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BLOCK INTRODUCTION

This block introduces some basic financial statements of a universal character. The
purpose is to develop your comprehension and analytical ability about them. This
block has three uniis.

The first unit discusses final account, its canceptual basis and construction. The
classification of various items which usually appear on final account is also presented
after which the items are discussed.

The second unit deals with the construction and analysis of funds flow and cash flow
staternents. The sources and applications of funds are explained with suitable

illustrations.

The last unit explains the different types of ratios stating their importance and uses in
an organisalion.
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1.0 INTRODUCTION

S TTETEI—ger

The primary function of accounting is to accumulate accounting data in order to
calculate the profit and loss made by the business firm during and also to understand
the financial position of the business on a given date. A business can ascertain this by
preparing the Final Accounts. Preparation of final accounts from a trial balance is the
final phase of the accounting process. Final accounts include the preparation of
Trading and Profit and Loss Account and the Balance Sheet, although the Balance
Sheet is not an account but only a statemeni. Trading and Profit and Loss Account is
simply one account which is usually divided into two sections. The first section is .
called the Trading Account and the second section the Profit and Loss Account. In
case of manufacturing concemns, Final Accounts also include the Manulacturing
Account.

1.1 OBJECTIVES

After going through this unit, you should be able to:

» - define Final Account;

e understand their objectives and preparation of Trading and Profit and Loss
Account; ’

e conclude the difference between Trading Account and Profit and Loss Account,
Gross Profit and Net Profit;

« understand and explain the terms used in a balance sheet;
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« apply simple principles of valuation of assets;
« tole of depreciation in valuation and determining the proper profit of a firm;
» understand Adjustment entries; and

e the importance of adjustment entries to ascertain the financial position of a
business firm.

1.2 TRADING ACCOUNT

Trading account is prepared to ascertain the Gross Prefit and Loss of a firm, where
Gross Profit is the excess of net revenue over cost of goods sold (the credit side of the
trading account exceeds the debit side). Similarly, Gross Loss is the excess of cost of
goods sold over net revenue {the debit side of the trading account exceeds the credit
side}.

Gross Profit = Net Sales Revenue — Cost of Goods Sold
Gross Loss = - (Net Sales Revenue — Cost of Goods Sold)

Where:
Net Sales Revenue = Cash Sales + Credit Sales — Sales Returmns

Cosl of Goods Sold = Opening Stock + Net Purchases + Direct Expenses — Closing
Stock

Net Pur_chase = Cash Purchases + Credit Purchases — Purchases Returns.

Trading Account is generally prepared in *T” form. In this case, opening stock,
purchases and direct expenses are shown on the debit side and sales and closing stock
on the credit side of the trading account. The format of the Trading Account is
explained along with the fogmat of Profit and Loss Account.

1.2.1 Opening/Closing Stock

The Opening Stock of geods is the stock of goods in hand at the beginning of an
accounting year. This may include stock of raw material, work-in-progress and
fininshed goods. This appears in the debit column of the trial balance. In the Trading
Account this is the first entry on the debit side. The valuation is usually done at cost or
market price which ever is lower. The Stock of goods in hand at the end of accounting
year is called Closing Stock. Similarly, closing stock may include stock of raw
material, work-in-progress and finished goods. The closing stock is shown on the
credit side of the Trading Account. Closing stock is usually not given in the trial
balance but is given by way of additional information.

1.2.2 Net Perchases

These include goods purchased only for production and selling purposes. Goods used
ap assets and not- for- sale are not included in this head. Net purchase is the difference
between purchases and the purchase return, where purchase is the sum of cash and
credit purchase. Note that sometimes, purchased returnt is known as Return Qutward.

12,3 Direct Expenses

Dircet expenses include all those expenses incurred in bringing the goeds to the place
of business or trade or in-producition process until the goods are placed in a saleable
position. The {ollowing expenses may be considered as direct expenses:

e emeeem e - s



1. Wages paid to workers engaged in production are debited to the trading account
provided the manufacturing account is not prepared separately.

2. Carriage/freight inwards are transportalion expenses incurred to bring the goods
or raw material to the place of the business or to the [irm’s godown/faclory. Such

expenses, whether paid or outslanding, are debited to trading account.

3. Octroi is paid when goods enter municipal limits. Qctroi paid on goods purchased

is a direct expense and is debited to trading account.
4. Custom duty paid on imporling goods for selling purposes is debiled to trading
account. If the duty is paid on sales export, it amounts to selling expenses and is

shown in the profit and loss account.

5. Factory rent, insurance, lighting & power and heating are the expenses

incurred to convert raw material ‘into finished goods. Such expenses are debited 1o

trading account.

1.2.4 Net Sales

It includes both cash and credit sales of goods. From this figure of total sales, sales

return (also called Returns Inward}, if any, is deducted in the inner column and the net
salcs amount is shown in the outer column on the credit side of the Trading Account.

Sales of assets are not credited to the Trading Account. It should be noted, if goods
have been sold but not yet dispatched, these should not be shown under sales but are

included in closing stock if the property/ownership in the goods has not passed to the

customer. But if the properly/ownership in the goods has passed to the customer
goods sold but not yet dispatched it will not be included in closing stock but wilt be
treated as sales.

Following is the proforma of the Trading Account:

Trading Account

For the Year Ended
Debit Credit
Particular Rs. | Particulars Rs.
Opening Stock: Net sales:
Raw Material Sales

Work-in-Progress Less: Sales Retun
Finished Goods
Ctlosing Stock:
Raw Muterial
Work-in-Progress
Finished Goods

Net Purchase:
Purchaue

Less: Pu: chase Returns
Direct Expenses
Direct Muterial

Transfer to Profit & Loss

Direct Labour Account
Profit & Loss Account {If Gross Loss)
{If Gross Profit)

Illustration 1

Prepare the Trading Account from the {ollowing details:

Unening stock Rs.25,000: Purchascs Rs. 80,100; Carriage Inward Rs. 12,000; Stock at

th¥ end Rs. 15,000; Carriage Quiward Rs, 2,000; Office Rent Rs. 5,000;
Sales Rs. 1,40,000; Sates Return Rs. 2,000; Purchases Return Rs. 100.

Preparafion and Analysis of
Final Accounis
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Solution

Trading Account
For the year ending

Particulars Rs. | Particulars i{s._l'
QOpening Stock: 25,000 | Net sales:
Raw Material . Sales [,40,0G60
Work-1n-Progress Less: Sales Return 2,000 1,38,000
Finished Goods L
Closing Stock: 15,000
Net Purchase: Raw Material Hp-
Purchase . 80,100 80,000 | Work-in-Progress
| Less: Purchase Relurns 100 Finished Goods
48,000
Profit & loss Account
(Transferred (o) 1,53,000 1,53,000
< Check Your Progress 1
) Prepare the Trading Account from the following figures:
Opening Stock 40,000 | Power 6,000
Purchases 1,80,000 | Octroi 11,000
Carriage Inward 4,000 | Freight 8,000
Wapes 42,000 | Sales 3,200,000
Return Outwards 7,000 | Sales Return 10,000

Closing Stock Rs. 60,000.

2) HHow is Purchases different from Net Purchases?

3) How are Net Sales different [rom Sales?

1.3 PROFIT AND LOSS ACCOUNT

Profit und Loss Account is prepared in oder to discern whether the firm has made net
profit or suffered net loss for a given accounting period. This account deals with
indirect expenses such as administrative, selling and distribution expenses and the
like. Prolit and Loss Account starts where trading account ends; in other words it
starts with gross profit on the credit side brought forward from the trading account. In
case of gross loss brought forward from the trading account, profit and loss account
begins with pross loss as the first item on the debit side.

All the indirect/running expenses, incurred on selling and distribution of the goods
and the general administration of the business, are listed on the debit side while all
the items of income and gain are listed on the credit side. When the credit side
(revenue) exceeds the debit (expenses) side, the difference is net profit. Bug, if the
debit side exceeds the credit side, the difference is net loss. Profit and loss account is
balanced by transferring net profit 1o the capital account(s) in the balance sheet and
net profil thus increases the capital; the net loss is deducted from the capital
account(s) in the balance sheet and thus decreases the capital,

The foilowing items ere debited in the profit and loss accouat:

1. Administrative Expenses including Office Salaries, Office Rent, Office Lighting,

Printing, Director’s Fees, Telephone Rent, Postage, Insurance, etc.
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2. Sales and Distribution Expenses including Salesmens salary, Commission,
Travelling expenses, Advertising, Packing cxpenses, Royalty, etc,

[¥3)

Bad Debts, Bank Charges, etc.

4. Depreciation of Assets and various provisions,

Financial Expenses including Interest on loan/Capital, Cash Discount Allowed,

5. Other Expenses and Losses including Loss on Sales of Fixed Assets, Loss by Fire,

by Theft, by Accident, etc.

6. Taxes including Sales Taxes, Income Taxes etc,

The following ilems are credited in the Profit and Loss Account:

Cash Discount Received
Tnterest Received
Rent Received

Apprentice Premium
Dividend Received.

O b b

Gain on Sale of Fixed Assels

Note: The household and persenal expenses of the proprietor paid by the firm do not

appear in the profit and [oss account. Rather these are treated as personal drawings of

the proprietor and are deducted from the capital in the balance sheet,

The Following is the proforma of Trading and Profit & Loss Account:

PROFIT AND LOSS ACCOUNT
For the year ended. .,

Debit Credit
Particulars Rs. | Particulars Rs.
Trading Account Trading Account
(For Gross Loss) (For Gross Profit)
) lEn::)I:ﬁ:::: office Running Income a.nd Gain '
Rent Cash DISCOUI'.II Received
Lighting Interest Re_cewed
Salari Rent Received
alaries .
Insurance Gain on Sah::
Sundry /General Expenses Bonus Received
Y p
Printing and Stationery Income on Investment etc.
ifi?le:tising Capital Account
Comumission Paid (Transfer of Net Loss)
Cash Discount Allowed
Molor Expensecs
Warehouse Rent/ Insurance
Packing Expenses
Deprecialion
Provision for Doubtful Debts
Interest on Loan
Loss on Sale ete.
Capital Account
(Transfer of Net Profit)
TFotal Total
Nate: 1. Either gress profil or gross loss as opening dalance will be reflected.

2. Similarly, the ending batance will also reftect etther net profit or net loss.

Preparation and Analysis of
Final Accounts
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Ulustration 2:

The Foliowing figures from trial b
M/s. Naina Prepare the Trading an

31 March 2004.

alance has been extracted from the books of
d Profit & Loss Account for the year ended

Debit (Rs.) Credit {Rs.)
Drawings 35,000
Building 60,000
Debtors and Creditors 50,000 80,000
Retums 3,500 2,900
Purchases and Sales 3,00,000 4,65,000
Discount 7,100 5,100
Life Insurance 3,000
Cash 30,000
Siock (Opening) 12,000
Bad Debts 5,000
Reserves for Bad Debts - 17,600
Carriage Inwards 6,200
“Wages 27,700
Machinery N 8,00,000
Furniture 60,000 4
Salaries 35,000 |
| Bank Commission 2,000
Bills Receivable/Payable 60,000 40,000
Trade Expenses/Capital 13,500 9,00,000
Adjustment: Stock on 31 March 2004 was valued at Rs. 50,000.
Solution
M/s, Naina
Trading and Profit & Loss Account
' For the Year Ending on 31™ March, 2004
Dchit Credit
Particulars Rs. | Particulars Rs.
To Opening Stock 12,000 | By Sales 4,65,000
To Purchases 3,00,0600 Less: Return 3,500
Less: Retum 2,900 - 4,61,500
2,97,100
To Wages 27,700
To Carriage Inward 6,200 | By Closing Stock 50,000
To Gross Profit 1,68,500
- 5,11,500
5,11,500
7,100
To Discount Paid 3.000
To Life Insurance 35000 | BY Gross Profit 1,68,500
To Salaries 2'000 By Discount Received 5,100
To Bank Commission ‘3:500 By Reserve for Bad Debls 17,000
To Trade Expenses 5.000
To Bad Debis 1,25,000
To Net Prolit 1,90,600 1,90,600
_

Nofe: Balance Sheet of this [llustration is given on under topic "Balance Sheet”

B I Bk by
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1.4 DIFFERENCE BETWEEN TRADING AND Final Accounts
PROFIT. AND LOSS ACCOUNT

1. Trading account is prepared in order to calculate gross profit/loss, while the
function of the profit and loss account is to disclose net profit/loss.

N

Trading account deals with the sales and cost of goods sold which includes direct
i expenses. But the profit and loss account deals with indirect expenses such as

*  administrative and financial expenses and the same is charged against gross profit
and other revenues.

3. The result of the trading account in the form of gross profit/loss is transferred to
profit and Joss account while the result of profit and loss account in the net
profit/loss is transferred to capital account.

< Check Your Progress 2

1) Listall the items debited or credited in the Profit and Loss account.
2) Explain the difference between Trading Account and Profit & Loss Account. . ) .
3) Explain the difference between Gross Profit and Net Profit.

e

4) Prepare Trading and Profit and Loss Account for the year ended 20035,

Particulars Dr. (Rs.) | Cr. (Rs.)
Capital . 1,00,000
Building 15,000

Drawing 18,000

Fumiture 7,500

Motor Car 25,000

Interest Paid for Loan 900

Loan from Ashok @ 12% 15,000
Purchases and Sales 75,000 | 1,00,000
Qpening Stock 25,000
Establishment Ex. 15,000

Wagces 2,000

Insurance 1,000 v
Commission 7.500 |~
Debtors and Creditors 28,100 10,000
Bank Balance 20,000

Closing Stock Rs. 32,000.

1.5 BALANCE SHEET

2
Balance sheet is concerned with reporting the financial position of an entity at *
particular point in time. This position is conveyed in terms of listing all the things of
value owned by Lhe entity as also the claims against these things of value i.e.
Liabilities. The position as represented by i.c., Asscts. The balance sheet is valid only
until another transaction is carried out by the entity.

The above statement can be claborated by an example:

| want to purchase a car cosling Rs. 8,00,000. To do so, I have to borrow
capital/money. A bank agrees lo {inance me if] can invests. 3,00,000 on my own.

11
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Now let us follow the sequence of events when I approach the bank with the proposal.
Granting my ability to repay the loan, the banker will ask two specific questions:

1. What are the things of value you own?
2. How much do you owe, and 10 whom?

In other words, the banker would like to know what I am worth in material terms. My
replies (o the questions could be tabulated as follows:

Claims apainst things of value

Things of value owned by me

Rs, Rs,

Personal loan from [riend 1,00,000 Balance with bank 3,50,000
Fixed deposits 1,50,000

Other personal belongings  5,00,000

1,00,000 10,060,000

This implies I own Rs. 10,00,000 worth Lhings of value, Rs. 3,50,000 of this could be
withdrawn at any time in cash. We say [ have Rs. 3,50,000 in liquid form. Another
Rs. 1,50.000 is in monetary investment and the remaining Rs. 5,00,000 is in
non-monetary preperty, Further, | owe Rs. 1,00,000 1o friend of mine. in other words,
he has got a claim against the things of value owned by me to the extent of

Rs. 1,00,000. In brief, we can say [ am worth Rs. 10,00,000, claim against my worth
is Rs. 1,00,000 and hence my net worth is Rs. 9,00,000. This implies Rs. 9,00,000 is
my own claims against the things of value owned by me or my net worth.

