

Compute the Debt Service Coverage Ratio.

, &lution_:
I) _|Payment of Interest : " Rs.
(1) 15% Debentures of Rs. 10 lakhs 1,50,000
(2) 18% Term Loan of Rs. 4 lakhs | 72,000
(3) 16% Cash Credit of Rs, 5 lakhs 80,000
—--1(4) 18% Loan of Rs. 2 lakhs from private partics” 36,000
Total - 3,38,000
I) _|Payment of Principal : Rs.
__J(1) 15% Debentures of Rs. 10 lakhs x 1/4 - _2,50,000
(2) 18% Term loan of Rs. 4 lakhs x 1/4 | 1,00,000
(3) 18% Private loan of Rs, 2 lakhs = 2,00,000
B . 5,50,000
IlI) |Profit available for Payment of Debt : B Rs.
Net Profit N . N 9,75,000
+ Depreciation | 5,00,000
+ Other Non-cash items written 32,120
+ Interest which is payable 3,38,000
|(1t is added because it is ]
already deducted from profit
as the profit given is after tax)
: 18,45,120
Debt Service Coverage Ratio = Profit

Principal + Interest

18.45,120 /3,38,000 + 5,50,000
=2078

The ratio shows that from the sum of profit debt (Principal + Interest) can be paid. 1.74
times i.e. profit is sufficient for payment of debt.
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2. The following are the summarized balance sheets of Rehan Ltd. for two years. You are
required to rearrange it in the form suitable for computing ratios :

Balance Sheets
Liabilities ’ 1997 1998 [Assets - 1997 1998
Rs. Rs. Rs. Rs.

Share Capital : Fixed Assets
Equity shares of Less : Depreciation | 3,50,000{ 4.90,000
Rs. 100 each 1,00,000 | 1,50,000 |Current Assets :
8% Pref. Shares Stock 1.60,000]  60.000
of Rs. 100 each 50,000 50,000 [Debtors 40,000{ 35.000
Reserves 2,00,000 | 1,50,000 |Cash 10,000] 5,000
6% Debentures 1,00,000 | 1,00,000
Current 90,000 | 1,20,000
Liabilities
Bank Overdraft 20,000 20,000 /

5,60,000 | 5.90,000 5.60,000{ 5,90,000

From the above information you are required to calculate the following ratios and
comment on the financial position of body corporate.

(1) Current Ratio (2) Liquid Ratio (3} Acid-Test Ratio (4) Proprietary Ratio (5)
Long term Funds to Fixed Assets Ratio.
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Solution:

In the absence of any figures relating to Profit and Loss Account, the comments
would be based on Balance Sheet ratios only.

First of all we shall prepare a vertical balance sheet which is useful for computing
various ratios. '

Previous Current

year's Figures
Figures

1997 1998
Funds Employed Rs. . Rs.

(1) |Shareholder’s Funds :
(A) Equity shares of Rs.100 cach 1,00,000] 1,50.000
8% Pref. shares of Rs. 100 each 50,000 50,000
(B) Reserves and Surplus 2,00,000{ . 1,50,000
3,50,000{ .3,50,000

(2)_|Loan Funds :

Secured Loan : 6% Debentures 1,00,000{ 1.00,000

4,50,000{ 4,50,000

Application of
Funds

(1) [Fixed Assets :.
Total Fixed Assets Less Depreciation (a) 3,50,000| 4.90,000
(2) {Investments

(3) [Current Assets, Loans and Advances :

(1) Stock _1,60,0000 60,000
(2) Debtors 40,000 35.000
(3) Cash 10,000 5,000

2,10,000{ 1,00,000

Less {Current Liabilities and Provisions :

(1) Current Liabilities 90,000 1,20,000
(2) Bank Overdraft- 20,000 20,000
1,10,000{ 1,40,000
Net Current Assets (Working Capital) (b) 1,00,000 40,000{
Total Assets (a) + ~(b) 4,50,000] 4,50.000
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(1) Currentratic = Current Assets/ Current Liabilities

For 1997 =2,10,000/1,10,000 =1.91:]

For 1998 = 1,00,000/1,40,000 =0.7] : |

Current ratio indicates the working capital position. There has been considerable
deterioration in the current ratio. On one hand, currem assets have been reduced to
almost hall of what they were last year, whereas the current liabilities have increased by
nearly 40%. Normally, this ratio should be 2:1. i.e. the value of current assets should be
twice the current liabilities, The standard had been met last year, wﬁereas the ratio during
the current year should cause anxiety. Current assets are less than current liabilities,
meaning thereby that the body corporate would not be able to meet its current obligations
as and when they will fall due. If immediate steps are not taken to remedy the situation,
th; body corporate will be put to considerable trouble.

(2) Liguid Ratio = Liquid Assets/Liquid Liabilities
Where Liquid Assets = Current Assets - Stock
and Liquid Liabilities = Liquid Assets - Bank overdraft
For1997  =50,00000,000 =0:55:1
For 1998 =40,0001,20,000 =033

The liquid ratio is a better indication of liquid position of the body corporate and
shows whether the body corporate will bg able to meet its current obligations due for
immediate payment at a short notice. No standard norm is available for this ratio.
However, it is supposed that liquid assets should at least cover the liquid liabilities i.e.

the ratio should be 1 : 1. The ratio for this body cor, orate during 1997 was unsatisfactory
and has deteriorated to such an extent during 199¢. that the body corporate would be

facing financial crisis, if immediate corrective stepf € not taken to improve this
situation. It may be suggested that the body corporate shoWld issue either shares or
debentures to improve its liquid position. ~

(3) Acid-Test Ratio = Quick Assets/Liquid Liabilities
Here Quick Assets = Cash + Bank + Easily marketable securities 10,000

For 1997 = 10,000/90,000 =0.11:1
For 1998 =35,000/,1,20,000  =0.042:1

This ratio indicates a danger signal. It suggests that immediate steps should be
taken to increase quick assets.
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(4) Proprietary Ratio = Proprietary Funds x 100
Total Assets
3,50,000 x 100
5,50,000
=63.64 %
For 1998 =3,50,000 x 100
5,90,000
=5932%

The ratio indicates the sum of capital contributed by the proprietors. The higher
the ratio, the stronger is the financial position of business. The ratio during 1997 shows a
comfortable position which has gone down in 1998 showing a deteriorating financial
position. The proprietor’s funds have remained stationary (increase in share capital Rs.
50,000 is rewarded by decrease in Reserves of Rs. 50,000) during these two years against
which total assets have increased by nearty Rs. 40,000. Such a declining trend must be
arrested as the existing position is not satisfactory.

(5) Long Term Funds to Fixed Assets Ratio

For 1997

= Long Term Funds * 100
Fixed Assets
(Long Term Funds = Share Capital + Reserves + Long Term Liabilities)

For 1997 =4,50,000 x 100 =128.57%
3,50,000

For 1998 = 4,50,000 x 100 =91.84%
4,90,000

The fixed assets should always be acquired out of long term funds meaning
thereby that this ratio should not be less than 100. The ratio for this body
corporate dunug 1997 indicated a reasonable position, as the fixed capital was
more than adequate to cover the fixed assets. The circumstances in. 1998 is
however, not comfortable as the ratio has not only deteriorated but has even gone
down below 100 suggesting that the body corporate has financed its purchases of
fixed assets out of the short term finances which is a dangerous financial policy.
The body corporate will not be able to repay its short term liabilities, sunk in
fixed assets and may be forced to dispose of some of its fixed assets to repay
these short term liabilities. The better course for the body corporate is to issue
cither shares or debentures or to obtain long term finances to acquire fixed assets.

The over-all financial position of the body corporate is not satisfactory and shows
a considerable deterioration from its position of the previous year.
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3. From the following statements of Smita Ltd. for the year ending 31st March, 2002.
you are required to rearrange the items in the form of Financial Statements suitable for
analysis and calculate the following ratios and state the significance of each such ratio :

(1) Current ratio

(2) Acid-test ratio (Liquid ratio)

(3) Operating ratio

(4) Stock tumover ratio

(5) Debtors' Ratio and Debtors' Turnover

Balance Sheet as on 31-3-2002

Liabilities Rs.{Assets Rs.
Share Capital : Land and Buildings 50,000
Issued and Paidup : - Plant and Machinery | 20,000
50,000 Equity Shares of Stock 15,000
Re.1each . 50,000{Debtors 25,000
General Reserve 40,000{Cash 15,000
- {Profit & Loss A/c 15.000

Sundry Creditors 20,000

1,25,000 1,25,000
Profit and Loss Account for the year ending 31-3-2002

' Rs Rs.
To Opéning Stock 25,000|By Sales 1,80,000
* Purchases 1,05,000}* Closing Stock : 15,000
“ Gross Profit-c/d 65,000
1,95,000 1,95,000
To Advertisement expenses 23,000{By Gross Profit-b/d 65,000 |
Selling expenses 8,000[“ Profit on sale of '
“ ljinance expenses : : 4,000|fixed assets 5,000
“ Net Profit 35,000
70,000 70,000
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| Solution
The given balance sheet” and profit and loss account will be rearranged as below :

Balance Sheet as on 31-3-2002

_[Sources of Funds Rs. Rs.
Share Capital 50,000
General Reserve 40,000
Profit and Loss Account . 15,000
Shareholders' Funds : 1,05.000
Application of Funds
Fixed Assets :
Land and Buildings 50,000
Plant and machinery 20,000 |70,000
Current Assets : '
Stock 15,000
Debtors 25,000
Cash 15,000 |55,000
|Less : Current Liabilities :
Sundry Creditors v 20,000
Net Current Assets : ' 35,000
1,05,000
Profit and Loss Account for the year ending 31-3-2002
Rs. Rs.
Sales 7 : 1,80.000
Less : Cost of Sales :
Opening Stock | 25,000
Add : Purchases 1,05,000
30,000
Less : Closing Stock | 15,000 1,15.000
Gross Profit : . 65,000
Less : Operating Expenses :
Administration expenses }23,000
Selling Expenses | | 8,000 |
Finance Expenses 4,000 35,000
Operating Net Profit : 30,000
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Add : Profit on Sale of Fixed Assets 5,000
Net Profit : 35,000
Let us now examine the ratios : '
(1) Current Ratio = Current Assets / Current Liabilities

| = 55,000/ 20,000 = 2.75:1

The standard for current ratio is 2 : 1, whereas the same for this body corporate is
2.75 : 1 signifying that for every Re. 1 of current liabilities the body corporate is having
Rs. 2.75 worth of current assets. The state of affairs is ~quite relaxed and looking to the
fact that current assets mostly comprise liquid assets, it can be said that the body
corporate will be able to meet its current liabilities with ease, as and when they arise.

(2) Acid-Test or Liquid Ratio = Liquid Liabilities / Liquid Assets

Note that the two ratios, liquid ratio and acid test ratio are used here to mean the
same ratio.