Now 1 can presenl my financial position in the following form:

Financial Position Statement |

Thinps of vaiue owned by me

Rs.

Personal loan from friend 1,00,000
Own claim or net worth 9,00,000
10,00.000

e
Balance with bank 3,50,000
Fixed deposits 1,50,000

Other personal belongings  5,00,000

0,600,000

Now that the bank grants me the [oan of Rs. 5,00,000 and T buy the car for
Rs.8,00,000. Afler purchase of the car my financial position statement will change as

follows:

Financial Position Statement 2

Claims against things of value

Rs.

Personal loan from frend 1,00.000
Mortgage loan from bank 5,00,000
Own claim or nel worth 9,00,000
_15.00.000

Things of valuc owned -

Rs.

Balance with bank 50,000
Fixed deposit 1,50,000
Car 8,060,000
Other personal belongings  5,00,000
15,00.000

Now, as @ result of this transaction my worih has increased from Rs. 10,00.000 o
Rs.15,00,000. However. since thicre is also an equal increase in claims against my
worth in the form of mortgage loan from the bank, my net worth remains the same.

rrem—p——-



Things of monetary value possessed by an entity are referred to as assets. Accountants Preparation and Analysis of

use the term assets to describe things of value measurable in monetary terms. Final Accounts

The amount owed by an entity or individual which represent claims apgainst it or his
assels by oulsiders are hiabilities. It is the claims of outsiders which are legally
enforceable claims against an individual or entity that are referred to as liabilities.

“The assets owned by the entity, less liabilities or outsider’s claims, is the net worth.
Since the net worth represents the claims of owner(s) in case of an eatity, il is referred
0 45 owner's equity. :

Now we can understand that the financial position statement is a summary of the
- assels, liabilities and net worth of a firm at a specific point in time.

1.6 CONSTRUCTING A BALANCE SHEET

Having examined the concepiual basis of the balance sheet we will now try 1o study
the balance sheet itself. We have seen ihat cvery transaction affects the financial
position. Since it is not feasible to draw up a balance sheet afler every transaction, it
is prepared at the end of a specified period, usually, a year. This period is referred to
as accounting period or fiscal year or financial year. This period as a convention
has become one calendar year, though, there is no accounting justification for it.

Balance sheet preparation is the amrangement of the assets and liabilities of a i ina
proper or In a systematic way. The balance sheet as prepared at the end of the
accounting period shows the year-end status of each of the assets of the {irm and the
various claims on these assets. We could also say that the balance sheet shows the
year-end balance in the asset, liability and capital accounts. It may be clarified that
there are two conventions of preparing the Balance sheet. The American and the
English. According to the American convention, assets are shown on the left hand side
and the liabilitics and the owner’s equity on the right hand side. The English
convention is just the opposite. i.e., assels are shown on the right hand side of the
Balance Sheet and the liabilities and the owner’s equity on the left hand side. In India,
generally the English conventions are followed. The format given below is the format
of the balance sheet in the order of liquidity, 1.¢., ease of conversion of the assets into
cash. The more liquid assets is shown first and then the less liquid one appear on the
pro-forma. Similarly, on the liabilitics side, current liabilities in order of payment are
shown first, then fixed or long-term and lastly, the capital of the proprietor.

Balance Sheet as on

Liabilities Rs. Assels Rs.
Current Liabilities Current Assets
Creditors Cash in Hand
Bills Payable Cash at Bank
Bank Overdrait Stock-in-Trade
QOutstanding Expenses : Debtors
Income Received in Advance Bills Receivable 2
Prepaid Expenses
Fixed Liabilities Fixed Assels
Loan Furniture and Fixtures
Mertpage Plant Machinery
Capital Land
Goodwill

The assets of a business can also be shown in the baiance sheet in order of
permanence, i.c., in order of the desire to keep them in use.

3
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Liabilitics Rs. Assets " Rs.
Capital Goodwill
Mortgage _ Patents and Trade Marks
Bank Overdraft . Furniture and Fittings -
Outstanding Expenses Plant and Machinery !
income Received in Advance Unexpired Expenses ;
Creditors Stock-in-Trade 3
Bills Payable Sundry Debtors
Loan : Investments
, - Bills Receivable
-« . T Cash in Bank
R Cash in Hand

Now, let us examine how the ideas what we have learnt so far could be used in a
business situation. Please recall that based on the entity principle we shall be dealing
with the ‘business’ as distinct and separate from the owners. We shall demonstrate
this by means of an illustration. Following is the Balance sheel of the above
mentioned profit and loss account;

M/s. Naina )
" - Balance Sheet as on 31* March, 2004 |
Liabilities .| Rs. Assets Rs.
Capiial 9,00,000 Building 60,000 i
+ Net profit 1,25,000 Machinery 8,00,000
- Drawings 35,000 9,90,000 Fumiture 60,000 v
Bills Payable 40,000 Debtors : 50,000 ‘
Creditors 20,000 Stock 50,000 /
Cash 30,000
. Bills Receivable 60,000
11,180,000 11,10,000

" The following Accounting Concepts would enable us to evaluate the balance shect:

¢  The duai aspect principle has particular relevance 1o balance sheet. As per this
principal, every transaction is related as one which has dual effects and hence, it
is recorded on debit side as well as credit side. Due to this, we ensure the
equality of assets to liabilities and owner’s equity.

¢ All the figures are expressed in monetary units irrespective of its nature. In our
] example we had cash, merchandise inv-ntory and shop premises all expressed in
S, monetary quantities.

“: e All the transactions we reflected were in respect of only the business entity,
and as such, the balance sheet represents the financia! position of the business
entily and not that of the owners.

¢ All the valuations were based on the assumption of a going concern, and not
based on liquidated valuc. As a consequence, the total value of the assels is
writlen o[l over a period through a mechanism known as deprecialion.

. All the assels were based on historical cost as the basis of valuation.

14



<~ Check Your Progress 3 Final Accounts

Complete the following blanks:

1} Balance sheel is prepared at the'end of a specified period. This period in
accounting is variously referred to as:

a)
b)
o -
2) Balance sheet prepared at tie end-of an year summarises the balances in: ; '“ :
a) Accounts b) Accounts
c) Accounts.

3) Asscls on a balance sheet are usually grouped 1opether as:
a) assets b) equipment

cy assels.

4} Claims against the assets on the balance sheet are summarised as:
a) liabilities by . liabilities

c) equity.

1.7 CLASSIFICATION OF BALANCE SHEET’S
ITEMS

The balance sheel lists assets, liabilitics and capital separately. 1t is an accepted
convention that the assets and liabilities are shown into sub-groups and listed in the
order of their liquidity/Permanence.

The balance sheet in our example/format is presented in the T account form. That is
the assets are listed on one side and liabilities and owners’ equity on the other.

Another commonly used way of presentation is the report form where liabilities and
capital are listed above the assets. Flowever, the presentation matters very little since
the balance sheet represents the equality belween assets, liabilities and capital.

Currcnt Assets

Current asseis arc assets, which will normally be converted into cash within a year or
wilhin the operating cycle. The operating cycle is the duration in time taken by a unit
1o convert raw material into finished goods, plus time to sell it and finally, plus time to
gel cash {rom debtors to whom goods are sold. For example, in a simple trading
operation, we use cash to buy merchandise and sell it to recover cash. The operating
cycle in such a situation will consist of the period for which, merchandise inventory,
and receivables are held. The cycle starls with cash and ends with the collection of
cash. Current Assets are liquid and current liabilities can be met from the realisation
of them.

Cash

Cash is usually taken to include currency {legal lender), cheques or any other
document that circulates as cash. Cash is usually classified as a current asset when it is
available for a firm’s day-to-day operations . [t includes cash kept in the cash chest as
also deposits on call on currenl accounts with banks. If cash is specifically carmarke:]
for any purpose and not available for transactions it is better classified as other assets.

Prepamation and Anzlysis of
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Accounts Receivable

Accounis receivable are amounts owed to the company by debtors. This is the reason
why we also use the term sundry debtors to denote the amounts owed to the firm.
This represents amounts usually arising out of normal commercial transactions. [n
olher words, “‘accounts receivable’ or sundry debtors represent unpaid customer
accounts. In the balance sheet illustration these represent amounts owed to the firm by
customers on the balance sheet date. These are also known as trade receivables, since
they arise out of normal trading transactions. Trade receivables arise directly from
credit sales and as such provide important information {or management and outsiders.
In most situations these accounts are unsecured and have only the personal security of
the customer.

It is normal that some of these accounts default and become uncollectable. These
collection losses are called bad debts. 1t is not possible for the management to know
exactly which accounts and what amount will not be collected. However, bascd on
past experience, it is possible for the management to estimate the loss on the
receivable or sundry deblors as a whole. Such estimales reduce the gross value of
accounts receivable to their estimated realisable value. For instance:

Accounts Receivable 7,50,000 ;
Less: Estimated collection loss at 10% 75,000

Net realisable yalue of accounts receivable 6,75,000

The estimated collection loss is variously referred to as provision for doubtful debts,
provision for bad debts or provision for collection losses.

It is a uysual praclice for debts to be evidenced by formal written promises to pay or
.acceplance of an order to pay. These fermal documentary debts represent Promissory
Notes, Receivable or Bills Receivable. These instruments used in trade are negotiable
instruments and hence enable the trader to assign any of his/her receivables to another
party or a bank for realising immediate liquidity.

it is also usual for accounts receivables to be plédged or assigned mostly to banks
apainst short-lerm credits in the form of cash credits or overdrafts.

Inventory

In a trading firm, inventory is merchandise held lor sale to cusiemers in the ordinary
course of business. In case of manufacturing firms, inventory would mainly consist of
materials required to manufacture the products, namely, raw materials, materials
remaining with the factory at various stages of completion i.e., work in process and
goods ready for sale or finished goods. Apart {from these there may be inventory of
stores and supplies. Thus we have raw malerial inventory. work in process invenrory,
finished poods inventory and siores and supplies inventory.

[t is common to refer to inventory as stock-in-trade and thus we could come across
stock of raw materials, stock of work it process and stock of finished goods.
Inventory is usually valued on the basis of” "“lower of cost or market price”. Market
price is taken to mean the cost of replacement either by purchase or by reproduction of
the material in question. As a general principle, inventory cost includes all normal
costs incurred 10 make the goods avaitable at the place where it can be sold or used
are. trealed as costs of inventory.

In trading Girmis, inveniory costs include freight-in, transit insurance costs, import or
entry ievies as also the invoice cost. Warehouse costs, handling costs, insurance costs
in slorage and interest costs are not included as costs. They are (reated as expenses of
a period of the firm. :



In case of manufacturing units, the valuation of inventory costs is more complex and
involved. As a gencral rule all costs of materials, labour and plant facilities used for
manufacturing the goods are included in the valuation of inventory.

in valuing inventory at lower of cost or market price, care should be taken to see that
the valvation does not exceed the realisable value or selling price in the ordinary
.course of business.

Prepaid Expenses

In many situations, as a custom, some of the item of expenses are usually paid in
advance stich as rent, taxes, subscriptions and insurance. The rationale of including
these prepayments as current assets is that if these prepayments were not made they
would require use of cash during the period.

Fixed Asscts

Fixed assets are tangible, relatively long-lived items owned by the business. The
benefit of these assels are available not only in the accounting peried in which the cost
is incurred but over several accounting periods. Current assets provide benefils to the
ol‘ganisation by their exchange into cash. In the case of fixed assets, value addition

arises by faci'itating the process of production or trade. In other words, benefits from :

fixed assets are indirect rather than direct.

All man made things have limited life. In accounting we are concerned with the useful
life of the assets, Useful life is the period for which a (ixed asset could be
economically used, This implies that the benefits from the fixed assets will flow to the
organisation throughout its useful life. Another aspect of this is that the cost incurred
in the period of purchase of the assct will be providing benefits over the useful life of
the asset.

Valuation of the fixed assets is usually made on the basis of original cost. However,
since assets have litnited life the cost will be expiring with the expiration of the life.
Thus, valuation of the assct is reduced by an amount proportionate to the expired life
of the asset. Such cxpired cost is referred to as depreciation in accounting.

Fixed assets normally include assets such as land, building, plant, machinery and
motor vehicles. All these items, with the exception of land, are depreciated. Land is
not subjcct 10 depreciation and hence shown separately from other fixed assets.

Intangible and Other Assets

Intangible assets are assets or things of value without physical dimensions. They
cannot be touched, they are incorporeal, representing intrinsic value without material
being. One of the most common of these assets is goodwill. Goodwill reflects the
ability of a firm to earn profits in excess of normal return. Almost all firms may have
some goodwill. However, they appear in the books and baiance sheet only when it has
been purchased. Usually, when a going concern is purchased, the purchase price paid
in excess of the fair value of the assets is considered goodwill. The amount is
classificd as another asset “goodwill’ on the balance sheet. Like fixed assets, the value
of intangible asscts should also be expired over a period ofume Such an expiration
cost is called amortisation, similar to depreciaticn.

Current Liabilitics

We have studicd that liabilities are claims of outsiders apainst the business. In other.
words, these arc amounts owed by the business to people who have lent money or
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provided goods or sefvices on credit. If these liabilities are due within an accounting
period or the operating cycle of the business, they are classified as current liabilities.

Most of such liabilitics are incurred in the acquisition of materials or services forming

part of the current assets. As was the case with current assets, current liabilities are
also listed in the order of their relative liguidity.

Accounis Payable

Accounts Payable or sundry creditors are usually unsecured debts owed by the firm. -
These are also referred to #s payables on open accounts. They may not be evidenced
by any formal written acceptance or promise to pay. They represent credit purchase of
goods or services for which payment has not been made as on the datc of the balance
sheet.

Accrued Liabilities

Accrucd liabilities represent expenses or obligations incurred in the previous
accounting pertod but the payment for the same wilt be made in the next peried. In
many cases where payments are made periodically, such as wages, rent and similar
items, the last month's payment may appear as accrued [tabilities {especially if the
practice is lo pay the same on the first working day of a menth). This obligation
shown on the balance sheet indicates that the {irm owed the said amount on the
balance sheet dale,

Provisions or Estimated Liabilities

Where the liabilities are known but the amounts cannot be precisely determined, we
estimate the liability and provide for it as a liability. A common example is income
tax payable. Unless the 1ax liability is determined (I amount payable cannot be
accurately determined. There could be other examples too, such as product warranty
expenses 10 be met and so on. The common practice is to estimate these liabilities
based on past experience and make a provision for the same which is shown as a pari
of liabilities.

Contingent Liabilities .