Acid-Test Ratio = 40,000 /20,000
=2:1

This ratio indicates the ability of the body corporate to meet its current
obligations without delay. The standard may be taken as | : 1, whereas in 'he
case of this body corporate the ratio is as high as 2 : 1. Hence, the body corporate
would be very easily meeting its short term obligations as and when they fall due.

(3) Operating Ratio = (Cost of goods sold + Operating Exp )x 100
_ Sales
=1,15,000 + 35,000 x 100
. 1,80,000
=83.33%

This calculation shows that for sale of every Rs. 100, the operating expenses take
up Rs. 83.33 leaving Rs. 16.67 as net profits for the proprietors. It signifies the efficiency
of management. It is difficult to comment on the efficiency with which the business is
managed only from this figure of 83.33%. Comparison with the figyres of other units in
the same business and also with the past figuzes of the same body corporate is required
before any opinion can be given.

(4) Stock Turnover = Cost of goods sold
Average stock
1,15,000/20,000 = 5.75
Average Stock = Opening Stock + Closing Stock
2
= 25,000 + 15,000
) .
= Rs. 20,000
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This ratio indicates the speed with which the stock is turned over. The greater this
ratio, the more efficient is the management of sales. In this particular case, the stock is
turned over 5.75 times during the year or in other words me average stock is sold out
* within 9 weeks (52 + 5,75). This may be treated as satisfactory turnover.

However, final opmlon can be formed only after comparing this figure with those
of other body corporate’s in the same business..

(5) Debtors Ratio = Debtors + Bills Receivable/ Average daily sales
= 25,000/ 500 = 50 days
(Average daily sales = 1,80,000/360 = Rs. 500)

Note : It is interesting to note that in order to arrive at the figure of daily sales, it
is a common practice to divide the annual sales by 365. However some suggest that it
should better be divided by 360. If working days only are taken into account, then the
total sales must be divided by 300 exclusive of non-working Sundays and holidays from
365. Alternative Technique :

Debtors Ratio = Debtors + Bills Receivable
Credit Sales
= 25,000/1,80,000 x 360 = 50 days
Debtors Turnover = 1,80,000/ 25,000 =7.2
Debtors Ratio =360 days/ 7.2 = 50 days

As opening debtors are not given, we have taken closing debtors instead of
average debtors

: The debtors ratio or the average collection period indicates the efficiency or
otherwise of the collection department. It is difficult to give any judgment from the
slmple figure of 50 days, unless the average collection period of the whole industry is
given. If 30 days is taken to be the average collection period, then this figure of 50 days
shows an unsatisfactory credit and collection policy.

4. The following is the Balance Sheet of Prithvi Ltd. as on 31-3-2003. Rearrange itin a
form suitable for analysis and Calculate the followmg ratios :

(1) Net Profit Ratio (2) Current Ratio (3) Proprietary Ratio (4) Return of capital
Employed (5) Debtom Ruitio (6) Fixed-assets Turnover.

Balance Sheet as on 31-3-2003
| Rs. | Rs.
|Creditors _ 16;000 ]Cash at Bank - 26,000
‘|Bills Paysble 6,000 |Debtors 11.000
Debentures 1,00,000 |Stock 50,000
_|Reserves ind Profits 169,000 - [Bills Receivable 4,000
Paid up Capital -1 1,00,000 {Fixed- As sets 2,00,000
| 2,91,000 °2.91,000
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Sales : 2,00,000; Net Profits Rs. 60,000.

Solution :
- Balance Sheet as on 31-3-2003
Sources of Funds Rs.
Share Capital ' 1,00,000
Reserves and Profits Shareholders' Funds : 69,000
_ | | 169,000
Debentures |Capital Employed : | 1,00,000
Application of Funds- 2,69,000
Fixed Assets
Current Assets : 2,00,000
Debtors 11,000 ~
Stock 50,000
Cash at Bank | 26,000
Bills Receivable ' 4,000
91.000
Less : Current Liabilities :
Creditors 16,000
" Bills Payable 6,000 22,000 R

Various ratios useful for financial analysis are as follows :
(1) Net Profit Ratlo = Net Profit / sales x 100

= 60,000/2,00,000 x 100 = 30% |

it is difficult to give opinion about the profitability of business only on the basis

of single year's ratio. The information about the nature of business, the figures relating to
other firms and the statistics for the past few years of the body corporate are required for
comparison purposes. However, 30% net profit on sales seems to be reasonable in case
of normal business.

(2) Curremt Ratio = Current Assets/ Current Liabilities = 91,000/ 22,000 = 4.14:1

The current assets cover current liabilities four times, which shows a highly
comfortable liquid position. .
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(3) Proprietary Ratio = Proprictors’' Funds / Total Assets = 1,69,00/2,91,00 = 58.08

The ratio seems to be unsatisfactory. Normally the proprietors should provide at
least sufficient funds to cover the fixed assets from which the revenue of the enterprise
will be derived. The faster the percentage is to 100, the better the financial strength.

C)) itetum on Capital Employed = Net Profit / Capital Employed x 100

= Net Profits x 100
Share Capital + Reserves + Debentures

= : 60,000 x 100
1,00,000 + 69,000 + 1,00,000
=2230%

It is difficult to opine about the reasonableness or otherwise of this return in the
absence of details regarding these figures of other body corporates and past figures of the
same business. However, normatly this return may be treated as satisfactory.

(5) Debtors Ratio = Debtors + Bills Receivable

Average daily sales

Average daily sales = 2,00,000/ 365 =Rs. 548

Debtors Ratio = 11,000 + 4,000 15,000 =27 days
548

The average period of credit is 27 days or the collection period of credit sales is
27 days. Whether this credit period is excessive or reasonable can be said only when the
information regarding credit period of other concems in the same business is available.

Debtors Turnover = Credit Sales/ Average Debtors = 20,00,000/15.000 ='13.3
Debtors Ratio =365/ 13.3 = 27 days

" (6) Fixed Assets-Sales Ratio = Sales / Fixed Assets = 20,00,00/1,00,000 = 1.1

This ratio suggests the efficiency of management. If the proportion of sales to
investment in fixed assets is more, it suggests that the fixed assets are utilized more
efficiently in business. However, no view can be given on the basis of 1 : | ratio unless it
is compared with other firms in the same business.

S. The information given below is taken from the financial records of two Body
- cotporates engaged in the same industry. From the following information find following

ratios for the year ending 2004.

Riddhi Ltd. | Siddhi Ltd. |
, Rs. Rs.
Total Sales (out of which 20% are cash sales) 6,40,000 |  6,40,000
Costofgoodssold | 4,48,000 | 4,16,000
Net Profit (After 50% revenue tax) 32,000 51,200
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Equity Share Capital 3,00,000 2,60,000
Retained eamnings 49,600 1,32,400
15% Debentures : - 1,60,000 1,32,000
Sundry Creditors 70,000 1,00,000
Bank Overdraft ‘ 18,000 40,000
Fixed Assets 3,20,000 3,10,000
Stock L 64,000 1,60,000
Debtors 80,000 72.000
Cash 32,000 20,000
Preliminary expenses 1,600 2,400

From the above information, calculate the following accounting ratios for the
both body corporates and make brief comment on each of them,

(i) Current Ratio
(iiy Debtors' Ratio (360 days to be taken for the year)
(iii) Operating Ratio.
(iv) Rate of return on sharcholders' funds
@) Rate of return on total capital employed.
Solution
1) Current Ratio = Current Assets /Current Liabilities
Current Assets : Riddhi I d. Siddhi Ltd.
- Rs. " Rs.
Stock 64,000] 1,60,000
Debtors 80,000 72,000
Cash . 32,000 : 20,000
1,76,000 2,52,000
Current Liabilities . :
Sundry Creditors . ‘ 70,000 1,00,000
Bank Overdraft ) 18,000 40,000
| 88,000 ' 1,40,000

Riddhi Ltd. = 1,76,000/ 88,000 =2.1 : 1
' Siddhi Ltd. = 2,52,000 / 1,40,000 = 1.8:1 |
Comment : Generally ratio of 2 indicates a good liquid position. From that
viewpoint the liquid position of Riddhi Ltd. is better than that of Siddhi Ltd.
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(2') Operating Ratio = Cost of goods sold + Operating Expenses/ Total Sales x 100

Riddhi Ltd. : Siddhi Ltd.

| Rs. Rs.
Total Sales _ 6,40,000 6,40,000
Less : Cost of goods sold 4,48,000 4,16,000
Gross Profit 1,92,000 2,24,000
Less : Net Profit ]
After 50% revenue-tax 32,000 51,200
+ 50% tax » 32,000] 64,000] 51,200 1,02,400]
Operating Expenses 1,28,000 1,21 ,600

Riddhi Ltd. = (4,48,00 + 1,28,000) / 6, 40,000 x 100 = 90%
Siddhi Ltd. = (4,16,000 + 1,21,600) - 6,40.000 x 100 = 84%

Comment : From the total revenue of sales, total expenses of Riddhi Ltd. 90%
and Siddhi Ltd. 84% will be deducted showing net profit of 10% and 16% respectively.
Thus management of Siddhi 1.td. is more efficient.

(3) Debtors Ratio = ((Debtors + Bills Receivable)/ Credit Sales )x No. of days of year
Riddhi Lfd. = (80,000/5,12,000)x 360 | -

= 56.25 days
Siddhi Ltd.  =(72,000/ 5,12,000) % 360

= 50.625 days

Comment : The collection of credit sales is better and speedy in case of Siddhi
Ltd. hence, its working capital position will be better, because it is able to collect its dues

carlier.
{4) Rate of Return on Shareholders* Funds :
= ({Net Profit (After Interest and tax))/Shareholders' Funds) x 100

Shareholders Funds :
Riddhi I4d.|  Siddhi Ltd.
Equity Share Capital | Rs. 3,00,000] Rs. 2.60,000
Retained eamings v 49,600 1,32,400
| | | 3,49,600] _ 3,92,400
Less : Préliminary.Expenses . 1,600 2,400
3,48,000 3,90,000
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Riddhi Ltd.  =(32,000/ 3,48,000) x 100
=0.195 %

Siddhi Ltd. = (51,200/3,90.000) x 100
=13.128%

Comment : The return on shareholders funds of Siddhi Ltd. is higher as compared
to Riddhi Ltd. and so investors would be tempted to invest in Siddhi Ltd. Thus

this ratio gives guidance to investors.
{5) Return on total capital employed :

= (Net Profit (Before Interest and Tax)/Capital Employed) x 100

Riddhi|  Siddhi
Ltd. Ltd.
. Rs. Rs.
Net Profit (After 50% revenue tax) 32,000 51,200
+ Tax 32.000]  51.200
+ Debenture Interest 24,000 19,800
Net Profit before Interest & Taxes 88,000} 1.22,200
’ A Co. B Co.

Capital Employed :
Equity share ¢apital 3,06,0001 2.60,000
+ Retained Earnings 49,600] 1,32,400
-+ Debentures 1,60,000] 1,32,000
5,09.600] 5,24,400
Less : Preliminary Expenses 1,600 2,400
5.08.000] 5,22,000

RiddhiLtd. = (88,000 / 5,08,000) x 100

=1732%
Siddhi Ltd.  =(1,22,200/5,22,000) x 100
=2341 %

Comment : The rate of return on capital employed in Siddhi Ltd. is much -higher
and so its profitability is much better than that of Riddhi Ltd. ‘
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6: The financial statements of XYZ Ltd. tor the past two years are summarized below :

Ason 31-3-19X6] 31-3-19X7
-~ Rs. Rs.
Assets :
Cash - 1,500
Debtors . 55,000 40,000
Stock-in-trade 55,000 45,000
Prepaid expenses 300 500
Loan to a director payable in 2002 | 5,000
Plant at cost less depreciation 61,700 65,000
Land and building at cost less depreciation 75,000 75,000
Rs. 2,47,000 2.32.000
Liabilities : -
Creditors 32,000 25,000
Provision for taxation 11,000 9.000
Bank overdraft 12,000
Paid up capital _ 1.50,000]  1.50.000
General reserve 30,000 30.000
Profit and loss -account 12.000 18,000
Rs. 2.47.000 2.32.000
(a) You are required to :

(i) Calculate current ratio; liquid ratio; proprietary ratio and stock-working capital ratio

and comment thereon. Solution :

Ason 31-3-19X6{31-3-19X7
Rs. Rs.
Current assets :

Cash - 1,500
Debtors 55,000, 40,000
Stock-in-trade 55,000 45,000
Prepaid expenses ‘300 500
. Rs| 1.10,300  87.000

Less : Current libilities : ‘
|Creditors 32,000 25,000
Provision for taxation 11,000 9.000
Bank overdraft 12.000 -
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Rs. 55,000 34.000

Working capital 55.300 53.000
Current ratio =

i.e. Current assets = 1,10,300 87,000.

Current liabilities Rs. 55,000 34,000

= 201:1 2.56:1

Comment:

Though the working capital position has considerably improved, in absolute terms the
working capital has gone down by Rs. 2,300. The bank overdraft has been turned into
favourable cash balance. Debtors and stock, both have reduced, resulting in the reduction

of creditors as well.

However, this seems td be result of the contraction in business activities, which is
evident from the facts (i) stocks have reduced, (i) debtors have reduced and (1ii)
creditors have also reduced, (iv) there is no more a need for bank overdraft and (v)
assuming that the provision for taxation is based on current year’s profits, the profit has

also gone down.
Year ending
31-3-X6 31-3-X6
Liquid ratio = Quick assets / Quick
liabilities
Quick assets = Current assets = 1,10,300 87,000
Less: Stock and prepaid expenses -55.300 -45.500
1 (1) 55,000 41,500
|Quick liabilities = Current liabilities 55,000 34,000
Less Bank overdraft -12.000 -NIL
(ii) = 43,000 34.000
Liquid ratio @/G) |=128:1  [122:1
Comments:

Thus, though the current ratio has improved, the liquid ratio has slightly deteriorated.
This is due to the repayment of the bank overdraft, which might have been done before

due date to contract the business activity.
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31-3-X6 31-3-X7
- |Rs. Rs.
Proprietors’ funds :
Paid up capital 1,50,000| 1,50,000
General reserve 30,000[ 30,000
Profit and loss account 12.000{ 18.000
Rs. 1.92.000{ 1.98.000
Total assets |
Fixed and long term assets 1,36,700] 1,45,000
Current assets 1.10.300{  87.000
Rs. 2.47.000) 2.32.000
Proprietary ratio = Proprietors’ funds / Total assets
=1,92,000/ 2,47,000 1,98,000/2,32,000
=0.78:1 085:1
or...... 78% 85%

Stock-working capital ratio = Stock / Working capital

31-3-X6
55.000
55,300
=0.99:1
i.e. 99%
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31-3-X7
45,000
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0.85:1
85%
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7: The following is the Balance sheet of Semi-Liquid Limited as on 31st March, 19X8.

Liabilities RS.]Assets Rs.
Share capital Land and buildings 1,20,000
1000 Equity shares of Plant and machinery | 1,60,000
Rs. 100 each 1,00,000|Goodwill 1.20.000
1,000 9% Preference Investments 20,000
shares of (marketable)
Rs. 100 each 1,00,000{Debtors 60,000
General reserve 40,000]Stock 60,000
Profit and loss account 60,000{Cash on hand 60,000
8% Mortgage loan 1,60,000
Sundry creditors 70,000
Bank overdraft 20,000
Provision for taxation 50,000

6,00,000 6.00.000
Compute the balance sheet ratios and comment on the liquidity. solvency and capital
structure of the body corporate.
Solution : |

We have to prepare the balance sheet in vertical form.
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Semi Liquid Ltd. Balance Sheet as on 31st March, 19X8.

Rs. Rs. Rs.

Total funds employed :

L. Proprietary funds .-

Equity share capital 1,00,000
9% Preference share capital 1,00,000
General reserve 40,000
Profit and loss account 60,000

3,00,000

I1. Long term liabilities :

8% Mortgage loan 1.60,000
Rs. 4.,60,000

Employee! as under :

1. Fixed assets :
Goodwill 1,20,006
Land and buildings 1,20,000
Plant and machinery 1.60.000
4,00,000
1. Working capital ;
Current assets :
Investments 20,000 -
Debtors 60,000
Stock 60,000
Cash 60.000
2,00,000
Less : Current liabilities :
Creditors ' 70,000
Bank overdraft 20,000
Provision for taxation 50.000
1,40,000
€0,000
Rs. 4.60,000
Ratio:
(i) Current ratio = Current assets / Current liabilities

=2,00,000 + 1,40,000 = 1.43:1 -

(i1) Liquid ratio = Current assets - Stock and prepaid expenses / Curres.; liabilities - Bank
overd: : ft

= 2,00,000-60,000 / 1,40,000-20,000
=1,40,000/ 1,20,000
=1.17:1
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(ii1) Proprietary ratio = Proprietor’s funds / Total assets
= 3,00,000 / 6,00,000
=0.5:1 OR 50%
OR Proprietors’ funds / Total funds
3,00,000 /4,60,000
=0.65 :1 OR 65%
(iv) Stock-working capital ratio.
= Stock / working capital.
= 60,000 / 60,000
=1:1=100%.
(v) Capital gearing ratio = Preference share capital + 8% Mortgage loan
/ Equity share capital + Reserves
=1,00,000 + 1,60,000
= 2,60,000
=1.3:10R 130%
Comments :

The body corporate seems to be quite stable financially, as its proprietary ratio is 50%. It
1s also in a very comfortable position, so far as its liquidity is concerned.

The hquid ratio is well above 1:1. However, its working capital position cannot be
considered very happy as it is only 1.43 : 1. The stock is equal to the working capital,
which is not adverse. The body corporate is quite highly geared. The fixed
interest/dividend bearing capital is 130% of its equity
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8: Following is the profit and loss account and balance sheet of Hind Ltd. Redraft them’
for the purposes of analysis.tios:

Profit and loss account

Rs. ‘ Rs. v
Opening  stock of] 1,00,000{Sales 10,00,000
finished goods
Opening stock of raw Closing stock of raw
materials 50,000|materials 1,50,000
Purchase of raw| 3,00,000{Closing stock of finished
materials
Direct wages 2,00,000|goods - 1,00,000
Manufacturing l,O0,00Q Profit on sale of shares 50,000
expenses
Administration 60,000
expenses
Selling and distribution 50,000
exp.
Loss on sale of plant ° 55,000
Interest on debentures 10,000
Net profit 1 3,75,000
13,00,000 13,00.000
Balance sheet

Liabilities Rs. Assets Rs.
Share capital: Fixed assets 2,50,000
Equity share capital 1,00,000 |Stock of raw materials 1.50,000
Preference share capital{1,00,000 [Stock of finished goods 1,00,000
Reserves 1,00,000 |Sundry debtors 1,00,000
Debentures 2,00,000 |Bank balance 50,000
Sundry creditors 1,00,000
Bills payable 150,000

" Rs.16.50.000 |Rs. 6.50.000
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Solution:

Revenue Statement (in vertical format)

Rs. Rs.
Sales 10,00.000
Less: Cost of sales:
Raw materials consumed (Opening stock +
Purchases - Closing stock) 2,60.000
Direct wages 2.00,000
Manufacturing expenses 1.00.000
Cost of production 5,00,000
Add: Opening stock of finished goods 1.00.000
6,00,000
Less: Closing stock of finished goods 1.00.000
Cost of goods sold 5,00.000
Gross profit 5.00,000
Less: Opening expenses.
Interest e 10,000
Administration - | 60,000
Selling and distribution expenses 50.000 1,20.000
Net operating profit 3,80.000
Add: Non-trading revenue: '
Profit on sale of shares 50.000
4,30,000
Less: Non-trading expenses or losses:
Loss on sale of plant 55.000
3.75.000

Revenue before tax/after tax .
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Balance Sheet (vertical)

Rs. Rs.

Assets

Fixed assets

2,50,000

Current assets:

Bank balance

50,000

Sundry debtors

1,00,000

Stock of raw materials

1,.50,000

Stock of ﬁnishﬂoods

4.00,000

Less: Current liabilities:

Sundry creditors

1,00,000

Bills payable

50.000

1.50.000

Working capital

2.50.000

Capital employed

3.00.000.

Funds employed:

Rs. . IRs.

Proprietors’ funds:

Equity share capital

1,00,000

Reserves

1,00,000

Preference share capital

1,00.000

3,00.000

Loan funds;

Debentures

2.00.000

5.00,000
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9: Below is the summarized Balance Sheet and Revenue statement of PQR for i+ yvw

19X0: |
Revenue Statement for the year 19X0
Rs.
Sales 8.00,000
Less: Cost of goods sold 6,55.000
Gross margin 1,45,000
Less: Administration and selling expenses 30.000
1,15,000
Less: Interest 22.500
Net profit (before tax) 92,500
Taxation . 41,000
Net profit (after tax) 51.500
Balance sheet as on 31-12-19X0
Liabilities Rs. Assets Rs.
Equity share' capital - Net fixed assets 4,00,000
of Rs. 10/-.each) 2,00,000{Stock 2,00,000
Reserves 60,000|Debtors 87,500
14% Debentures 3,50,000|Marketable 37,500
investments
Creditors 90,000{Cash 25,000
Bills payable 10,000
Other liabilities 40.000
Rs. 7.50.000|Rs. 7.50.000

Market price of the share is Rs. 30.