Contingent liabilities should be distinguished from estimated liabilities. Estimated
liabiliti= zre known liabilities where the amount is uncertain. Contingent liabilities on
the other hand ure not liabilities at the current moment. They may become lizbilities
only on i nappening of a certain event. In other words, both the'amount and the
liabitily (or obligation) are uncertain till the specified event occurs in tuture. These
may include ftems like a claim against the company contested in a court. Only if the
court gives an unfavourable verdict, it becomes a liability. They are not listed as
liabilities in the body of the balance shect. However, if the firm wishes, it may make
same provision for the same. ’

Long-Term Liabiiitics

Long-terim liabilities are usually for more than one year. They cover aimest all the

.outsider's liabilittes not included in the current liabilities and provisions. These

liubilittes may be unseonred or secured. Seewity for long-lerm loans, are usually the
fixed assets owned by th2 firm assigned to the lender by a pledize or morigage. All
deiails such as tnterest rete, repayment commitmeni and nature of security are
disclosed in the balance shect. Usually, such long-term liabilities include debentures
and bonds, borrowings from financial institutions and banks. '
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We have seen earlier in this unit that the fundamental accounting equality states:

assets = liabilities + owners equity. From the example of balance sheet we can easily

establish his. See Ms. Naina’s balance sheet:

Total ass;:ls Rs. 1,00,00,000 RS
Total liabilities Rs. 60,00,000
Owner's equity Rs. 40,00,000

We also know that the owner’s equily consisis of the contributed capital and the
retained carnings of the firm. Therefore, capital is that part of owner's equity which is
contributed by the oswners. [f Ms. Naina were an individual proprietorship business,
the owner’s equity will be reflected directly as:

Capital Rs 40,00,000

If *M/s. Naina’ were a partnership firm with four partners W, X, Y and Z all sharing
equally, the capital would be represented as:

~

Capital Partner W Rs. 10,00,000 8.
Partner X Rs. 10,00,000 P ,
Partner Y Rs. 10,00,000 i .
Partner Z , Rs. 10,00,000 N
Total Rs. 40,00,000

Reserves and Surplus

Reserves and surplus or retained earnings normally arise out of profitable operations.
Tt is a surplus not distributed by the firm as dividends. In other words, these are
profils that are to be retained within the business. When a firm starts its operations it
has no reteined earings. If in the first year it earns say Rs. 10,000 profit and decides
1o distribute Rs. 5,000 as dividends, the reserves and surplus at the end of the vear will
be Rs. 5,000, During its second year of operation if the firm makes a loss of

Rs. 3,000 then the retained carnings at the end of the year will be Rs. 2,000. Retained
earnings (or reserves and surplus) are in the nature of earned capital for the firm. We
have seen earlier that the dividends are limited to retained earnings. This implies that -
at no potnl in time the original capital of the firm can be distributed as dividend. In

other words, the capital originally contributed is 10 be maintained intact. E

It is possible to allocate profits camed and accumulated as reserves or retained
earnings to be earmarked for specific purposes. The eanmarked reserves arc not
distributed. Only non-earmarked or free reserves are available for distribution as
dividends.

< Check Your Progress 4

Fill in the blanks:

1) Asaconvenlion. items appearing on the balance sheet are listed in the order of
their relative __ o

2} Balance shect could be presentad either in
a) _ from.or

b) - :
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5)

6)
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8)
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1

12)
13)
14)

15)

16)
17)

18)

19)

- 20

22)

23)

24)

5

20

; 26)

Operating cycle is the duration

Inventories are valued in the balance sheet by applying the principle of

20)’

Accounts receivable are also referred to as

Expired cost with respect to a lixed asset is referrcd to as
expense. z

Expiration of cost of intangible assets is referred to as

‘Sundry creditors are also referred to as ,

We judge an ilem as a current asset if it is converted into cash during an

Liquidity refers to nearness of an item to

Items classified as current assets are usually listed in the order of their relative

The basis of valuation as applied to temporary invesiment is \

Asset fosses expected out of non-collection of receivables are called
'Formal written/documented debts refer to
[tems commonly referred to as inventory include (i) , (it) i
and (iii) ¥
f
Fixed Assets are valued on the basis of
Balance sheet is a statement of
represents the owners’ claim against assels of a
business.
are claims of outsiders against the business.
increase owners’ equity.
_Amounts owed by a business on account of purchase ol invenlory are usually
called or '
Amounts receivable by a firm against credit sales are usually called
As a general rule all assets are valued at their to the
business.
Owner’s equity could be undérstood as comprising two parts: and

The dual aspect principie ensures an important equality reflected by balance
sheet

All valuations specially those of fixed assets in a balance sheet are based on an
imporiant assumption about the entity as s
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1.8 ADJUSTMENT ENTRIES . ' Final Aceounts

Accounts are prepared as per accounting concepts, conventions and principles. Since,
final accounts are prepared on accrual basis, it becomes necessary to subtract all those
expenses, which are basicatly paid during the current financial year although '
applicable to other accounting period(s). And to add all those expenses, which benefit
the current accounting péried either the payment was made or not. Similarly in case of
earnings subtract all those revenue items, received in the current accounting period but
applicable 1o other accounting period (s). Add all those revenue items, which have '
been earned currently but not vet been received. The above stated corrections in the. '
final account are called Adjustments, which are made with the help of adjusting
entries. Adjustments ensure a proper matching of costs and revenue for obtaining
correct profit or loss for the given accounting period.

I

Let us see the treaiment and impact of some adjustments on final account,

1.8.1 Closing Stock

i,
The value of unsold stock. The stock is valued al cost or market price whichever is
lower. Generally, 1be closing stock is not given in the trial balance but is given in .
adjustments. Closing stock will appear on the credit side of the trading account and
will also appear on the assets side of the balance sheet. L

1.8.2 Depreciation

It is the amount charged because of the usage and passage‘bflime. Fixed assets are o .
used for earning revenue. Therefore, a decrease in their value is considered to be the b !
operational expenses of business. In order to ascertain true profits and to show the true

value of the assets in the balance sheet, depreciation has to be charged. Depreciation

account is debited while individual assel account is credited and then the profil and

loss account is debited and the while depreciation accounts is credited.

1.83 Bad Debis ' |

Bad debts are losses on account of uncollectable debts, When the amount due from
debtors is irrecoverable, it is called bad debts. Bad debts, being loss are closed by
transferring them to the debit side of the profit and loss account. The amount of bad
debts is also deducted from debtors in the balance sheet. If the same appears in the
trial balance, no adjustment entry is needed. In this case, debtors appear at their
adjusted figure.

1.8.4 Provision for Bad and Douobtful Debts

A provision should be made in advance for those debts whose recovery is doubtful
and to writing off bad debts. All enterprises, based on their past experience, create a
provision for doubtful debts to meet such a loss when it happens. This is done for the
purpose of reflecting the debtors in the balance sheet at their true value. Provisions for
bad and doubtful debts appear on the debit side of the profit and loss account and at
the credit side of the provision for bad debts account.

1.8.5 Outstanding Expenses (Liabilities)

Expenses are gencratly recorded only when they are paid. The failure to record an
unpaid expenses in the accounis resulis in an undersiatement of that expense and also
an understatement of a liability. In order 10 avoid understatement of these expenses
and liabilitie, an adjusiment entry is passed by debiting the expense account and,
crediting the personal account ot the party to whor such amount is to be paid. If
outstanding expenses appear on the credit side of the trial balance, then they will be
taken to the [iability side of the halance sheet.
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1.8.6 Prepaid Expenses (Assets)

Expenses paid in advance of their use or consumplion are known as prepaid expenses.
At the end of the year, a part of thic payment remains unconsumed and is treated as an
asset, because its benefit is to be availed of in future. For prepaid expense, the
adjustment entry is made by debiting prepaid expense account and crediting expense
account. If this item appears on the debit side of the trial balance, it will be shown
only on the assets side of the balance sheet. It will not appear in Profit &Loss Account
at all.

1.8.7 Accrued Income {Assets)

Accrued income is an amount earned but not actually received during the accounting
periad or titl the date of preparation of final accounts for the period concerned. The
first effect of accrued income is to credit the profit and loss account and to show the
same in the assets side of the balance sheet.

1.8.8 Income Received in Advance (Liability)

It is the income received but not earned auring the accounting period. In other words,
it is the income for which services are to be rendered in future. This income is
deducted from the concemed income in the credit side of profit and loss account and
is also shown as a liability in the balance sheet.

To see the impact of adjustment entries’ on the final account (financial condition of
the business firm) let’s take the same illustrz‘ion of Ms. Naina again only inciuding
the some common adjustments in it. And let us check its impact practically by
comparing the transactions of both the illustrations (with or without adjustment
entries). :

Revised Ilustration 2:

The following figures from the trial balance has been extracied from the books of
M/s. Naina Prepare the Trading and Profit & Loss Account for the year ended
31 March 2004. )

Debit (Rs.) Credit {(Rs.)
Drawings 35,000
Building 60,000
Debtors and Creditars 50.000 80,000
Retums 3,500 2 500
Purchascs and Sales 3,00,000 4,65.000
Discount 7,100 5,100
Life Insurance 3,000
Cash . 30,000 ]
Stock (Opcning) 12,000
Bad Debts 5,000
Reserves for Bad Debls - 17,000
Caorrisge Inwards 6,200
Wages 27,700
Machinery 8,00,000
Furniture 60,000
| Salaries 35,000
Bank Commission 2,000
. Bills Receivable/Payable 60,000 49,000
Trade Expenscs/Capilal 13,500 9,00,000

Adjustment:

. Stock en 31" March 2004 was valued at Rs. 50,000.

2. Depreciatian of building 5%; furniture and machinery is 10% p.a.

3. Trade cxpenses Rs. 2,500 and wages Rs. 3,500 have not been paid as yet.
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4. Allow interest on capital at 5% p.a.

Lh

Make provision for doubtful debts at 5%.

6. Machtnery includes Rs. 2,00,400 of a machinery purchased on 31st December

2003. Wages include Rs. 5,700 spent on the installation of machine.

Preparation and Analysis of
Final Accounts

Solution
M/s. Naina
Trading and Profit & Loss Account
For the year ending on 31* March, 2004
Rs. Rs.
To Qpening Stock 12,000 | By Sales 4.65,000
To Purchases 3,00,000 Less: Relurn 3,500 { * 4,61,500
Less; Return 2,500 2,97,100 .
To Wages 27,700 )
Less: Installation Charges 5,700 By Closing Stock
Add: OQuistanding 1,500 25,500 50,000
To Carriage Inward 6,200
To Gross Profit ¢/d 170,700
511,500 5,11,500
By Groas Profit bid
: By Discount Received 1,760,700
ig E;F:?::l:rmcc ;:[l}gg By Rceserve [or Bad and Doubtful 5.100
To Salaries 35.000 | Debls = 17.000
To BandeCommission 2,000
To Trade Expenses 13,500
AdY: OutManding 2,500
i - 16,000
To Bad Dcbis 5,000
To Interest on Capitel 45,000
To Provision for Daubtful Debts. 2,300
To Depreciation on: 3,000
Building 65,143
Machine 6,000
Furniture 3,057
To Net Profit 1,92 800 1,92,800
Ms. Naina
Balance Sheet as on 31" March, 2002
Linbilities Rs. Assets Rs,
Capital 9,00,000 Building 60,000
+ Net profit 3,057 —Dep. @ 5% 3,000 57,000
+ int. on Capital 45,000
— Drawings 35,000 9,13,057 Machinery 8,00,000
+ Wages 5,700
Creditors 80,000 — Dep. 65,143 7,40,557
Qutstanding Wages 3,500 -
_Bills Payable ) 40,000 Furniture 60,000
Qutstanding Trade Exp. 2,500 ~ ~Dep. 6,000 54,000
Debtors 50,000
— Provision 2,500 47,500
Stock 50,000
Cash 530,000
Bills Reccivable 60.000
10,39,057 10,39,057
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Analyses of the above two Examples

Particular [ilustration 2 Revised INustmtion 2
Wapces 27,700 25,500
Gross Profit 1,68,500 1,70,700
Trade Expenses 13,500 16,000
Depreciation Nil 74,570
Net Profit 1,11,000 2,630
Building £0,000 57,000
Machinery 8,00,000 7,40,557
Fumniture 60,000 54,000
Debtors 50,000 47,500
Capital 9,590,000 9,12,630

The above table is self-explanatory. It shows clearly the importance of adjustment
entries for a business firm and for all concerned parties of the same lo ascerain the
correct financial position of the enterprise, -

< Check Your Progress 5

1} What is Trading Account? Distinguish betwecn Trial Balance and Profit and Loss

Atcount

2) Write short note on Final Accounts and Adjustments Entries.

3) What are Adjustments? What is the need of 1taking adjustments while preparing

Final Account?

4} Show the treatment of the foliowing adjustments:

a. Outstanding Expenses
b. Depreciation

c. Bad Debts

5)  Prepare the Irading account from the following figures of Mr. Deep on 31¥ March

2004.

Opening Stock
Purchases

Wages

Returns Qutwards
Power

Factory Lighting
Manufarturing Ex.
Freight on Purchases
Sales

Sales Return

34,200
1,02,000
34,500
1,740
1,280
950
9,500
1,860
2,50,850
3,100
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5} The lollowing is the trial balance of Mr, Virat as at 31,03.2005

Debit (Rs.) Credit (Rs.)
Fixed Assets 3,00,000
Debtors 75,000
Qpening Stock 2,05,000
Bills Receivables 10,000
12% Investments (1.7.1998) 50,000
Cash in Hand 5,000
Cash in Bank 10,000
Drawings 10,000
Purchases 5,25,000
Sales Return 10,000
Carriage [nwards 5,000
Carriage Qutwards 2,000
Reni 3,000
Insurance 3,600
Qffice Expenses 13,200
Discount Allowed 2,000
Bad Debts 5,000
Interest 2,500
Selling Expenscs 15,800
Creditors 1,00,000
Bills Payable 5,600
Loan from Bank - 4,000
Sales 6,30,000
Purchase Relum 5,000
Discount 1,000
(=) Capilal 5,06,500
Adjustment;

1. Stock on 31" March 2005 was valued at Rs. 42,000.

bh B W

@ 10% on debtors and provision for discount on debtors @ 2%.

6. Create a reserve for discount on creditors @ 2%.

Rent is payable at the rate of Rs. 300 p.m.

Insurance premium was paid for the year ending 30™ June, 2005.

7. Provide for depreciation on fixed assets @ 10%,

Interest on investment is payable half yearly on 30" June and 31" December.
Write off further bad debts Rs. 5000. Also create a provision for doubiful debts

Prepare the Trading and Profit and Loss Account for the year ended and Balance

Sheet as on 31™ March 2005.

6) On 31% March 2004 the following trial balance of Sanjeev Tomar was taken out.
Prepare final account for the year after making the following adjustments.

1. Depreciation: 5% of plant and machinery and 10% of fixtures and fittings.

2. Reserve for bad debts 2.5% on Sundry Debtors
3. lnsurance unexpired on 31 March 2004 Rs. 70

4, Quistanding wages Rs. 800 and Salaries Rs. 35

Preparation and Analysis of
Final Accounts

25
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Trial Balance

Plant and Machinery 55,000

Fixtures and Fittings 1,720

Factory Fuel and Power 542

Office Salaries 3,745 )
Lighiing (Factory) 392 v
Travelling Expenscs 925 i
Carriage on Sales 960 [
Cash in Bank 2.245 ;
Sundry Debtors 47.800 |

Purchases {(Adjusted) 66,710

Wages 9,915

Rent and Taxes 1,915

Office Expenses 2,778

Carriage on Purchase 897

Discount 422

Drawings 6820

Stock | April 2003 21,725
Manulacturing Expenses 2,630

Sales Return 7422

Insurance 570

Closing Stock 16.580 :
Rent Qutstancing 150
Sanjeev’s Capital 93,230
Sales 1,26,177 .
Sundry Creditors 22,680 - :
Purchase Return 3,172

Bills Payable 6,422

1.9 SUMMARY

R e e

Both the parts, Trading Account and Profil and Loss Account, of Final Account are
interdependent on each other. Gross Profivloss plays a very special role in the
calculation of net Profit and loss figure. Trading and profit and loss account gives the
true pictuse of an organisation by showing its revenues and expenses. This account is
normally prepared at the end of the accounting period. Balance Sheet as we have scen
is one of (he most important financial statements. I is a periodic summary of the
financial porition of the business. It is the statement of assets. liabilitics and owners"*
capital at a pa:ticular point in time. This slatement in itself does not reveal anything
about the details of the operations of the business. However, a comparison of two
balance sheets could reveal the changes in business position. A realistic understanding
of the operations of the business would require two other statements —— Cash Flow
Statement and Funds Flow Statement. We shall take them up in subsequent unis.

1.0 KEY WORDS

Asset: Anything, tangible or intangible. of monetary value Lo a business sntity;
something which a business entiry owns.

Current Asscts: All the azsets held by a timn with the objective of conversion to cash
within the vperating cycle or within one year whichever is longer, Cumrent Assets
inciude ilems such as cash, reccivables, inventory and prepayments.



Current Liabilities: All those claims against the assets of the firm t0.be met out of Preparation and Anslvsis of
cash or other Current assels within one year or within the operating cycle, whichever is Final Accounts

longer. Usually include items such as accounts payable, tax or other claims payable,

and accrued expenses.

Contingent Liability: A liability which bas not been recognised as such by the entity.
It becomes a liability only on the happening of a cenain future event. An example
couid be the liability which may arise out of a pending lawsuit.

Fixed Asset: Tangible long-lived asset. Usually having a life of more than one year.
Includes items such as land, building, plant, machinery, motor vehicles, fumiture and
fixtures.

Intangible Assets: Any long-term assets useful to the business and having no
physical characteristics. Include items such as goodwill, patents, franchises, formation
expenses and copyrights.

Liability: Any amount owed by one person (the debtor) to another {the creditor). Ina
balance sheet all those claims against the assets of the entity, other than those of the
owners.

Owner's Equity: It is the owner’s claim against the assels of a business entity. It _ -
could be expressed as total assets of an entily less claims of outsiders or liabilities, -
inciuding both contributed capital and retained earnings.

1.11 SOLUTIONS / ANSWERS

Check Your Progress 1

1) Gross Profit Rs. 86,000

2) Net purchase is the difference between purchases and the purchase return
3) Net sales is the difference between sales and the sales retum 1
Check Your Progress 2

-4) Gross Profit Rs. 30,000 and Net Profit Rs. 10,600

Check Your Progress 3

1} (a) accounting period (b) fiscal year (c) financial year

2} (a) asset (b) liability (c) capital

3) (a) current (bj property, plant (c) other

4) (a) current {b) long-term {c) shareholders.

Check Your Progress 4

1) Liquidity

2) (a) T account form (b) Report form

3) Is time taken by a unit 10 convert goods into sales and to collect money from
debtors?
4) Lower of cost or marke! price

5) Sundry debtors

27



Understanding and Analysls
of Financial Statemenls

28

6) Depreciation

7) Amortisalion

8) Accounts payable
9} Operating cycle or accounting yea

-

10) Cash -
11) Liquidity

12) ‘Lower of cost or market price’.

13} Bad debts.

14} Promissory Notes receivable or bills receivable.

15) Raw material (ii) Work-in-Process (iii} Finished goods.
16) Historical cost, less Depreciation.

I 7) Assets, Liabilities and capital

18) Owners' equity

19) Liabilities

20) Profits

21} Accounts payable or sundry creditors

. 22) Accounts receivable or sundry debtor

23) Original cost
24) Contributed capital and retained earnings

25) Assets = Liabilities + Owner's Equity

26} Going concem.

Check Your Progress 5

4} a. Expebse Account Dr. (It will go 1o trading or profit & loss A/c)
Te Outstanding Expenses Account

b. Depreciation Account Dr.
To individual Asset Account

Profit and Loss Account Dr.
To Depreciation Account

i

c. Bad Debts Account Dr.
To Debtors Account

5) Gross Profit Rs. 62,000 and Net Loss Rs. 32,400

6) Gross Profit Rs. 62,000 and Net Loss Rs, 32,400
7) Balance Sheet total Rs. 1,19,366, Net Profit Rs. 2,554, Gross Profit Rs. 18,266.

-
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2.0 INTRODUCTION

Depending on the user’s purpose, the term *funds’ may be used differently. Literally,
it means a supply Lhat can be drawn upon. In this sense it is used to mean cash, total
current assels or working capital. We use it here in the sense of networking capital
meaning total current assets less current liabilities,

L L )

Funds flow is used to refer to changes in or movement of current assets and current
liabilities. This movement is of vital importance in understanding and managing the
operations of a business.

We have scen in the unit dealing with balance sheet that every material transaction
changes the position statement (or Balance Sheet). This, in other words implies a
dynamic situation involving continuous movement of resources into the business,
within the business and out of the business. The complexity of lhese flows increases
with the increasing size and volume of business. Direcily or indirectly, all these Mows
take place in business through the medium of funds and the same could be studied
through the fund flow statement.

Funds in the form of cash and cash cguivalaats, in the right quantity are necessary for
the smooth funclioning of any business. The continuous movement of cash within the
business and out of the business could be understood by studying the cash flow
staiement.

2.1 OBJECTIVES

After going through this untt, you should be able 1o

e understand the idea ot funds flowing through a business in a dynamic situation
appreciale the role of working capilal in the operations ol a business;
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s understand the sources and uses of working capital as well as cash during an
accounting period from the financial statements;

=  understand and interpret changes in working capital and cash identifying the
causes of these changes; and

¢ use the funds flow statement and the cash flow statement as analytical tools.

2.2 STATEMENTS OF CHANGES IN FINANCIAL
POSITIONS (SCFP)

Preparation of funds statement, excludes all those inter-firm aclivities of the
enterprise, which do not affect its net working capital. Consequently, many of its
significant activities like exchange of one or more current item (non current asset or
non-current liability) with any other non-current item remains altogether unreported.
No trace can be found from the funds flow statement even for the partial or total
acquisition of non-current items of an enterprise in consideration of shares or/and
debentures of any magnitude. To incorporate all these ‘inter-firm non-current
exchange transactions’, which may substanttally influence future funds, an all-
pervasive flow statement, termed statement of changes in financial position is
construcled.

The Institute of Chartered Accountants of India’s (ICAI's) Accounting Standards
-3 (AS3) defines SCFD as : A “Statement of changes in financial position™
summarising. for the period covered by it, the changes in the financial position
including the sources from which funds were obtained by the enterprise and the
specific uses to which such funds were applied.

According to E.S.Hendrisen: one of the busic objections to the working capital
concept of funds is that inter-firm transactions do not directly affect working capital
and as such they are omitied from the funds flow statements. Thus, it does not provide
correct or compete financial structure of the firm. A suggestive solution of the above
stated problem is an all resources concept of funds, which would permit the inclusion
of such transacitions as the acguisition of praperty in exchange of stock or bonds, the
receipt of property as a gift, and the exchange of non-current assets for other non-
current items. (Accounting theory, 19877 Ed.p.250).

Similar Lo funds flow statement, SCFP is also prepared from financial data like
income statement, balance sheet, etc., and related notes. There is no specific format
prescribed for the preparation SCFP. Where SCFP is supposed to be most
informative, in those circumstances, it should be:

i} presented for cach period for which the final accounts are prepared;
2) included as an integral part of the financial stalements;

3) specific about where funds are provided from or used in the operations of an
" enterprise; and they should be presented separately from other sources or uses of
funds other than those of operations.

Thus, SCEP, is designed to report all the causes of changes in financial positigm of an
cntity durirg the period that result from its inancing and investing activities with
others. Besides explaining the inflows and outflows of funds, it also reveals non-
current external exchange teansactions, which do not directly affect working capital.
It thus, improves the understanding of the operations and activitics of an enterprise
for the refated period.
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of Financizl Statements 2.3 ANALYSING CHANGES IN WORKING
CAPITAL

In understanding the financiai statements of a company, one of the first steps involved
15 the study of the changes in the financial position of the company and the reasons
for the changes. We make an attempt at studying these changes and their causes by
using the data contaimet-inthe summarised comparative balance sheets (lllustration
6.2} and profii and loss accoun; of Tools India Limited (TIL).

Hiustration 6.2
Tools India Limited
Balance Shecet as on December 31, 2004

o _ ) . (Rs. in Million)
Assuis December 31,2004  December 31, 2003
_ o Rs, ~ Rs, Rs. Rs.

Currcent Assets
Cash 19.G5 10.87
Accouuts Receivable (Sundry debtors)  32.25 20.28
Loans and Advances 12,58 33.82
Other Current Assets 17,20 15.93
lnventory 120.92 99.10

Total Current Assets 232.00 180.00
Fixed Assets

Piant and Equipment at Cost 152.00 133.00

Less: Depreciation 71.00 81.00 60.00 73.00

Furniture &: Fixture at Cost 14,50 8.60

Less; Depreciation 2.00 12.50 2.30 6.30
investments _—_ 200 ——
intangible Asseis

Technicul Assistance Fees 3.00 1.00

Less: Amortisation 0.50 2.50 0.30 0.70

Total 330.00 260,00
Liabilities and Capitai
Current Liabilities
Acceptance 4.74 3.02
Sundry Creditors (Accounts Payable) 27.16 18.75
Advances apainst Sales 2660 20.28
Other Liabilities 8.36 7.95
inicrest Accrued but not Due on Loans 2.64 2.00

70.00 . 52.00

Provisions

For Taxation 25.55 20,45

Proposed Dividend 225 2.23

For Bonus 5.440 2.35

Other Provision 3.80 2.95

35.00 28.00

Toal Current Liabilities & Provisions 105.00 80.00

e bbb
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. Construction and Analysis
32.14 of Fund Flow and

Bank Loans 40.00 Cash Flow §
10.5% Debentures 25.50 25.50 ash Hlow Statements
Loans from Financial Institutions 24.50 22.36
90.00 80.00
Total Liabilities 195.00 160.00
Capital
Authorised : 5,00,000 shares ’
of Rs, 100 each - 50.00 50.00 o
Issued, Subscribed and Paid-up
3,73,100 Shares of Rs. 100 each 37.31 37.31
Reserves and Surplus 97.69 62.69
Total 330.00 260.50

As we have studied at the beginning of this unit, the net change in working capital can
be computed easily by subtracting the nct working capital at the end of the year from

the net working capital at the beginning of the year.

TOOLS INDIA LTD
Change in Working Capital .
. (Rs. in Million)
December 31, 2002 December 31, 2003
Current assets 180.00 232.00
Less: Current Liabililies 80.00 105.00
Working Capital 100.00 127.00
Waorking capital on December 31, 2004 127.00
Working Capital on December 3, 2003 100.00

Increase in Working Capital 27.00

The Rs. 27 miilion increase in working capital of TIL shows the composite changes in

the Current assets and current liability. This does not tell us much in terms of the
operations of the business. This change could be the net result of changes in all the
accounlts covered by current items. There might have been qualilative changes
resulting from the depletion of liquid items of current assets and increase in non-
liquid items such as inventory. In order to answer these guestions we try to analyse
the changes in cach of the working capital accounts.

Statement of Changes in Working Capital

A statement of changes in working capital helps us in localing where these changes
took place. in the first instance we [ry to show the increase (decrease) in individual
iterms and then try 1o classify them in terms of increase and decrease in working
capital. Since working capital is measured by subtracting current liabilities from
current assels, any increase i curreat asscts and any decrease in current liabilities
shows an increasc in working capital. Similarly, a decrease in current asseis and an
increase in currenlt liabilities represents a decrease in working capital,

33
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The statement of changes in working capitai (Table 6.1) shows that the increases in
current asscts amounted to Rs. 52 million, a major part of the increase arising out of
cash, receivable and inventory. Decrease in working capital came about mostly from
the increased accounts payable, advances from customers and taxes payable. Total
amount of decrease in working capital resulting from increase in current liabilities
amounted to Rs. 25 million, thus, showing a net increase in working capital of
Rs. 27 million.
Table 6.1
TOOLS INDIA LTD.
Statement of changes in Working Capital for the year ending December 31, 2003
(Bs. in Million)

Dee. 31 Dec. 3 Increase / Working

2004 2003 Decrease Capital
Increase | Decrease

Current Assets

Cash 19.05 10.87 B.18 8.18

Accaunts Receivable 32.25 20,28 [1.97 1197

l.oans and Advances 42.58 33.82 B.76 8.76

Other Current Assets 17.20 1593 1.27 1.27 i

Inventory 12092 39.10 21.82 21.82

Total 232.00 180.00 52.00 :

Current Liabilities &

Provisions

Acceplances 4.74 3.02 (1.72) 1.72

Accounts Payable 27.16 18.75 (8.41) 8.41

Advances against Sales 26.60 20.28 (6.32) a3 ;

Other Liabilities B.86 7.95 (0.51) 091 j

Interest Acerued 2.64 2.00 (0.64) 0.64 !

Taxes Payable 25.55 2045 (5.10) 510 :

Proposed Dividend 2.25 2.25 - -
. Bonus Payable 3.40 235 {1.05) 1.05 !

Other Provisions 3.80 2.95 (0.85) 0.85 H

Total 105.00 £0.00 (25.00) 52.00 25.00

Working Capital 127.00 100.00 27.60

Increasc in Working Capital ‘ 27.00

2.4 FUND FLOW STATEMENT

An analysis of the fluctuations of current assets and current liabilities i.e. working
capital tells us how the working capital has increased or decreased. Now, we want to
know where the increased working capital is applied if it has increased, and from
where funds have been transferred if it ha: decreased. The profit and loss account
gives some indication of the results of nperations and its impact on the funds position.

. We lry to integrate the impact of operations reported in the profit and loss account

and balance sheet by preparing a statement of changes in the financial position. It
describes the sources from which funds were received and the uses 10 which funds
were put. This statement of changes in financial position is usually referred 1o as
fund flow statement or statement of sources and application of funds.

As the title indicates fund flow statemcnt traces the flows of funds trough the
organisation. In other words, it shows the sources fiom where the funds were raised
and the uses to which they were put.
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The statement of funds flow is usually bifurcated into two logical divisions: sources

of funds or inflows during the periods and uses of funds or applications of funds or
outflows of funds during the period. The division showing sources of funds

summarises all those transactions, which had the net effect of increasing working -
capital. Uses of funds on the other hand deal with all those transactions, which had

the effect of decreasing the working capital. We shall ilfustrate the primary structure of flows in

Figure 6.1

Qutfiows
Figure 6.1: Hasic Flow of Funds
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The flow of funds staiement gives a summary of the impacts of various managerial
decisions. As such it reflects the policies of financing, investment, acquisition and
retirement of fixed assets, distribution of profits, and the success of operations,

< Check Your Progress 1

1) Please list the four main sources of funds in an organisation.