Calculate the various ratios to measure financial stability, financial management and

profitability.

Also find .but (a) how xhany times the earnings does the body corporate’s share quote?
(b) what is the debt-service ratio?, assuming 20% of debentures are repayable, (c)

debtors turmover ratios.
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Solution:
I. Financial Stability and Management Ratios
(a) Short term-stability
Current ratio = Current assets / Current liabilities
=2.00,000 + 87,500 + 37,500 + 25,000 / 90,000 + 10,000 + 40,000
= 3,50,000 / 1,40,000
=25:1
(b) Long term stability
(i) Proprictor ratio = Proprietors’ funds / Total assets
=2,00,000 + 60,000 / 7,50,000
=2,60,000 / 7,50,000
=0.35:1
(ii) Debt equity ratio = Long term debts / Sharcholders funds
=150000/ 2,60,000
=1.35:1
OR |
Long term debts / Shareholders funds + Long term debts
=3,50,000 / 2,60,000 +.3,50,000
=3,50,000/6,10,000
=(.57:1
__ (¢) Immediate solvency
~ Liquidratio = Quick assets / Quick liabilities
= 87,500 + 37,500 + 25,000 / 90,000 + 10,000 + 40,000
= 1,50,000/ 1,40,000
=1.07:1
(d) Trading on equity

Capital gearing ratio = Capital entitled to fixed return / Capital not so entitled to fixed
return

=3,50,000 / 2,00,000 + 60,000
= 3,50,000 / 2,60,000
=1.35:1
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(e) Investment in stocks
Stock working capital ratio = Stock / Working capital
=2,00,000/ 3,50,000-1,40,000
=2,00,000 / 2,10,000
=0.95:1
{1. Profitability Ratios
(a) Gross profit ratio = Gross margin / Net sales * 100
= 1.45,000 / 8.00,000 * 100
=18.13%
(b) Operating ratio = Operating costs /Net sales * 100
=6,55,000 + 30,000 + 22,500 / 8.00,000 * 100
=7,07,500 / 8,00,000 * 100
=88.44 %
(c) Net profit ratio = Net profit (before tax) / Capital employed * 100
= 92,500 /8,00,000 * 100
=11.56 %
(d) Return on capital employed = Net profit (before tax) / Capital employed *100
=92,500 /6,10,000
=15.16 %
(e) Return on proprietors funds = Net profit (after tax) / Proprietors’ funds * 100
=51,500/2,80,000 * 100 = 18.39%
(f) Return on equity capital = Net profit (after tax) - ®reference dividend /
Equity share capital
= 51,500/2,00,000 * 100 = 25.75%
(g) Earmnings per share = Net profit (after tax) - Preference dividend / No. of equity shares
= (51500-0)/20000
= Rs. 2.575 per share.

111. Price Eamnings Ratio = Market Price / EPS

=Rs.30/2.575
= 11.65 times.
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[V. Debt Service Ratio = Net profit (before tax) + Interest / Interest on loans ~ Annual
debt installment

=92.500 + 22,500 / 22,500 + 70,000
= 1,15,000 / 92,500
=].24 times
V. Debtors’ Tumover Ratio = Debtors / Average net credit sales * 365
= 87.500/ 8,00,000 * 365
= 39.92 = 40 days appx.

10: The balance sheet and the revenue statement of Apex Body corporate Ltd. are given
hereunder:

Balance sheet as on 31st March, 19X§

Liabilities Rs. Assets Rs.
Equity capital (Rs. 100 each)|1,20,000 |Fixed assets 1,.00,000
Retained earning 36,000 |Prepaid expenses 1,000
6% Debentures 50,000 |Inventory 40,000
Creditors 10,000 D_ebtors 70,000
Wages payable 3.000 |Cash 11.000
Taxes 3,000

Rs:|2,22,000 , Rs.[2.22.000
Revenue Statement for the year ended 31st March. 19X8

Rs. Rs. 1
Sales 4,00,000
Less: Opening stock 30,000
Purchases 3,00.000
3,30,000
Closing stock | 40,000
2,50.000

Gross profit 1,10,000
Less: Operating expenses 80,000
Operating net profit , 30,000
Less: Revenue tax ] 12.000
Net profit after tax : 18,000

Using these statements, compute:
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(i) Current ratio, (ii) Acid test ratio, (iii) Stock turnover ratio. (iv) No. of days
sales in debtors, (v) Return on capital employed, (vi) Retum on proprietors’ equity, {vii)
Earnings per share.

Also comment briefly on whether or not you think the body corporate is in sound
financial position with an acceptable profitability. Also point any weakness which the
ratios indicate. _

Solution: '
(1) Current ratio = Current assets/ Current liabilities = 1,22,000/16,000 = 7.625:1
(2) Acid test ratio = Quick assets/ Quick liabilities = 81,000/16,000 = 5.06:1
(3) Stock turnover ratio = Cost of sales / Average stock
=2.90,000/ 1/2 (30,000 + 40,000) = 8.3 times

(4) Debtors turnover ratio = Debtors/ Sales * 365 = 70,000/4,00,000*% 365 == 63.6 days
(5) Return on capital employed =

= Operating net profit/ Total assets - current liabilities* 100

= 30,000/2,06,000*100 = 14.6%
(6) Earnings per share = Net profit after tax/ No. of shares = 18,000/1,200 =Rs.‘ 15.
{7) Proprietary ratio = Proprietor’s equity/ Total assets 1,56,000/2,21,000 = 0.71:1

Proprietary ratio indicates the stability of the long term financial position. Here
71% of the total resources of the corporation has been financed by the proprietors’ funds,
this shows that the body corporate can be considered very stable in the long run.

The current ratio and liquid ratio are as high as 7.625:1 and 5.06:1 respectively
indicating a very strong position of the body corporate to meet its immediate obligation.

The turnover rate is 8.3 times indicating that the body corporate is managing its
stock well. However the same cannot be said about realization of debtors. The collection
from debtors is not quite satisfactory as the average coilection period is approximately 64
days.

The return before tax on total resources is quite low at 13.6%. The return after tax
on proprietors funds however is betfer at 15%. This improvement has been made
possible because of the 6% debentures. The interest on debentures is much less than the
per-tax return of 14.56% on the capital working. The operating net profit ratios is quite
low at 7.5%. The ratio of net profit after tax to sales is lower at 4.5%. :

Thus from the profitability point of view Apex Co. Ltd. is not successful.
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4.12 Practical Exercise:
1. The following are the summarized balance sheets of Armaan Ltd.

Balance Sheets

31-3-2000]31-3-2001 31-3-2000)31-3-2001
Liabilities Rs. Rs. Assets Rs. Rs.
Share Capital 1,00,000 1,00,000{Fixed Assets :
Reserves 90,000f  1,00,000{Land & Building 50,000 50,000
9% Debentures 1,00,000 1,00.000]Plant &{ 2,00,000{ 1.80,000

Machinery
Current Labilities : Current Assets :
Sundry Creditors 40,000 60,000{Stock 55,0001 65,000
Provision for o _ |Sundry Debtors 30,000 40,000
Taxation 30.000 10,000/Cash 25000 35000
3.60.000{ 3.70,000 3.60,000{ 3.70.000

Additional Information :

1998-99 1999-2000
Rs. Rs.
Sales | 375000 292,000
Gross Profit 90,000 53.000
Net Profit (before interest and tax) 58,000 30,000

The stock on 1-4-1999 was valued ét Rs. 45,000.
Calculate the following accounting ratios and comment in brief on each of then :
(1) Current Ratio
(2) Stock Tumover
(3) Debtor's Ratio and Debtors Turnover
(4) Return on Capital Employed.

2. The following are the summarized Profit & Loss Account of Pooja Ltd. for the
year ending 31st March, 2000 and the Balance Sheet as on that date : -
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Profit & Loss Account

Rs. Rs.
To Opening Stock 2,10.000 |By Sales:
" Purchases 9,30,000 |Credit 14,20,000
" Gross Profit 6,00,000 |Cash 80,000 '15,00,000
" Closing Stock By Gross|2,40,000
Profit
17,40,000 17,40,000
To Administrative
Expenses 6,00,000
and Depreciation 2,60,000 |" Profit on Sale of Assets 15,000
Selling Expenses . 65,000 " Interest 10,000
" Interest on Debentures 130,000
" Net Profit 2.60,000
| 6,15,000 6,15.000

Balance Sheet

Liabilities Rs. | Assets Rs.
20,000 Equity Shares of Land & Building 4,00,000
Rs. 10 each 2,00,000 |Plant & Machinery 3,00,000
1,000 12% Preference Investments 1,00,000
Shares
of Rs. 100 each 1.00,000  |Stock 2,40,000
Reserves 3,50,000 _|Debtors ~_|1,00,000
Profit & Loss Account__|2,00,000 __|Bills Receivable 42,000
Debentures 2,00.000 |Cash & Bank 1,18,000
Creditors 1,30,000
Bills Payable 60,000
Bank Overdraft 60,000

13,00,000 13,00,000

From the above particulars, compute the following accounting ratios and give in brief
 their uses. (The necessary calculations should be based on taking 360 days in a year.)
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(1) Gross Profit Ratio (2) Current Ratio (3) Debtors Ratio (4) Stock Turnover Ratm

(Stock Ratio) (5) Retum on Capital Employed.
3. The following is the Balance Sheet of Aayush Ltd. as on 31-3-2001 :-

Liabilities Assets Rs.

40,000 fully- paid. Goodwill 2.00.000
Equity 4,00,000|Fixed Assets 6,00,000
shares each of Rs. 10/-

12% fully paid Investments 80,000
Preference . 2,50,000]Stock 2,25.000
shares each of Rs. 100/-

Reserves 2,10,000|Debtors 1,68,000
Profit & Loss Account 85,000|Cash 15,000
13.5% Debentures 1,50,000] Preliminary Expenses 13.000
Creditors 60,000 ’

Bank Overdraft 30,000

Outstanding Expenses 1,16,000

13,01,000 13,01,000
Details of Profit & Loss Account in brief :
Rs.

Total sales (75% on credit) 6,80,000
— Cost of sales 4,00,000
Gross Profit 2,80,000 .
— Depreciation and Managerial Expenses 90,000

Net Profit (Before deducting tax at 50%) 1,90,000

Stock on 31-3-2000 was Rs. 1,75,000.

From the above particulars, compute the following Accounting Ratios and give in
brief their uses.

(The necessary calculativ:..; should be based on taking 360 days in a year.)
(1) Current Ratio

(2) Debtors Ratio

(3) Return on Capital Employed

(4) Rate of Return on Equity Capital

(5) Stock Ratio

(6) Net Profit (after tax) Ratio

(7) Gearing Ratio.
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4. Following is the summanzed Balance Sheet of Manish Ltd. on 31-3-98.

Liabilities Rs. Assets Rs.

Equity Shares of Rs. 10 each| 10,00,000|Fixed Assets 20.00,000

10% Preference Shares Investments 2,00,000

of Rs. 100 each 4.00,000|Closing Stock 2,00,000

Reserves and Surplus 7,00,000{Sundry Debtors .4,60,000

15% Debentures 5,00,000|Bills Receivable | 70,000

Sundry Creditors 2.40,000|Cash at Bank 50,000

Bank Overdraft 1,70,000|Preliminary 60,000

Expenses '

30,40,000 30,40,000

Summarized Profit and Loss Account is as under for the year ending on 31-3-98

Rs.

Sales (25% Cash sales) 80,00,000

less : Cost of Hoods sold 56,00,000

Gross Profit 24,00,000

Net profit (Before interest and tax 50%) 9,00,000

Calculate the following ratios :

{1) Rate on Rewurn on Capital Emplayed (2) Proprietary Ratio (3) Debt-Equity Ratio (4) Capital-geanng Ratio {5) Debtors Ratio (365
days of the year,) (6) Rate of Retumn on Equity Sharehokders Funds.

5. The following are Balance Sheets of Santosh Ltd. :

Liabilities 1996-97 1997-98  |Assets 1996-97 |1997-98
Rs. Rs. Rs. Rs.

Equity Share Building 1,50,000f 2.50,000
Capital 2,00,000{  2,50,000|Machineries 1,00,000] 50,000
10% Preference Furniture 50,0001 50.000
Share Capital 1,00,000 1,00,000}Stock 50,000 75,000
Genera] Reserve 83,000 91,000|Debtors 1,50,000] 1,25,000
15% Debentures 1,00,000|  1,00,000|Bills Receivable | 10,000{ 15,000
Creditors 8,000 1 0,000|Cash and
Bills Payable 4,000 6,000/Bank 22,000{ 25,000
Provident Fund 8,000 4,000|Preliminary
Provision for Expenses 1,000 1,000
Taxation 10,000 5,000
Bank Overdraft 20,000]  25.000 |

533,000 _ 591,000 5,33,000{ 5,91,000

Diploms in Financisl Mansgement (DFM-2)

67



Additional Information :

Total Sales (Cash sales are 3/5 of credit sales)

Gross Profit

Net Profit (before interest and taxes)
Opening Stock (1-4-1996)
Assume: tax rate of 40%

From the above information you are required In calculate the following ratios for

1996-97
Rs.
5,00,000
1,00,000
1,35.000
30.000

1997-98
Rs.

6,25.000
1,50,000
1,55.000

both the years and interpret the first three ratios. 300 days be taken for the year.
(1) Net Profit Ratio (4) Current Ratio
{(2) Stock Turnover Ratio (5) Return on Capital Employed.

Stock on 1-4-96 Rs. 70,000

From the above information, calculate the following accounting ratios for both

the years :
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(3) Debtors Ratio.

6. The following are the Summarized Balance Sheets of Aditya Ltd :

Liabilities 31-3-97  "{31-3-98 |Assets 31-3-97 31-3-98

Rs. Rs. Rs. Rs.

Equity Share[1,50,000  ]2,50,000(Fixed Assets (4,20,000  |5,40,000
Capital ’ .

10% Preference Stock 65,000 92,500
Share Capital 1,00,000  [1,00,000{Debtors 70,000 50,000
Reserves 70,000 1,20,000{Cash and Bank [15,000 7.500

10% Debentures {1,55,000 1,50,000{Prepaid 115,000 10,000

‘ Expenses

Bank O.D. 50,000 30,000

Creditors 40,000 45,000

Bills Payable _ |20,000  |5,000

: 5,85,000 ]7,00,000 5,85,000 7,00,000
Additional Information ;

1996-97  1997-98
Rs. Rs.

Tofal Sales (Cash Sales are 4/5th of credit Sales) 9,00,000 13,50,000
“Gross Profit o ’ 225,000 405000 -
Net Profit (Before interest and tax, tax rate 50%) 1,59,000 2,85,000




(1) Net Profit Ratio.

(2) Stock Turnover Ratio.
(3) Debtors Ratio (300 days to be taken for year).

{4) Current Ratio.

8: Following are the profit and loss account and balance sheet of XYZ Ltd.
Rs. Rs.
To Cost of sales By Sales 400,000
Opening stock ' 130.000
Add: Purchases 3,00,000
3.30,000
Less: Closing stock {60,000 {2,70,000
{Less: Gross profit o’d] 1,30,000
t o oo,pen 4,00,000
v Expenses 20,000 By Uross profit b(d 1,20,000
" Net profit ¢/d 1,00,000
1,20,000 1,20,000
" Provision for tax 40,000 By Net profit b/d 1,00,000
" Dividend 20,000
" Net profit 40,000
. Rs. 1,00,000 [Rs. 1,00,000
Balgnce sheet as on 31st December, 19X3
Liabilities Rs. Assets Rs.
Share capital (Rs. '10 each) 2.00,000|Plant and machinery 80,000
Reserve 10,000]Land and building 20,000
Profit and loss a/c 30,000]Stock 50,000
Creditors 60,000{Debtors 80,000
' 70,000
Rs. 3,00,000|Rs. 3,00,000

Market price of an equity share is Rs. 30.

Calculate the following ratios and comment:

(a) Stock turnover ratio, (b) Debtors tumnover ratio, (¢) Creditors tumover ratio (d)
Return, on capital employed, (e) Return on proprietors' fund, (f) Eaming per share, (g)

Price earning ratio, (h) Dividend pay out ratio.

9: Following is the profit and loss account and balance sheet of Hind Ltd. Redraft them

| for the purposes of analysis and calculate the following ratios:
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(i) Gross profit ratio, (b) Net profit ratio, (¢) Current ratio, (d) Debt equity ratio,
(e) Stock turnover ratio, (f) Liquidity ratio,
Profit and loss account

Rs. Rs.
{Opening stock of finished good|1,00,000 |Sales 10,00,000

s _

Opening stock of raw materials 150,000 |[Closing stock of raw({1,50,000

materials

Purchase of raw materials 3,00,000 |Closing stock of finished

Direct wages ~12,00,000 [goods . 1,00,000

Manufacturing expenses 1,00,000 |Profit on sale of shares 50,000

Administration expenses 50,000 |

Sclling and distribution exp. _ 150,000 |

Loss on sale of plant {53,000

Interest on debentures 10,000

Net profit 3,87,000

Rs. ' 13,00,000 |Rs. 13,00,000

Balance sheet

Liabilities .~ {Rs. . [lAssets Rs.

Share capital: ‘ |Fixed assets 2,50,000

Equity share capital 1,00,000{Stock of raw materials 1,50.000

Preference share capital 1,00,000{Stock of finished goods 1,00,000

Reserves 1,00,700|Sundry debtors 1.00,000

Debentures' 2,00,000{Bank balance 45,000

Sundry creditors 1,00,000

Bills payable 45,000

Rs. 6,45,000/Rs. 6,45,000
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10. M Ltd. furnishes the following statement:
Balance Sheet as ar 31st March, 19X8

Liabilities Rs.{Assets Rs.
3,000 Equity shares of Land and buildings 30,000
Rs. 10 each fullv paid-up 30,000 Plant and machinery 13,000
12% Debentures 20,000|Goodwill 20.000
Sundry creditors 10.000|Marketable securities 3.000]
General reserve 8.000|Sundry debtors _10.000
P&L account 15,000{Stock 10,000
Provision for tax . 8,000{Cash on hand -9.000
Bank overdraft 4,000 |
Rs. 95.000iRs. 95.000
Other information for the year ended 31st March 19X8.
Sales Rs. 3.50,000 Net margin Rs. 14,000
Gross margin  Rs. 35,000  Provision fortax Rs. 5,000
You are required to :
(1) Arrange the Balance Sheet in the vertical form.
(2) Calculate the following matios and comment upon it
(a) Acid test ratio. (b) Proprietary ratio,
(c) Return on capital employed (d) Return on equity,
(e) Working capital ratio. () Gross and net profit ratio.
11. The following is the Balance Sheet of X Ltd, as on 31st March 19X4 :
Rs. Rs.-
Share capital :
10,000 10% Preference shares , Land and building 2.00.000
Rs. 10/- cach fully paid 1,00,000 Plant and machinery 1,50,000
36(')00 Equity shares of Furniture 20.000
Rs. 10/- each fully paid 3,00,000 _ {Stock 85,000
General reserve 90,000 Debtors 80,000
{Share premium 10000 IBills receivable 15,000
Profit and loss a/c 35,000 Prepaid expenses 5,000
Trade creditors 90,000 Cash in hand 35,000
Bills payable 26,000 Cash at bank 1,11,000
15% Debentures 50.000
Rs. 7,01,000 Rs. 7,01,000
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Re-arrange the above Balance Sheet in @ form suitable for analysis and calculate
the following ratios :

(b) Liquid ratio.
(d) Proprietary ratio, and

(a) Current ratio.
(c) Stock to working capital ratio.
(e) Capatal gearing ratio.

12. From the following statements of A Ltd. for the year ending 31st March T9X5, you
are required to rearrange the items in the form of financial statements suitable for
analysis and calculate the following ratios and state the significance of each such ratio

briefly:
(1) Current ratio.
(3) Operating ratio.

(5) Debtors tumover.

(2) Liquid ratio.
(4) Stock turnover, ratio.
(6) Net operating profit to capital employed.

Balance sheet as on 31st March 19X5

Liabilities Rs. Assets Rs.
Share capital-:
Issued and paid-up 5,000 Land and buildings 50,000
Equity shares of Rs. 10 each - |50,000 Plant and machinery 20,000
General reserve 40,000 Stock 15,000
Profit and loss account 16,000 Debtors 25,000
Sundry creditors 30,000 Cash 26,000
Rs. 1,36.000 Rs. 1.36,.000
Trading and Profit and Loss Account for the year ended 31st March 19X5
Rs. Rs.

To Opening stock 25,000{By Sales 1,80,000
" Purchases _1,05,000{" Closing stock 15,000
" Gross profit ¢/d 65,000
Rs. 1,95.000! Rs. 1.95.000
To Administration expenses 23.000{By Gross profit b/d 65.000
" Selling expenses 10,000[" Profit on sale
" Finance expenses 2,000 of fixed assets 5.000
" Net profit 35.000 , N

Rs. 70,000 Rs. 70.000
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13. Following is the Balance Sheet of X Ltd, as at 31st March, 19XS.

Liabilities Rs.]Assets Rs.