2)  List the four main uses of funds in 2n organisation.

2.5 SOURCES OF FUNDS

,We have seen that working capital is required to finance that portion of current asseis
‘which is not financed by current liabilities. We also saw that the investments
represented by current assets are converted into cash during the operating cycle. This
implies that our need for financing is for one such cycle. Under normal circumstances
every unit of investment in working capital is converted into cash at the end of the

cycle at an added value, to the extent of profits.

When we are looking at the possible sources of working capital the most important
source is this ‘internal gencration’. The very idea of intemal sources implies that
there is something “external’.

Internal Sources

When we are looking for sources funds it is but natural to start searching at home.
What do we have? While examining the need for working capital we could also make
an assessment as to whether the existing working capital s syfficient or not. Thus, the
first internal source is any excess working capital that we might be having.

If we have any non-current assets which do not have any use they could be disposed
off, thereby gencrating additional working capital. Please note that this is nol a
regular and continuing source of funds,

We have seen eariier thal cvery profitable sale brings with it funds in excess of what
was expended on the goods sold. In other words, profits generated by the business
contribute towards additional working capital. But you may also notice that whenever
we measure profits, we match the revenus rgainst all expenses relating to the revenue
whether il involves use of funds in the cusvent period or not. Thus, the profits
measured do not reflect the ectual amount of funds available. In order to assess the
actual funds generated from current operations we should add, back, to the profits all
those items of expenses not involving use of funds during the current peried. One
major cxample of such an item is depreciation.

Thus, we could summarise the important possible inter sources of funds as:

1) Funds generated from operations. That is, prafir plus depreciation and other
amorlisations; and some other adjustments;

R e Lt e



2)  sale of non-current assets; - Comstruciion and Analysh
) of Fund Fiow and

-3} any surplus working capital. Cash Flow Statemestx
Funds From Qperations
Refer to Hlustration 6.1. The profit and loss account of TIL shows that operatjons |
have provided a gross addition of Rs. 360 million to funds during the period. These -
funds represent the sale proceeds of goods and services by the company and other 1
incomes.
We also know that some part of these funds is utilised for meceting the cost of input
such as matcrial, personnel and other operating costs. Apart from these we also Lo
meet the interest commitments and costs expiration of the machinery and equipment.
However, expiration of the costs of the machinery and equipment (Depreciation) is
onc item which does not require use of funds in the current period.
Hlustration 6.1
TOOLS INDIA LTD.
Summarised Profit and Loss Account -
For the year ended December 31, 2004 !
{Rs. in Million) ’
Rs.
Sales . P . 350
Other Income* . - ek 10 .
360
Costs of Goods Sold 150 .
Gross Profit 210
. [
Operating Expenses: f
Personal 60.00 '
Depreciation and Amortisation \ 11.90
Other Expenses 13.10 85
Operating Profit 125
Less: Interest Expense I3
Net Profit before Income Taxes - . 110
Less: Provision for Taxes . 55
Net Profit ' 55
Less: Dividends ) 20
Net Profit Retained ' _ ‘Rs.35
* Other income includes Rs. | million profit on sale of finninwe, - -

TRus, funds provided from operations are in fact the revenues earned from operations )
(as also non-operating incomes) less all immediate costs of goods sold requiring use Lt
of funds. In other words, itis net income or profit after taxes plus alf the non-fund "
expenses, such as depreciation and amortisation and adjusted for non-gperating
incomes and expenses, ' . :

.}_._l's'i_ -
LA 27
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The following statement would show funds from operations of TIL as follows:

dﬁc}a]_ions
Net Profit 35
Add: Depreciation and Amortisation (non-fund) 1i.90
66.90
Less: Profit on the Sale of Fumniture (non-operating) 1.00
Total funds provided from operations 65.90

(Rs. in Million;

External Sources

External sources of funds are resources raised from outside the organisation to

augment funds availability for any of the uses 1o be discussed later. Nomatly, there
are only two ways of doing this:

1) by contributing or raising additional capital, and
2) by increased long-term borrowing,

Please note that short-lerm creditors are not included as a source of funds since we

-~ have already defined funds as “current assets less current liabilities”. Thus, working

cdpital represents long-term investment in current assets and hence short-term
bor-owing will not increase working capital.

The sources of funds, as usually presented in the fund flow slatement, are
enumerated below:

Sources of Funds

Operations:
Net Profit after taxes’
Add: Depreciation
Other amortisations _—
Funds Provided by Operations —
New Issue of Share Capital
New [ssue of Debentures/Bonds
Additional long-term Borrowing
Sale Proceeds of Fixed Assets
Sale of long-ierm Investments

<" Clieck Your Progress 2
1} Please put down what ‘intemnal” and ‘external’ sources are:

2.6 USES (APPLICATICONS) OF FUNDS

Need for Additfonal Funds
A business would require Additiona! funds for bwo purposes:

i} ‘Financing additional fixed asscts, and
2)  Financing additional working capital,

R e s



it should not be difficult 10 appreciate the necessity for having adequate fixed Censtruction and Analysis
facilities with which to conduct business. The amount we have invested in the shop. of Fund Flow and
. egen- . . Cash Flow Statemenis
fumiture and fixtures has created the facilities for carrying on the business. It also
determines the capacity to produce and to provide services. We cannot expand our
business beyond a certain capacity which is limited by the facilities created by fixed
assets. In case of a manufacturing firm, it will be plant capacity; in case of a transport
undertaking it may be tonnage of trucks, ships or wagons; in case of show business
and airlines it may be seating capacity, and so on. Any increase in such capacity
would require additional investment. Thus, invesiment in fixed assets is required 1o
expand capacity or o improve current operation. Usually, additions 10 investments
are judged on the basis of its ability to reduce the present costs or to increase present
output.

Additional working capital is required to finance increased holding of inventory,
increased credit to customers and increased cash holding requirements. Obviousiy,
current creditors would finance part of this requirement for working capital.

If a firm invests in another shop or in expansion of the existing shop, they will require
additional funds for investment in fixed assets and also for increased level of current
assets, You will notice that whenever additional investiment is to be made in non-
currenl assets, we have to use the funds (working capital) avatlable with us unless
separate arrangement is made for their financing. Likewise, when non-current assets
are sold they provide funds or result in sources of funds.

We could summarise the usual applications of funds as follows:

1}  Acquisition of new non-currcnt assets ({ixed assels)

2) Replacement of non-current debt {loans)

3) Payment of dividends

4} Increase in the balance of working capital (current assets—curient liabilities).

If the trading or business operations are unsuccessful, they may use funds rather than
provide funds. The uses of funds, as they are usually presented in the fund flow
slatement, are enumerated below: .

USES OF FUNDS

Dividends i
Redemption of Redeemabic Preference Share Capital ...
Repayment of Debentures/Bonds .
Repayment of Long-Term Loans ...
Purchase of Fixed Asgets ] RN
Purchase of Long-Term-lavestment ...
Increase in Working Capital

< Check Your Progress 3

1) Please put down the list of application of finds.

2.7 PREPARATION OF FUND FLOW STATEMENT

Let us turther extend illustration 6.2 in order (o prepare a Fund Flow Stateineint. From
a comparative balance sheet and prolil and loss accounlt we could obtain most of the
information we require for the preparation of a fund flow statement. We have studicd
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that changes in the net-working capital amount are caused by the changes in non-
working capital ilems. This may be seen from the summarised balance sheet of TIL
(Tabie 6.2).

We have seen that the net working capital amount increased by Rs, 27 million
during 2004, January ! to December 31. This is other words implies that the
working capital from non-current sources should exceed non-current uses by
Rs. 27 million.

The summarised balance shect shows the net change in cach account. That is, it does
not show the increases and decreases separately. Furniture and fixtures value, for
example, has increased by a net amount of Rs. 5.90 million. This increase shows an
application of funds. In reality, this account was both a source and an application of
funds. We purchased new furniture and fixtures worth Rs, 7.90 million {a use of
funds) and sold existing furniture and fixtures which hiad an original cost of Rs. 2
million and on which depreciation had accumulated to the tune of Rs. I million

{a source of funds). Since the purchase transaction was bigger in amount than the sale
transaction, the net result was in the ‘use of funds’.

i

Table 6.2
TOOLS INDJA LTD, ;
Summarised Balance Sheet :
(Rs. in Millions)
December December Change in
31, 2004 31,2003 Working Capilal
Source Use
Working Capital . 127.00 100.00 27.00
Fixed Assets |
Plant and Equipment at Cost  152.00 133.00 19.00 !
Furniture and Fxtures at Cost  14.50 8.60 . 5.90 ;
Investmenis 2.00 2.00
Intangible Assets :
Technical Assistance Fees at Cost 3.00 1.00 2.00
298.50 242 .60
Long-term Liabilities
Bank Loans 40.00 32.14 7.86
10.5% Debentures 25.50 25.50
Loans frem Financial Institutions 24.50 22.36 2.14
Allowance and Amortisations
Accumulated Depreciation
Plant and Equipment ° 71.00 60.00 [1.00
Fumniture and Fixtures 200 2.30 0.30¢
Amortisation of Technical '
Assistance Fees 0.50 0.30 0.20
Capita)
Share Capital 37.31 37.31
Reserves & Surplus §97.69 62.69 35.00
298.50 242,60 56.20 56.20




Notes: |)  Furniture and fixtures costing Rs. 2 million with an accumulated Construction and Analysis

depreciation of Rs, | million is sold for cash at Rs. 2 mitlion. of Fund Flow and
e Cash Flow Statements

2) Dividend paid éluring the year amounted to Rs. 2.25 million.

If we are to construct a stalement showing sources and uses of funds during the year,
we need additional infermation. Same of this additional information is available from
the profit and loss account and the appropriation of net income. Some other
infarmation like sales proceeds of assets will have (o be obtained from the other
recards of the company.

Funds Flow statcment
. _._ (Rs.inMillion)
Sources of Funds

Funds from Operations:

Net Income* 37.25
Less Profit on Sale of Furniture 1.00
36.25
Add: Depreciation, Amortisation, Provisions:
Plant 11.00
Furniure .70
Technical Assistance Fee 20
48,15
Other Sources of Fund
Sale of Assels 2.00
Bank Loan 7.86
institutional Loan 2.14 12.00
60.15
Uses of Funds
Payment of Dividends 2.25 T
Purchase of Plant 15.00
Purchase of Furniture 7.90
Investments 2.00
Technical Assistance Fecs 2.00
Increase of Working Capital 27.00 60.15

* Net income has been obtained by deducting the previous year’s balance of Reserves
and Surplus from the current year’s balance i.e. 97.69 minus 62.69=35 million. To
this, the proposed dividend for the current year of Rs. 2.25 million has been added
{as it must have been laken into account while determining the net income to be
transferred to Reserves and Surplus).

With the necessary background on Profit and Loss Account and Fund Flow
Statement having been prepared, you can now watch the Video Programme
“Understanding Financial Statement-Part 11" at your study centre,

2.8 CASH FLOW STATEMENT

(ash is another fonn of [und although in a narrow sense, iU reters to a supply that can
be drawn upon, according, 10 the need. Here the term cash includes both cash and
cash equivatents. Cash equivalents arc highiy iiquid short-term invesiments whicht
could be easily converled into cash without much delay.
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The summarised cash statement is:

L. Cash flows from operating
activities

2. Cash flows from investing
activities —® Net increase/decrease in ¢as

3. Cash flows from financing
aclivitics

2.10 PREPARATION OF CASH FLOW
STATEMENT

To start with, we need (wo successive balance sheets and the operating statement or
profit and loss accoumt tinking the two balance sheets,

There are two ways in which this statement can be drawn up. The first method is the
direct method whereby major classes of gross cash reccipts ane gross cash payments
are disclosed. The second method is known as the short-cut or indirect method. Under
this method net profit or loss is taken as the basis and adjusted for the effects of
transactions of non-cash nature, changes in current assets and current liabilities and
transactions of income or expenses associated with financial cash flows.

Direct Mcthod

Under the direct method, you are basically analysing your cash and bank accounts to
identify cash flows during the period. You could use a detailed general ledger report
showing all the entries to the cash and bank accounts, or you could use the cash
receipts and disbursements journals. You would then determine the offsetting entry
tor cach cash entry in order to determine where each cash movement should be
reporied an the cash flow statement,

Another way (o determine cash flows under the direct method is to prepare a
worksheet for each major line item, and eliminate the effects of accrual basis
accounting in order 10 arrive at the net cash effect for that particular line item for the
period. Some examples for the operating activities scction include:

Cash Receipts from Customers:

o  Nel sales per the Income Statemens

¢ Plus beginning Balance in Accounts Receivable
¢ Minus ending Balance in Accounts Rceivable
= Equals Cash Receipts from Customers

Cash Payments lor Inventory:

= Ending inventory

v Minus Beginning Inventory

= Plus Beginning Balance in Accounts Paysble to Vendors
= Minus Ending Balance in Accounts Payable 1o Vendors
+ Equais Cash Payments for Inventory

mrind Bl ey
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Cash Paid to Employees:

* Salaries and Wages per the Income Statement

* Plus Beginning Balance in Salaries and Wages Payable
»  Minus Ending Balance in salaries and Wages Payable -
* Equals Cash Paid to Employees '

Cash Paid for Operating Expenses:

¢ Operating Expenses per the Income Statement

* Minus Depreciation Expenses

* Plus Increase or Minus Decrease in Prepaid Expenses
*  Plus Decrease or Minus Increase in Accrued Expenses
» Equals Cash Paid for Operating Expenses

Taxes paid:

* Tax Expense per the Income Statement

*  Plus Beginning Balance in Taxes Payable
* Minus Ending Balance in Taxes Payable
* Equals Taxes Paid

Interest paijd:

* Interest Expense per the Income Statement
* Plus Beginning Balance in Interest Payable
e Minus Ending Balance in Interest Payable
s Equals Interest Paid

Under the dircct method, for this example, you would then report the following in the
cash flows from the opcrating activities section of the cash flow statement:

» Cash Reczipts from Customers

»  Cash Payments for Inventory

o Cash Paid to Employees

= Cash Paid for Operating Expenses

»  Taxes Paid

+ Interest Paid

* Equals Net Cash provided by (used in) Opernling Activities,

=umilar types of calculations can be made of 1ha baiance sheet accounts to eliminate
Lhe effects of accrual accounting and determins (Jie oash {Tows to be reported in the
investing activities and financing activities sections of the cash flow siatement.