6000 Equity shares of X

Rs. 10 each 60,000{Goodwill 26,000
2000 1 0% Preference shares Land and building 80,000
of Rs. 10 each 20,000{Plant and machinery 40,000

General reserve 30,000{Marketable investments 6,000
Profit and loss a/c 16,000|Sundry debtors 20,000
12% Mortgage loan 45,000/ Inventory 20,000
Sundry creditors ‘ 20,000{Cash on hand 19,000
Dena Bank - Current a/c 20,000/ Preliminary expenses 4,000
Provision for taxation 4,000
Rs. 2,15,000{Rs. 2,15,000
Further information for the year ended 31st March, 19X5:

Rs.
(1) Turnover of sales 7,00,000
(ii) Gross profit 70,000
(iii) Net profit (after providing for taxation at 50%) - 14,0600
(2) You are required to present the balance sheet in vertical form
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14. The following are the Trading and Profit and Loss accounts of Y Ltd. for the years
ended 31st December, 19X3 and 19X4 respectively :

19X3 Rs. _ [19X4 Rs. 19X3 Rs._|19X4 Rs.
To Opening Stock }1,30,000 1,50,000 |By Sales 18.00,000 {22,00,0600
" Purchases 13,70,000 [17,90,000 |" Closing stock 1.50,000 |1,80,000
" Gross profit 4,50,000  14,40,000
Rs. 19,60,000 Rs. 19,50,000 123.80,000
To Administrative . By Gross profit  {4,50,000 [4,40,000
expenses | 1,80,000 {2,01,000
" Selling expenses {80,000 1,01,000
:‘Debenture 18,000 18,000
interests
" Depreciation on
furnitire 7,000 10,000
* Provision for
taxation 93,000 55,000
" Net profit 72,000 55.000 ,
Rs. 4,50,000  14,40,000 _|Rs. 4,50,000 }4,40,000

Calculate the following ratios for the above two years and comment on the same :

* (a) Gross profit ratio.

{c) Operating ratio.
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15. The following are the comparative Profit and Loss accounts of ABC Pvi. Lid.
fortheyearsended3 1st March, 19X8and 31st March 19X9. .

31-3-19X9

31-3-19X831-3-19X9 31-3-19X8
Rs. Rs. Rs. Rs.
To Opening stock {30,000 80.000 By Sales 16.87.000 |23.65.000
" Purchases 10,40,000 [15,20,000 |" Closing stock |80,000 1,50,000
" Wages 2,00,000 {3,00,000 |[" Interest on 15,000 15,000
" Salaries : invesiments
Works manager 20,000 30.000
General manager 60,000 80.000
Sales manager 15,000 25,000
Office staff 90,000 110,000 )
Sales men 60,000 75,000
" Depreciation : |
Plant & machinery |15,000 20,000
Office equipments {10,000 8,000
{Vehicles 20,000 17,000
“Rent : - o
Factory 15,000 15,000
Office 10,000 10.000
Sales depot 12,000 15,000
" Sundry office exp. |60,000 80,000
" Sundry selling and
“|distribution exp. 40,000 155,000
" L oss on sale of
fixed assets 25,000 10.000
" Revenue tax 30,000 40,000
" Net profit ¢/d 30,000 [40,000
Rs. 17,82.000 |25,30.000 |Rs. 17.82.000 [25,30,000
{To Transfer to. By Balance|35,000 45,000
b/fd
general reserve 10,000 10,000 " Net profit b/d |30,000 40,000
" Dividend 11,000 10,000
" Balance ¢/fd 44,000 65,000
Rs. 65000 |85000  |Rs. 65.000 _ [85.000
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(a) You are required to present the above in vertical form.

(b) Compute the following ratios :

(i) Gross profit ratios, (ii) Net "proﬁt ratios, (iii) Stock turnover ratios.
(c) Comment on the above revenue statements.

16. From the following Balance Sheet of ABC Co. Ltd-. compute
@) Liquid ratio; (ii) Profitability ratio; (iii) Capital gearing ratio; (iv) Stock
turnover ratio; (v) Debtors turnover ratio (number of days) and offer your
comments in brief. ABC Co. Ltd. Balance Sheet as on 31st March, 19X5.

Rs. Rs.
uity share capital 7,00,000 Fixed assets 9,00,000
Reserves 8,00,000 Stock 4,60.000
Secured loans | 2,00.000  {Sundry debtors 6.30,000 " .
Current liabilities 2,55,000 Cash and bank 5,15.000
Provision 5,50,000
Rs. 25,05,000 |Rs. 25,05,000

Total sales during the year summed to Rs. 21,00,000 (including cash sales of Rs.
8,20,000) which yielded a Gross Profit of 33.33% on sales. The stock on 31st March,
19X4 was Rs. 2,40,000. : '
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17. The following is the Balance Sheet of xYZ Ltd. as on 31st March, 19X5. XYZ Ltd.
Balance Sheet as on 31st March, 19X5

Liabilities Rs. Assets Rs.
Equity share capital 10,00.000 |Goodwill 3 .,00,000
10% Preference share capital  |4.00,000 |Land and building 7.00,000
| General reserve 1,00,000 [Plant and machinery 6,00,000
12% Debentures 2,00,000 {Furniture and fixtures {50,000
Profit and loss a/c 1,00,000 |Investments 50,000
Sundry creditors 1,40,000 |Stock _ 2,40,000
Bills payable 20,000 {Debtors 3.05,000
Bank overdrafi 20,000 |Bills receivable 50,000
Outstanding expenses 20,000 [Cash in hand 35,000
Provision for taxation 45,000 |Preliminary expenses  {5.000
Provision for dividend 1,05,000 |Prepaid expenses 15.000
Rs. 21,50,000 Rs. 21.50.000

Convert the above Balance Sheet into vertical form and calculate the following ratios:

(a) Current ratio, (b) Liquid ratio, (c) Proprietor’s ratio, (d) Capital gearing ratio and (e)

Stock-working capital ratio.
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18. The following is the Balance sheet of B.S. M. Ltd, as at 31st March, 19X5:

Liabilities Rs. Assets Rs.
Share capital ' Fixed assets 8.70,000
5,000 Equity shares of (less
Depreciation)

Rs. 100/-each 5,00,000 Current assets-
2,000. 12% Pref, Stock-in trade _[2,00.000
shares of Rs. 1 00 Sundry debtors 2,30,000
each 2,00,000 | Bills receivable _120.000

7,00,000 {Cash on hand
Reserves and surplus 3.00,000 |and at bank 1,00,000
12% Debentures 2,00,000 5,50,000
Current liabilities
Creditors 1,70,000
Bank overdraft 50,000

2,20,000

Rs. 14,20,000 Rs. 14,20,000

The following is the Body corporate’s Revenue statement for the year ended 31st
March, 19X5:

Ne sale(Credit) 9,00,000

Cost of sales 6.75.000

Gross profit 2,25,000
Administrative expenses 52,000

Selling and distribution expenses 61,400
Operating profit (before tax) 1,11,600
Taxation : 45,000
Opcrating profit (after tax) Rs. 66.600

From the above information, you are required to compute the following ratios:
(i) Current (1i) Net profit

(iii) Liquid (iv) Capital gearing

(v) Gross profit (vi) Prdprietary

(vii) Debtors' turnover (viii) Stock working capital
(ix) Creditors' tumover (x) Earning per share

(xi) Return on proprietors' funds (Xii) Expenses
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(xiii) Return on-equity capital (iv) Debt service
{xvi) Price earning ratio (at a price of Rs. 300)

19. Following is the profit and loss account and balance sheet of Hetal Ltd. Profit and
loss account for the year ended 31-12-19X3

Liabilities Rs. Assels Rs.
To Cost of sales By Sales 4,00,000
Opening stock 30,000
Add: Purchases 3,00,000
3,30,000
Less: Closing stock 50,000 2,80.000
Less: Gross profit ¢/d 1,20,000
4,00,000 4.00.000
To Expenses 120,000 |By Gross profit <b/f _____ 11.20,000
To Net profit ¢/d 1,00,000
1.20.000 ' 1.20,000
To Provision for tax 40,000 By Net profit bid - 1,00,000
To Dividend 30,000
To Net profit 30.000
1,00.000 1,00,000
Balance sheet as at 31st December 19X3
Liabilities Rs. Assets Rs. .
Share capital (Rs. 10) 2,00,000}Plant «*d machinery 80,000
Reserve 10,000}Land an1 building 20,000
Profit and loss a/c 30,000]Stock 50,000
{Creditors 60.000|Debtors 80,0004
- Cash and bank 70.000
3,00,000 3,00,000

Market price of an equity share is Rs. 5.
Calculate the following ratios: |

(a) Stock turnover ratio, (b) Debtors' turnover ratio, (c) Creditors turnover ratio, (d)
Retumn on capital eraployed, (e) Return on proprietors’ fund, (f) Eaming per share, (2
Price earning ratio, (h) Dividend pay out ratio.
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4.13 EXERCISE

80

Q
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Discuss the following accounting concepts: entity concept, money measurement
concept, going concern concept, cost concept, conservatism concept, dual aspect
concept

o Present the horizontal form as well as the vertical form of thé balance
sheet?

o Describe the various asset accounts and liability accounts found on a
company’s balance sheet

o Discuss the important items found on the profit and loss account
List the finance topics that may be keyed primarily to the balance sheet
What are the sources of working capital? What are the uses of working capital?
What are the sources of cash? What are the uses of cash?
Explain the concept and need of ratio analysis?
Explain various revenue ratios?
Explain various types of Balance Sheet ratios?
Write a note about various composite ratios?
Write about the usefulness and limitations of ratio analysis?
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Unit: 5 : Capital Budgeting

Introduction _

Capital Budgeting means ‘planning of capital expenditure’. Capital budgeting is
concerned with investment in long term assets. Many alternatives available when a
decision is to be made about making investment in long term asset, but an investment in
long term should be made by keeping in mind various factors. As investment in long
term assets involve huge cash outflow, a careful decision need to be made regarding
investments in such assets. Capital investment involves a cash outflow in the immediate
future in anticipation of returns at a future date. The capital investment decisions assume
vital significance in any form of business organization. The planning and control of
capital expenditure is termed as ‘Capital Budgeting’. Capital budgeting is the art of
finding assets that are worth more than they cost, to achieve a predetermined goal i.e.,
optimizing the wealth of a business enterprise. The need for capital budgeting arises
normally at the time of commencement of the business or at expansion of the business or
at the time of diversification of the business.

The investment proposals need to be related to the underlying corporate
objectxves and strategies. Capital expenditure decisions usually involve large sums of
money and impacts of such decisions wiil be for long time periods. Acceptance of non-
viable proposals acts as a drag on the resources of an cnterpnse and may eventually lead

t8 bankruptcy.

For making a rational decision regarding the capital investment proposals at
hand, the decision maker needs some techniques to convett the cash outflows and cash
inflows of a project into meaningfi! vardsticks, which can measurt the economic
worthiness of projects.

Realistic investment appraisal requires the financial evaluation of many factors,
such as the choice of size, type, location and timing of investments, taxation, opportunity
cost of funds available and alternative forms of financing the outlays. This show that
capital investment decisions are difficult on account of their complexity and their

strategic significance.
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Structure of the chapter :

S$.1  Objective:

5.2  Definition: |

5.3  Capital Budgeting Decisions:

5.4  Capital Investment Process

85 Investment Appraisal Methods:
5.5.1 Payback Period:
5.5.2 Accounting Rate of Return Method
553 Net Present Value (NPV) Method
554 [Internal Rate of Return (IRR) Method
5.5.5 Profitability Index (PI}) Method
5.5.6 Discounted Payback Period Method

5.6  Taxation ‘

5.7 Investment Incentives

5.8  Social Cost Benefit Analysis

5.9  Capital Rationing

5.10 Practical Problems

5.11 Exercise

5.12 Practical Exercise
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5.1 Objective:

At the end of this chapter the student will learn about ~
a  Meaning of capital budgeting
a Need of capital budgeting
a Procedure in capital budgeting
o Various project appraisal methods in capital budgeting

5.2 Definition:

According to Robert Anthony, ‘The capital budget is essentially a list of what
management believes to be worthwhile projects for the acquisition of new capital assets
together with the estimated cost of each project.’

Thus in one line Capital budgeting means The process of determining which potential
long-term projects are worth undertaking, by comparing their expected discounted cash
flows with their internal rates of return.

5.3  Capital Budgeting Decisions:

Capital budgeting decisions are taken with immense care because such decisions are
taken for such transaction which involve huge amount of capital and the effect of which
will be alive for many years. Moreover, such decisions are not reversible. The effects of
capital budgeting extend into the future and influence the organization’s profitability and
its growth in the long run. A relatively high degree of risks is associated with these
decisions. Many problems create in taking decision regarding capital budgeting like
capital budgeting activities involve prediction of future inflows and outflows but future
is never certain and so risk is created. moreover, technologies may become obsolete in
near future and in such case capitai budgcting decision proves fail.

5.4  Capital Investment Process
The steps in strategic capital investment process is discussed below:
Search for Investment Opportunities:

The first and probably most crucial stage in the process involves the recognition of

--opportunities. Unléss the opportunities are available for good investment, there is no
possibility for making investments in capital assets. This activity involves a
continuous search for investment opportunities, which are compatible with the firms’
objectives. Although business may pursue many goals, survival and. profitability are
two most important objectives. It requires imagination and diligence by management
if they are to be detected at any early state. The earlier opportunity is identified t+c
greater should be the potential returns before competitors start reacting.

— Screening the Alternatives:

Each proposal is then subjected to a preliminary screening process in order to assess
whether it is technically feasible, resources required are available and the expected
returns are adequate to compensate for the risks involved. Thus Screening is a step in
which the venture capitalist reaches an initial decision to investigate further the investment
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(or not). The alternatives will be screened with the intension to see whether it is
feasible or desirable to conduct a full scale evaluation of opportunities. It is required
to determine whether such opportunities are worth further investigation. if warranted.
the investor reads the plan more thoroughty as part of the generic screen to assess potential of
the product or idea to obtain first impressions of management. Readily available
information must be used to ascertain whether the opportunity is compatible with the
existing business and corporate strategy and the likely retums compensate for the risk
involved.

Analysis of Feasible Alternatives:

» If a proposal satisfies the screening process it is then analyzed in more detail by
gathering technical, economic and other data. Projects are also classified into new
products, expansions or improvements, and ranked within each classification with
respect of profitability, risk and degree of urgency.

Evaluation of Alternatives:

This stage will involve the determination of proposal and its investments, inflows
and outflows. For the purpose project appraisal techniques will be used.

Capitalist conducts detailed analysis of the options. Criteria that will be applied are:
» assessment of concept;

e assessment of the principals; and
« assessment of returns.

Investment appraisal techniques are fully described later in this chapter and range
from the simple payback method and accounting rate of return to the more
sophisticated discounted cash flow techniques. The technique selected should enable
a manager to make the best decision in the light of prevailing circumstances.

Authorization:

Once evaluation is completed then proposal will be forwarded to a higher level of
management for authorization to take up the project.

55 lnvestmeht Appraisal Methods:

There are various investment appraisal methods are available, which are listed below:.

Internal Rate of Return
Net Present Value Method
Accounting rate of Return or Average Rate of Return
Profitability Index
- Payback Period

NN -
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5.5.1 Payback Period:

It is the period within which the amount invested in the business will be received back.
The criteria for selection is the shortest payback period means the project which has the
shortest payback period will be selected. Emphasis under this method is not on the
profitability but on the period of retum of investment, such type of appraisal method
should be selected while appraising risky investments. For the purpose of calculation of
payback period Cash Flow After Tax (CFAT) will be considered.

Following illustration will explain how pay back period is calculated

Ilustration: A project involves a total injtial expenditure of Rs. 2, 10,000 and it is
estimated to generate future cash inflow of Rs. 30,000, Rs. 38,000, Rs. 25,000, Rs.
22,000, Rs. 36,000, Rs. 40,000, Rs. 28,000, Rs. 24,000 and Rs. 24,000, respectively in
the years during its life time. Calculate pay back period.

Calculation of Pay back Period

Years Cash Inflows | Cumulative Cash Inflows

I 30,000 30,000

2 38,000 68,000

3 25,000 93,000

4 22,000 1.15,000
15 36,000 1,51,000

6 40,000 1,91,000

7 40,000 2,31,000

8 28,000 2,59,000

9 24,000 2,83,000

10 | 24,000 3,07,000

So after 6 years, Rs. 1, 92,000 are recyverec

Remaining amount of Rs.19000 will be recon zred in the 7 year but the total
earning of the 7t year is Rs.40000, which is the outcome of 12 months working,
so we will find proportionate time period for inflow of Rs.19000.

Therefore, payback period =6 years+ (19,000/ 40,000 x-12) months
= 6 years and 5.7 months

5.5.2 Accounting Rate of Return Method

The Accounting Rate of Retumn (also known as Return on Investment or Retumn
on Capital Employed) method employ the normal accounting technique to measure the
increase in profit expected to result from an investment by expressing the net accounting
profit arising from the investment as a percentage of that capital investment. In this
method, following formula is-applied to-atrive at the accounting rate of return.

Average annual profit after tax

Accounting rate of return = : - X 100
Average or initial investment
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Initial investment + Salvage value

Average investment =
' 2

Average Annual profit after tax = Profit after tax for all the years under project

Number of years under project

Sometimes, initial investment is used in place of average investment. Of the various
accounting rates of return on different alternative proposals, the one having highest rate
of return is taken to be the best investment proposal. For example, in three alternative
proposals A, Band C with expected accounting rates of return of 10%, 20% and 18%
respectively. Projects will be selected in order of B, C and A. If the prevailing rates of
interest is taken to be 15% p.a., only proposals B and C will qualify for consideration and
in that order. Proposal A would disqualify because its rates of return in less than cost of
capital.

The following illustration will explain the calculation of average rate of return.

Ulustration: A project with a capital expenditure of Rs. 520000 is expected to pfoduce
the following profits (after deducting depreciation).

Year ‘ Amount(Rs.)

40,000
80,000
90,000
30,000

H W N~

Average annual profits = 40,000 + 80,000 + 90,000 + 30,000
= Rs. 60,000

4
Average investment assuming 110 scrap value is the average of the investment at
the beginning and the investment at the end:

= Rs. 520000 + 0
I =Rs. 260000
2 v
Note: If the residual value is not zero but say Rs. 60,000, then the average

investment would be:

=Rs. szoooo'_+ Rs. 60,000

= Rs. 2, 90,000
2
The accounting rates of return = Rs. 60,000
' et X 100 =23.07%
Rs. 2, 60,000

553 Net Present Value (NPV) Method -

" This method of project appraisal consider the concept of time value of money.
According to this concept, present value of cash inflows of selected project should be
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more than the present value of cash outflow. The objective of the firm is to create wealth
by using existing and future resources to produce goods and services. To create wealth,
inflows must exceed the present value of all anticipated cash outflows.

The net present value (NPV) is the most useful of these discounted cash flow methods.
NPV analysis yields a result, expressed in after-tax dollars (important for profit-based
operations), that takes into consideration the difference in the value of future cash flows
and the cost of raising the capital required for the investment. NPV helps make sound
decisions about whether to accept or reject potential investment projects based on an
objective financial criterion. Projects associated ‘'with positive NPVs represent net
savings for the organization. Projects associated with an NPV of zero will recuperate
only the cost of the capital required to make the investment. Projects associated with
negative NPVs represent a financial loss for the organization.

Net present value is obtained by discounting all cash outflows and inflows
attributable to a capital investment project by a chosen percentage e.g., the entity’s
weighted average cost of capital. The method discounts the net cash flows from the
investment by the minimum required rate of return, and deducts the initial investment to
give the yield from the funds invested. If yield is positive the project is acceptable. If it is
negative the project in unable to pay for itself and is thus unacceptable. If there are more
than one investment proposals, the proposal which have the highest net present value
will be selected.

The exercise involved in calculating the present value is known as discounting
and the factors by which we have multiplied the cash flows are known as the discount
factors. The discount factor is given by the following expression:

1

B n
(1+1)

Where ‘1’ is the rate of interest per annum a: d ‘n’ is the number of years over
which we are discounting. '

Discounted cash flow is an evaluation of the future net cash flows generated by a
capital project, by discounting them to their present day value. One of the main
disadvantages of both payback and accounting rates of return methods is that they ignore
the fact that money has time value. The discounting technique converts cash inflows and
outflows for different years into their respective values at the same point of hme allows
for the time value of money.

Compounding Rate and Capitalizing Rate -
The compounding rate is used in project evaluation to determine the present value of past

investment/cash flow, whereas the capitalizing rate is applied in the reserve process of
discrimina v present value of future cash flow. Both consider the time value of money.

Following . ustration will show the calculation of net present value.
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Ilustration: Machine A costs Rs. 1, 10,000, payable immediately, Machine B costs Rs.
I, 20,000, haif payable immediately and half payable in one year’s time. The cash
receipts expected are as follows:

Year (at the end) : A B |
I 20,000 -

2 60,000 60,000

3 40,000 60,000 |
4 30,000 80.000 |
5 20,000 : - |

With 7% rate of interest which machine should be selected.

Solution: In the tables given below amounts given in bracket will mean negative figures.