Indirect Method

i1 preparing the cash flows from the cperating activities section under the indirect
ricthod, you start with net income per the income statement, reverse out entries to
11come and expense accounts that do not invelve a cash movement, and show the
change in net working capital. Entries thar affect net income but do not represent
:ash flows could inctude income you have earncd but not y2lreceived, amortisation
of prepaid expenses, accrued expenses, and depreciztion or amortisation. Under this
method you are basically analysing your income and expense uccounts, and working
capital. The following is an exampie of how the indirect racthiod would be presented
on the cash Aow statement: :

[} Net Income per the Inceme Statement
2) Minus Entries to Income Accounts that do not represent Cash Flows

Conatruction and Anzlysis
of Fund Fiow gnd
Cash Flow Statements
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3) Plus Entrics to Expense Accounts that do not represent Cash Flows
4) Equals Cash Flows belore movements in Working Capital
5)  Plus or minus the change in Working Capital, as follows:

= Anincrease in current assets (excluding cash and cash equivalerits) would be
shown as a negative figure because cash was spent or ¢onverled into other
current assels, thereby reducing the cash balance.

¢ A decrease in current assets would be shown as a positive figure, because
other curent assets were converied into cash.

= Anincrease in current liabilities (excluding short-term debt which would he
reported in the financing activities section) would be shown as a positive
fipure since more liabilities mean that less cash was spent.

« A dccrease in current liabilities would be shown ag a negative figure, because
cash was spent in order to reduce liabilities.

The net effect of the above would then be reported as cash provided by (used in) the
operating activities. The cash flows from investing activities and financing activities
would be presented the same way as under the direct method.

Preparation of a cash flow stalement through Direcl Method is a straight forward
exercise and left to the students to follow up. Here, we would take up the cash flow
statcment by indirect method for further examination through an illusiration appended
below:

We use the above approach and procedure in preparing a “profit-basis” cash flow
statement in lllustration 6.3.

[Mustration 2.3

The balance sheet of M/s. Gueci and Sammi Limited as at March 2003 and 2004
are given below:
M/s Gucci and Sammi

Balance Sheets as at 31st March, 2003  31st March, 2004
_ Rs. Rs,
Assets:
Cash Buisnces 50,000 60,000
Plant and Machineries 2.00,000 2,50,000
Less: Accumulated Depreciation 60,000 80,000
Land 1,008,000 . 80,000
Inventory 1,40,000 1,20,G00
Trade Deblors 75,000 1,00,000
5,05,000 5,30,000
Balance Sheets as at 31s¢ March, 2003  31st March, 2004
B - o Rs. . Rs.
Liabilities:
Share Capital 2,00,000 2,40,000
Trade Creditors 30,000 40.000
Dcbtors 1.50.000 20,000
Retained Eainnings 1,25,000 i.60,000
5.05,000 -5,30,000

e
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Additional Information: Cash dividends of Rs.25,000 has been paid during the year.
You are required to prepare cash flow statement following the indirect method.

Cash Flow Statement

) 31st March, 2004
Rs. Rs.
Cash Flow From Operating Activities:

Net Profit before Taxation* 60,000

Add: Depreciation 20,000
Operating Profit before Working Capital Changes 80,000

Net Increase in Debtors (25,000)

Net Decrease in [nventory 20,000

Net increase in Creditors 10,000

Net Cash from Operating Activity (A) 85,000
Cash Flow From Investing Activities:

Purchase of Plant and Machinery (50,000)

groceeds from Sale of Land 20,000

2 Net Cash Used in Investing Activities (B) (30,000)
Cash Flow From Financing Activilies:

Issue of Share Capital 40,000

Redemption of Debentures (60,000)

Dividends Paid (25,000)

Net Cash from Financing Activilies (C) {45,000)
Net increase in cash (A+B+C) 106,000
Cash Balance at the Beginning of the Period 50,000
Cash Balance at the End of the Period 60,000

Note: "Profit for the period = Increase in retained earnings + Dividends paid

=35,000 + 23,000
= 60,000

< Check Your Progress 4

1}  Mention the four major operating activities included in a cash {low statemenl.

2.11 SUMMARY

In this unit we have tried 1o develop the ides of flow of funds within the orgaaisation.
Starting with the funds requirsment for an organisation, we have tired o trace the

souTees and uscs af funds,
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We tried to study the important sources of funds, namely, the operations, sale of fixed
assets, long-term borrowings and issue of new capital. Similarly, important uses of
funds were traced to acquisition of fixed assets, payment of dividends, repayment of
loans and capital. The whole exercise reveals the areas in which funds are deployed
and the sources from which they are obtained, Finally, we have learned how to go
about doing the funds flow analysis with the fielp of published accounting
information.

We learnt, distinguishing between cash and fund as also cash flow slatement and
funds flow statement. The importance of cash and cash flow statement was dweli
upar Qur discussion centered around cash flow statement on “cash basis™ and “profit
basis”. We learnt how to go about doing the cash flow analysis witli the help of
accounting information and finally presenting cash flows in the form of a “cash flow
statement”,

2.12  KEY WORDS

Cash Equivailents: These are highly liquid short term investments which could be
readily canveried to cash and which are subject to an insignificant risk of changes in
value,

Cash Cycle represents the time during which cash is tied up in operations.
Funds from Operations: The change in working capital resulting from cperttions.
Diflercnce between inflow of funds in the form of revenue and outflow of furde in°

the form of expenses.

Seurces of funds: The sources from which we obtain working capital for application

elsewhere. Sources include operations, extraordinary profits, sale of fixed assets, new -

long-term borrowiriys, new issue of capital and the reduction of existing working
capital,

Use of Funds: Also referred to as application of funds means usc of additional
working capilal and includes amounts lost in operations (Operating loss), acquisition
of Texed assets, working capital used for retiring long-term Joans, payment of
dividends and ameunts utilised to increase working capital,

Working Capiial: Current assets minus current liabiljries.

2.13 SELF-ASSESSMENT
QUESTIONS/EXERCISES

What is working capital and what fzciors a:fect the size of working capital in an
enterprise?

2)  “Current assels to an extent are financed by current liabiljlies” Explain,
3} “Operations provide funds” Comment

41 Differentiat » between “Schedule of Changes in Working Capital” and “Fund

i T i (] it Eeb R
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5) Does a substantial balance in Retained Earnings indicate the presence of large
cash balance?
6) “NetProfit of a business cannot pay dividend”. Comment.

7)  Explain the purposes of a cash fow statement.

8) What are the differences between a cash flow statement and funds flow
statement?

9} X Ltd, has a sales revenue of Rs. 1,000. Depreciation for the period is Rs.200.
- Other operating expenses are Rs.900. Net toss for the period is Rs.100.
a)  Whatis the amount of funds generated from operations during the period
by X Lid.?
b}  Under what circumstances can the funds from operation be zero?

10) The follewing information and the balance sheet relate to Shyamsons Litd.:

SHYAM SONS LTD
Balance Sheet as on 315t December
Year | Year2 Net change during the
year Increase Decreasc

Asscts Rs. Rs. Rs. Rs.
Cash 10,000 15,000 5,000
Receivables 20,000 25,060 5,000

laventory 20,000 35,000 15,000

Plant and Machinery Cost 85,000 85,000

Less: Accumulated Depreciation  (15,000) (10,000) 5,000
Total Assets 1,20,000 1,50,000

Liabilities & Capital

Sundry Creditors 8,000 10,000 2,000
Outstanding Expenses 7,000 10,000 3,000

Debentures Payable 10,000 5,000 ) 5,000
Long-term Loans 5,000 25,000 20,000

Capital 50,000 50,000

Retaiped Earnings 40,000 50,000 10,000

1,20,000 1,50,000

Net profit for the period aiter charging Rs.5,000 on account of depreciation was
Rs. 20,000. A piece of equipment costing Rs.25,000 on which depreciation
accumulated in the amount of Rs. 10,000 was sold for Rs. 10,000. Dividends paid
dirring the year amounted 10 Rs. 10,000,

Prepare a Sources and Uses of funds statement i 21w M owing format:

SHYAMSONS LTD.
Sources and Uses ol Funds

—— - .. finRs)
tiscs of funds Sovrces of Foody
Purchiase ol Plant and Operntions:
hiachinery Net ncome e ———
Repayment of Debentures  —-——-—  Add: Loss on Sale of Machinen—
Pavment of Dividends ——— s
ncrease in Working Capilai--———-——  Add: Depre »ation

Sale of Eguipn. 't —_— -
Long-tenn Loa;.
iulal 525 of Funds ._————— Total Scurces of I'unds.

Conatruction and Analysls
of Fand Flow and
Cash Flow Seatements
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11} The Balance Sheet of Bestwood Limited as at 31st March 2003 and 3 15t March

2004 are as follows:

31st March st March
2003 2004 2003 2004
Issued Share Freehold property
Capital 60,000 80,000 at Cost 50,000 50,000
Profit and Loss Equipment (sce
Account 54,000 46,000 note) 36,000 44,400
Corporation Tax Stock in Trade 32,800 35,600
Due: Debtors 27,200 28,000
31st March 2003 12,000 - Bank 4,000 2,000
31tst March 2004 - 8,000
Creditors 24,000 26,000
1,506,000 1,60,000 1,50,000 1,60,000

Note: Equipment movements during the year ended 31st March 2004 were:

Cost  Depreciation Net
Balance al 31st March 2003 60,000 24,000 36,000
Additions during the year 18,000
Depreciation provided during the year 7,600
78,000 31,600
Disposal during year 8,000 6,000
Balance a1 5 1st March 2004 70,000 25,600 44,400

The company’s summarised profit calculation for the year ended 31st March 2004

revealed: '

Rs Rs
Sales 2,00,000
Gain on Sale of Equipment 800
2,00.800

Less: Cost of Goods and Trading Expenses 1,73,200

Depreciation 7,600
180,800
Net Profit 20,000
Corporation Tax on Profits of the year 8,000
Retained Profit of the year 12,000

During the year ended 31st March 2004 Bestwood Lid. made a bonus issue of 1,000
ordinary’shares of Rs, 10 each by capitalisation from the profit and loss account.

With the help of the above information , prepare a fund flow statement for Bestwood
Lid. revealing the scurces and applications of funds during the year ended 315t March
2003.

Answers to self-assessment Questions/Exercises

}  Acquisition of new non-current assets fixed assets)

}

23 Replacement of non-current debt iloans)

3 Pavment of dividends

4)  Increase in the balance of working capital {(current assets -current liabilities)

B P [ R
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10} (a) Funds gencrated from operations = Rs. 100 )
(b) When operating cash expenses are equal to operating incomes or revenues.

Iy
SHYAM SONS LTD.
Sources and Use of Funds

Use of Funds "7 Rs. Sourcesof Funds ~ Rs.  Rs.
Purchasc of Plant and Opcrations:
Machinery 25,000 Net Income 20,000
Repayment of Debentures 5,000 Add: Loss on sale of Machinery 5,000
Payment of Dividends 10,000 Add Depreciation 5000
Increase in Net 20.000 ' 30,000

Working Capital Sale of Equipment i 10,000

Long-term Loan ’ 20,000

Total uses of Funds - 60,000 Total Sources of Funds 60,000

vear1  Year2
Currcnt Assets 50,000 75,000
Less; Current Liabilities 15,000 20,000
Working Capital 35,000 55,000
Increase in Working Capital 20,000

12) Decrease in working Capital Rs. 400
IFunds from Sale of equipment Rs. 2,800,

2.14 FURTHER READINGS

I Understanding Financial Statements Fraser Lyn, M and Aileen Ormiston,
04/10/2003. Prentice Hatl: New Delhi (Chapler 4).
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Delhi, Horngren, Charles T., Sundem Gary, L., 1964 (9th Ed.).
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hiroduction to Management Accounting, Prentice-Hall: Englewood-Cliffs of
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UNIT 3 RATIO ANALYSIS

Structure Page Nos.

3.0 Introduction 52 v
3/l Objectives 54 =
3.2 Categories of Ratios 54

3.2.1 Long-term Solvency Ratios

3.2.2  Liquidity Rartios (Short-term Solvency Ratios)
3.23  Activity or Tumover Ratios

1.2.4  Profitability Ralios

325 Mukel Test Rartjos

3.3 Utility of Ratio Analysis 65
3.4  Diagnostic Role of Ratios . 66
3.5 Application of Formulas 67
3.6  Summary 82
3.7 Self-Assessment Questions/Exercises 84
3.8 Solu:ions/Ans'._vers ) B &7
3.0 INTRODUCTION :

The s:ak‘e'holders ofa firm viz., shareholders, creditors, suppliers, managers,
empioyees, tax autiorities, gavernment and others are interested broadly in knowing
what the firm is doing and whether the firm s financially sound or otherwise, The

information requirement of each of these stakeholders may be different, Trade

short term liabilities, whereas term lending institution and banks are interested in the
long term survival of the firm, Similarly, others stakeholders may have other
information requirements.

B R el R

Before introducing you to the concept of financial analysis let us recaptulate on the
various types of financial statements, as all the, variables used in ratjo analysis are
taken from Lhese statements,

1. Profit & Loss A/C (P&L A/C): The income statement or trading and profit

lance Sheet: Balance sheet is a statemgnt which shows the financial posttion

a firm on a panticatar date, it summarises the assets owned by the business

. and the claim of the owners and creditors against these assets in the form of
liabilities as on the date of the statement,

2, Ba
of

3. Profit & Loss Appropriation A/C: This statement which is also known as
profit and loss appropriation account is a link between P&L A/C and Balance
sheet. The net profit shown in the P&L A/C is transferred to the balance sheet
after appropriation though this statement. Retained eammnings are the
accumnulated excess of earnings over losses and dividends,

4, Fund Flow Statement: This statement shows the sources of funds from which
additional funds were derived and the use (application) of these funds.

-3-. Cash Flow Statement: This statement depicts the chinge in cash position

from one period to another.

operational results and the ﬁn@cial position of a business finm. These statements do
not reveal significant information such as efficlency of managemen strength and
-,l



weakness of the firm, notentiai of further propress ele. bn urder (o exuraer meaningful
information these statements need 1o be analysed and interpreted for specific
purposes. Analysis of financial statements is the systematic numerical calculation of
the relationship between one fact with the other to measure the profitability.
operational efficiency and the growth potential of the business. The main objectives
of financial slatement analysis and interpretation are as follows:

s Mecasuring financial soundness
s Judging solvency

+ Measuring profitabitity

+ Judging operational efficiency
» Indicaling trends

»  Assessing growth potential

o Inter firm and intra firm comparison.

A ratio is an arithmetical relation between twao figures or variables. Financial ratio
analysis is a study of ratios belween various items or group of items in financial
statements. Financial ratio analysis is an analytical tool for measuring the
performance of an organisation. Ralio analysis is primarily used to analyse past
performance and based on this make future projections,

Users of Financial Ratios

Financial ratio analysis is the process of establishing relationship between the
variables of the balance sheet and profit and loss account, in order to find out the
strength and weakness of the firm. Ratio analysis is undertaken by the various stock
helders in the firm viz. trade creditors, suppliers of long-lerm debt, investors and the
management itself. Trade Creditors are interested in the firm’s ability to meet claims
in the short run. Their analysis will therefore, be confined to the firm’s liquidity
position in the short run.