Machine A
Year Cash flow DF PV
: Rs. @ 1% Rs.
0 (1, 00,000) 1, 10,000 (1, 10.000)
1 20,000 0.93458 18,692
2 60.000 0.87344 52,406
3 40,000 0.81630 32,652
4 30,000 0.76289 22,887
5 20.000 0.71299 14,260
: NPV= 30,897
Machine B
Year Cash flow DF PV 3
Rs. @ 7% Rs.
0 (60,000) 1.00000 (60,000}
1 (60,000) 0.93458 (56.075)
2 60,000 0.87344 52,406
3 60,000 0.81630 48,978
4 80,000 0.76289 61,031
‘ NPV = 46,340

Since machine B has the higher NPV, our decision should be to select machine B.

5.5.4 Internal Rate of Return (IRR) Method

The Internal Rate of Return (IRR) is the discount rate that results in a net present value of zero for a
sexies of fiture cash flows. It is an Discounted Cash Flow (DCF) approach to valuation and investing just
‘ as Net Present Value (NPV). Both IRR and NPV are widely used to decide which investmernss
undertake and which investments not to make. ’
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"The major difference is that while Net Present Value is expressed in monetary units (Euro's or Dollars for
example), the IRR is the true interest yield expected from an investment expressed as a percentage.

Internal Rate of Return s the flip side of Net Present Value and is based on the same principles and
the same math. NPV shows the vatue of a stream of future cash flows disoounted back to the present by
some peroentage that represents the minimum desired rate of retur, often your companty’s cost of capital.
IRR, on the other hand, computes a break-even rate of retun. It shows the discount rate below which an
mnvestment results i a positive NPV (and should be made) and above which an investment results in a
negative NPV (and should be avoided). Its the break-even discount rate, the rate at which the value of
cash outflows equals the value of cash inflows.

Many people find the percentages of IRR easier to understand than Net Present Value. Another
benefit from IRR is that it can be calculated without having to estimate the (absolute) cost of capital.

When IRR is used, the usual approach is to select the projects whose IRR exceeds the cost of caprtal
(often called hurdle rate when used in the IRR context). This may seem simple and straightforward at first
sight However a major disadvantage of using the Internal Rate of Return instead of Net Present
Value is that if managers focus on maximizing IRR and not NPV, there is a significant risk in companies
where the retumn on investment is greater than the Weighted Average Cost of Capital (WACC) that
managers will not invest in projects expetted to eam greater than the WACC, but less than the retum on
existing assets, This while the aim of the value-oriented manager should be to invest in any project that
has a posttive NPV!

In other words: the aim should not be to maximize the Internal Rate of Return, but to maximize Net
Present Value.

Relative Ranking of Projects: IRR vs. NPV ~

The relative ranking of pro_;ects. using the different DCF methods will be considered
initially in simple accept/reject situations. This will be extended later to a detailed
assessment of situations where a choice has to be made between two or more
alternatives. In simple accept/reject situations a firm is able to implement all projects
showing a return at or above the firms cost of capital. Both NPV and IRR would appear
to be equally valid in the sense that they will both lead to accept or reject the same
projects.

Using NPV, all projects with a positive net present value, when discounted at the
firms cost of capital, will be accepted. Using IRR all projects which yield an internal rate
of return in excess of the firm'’s cost of capital will be chosen.

However, although IRR and NPV lead to the same conclusion regarding project
acceptability, the ranking of a set of projects obtained from IRR does not necessarily
agree with that produced using NPV. Since, in the latter case, the raking may vary
according to particular discount rate used.

Argument about the- merits -of -the- relative--rankings--in simple accept/reject
situations is thus concerned with the question of value. It is argued that the IRR measures
only the quahty of the investment while NPV takes into account both the quality and the
scale. This i5 because the IRR provides a relative measure of value (%IRR) while the
NPV provides an absolute measure (Rs. surplus).
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While one project may have a higher rate of profit per umit of capital 1nvested
than another, if it has fewer units of capital invested in it, it may make a smaller
contribution to the wealth of the firm. Thus, if the objective is to maximize the firms
wealth, then the ranking of project NPVs provides the correct measure, If the objective is
to maximize the rate of profitability per unit of capital invested, then IRR would provide
the correct ranking of projects, but this objective could be achieved by rejecting all but
the most highly profitable projects. This is clearly unrealistic and, therefore, one would
conclude that NPV raking is correct and IRR unsatisfactory as a measure of relative
project value.

When two investment proposals are mutually exclusive, both methods will give
contradictory results. When two mutually exclusive projects are not expected to have the
same life, NPV and IRR methods wiil give conflicting ranking,

5.5.5 Profitability Index (PI) Mcthod

When resources are limited, the profitability index (PT) provides a tool for selecting
among various project combinations and alternatives.

A set of limited resources and projects can yield various combinations.

The highest weighted average PI can indicate what projects to select.

It is a method of assessing capital expenditure opportunities in the profitability
index, sometimes called the cost-benefit ratio. The profitability index is the present value
of an anticipated net future cash flows divided by the initial outlay. The only difference
between the Net present value method snd Profitability index method is that when using
the NPV technique the initial outlay is deducted from the present value of anticipated
cash flows, whereas with the profitability index approach the inite! outlay is used as a
divisor. In general terms, a project is acceptable if its profitabilicy ndex vulue is greater
than ! cleargma project offering a profitability index greacr than 1 must oiso offer » et
present value which is positive. Profitability index indicate per rupes return om
investment in terms of present value. Mathematically, Pl {profitability index) an be
expressed as follows: ‘

Present value of cash inflows

Profitability Index (PI) = S~ ,
Present value of cash outlay

This method is also called cost-benefit ratio or desirability ratic method.

However, the major problem of this method lies in projecting the future rates of
interest at which the cash inflows will be re-invested.
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» The following mutually exclusively projects can be considered:

Particulars Project A Praject B

P.V. of cash inflows 20,000 8.000
(i) 15,000 5,000
Initial cash outlay 5,000 3.000
(ii) 1.33 1.60
Net present value

Profitability Index

-G ;

According to the NPV method, Project A would be preferred, whereas according
to profitability index Project B would be preferred.

Although PI method is based on NPV, it is better evalvation technique than NPV
in situation of capital rationing.

For example two projects may have the same NPV of RS. 20,000 but Project A
requires imtial outlay of Rs. 1. 00,000 whereas B only Rs. 50.000. Project B
would be preferred as per the yardstick of P1 method. NPV method shows return
in general where as the Pl method shows per rupee return.

55.6 Discounted Payback Period Method

In this method the cash flows involved in a project are discounted back to present
value terms as discussed above. The cash inflows are then directly compared to the
original investment in order to identify the period taken to payback the original
investment in present values terms. This method can be denoted as good combination of
original pay back period and time vaiue of money. This method overcomes one of the
main objections to the original payback method, in that is now fully allows for the timing
of the cash flows, but it still does not take into account those cash flows which occur
subsequent to the payback period and which may be substantial. :

The discounted payback period can screen out investments that do not have any present
value: if they never "pay back” in terms of discounted cash flows, this means that they
have either a zero or a negative present value. However, the discounted payback period
cannot help us rank or select among profitble projects.

The method is a variation of payback period method, which can be used if DCF
methods are employed. This is calculated in much the same way as the payback, except
that the cash flows accumulated are the base year value cash flows which have been
discounted at the discount rate used in the NPV methnd (i.e.. the required retum to
investment). Thus, in addition to the recovery of cash investment, the cost of financing
the investment during the time that part of the investment remains unrecovered is also
provided for. It thus, unlike the ordinary payback method, ensures the achievement of at
least the minimum required return.

The following iltustration will explain the calculation of discounted pay back
period.
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Soham Ltd. is implementing a project with an initial capital outlay of RS. 8000. lts cash
inflows are as follows:

Year Rs.

6.000
2,000
1,000
5,000

B W N

The expected rate of retumn on the capital invested is 12% p.a. Calculate the
discount payback period of the project.

Computation of present value ot cash flows

Year

Cash inflow
. Rs.

Discount factor
@ 12%

Present value
Rs.

B DN

6,000
2,000
1,000
5,000

0.893
0.797
0.712
0.636

5,358
1,594

712
3,180

Total P.V. = 1(,844

The discount payback period of the project s ¥ years i.e. the discount Cash
inflows for the first three years ( Rs. 5,358 + Rs. 1,594 + Rs. 7i2)} 18 equivalent 1o
the initial capital outlay of Rs. 7,66+ In the forth year the infiow will be 3180 but
the amount needed for the pay back is only Rs. 336 (8000-7654) so for the
purpose, we have to find the proposanaie time period and it will be 1.26 months

(336*12/3180)
50, the discounted payback period is 3 years and 1.26 months.

5.6 Taxation

Tax factor is one of the most important determinant for deciding investment in
any project. Tax laws vary from country to country and varying types of allowances can
distort the impact of taxation on particular types of projects. Howevet, tax payments
represents a cash outflow from the business and therefore, these tax cash flows are a
critical part of the project evaluation process. Because taxation causes a change in cash
flows it is a factor to be considered in project appraisal. Indeed in some practical
sitvations the taxation implication are dominant influences on the final investimrent
decision. The following paragraphs cover the general impact of taxation on the appraisal

process.

The project appraisal should be based on the net, after tax, incremental cash flows
gtising from the project. It follows that the general treatment of taxation in project
appraisal involves estimating the cash outflows or inflows arising in respect of taxation,
incorporating them in the project cash flow estimates and discounting in the usual
manner. Because of the complexities of the taxation system, the tax cash flows resulting
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Unit: 6:
Risk Analysis in Capital Budgeting

Intraduction
The whole process of capital budgeting is related with the future activities like

tuture cash outflow or future cash inflows etc. In fact various predictions are made
regarding future inflows and outflows, Future is always uncertain so a project is selected
on the basis of such uncertain future outcomes may cause problems if the actual picture
differs from what was expected. It is possible to predict the outcome of some decisions
with complete certainty because only one outcome can arise. However, there are many
occasions when a decision can lead to more than one possible outcome, such situations
are to be set with uncertainty. The traditional definition of the difference hetween risk
and uncertainty has heen that uncertainty cannot be quantitied while risk can be. in this
sense. risk is concerned with the use of quantification of the likelihood of future
outcomes. Risk decomposes into three topics: probability. foss. and prediction. The word
uncertainly to cover all future outcomes which cannot be predicted with accuracy. People
have different attitudes towards the future. Some welcome the opportunity to take risk
and may be called risk takers or risk seekers. Other are nisk averse. In Ammstrong's
Principles of Forecasting, in defining risk. as a primary source of advanced information.
Forecasting has many points of congruence to risk analysis, but business and finance are data-
rich compared with the subjects such as health effects or natural disasters. So. we have much to
iearn from the capital budgeting with risk analysis.

An organization’s performance is profoundly influenced by the elements
contained with in its environment. There are so many intemal and external factors which
create uncertainty regarding future course of actions like political situation, inflation,
state of economy etc. In tumn the organization also has an impact on its environment. It is
the role of 2 management to predict events that are likely to occur within the
environment in order that the enterprise may meet any challenges or take advantage of
any new oppaortunities.
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