Suppliers of-long-term debt, on the other hand are more concemned with long-term
solvency and survival, They analyse the firm's profitability over time, its ability to
generate cash, its ability to repay interest and the principle amount. They also analyse
the capital siructure. Long-term suppliers of credit do analyse the historicai financial
statements but their main focus is on projected or proforma financial statement to
analyse its future solvency and profitability. Investors are interested in the firm’s
carnings and how these eamings are used. They concentrate on the firm’s present and
future profitability. They are also interested in the firm's financial struclure to the
extent that it influences the firm’s earnings ability and risk.

The management of the firm would be interested in every aspect of the financial ratio
dnalysis as, this helps them assess how cfficiently and effectively the firm’s resources
are being used.

Nature of Ratio Analysis

Ratios are used as a bench mark for evaluating the financial position and performance
ol a firm. Accouming figures presented in the firdncial statements would convey
some meaning only il (hey are seen in relation io the sther variables, Ratios help to
other summarise large quantities of financial inlermation {dala). Through ratio
analysis one can make a qualitative judgment. The ratios basically reflect a
quantilative relationship among different variables.

Ratio Analysh
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¢) Fixed Asscls to Long-term Funds Ratio: [t is calculated as follows:

Fixed assets
Long term funds

This ratio indicates the proportion of long ierm funds (Share capital reserves
and surplus and long term loans) deployed in fixed assets (gross fixed assets
minus depreciation). A high ratio indicates 1he safety of funds in case of
liquidation. This ratio also indicates.the proportion of lang-term funds invested
in working capital,

f}  Proprietary Ratio: It is calculated as follows:

Networth
Toral assets

Reserves which are created and earmarked for specific purposes should not be
inctuded in the cglculation of net worth, A high ratio is an indication of & strong
financial position.

g)  Interest Cover: It is calculated as follows:

Profit before interest depreciation and tax "

Interest o

The interest coverape ratio reflects the number of times interest charges are
covered by the funds that are available for payment of interest. CGenerally a ratio
of 2:1 is considered as adequate. )

[
h)  Dividend Cover: It is calculated as follows: r
Net profit afier tax ;

Dividend

This ratio indicates the number of times the dividends are covered by net profit.
This ratio also highlights the retained earnings.

i) Debt Service Coverage Ratio: It is calculated as follows:

Profit before interest and raxes

Interest + perodic loan instalment

This ratio reflects the ability of the irm 10 service its abligalions on account of
interest payment and loan repayments. A high ratio is an indiéator of the fact
that the firm is less likely to default on payments. Cos .

<" Check Your Pregress 1

1) From the following statement calculate: (1) Currem Ratio, (ii) Liquidity Ratio.
(1ii) Debl-Equity Ratio, (iv) Proprictary Ratio and {v} Solvency Ratio.

Condensed Balance Sheet

Lizhilities Rs. Assets Rs. §
Paid nup Capital L.go.oos Fixed Assels less Dep. | 209850 -
Reserves and Surplus 84,500 Stock 39,460 ]
" Mwbentures 1.00.000 Trade Dcbtors 11.710
L Bills I'ayable 6.500 Cash at Bank 26,020
3.07,000 . 3,0,000 ;




2) Balance Sheet of S.K. Litd. is given below: _ Ratio Analysiy

Rs. Rs.

Equity Capital 50,000 Fixed Assets 1,40,000
12% Pref. Capilal 30,000 Stock 20,000
15% Debentures 70,000 Debtors 16,000 .
Capilal Reserve 5,000 Bank 14,000
P and L Account 10,000 :
Creditors 12,000 L
Bank Overdreall 8,000 s ]
Proposed Dividend 5,000

1,90,000 1,90,000

Calculate the Capita! Gearing Ratio, Liquidity Ratio and Fixed Assets Ratio.

3) From the following information, calculate Interest Coverage Ratio, and Debt to
. Cash Flow Coverage Ralio:

Nel Income Afler Tax Rs. 15,630

Depreciation Charges Rs. 20,000

Tax Rale 50% of nel income

5% Monage Bonds Rs. 2,50,000

Fixed Intcrest Charges Rs. 14,750

Sinking Fund Appropriations 5% of Quistanding Bonds |

3.2.2 Liquidity Ratios (Short-term Solvency Ratios)

a)  Current Ratio: It is calculated as follows:

Current assets loany and advances

Current liabilities and provisions

SEITTE T - ol -

This ratio measures the solvency of the company in the short run {[ year).
Current assets are those assets which can be converted into cash within one . -
accounting period (usually | year) and current liabilities are those liabilities
which are payable within a year. A current ratio of 1:33:1 is the minimum ratio
required by banks to finance working capital needs. A very high current ratio
implies that the firm has blocked the funds either in inventories, debtors or idle
cash.

b)  Quick Ratio or Liquid Ratio: It is calculated as fotlows:

Current assets, loans & advaces — Inventories
Current liabilities & Provisions — Bank Overdrafi

This ratio is a medification of the current ratio. In this ralio inventories are
subtracted from current assets and the bank overdraft is subtracted from, current
liabilities. The reason for doing so is, that the bank overdraft is secured by
inventories. ‘This ratio depicts the ability of the firm to service current
linhilities other than the bank overdrafl.

¢)  Absolute Liquid Ratio (Super Quick Ratie): It is calculated as follows?

Absolwie liguid Assets

Current liabilities
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It is a ratio of absolute liquid assets to quick liabilities. However, for
calculation purpose current liabilities are taken into consideration. Absolute
liquid assets are cash, bank balances and marketable securities, An ideal
absolute liquid ratio is laken as 1:2 or .5,

d)  Bank Finance to Working Capital Gap Ratio: It is calculated as follows:

Short termbank borrowings
Working Capital gap

This ratio shows the dependence on bank finance for working capital. Working

capital gap is equal to current assets minus current liabilities other than bank
borrowings.

¢)  Interval Measures: A dynamic measure of liquidity, the interval measure is
defined as;

Quick assers
Average daily expenseson operations

Interval measure shows the time interval for which the liquid assets of the firm
will suffice to meet its operating expenditure.

< Check Your Progress 2

1} Following is the Balance Sheet of Idiot Limited as on 31* March, 2004.

Liabilities Rs. Assels Rs.
Equity Share 72,000 : Plant and [,35,000
Capital Machinery
Profit and Loss 18,000 Stock 36,000
Alc.
Debentures 45,000 Sundry Debtors 27,000
Sundry Creditors 70,200 Cash at Bank 6,840
Provision for 1,800 Prepaid Expenses 2,160
Taxation

2,07,000 2,071,000

Calculate the following ratios:

1} Current Ratio,
2) Liquidity Ratio.

What conclusions do you draw about the company on the basis of these ratios?

3.2.3  Activity or Turnover Ratios

2)  Inventory: For manufacturing and trading firms a considerable amount of
funds may be tied up in financing of raw material, work in progress and
finished goods. A good inventory management practice is to keep inventory
tevel consistent with the need to fulfil customer’s order in time.

Cost of goods sold o
Average inventory

Inventory turnover ratjo = iy
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b}

<)

d)

Sales Ratio Analysis

Average Inventory

Opening Stock + Closing Srock
2

Averape inventory =

Higher the inventory tumover ratio or lower the stock turnover period the better
itis.

Debtors: The three main debtors ratio are as follows:
(i} Debtor turnover ratio: [t is calculated as follows:

Credit Sales
Average Debirors

This ratio measures the efficiency of a firm in converting debtors inio cash,
higher ratios indicate better efficiency:

(ii}. Average Collection period: 1L is calculated as lollows:

Average debtors

x 365
Credit sales

This ratio measures the time il takes to collect the amount from debtors,
(iii) Bad debts: It is calculated as follows:

Bad debts
Sales

This ratio reflects the efficiency of credit control procedures.
Creditors
(i) Creditors payment peried: It is calculated as [ollows:

- Averagecreditors

%365

Purchase

This ratio measures the average time taken to pay for goods and services
purchased by the company. In general, longer the period betler it is, because the
operation of the firms are financed interest free by suppliers. An unduly long
period would indicate liquidity problem on one hand and may also impact the
credit rating of the firm.

{ii) Creditors turnover ratio: [t is calculated as follows:

Credit purchase

Average creditors

Assects Turnover Ralio: These ratios measure the firms ability to generate
sules revenue in relation to the size of the asset investment.

39
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{i)  Fixed assets turnover ratio-
Sales

Fixed assets

This ratio measures sales per rupee of investment. This ratio measures the
efficiency with which fixed assets are being employed. When the fixed assets

of the firm are old and substantially depreciated the fixed asset lurngver ratio
tends to the high,

(i)  Total assets turnover ratio- It is calculated as follows:

Sales

Total assets
This ratio measures how efficiently assets are employed overall.
(i)  Working capital turnover ratio: It je calculated as follows:

Sales
Capital Employed

This ratio indicates the extent of working capital turned over in achieving sales:

(iv) Sales to capital employed Ratio: It is calculated as follows:

Sales

Capital employed

This ratio indicates efficiency in utilisation of capital employed in generating
revenue. '

<" Check Your Progress 3

1} Compute the stock turnover ratjo with the help 6f following figures relating to
Meenakshi Limited:

Trading Account
For the year ending 31 st March, 2004

—
Rs. Rs,
To Opening Stock {5,920 By Sales ' 78,000
To Purchases 39,000 By Closing Stock 14,400
To Carriape Inwards 1,000
To Gross Profit 36,480
52,400 92,400

2} Raj & Co. sells goods on cash as well as on credit. The following particulars are
extracted from the books of accounts for the year 2004;

Rs,
Total Gross Sales 1,50,000
Sales Returns 30,000
Toral Debtors for Sales as on 3 1.12.04 10,500
Biils Receivable as on 31.12.04 13,500
Provision for Doubtful Debts ason 31.12.04 3,000
Total Creditors on 31.] 2,04 1,600

Caleulate the Average Collection period.

J—
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4)

Tyagi and Sons Limited purchases goods on cash and credit terms. From the
following particulars obtained from the books, calculate the creditors turnover

and average payable period.

Rs.
Total Purchases 8,40,000
Cash Purchases 70,000
Purchases Returns 40,000
Creditors at the end of the year 1,20,000
Bills Payable at the end of the year 20,000
Provision for Discount on Creditors 7,500

Ratio Analysis

The following is the Balance sheet of Sanchit Company Ltd. as on 31* 2004:

Liabililics Rs. Assels 3 Rs.

Share Capital 80,000 Fixed Asscls 1,60,000

General Reserve 30,000 Debiars 60,000

Profit and Loss Afc 50.000 Bills Receivable 20.000

Mortgage Loan (2 80,000 Cash al Bank 50,000

10%

Creditors 40,000 Preliminary 10,000
Expcnses

Bills Payable 20,000

Tolal . 3.00.000 3.00,000 }

Other information:
Sales during the year 2003-04 amounted to Rs. 1,60,000.

Calculale:

(i) Capilal Turnover Ratio

(ii) Fixed Assets Turnover Ratio
(iti) Working Capital Tumover Ratio
(iv) Current Assets Turmmover Ratio
(v} Total Assets Turnover Ralio.

3.2.4 Profitability Ratios

The purpose of calcutating thesc ratic " 10 assess the adequacy of the profits earned
wend of profitability over a period of time.
Profitability of a company is the net resull of numerous policies and decision. These
ratios show the combined eflect of capital budgeting, liquidity management, asset
managemeni on operaling results, Profilability, ratios are measured with reference to
sales, capital employed, total assets, shareholders funds etc. The major profitability

by the company and also o estimate i- .

ratios arc as follows:

a}

a)  Return on Capital Employed (ROCE) or Return on Investment (ROT)

b)  Eamning Per Share (EPS)

¢)  Cash Earning Per Share (cash EPS)

d})  Gross Profit Margin

e)  Net profit Margin

fy  Cash Profit Ratio

o) Return on Assets

b)Y  Return on Net Worth {or Return on Shareholders Equity)
i) Operating Ratios., '

Return or Investment; The aim of any business enterprise 15 to eam a return
on capital employed. ROI is determined by dividing the net profit or income by

the capital emploved or investment imade 10 achieve the profit.

Al



Understanding and Analysis

of Financial Stalemenis Net Proﬁr

ROI= 100

x
Capital Employed

ROI consists of two components (i) Profit Margins {ii) Invesiment Turnover.

ROI= Net profit g Sales

Sales Investment inassets
- (Profit Margin) (Investment Turnover)

il B o

ROI can be improved by increasing the profit margin and investment tumover
or both. The capital employed is found out by adding the debt and equity
compenenis of the balance sheel viz., Share Capital (paid up), Reserves and :
Surplus and Loans (secured and unsecured), from this total subtract if amy,
(i) Capital Work in Progress (ii) Investment Outside the Business Activities :
{iii) Preliminary Expenses (iv) Debit Balance of P&L A/C.

ROl is a measure regarding optimal utilisation of the assets of the company.
This measures helps in selecting and disposing of assets as well as in selecting
various investment proposals.

(b) Earnings Per Share (EPS): One of the objectives of the fir/company is
wealth/value maximisation, of the stake of various stakeholders. The value is
maximised when the market price of equity shares increases. The market price
of equity shares is a function of the present and future earning potential of the )
firm. An appropriate and operationally feasible way to measure value !
maximisation is to measure Earning Per Share (EPS).The EPS is one of the
important measures of economic performance of an cconomic entity. A higher
EPS among the comparable firms means a better capital productivity.

EPS < Net profit afier tax and preferencedividend
No.of equity shares t

1. EPS when debt and equity is used:

{(EBIT -IY(I-T)
N

IL. EPS when debi equity and preference shares are used:

(EBIT-1)(1-T)-D,
N

Where EBIT = Earning before Interest and Taxes
I = Interest
T = Rate of Corporate Tax
Dp= Preference Dividend
N = Number of Equity Shares

¢)  Cash Earring Per Share: The cash carning per share is calculated by dividing
the Net Profit + Depreciation by number of Equity Shares.

Cash EPS = Net Profit + Depreciation
No.of Equity Shares




d)

e)

g

Gross Profit Margin: The gross profit margin is calculated as follows: Ratio Analysis

Sales — cost of goods sold 100

sales
or
_ Gross profit 1
Sales

00

The gross profit measures, the excess of sales proceed over their cost before
taking into consideration administration, selling, distribution and financing
charges. This ratio measures, the efficiency of the company’s operation. Under
normal circumstances the gross profit margin should remain unchanged over a
period of time irrespective of the level of production and sales, since it is based
on the assumption that all cost deducted when computing gross profit are
directly variable with sales. Variation in gross profit margin may be due to the
following reasons:

1}  price cuis

2)  costincreases

3} change in product mix

4)  under or over valuation of stocks.

—

Net Profit Margin: This profit is calculated as follows:

Net profit before interest and tax
Sales

x 100

This ratio reflects net profit margin on the total sales after deducting all
expenses but before deducting the interest and corporate tax. The non-operating
incomes and expenses are ignored in computation of net pro(it before tax,
depreciation and inlerest. This ratio is used to compare performance with that
of the previous year as well as with the competitors,

Cash Profit Ratio: This ratio is computed as follows:

Cash profit
Sales

00

where Cash profit= Net profit+Depreciation

"This ratio micasures the cash generated by the company as a result of the
operations expressed in terms of sales. In situations where the profit fluctuates
from year to year, due to changes in tax rates and depreciation rates and
policies, this ratio is a reliable indicator of performance. This ratio is not
affected by the method of depreciation used to charge depreciation. -~

Return on Assets: This ratio is calculated as follows:

Nei profit after tax y
Toral assels

100

This ratio establishes the relationships of profits with the toral assels of (he
organisation. This ratio indicates the efficiency of utilisation of assets in
generating revenue.
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h Relu_rn o:i Sharcholders Funds or Return on Net Worth:

Net profir afier interest and tux
Networth

x 100

Where Net Worth= Equity capital+reserves and surplus. This ratio expresses
the net profit in terms of the equity sharcholder funds.

i) Operating Ralios

The ratio of all operating cxpenses (i.e., materials used, labour, factory
overheads, administration and selling expenses), 10 sales is the operating ratio
over a period of time would reveal the behaviour of the particular cost. The
operating ratios are classified as follows:

Material, d

{a) Material cost ratio . . [Halerials consume x 100
Sales

Lab ost

(b) Labour cost ratio = AT eos 100
Sales

Fact 2

() Factory overhead ratio - [actory expenses x 100

Sales
Administrative expenses

(d) Administrative Expense Ratio = =100

Sales

C 11i ddistributi i
(e) Selling and distribution _ Sellinganddistribution experience

Sales

3.2.5 Market Test Ratios

The market test ratio relates the firm’s stock price 1o its earning and book value per
share. These ratios are indicators of the performance of the company and also reflects
the tikely performance of the company in the near future. [f the firm’s profitability,
solvency and turnaver ratios are good then the market test ratios will be high, The
market test ratios are as {ollows: ’

a) Divided Payout Ratio
b) Dividend Yield
c) Book Value

a)  Dividend Payout Ratio:
Dividend per share

Earnings per shares

Dividend payout ratio is the dividend per share divided by the earnings per
share, Dividend payout retio indicates the extent of the net profit distribuied 10
the shareholders by way of dividend. A higher dividend payout ratio indicates
that the company does not require further funds in the near future or itmay also
indicate thal the cost of borrowing is less than the cost of equity. A low payout
ratio is an indicator of the fact that company is in requirement of funds,

b Dividend Yield:
Dividend per share

x 100
Market price

This ratio reflects the percentage yield earned by investors by investing in
company’s share at the current market price. This measures is specially useful

for those investors who are interest in regular returns rather than capital
appreciation.

%1
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c}  Book Valuc:

Equity capital + Reserves — Profite Loss A/C debit balance
Total number of equity shares

This ratio indicates the net warth per equity share, Book Value is a function of
the past earnings and distribution policy of the company.

< Check Your Progress §

I} The capital of Sun Lid. is as follows:

Rs.
9% 30,000 Preference Shares of Rs. 10 each . 3,00,000
80,000 Equity Shares of Rs. 10 each £,00,000
11,00,000

The following additional information has been obtained form the books of the
company.

Profil afier tax at 60% Rs. 2,0,000; Depreciation Rs, 60,000; Equity Dividend
Paid 20% Market Pricc of Equity Share Rs. 40.

You are required to culculate (i} Dividend Yield on Equily Share; (ii) Earnings
Per Share; (iii) Price Earning Ratio, and (iv) Dividend Pay-oul Ratio.

3.3 UTILITY OF RATIO ANALYSIS

The ratio analysis is one of the most widely used tools of financial analysis. The
various stakeholders in the firm would be inierested in the information relating to
operating and financial efficiency. They would also be interested in knowing the
growth prospect of the firm, The various stake holders use ratio te determine those
financial characteristics of the {irm in which they are interested. With the help of
ralios, one can determine:

e the ability ol the lirm to service its current obligations;
. the effect of borrowings on long lerm solvency;
s the efficiency with which the firm is uttiising its assets in generating sales

revenue; and

8 the overall operating efficiency and performance of the firmn,
Performance Analysis:

As stated above various stakeholders have different inleresls in the firm; short term
creditors will be interested in the current Nnancial position, while profitability long
lenm credilors will be interested in the solveney o/ th» firm, The equity holders are
generally concerned with the returns, 1tis 1o be poeled bore that in every kind of
iinancial analysis short-end long term Linancial position zlong with profitability are
testad. bui the eniphasis wouid differ depending upon the interest of the stakehoider.

Ralio Analysis
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3.4 DIAGNOSTIC ROLE OF RATIOS

Profitability Analysis
I.  How profitable is the com};any? What accounting policies and praclices are |
followed by the company? Are they stable? I
2. Is the profitability (RONA) oflhg company high/low average? What are the
underlying reasons for current profilability? Is it due to:
* Profit Margins !
*  Asset Utilisation )
¢ Non Operating Income
¢ Window Dressing
» Changes in Accounting Policy

+ Inflationary Conditions?

Is the retumn on equity (ROEY} high/low/average? Is it due to:

L

* return on investment
+ financing mix

* capitalisation of reserves?

sal s CERTTE ECE

4 What is the trend of profitability? Is it improving because of better utilisation
of resources or curtailment of expenses of strategic importance?

5. Will the company be able 1o sustain high profitability or improve the
profitability given the competitive and other environment utilisations.

Asset Urilisation

These types of ratios are basically used o gauge the effective utilisation of assets.
Here assets inciude, both fixed as well as current assets. Through calculating these
ratios we try to find out:

L. How effectively assels are being utilised to generate sales?

2. Are the level of debtors and invenlories relative to sales reasonable in view of
the firm’s competitive and operating characteristics?

3. What are the trends in collection periods, inventory turnover and fixed assets
turmover?

[s the impravement in the fixed assets turnover due 1o

L)

¢ depreciated book value of fixed assets?

+ disposal of some fixed assets.



Liquidity Analysis

As already discussed these ratios are used to predict short term and [ong-term
solvency of the firm. In addition to this these ratios are also used to analyse the
following:

L.

2

ok

What is the level of current assets and liabilities? Is it reasonable in the context
of the firm’s business?

Whal is the frequency and duration of payment to the creditors? If it is high or
fow what is the effect of it? ’

How efticiently and frequently does the company convert iU's current assets
into cash?

Given the company's riskiness and future financial needs, what is the pattern of
financing :

e  What is the mix of debt and equity?

e What is the maturity structure of debt and is the company faced with large
debt repayment in the near future?

What are the lease commitments of the firms and the quantum of contingent
liabilities?

3.5 APPLICATION OF FORMULAS

Example 3.1: The following is the Trading and Profit and Loss A/C and Balance
Sheet of a firm:

Trading and Profit and Loss Account

Particular Rs. Particular Rs.
To Opening Stock 10,000 By Sales 1.0¢,000
To Purchases 55,000 By Closing Stock 15,000
To Gross Profit c/d 50.000

i.15,000 {,15,000

By Gross Profitb/d | ™ 50,000
To Administration Expenses 15.000
To Interest 3.000
To Sclling Expenses 12,000
To Net Profit 20,000
50,000 50,000

Balance Sheet

_Liabilities Rs. Assels Rs.
Capital 1.00,000 Land and Buildings 50,000
i Profit and Loss A/C 20,000 Plant and Machinery 30.600
! Creditors 23.000 Siock 15,000
i Bills Pavable 15,000 Debtars 15000
Bills Receivable 12,500
Cash at Bank 17,500
Furniture 20,000
| 60,000 1,60,000

Ratio Anrlysis
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Understunding ant Analysis Calculate the following utios:
of Financial Statements

profit ratio (4) Net Profi (5) Operating ratio (6) Liquidity ratio (7) Proprietary ratio
Solution:

Cost of Goods Sold
i Inventory Turnover Ratio = ~2° of Goods Sold
Average Stock

Cost of Goods Sold =

Opening Stock 10,000
Purchase 55,000

65,000

Less: Closing Stock £5,000

50,000
|

Opening Stock + ClosingStock
2

ogmsism,, o,

- . 50,000
Inventory Vurnover Ratip =
12,500

=4 times.

3

[

Current Raijo:

Current Assets
Current Liabilities

Current Ratjio=

(1) Inventory turnover ratio (2) Current ratio (3} Gross

Current Assels Rs. Current Liabilities Rs.

Debiors 15,000 Bills Payable 15,000
B/R 12,500
Cash in Bank 17.500

| 60,000 ]

60,000

Current Ratio = =
40,000

1o

1. Gross Profit Ratio;

= SOl 1002 S0000 o cons

Net Sales 1,00,000

Gross Profit Ratio

4. Net Profit Ratin:

Net Profit Ratio= Mx I =—%&(—}Eq-x 100 =20%

Net Sales L00.000

. Operating Profit: Cost of Goods sold + Operating cxpenses
68 - Net Sales

x 100

Stack 15,000 Creditors 25,000

40.000

—— ]



Caost of Goods Sold = 50,000

Operating Expenses {Rs.}
Administration Expenses 15,000
Selling Expenses 12,000
27,000
50,000 + 27,000
Operating Ratio — —— x 100=T77%
1,00,000
6. Liquidity ratio = Liguid Assets
Current Liabilities
Liquid Assets Rs. Current Liabilities | Rs.
Cash in Bank 17,500 Creditors 25,000
Bills Receivable | 12,500 Bills Payable 15,000
Debtors 15,000 40,000
45,000
45,000
Liquidity Ratie = ——— =1.125:1
40,000

7. Proprietary Ratio

Proprietary Ratio =

Shareholder's funds y

Total Assets

Capital 1,00,000
Profil and 20,000
Loss A/C [,20,000
Total Assets = Rs. 1,60,000
Proprietary ratio = 1,20,000 x100=75%
1.60.01n0

100

Example 3.2: There are three comy anies in the country manufacturing a particular

chemical. Following data are available for the year 2003-04.

Company Net Sales Operating Cost Operating Assets

A L. 300 255 125

B Lid. 1,500 £,200 750

C Ltd. 1,400 1,050 1,250

Which is the best performer as per your assessment and why?

Solution:

Comparative statement of performance (Rs. Lakhs}
Particular A Ltd. B Lid. C Ltd.
Sales 300 1500 1,400
Less: Operaling Cost 255 1200 1,050
Operaling Profit {A) 45 300 350
Operating Assets (B3 175 750 1,250
Return on Capital Employed (A)(B)x 100 6% A0% I8%,

Analysis: Basing on the return on capital employed, B Ltd. is the best performer in

comparisoil lo A Ltd, and C Ltd.

Ratio Analysis

0
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Understanding and Analysis Example 3.3: Calculate the P/E ratio from the following:
of Financial Statemcnts

Equity Share Capital (Rs.20 each) 50,00,000
Reserve and surplus 5,020,000
Secured Loans at 15% 25,00,000
Insured Loans at 12.5% 10,00,000
Fixed Assets 30,00,000
Investiments 5,00,000
Operating Profit 25,00,000

Income tax Rate 50%. Market Price/Share Rs.50.

Solution:
(Rs.)

Operaling Profit 25,060,000
Less: Interest on

Secured Loans @ 15% 3,75,000

Unsccured Loans @ 12.5% 1,25,000 | 5,00,000
Profit Belore Tax (PBT) 20,00,000
Less: Income-Tax @ 50% 10,00,000
Profit Afler Tax (PAT)

10,00,000

50,00,000
20

Number of equity shares = =2,50,000

Profitaftertax  Rs.10,00000 _
No.of equity Shares  Rs.2,50,000

Eamming as per share (EPS) =

ATETTTT T

B e T T

Price per share = Rs.50.
P/E ratio = Market price per share/EPS = Rs.50/Rs.4
= 1230
Example 3.4: Profit and Loss Account of Happy Ltd.for the year ended 31* March
2004. i
Rs. Rs.
To Opening stock 90,000 | By Sales 9,00,000
To Purchases 5,60,000 | By Closing Stock 90,000
To Wages 2,14,000
To Grass Profit 1,26,000 9,90,000
9,890,000
To Salaries " 16,000 | By Gross Profit 1,26,000
To Electricity 10,000
To Miscellaneous Expenses 10,600
To Depreciation 30,000
To Net profit 50,000
1,26,000 1.26,000
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Balance Sheet of Happy Ltd. As on 31* March, 2004 Ratio Analysis

Liabilities Rs

1,80,000
Equity Share Capital 1,20,000
Reserves and Surplus 2,10,000
Secured Loans 90,000 i
Creditors Total: | 6,00,000 j
Assets :
Fixed Asseis 5,40,000 3,90,000 '
Less: Depreciation’ 1,50,000
Stock 90,000
Debiors 1,05,000
Cash 15,000

6,00,000

Discuss under Lhe following imporiant functienal grouping the usual ratios and
comment on the financial sirength and weakness: (i) Liquidity and solvency ratios; .
and (ii} Profitability test ratios. i ) -

Solution:

D Liquidity ratios

Current Asse.f.s‘ ]_ 2,10,000 _23

. Current Ratio = = =2
90,000

Current Liabilities

2. Acidtest Ratio = Liquid Assje{g'_- _1,20,000 =13 :
Current Liabilities 90,000 :
§))] Solvency ratios X
I. Debt — Equity Ratio = De!fr - 210,000 =0.7 :
Eguity | 3,00,000
. Fi . ,90,000
2. Fixed AssetsRatio = xed Assets = 39 =0.76
Long term funds | 5,10,000

151 Profitability lest ratios

. Gross Profit Ratio =[M " I(]O]—Lz@)9 =14%

Sales ©9,00,000
2. Net Prefit Ratio = Net Profi =100 :L{]OOMOO =6.7%
sales 9,00,000
Return on Capitalemployed= &” Proji x IOO-l=—60’0—00x100 =11.7%
Capital Emplayed 1 510,000

Annlysis

1. The current and acid test ralios are sar'sfaciory, Since they are above the
ideal standards o[ 2:1 and 1:i respectively.

12

The debt equity ralis is marginally higher thai the ideal standard of 2:1,
However, the debi-equity ratio fixed asscls ratios reflect a satisfaclory
position of the company.



Understanding and Analysis 3. The Gross Profit Ratio and Net Profit Ratio and Return on Capital Employed

of Finznclal Statements is not impressive and effort needs to be made to improve the profitability of

the Company.

Example 3.5: The summarised Balance Sheet of M/s Ram Shyam. Traders Ltd. for
the year 31.3.2005 is given below:

(Rs. in Lakh)

Capital and Liabilities Assels
Equity Share Capital (fully 140 | Fixed Asset (at cost) 210
paid-up) Less: Depreciation 25 (185
Reserves and Surplus 45 | Current Asseis:
Profit and Loss Account 20 | Stock 25
Provision for Taxation 10 | Debtors 30 70
Sundry Creditors 40 | Cash 15

Total: | 255 Total; | 255

The following further particulars are also given for the year:

(Rs. in lakhs)
Sales 120
Earnings before interest and tax (EBIT) 30
Net Profit After. Tax (PAT) 20

Calculate the following for the company and explain the significance of each in one
or lwo senlences:

(i} . Current ratio; (ii) Liquidity ratio; (iti) Profitability ratio; (iv) Profitability on
funds employed; (v) Debtors’ turnover; (vi) Stock lurnover; (vii) Average
collection period; (viii) Return on equity.

Solution:

(i Current Ratio

(Rs. Lakhs)
Current Assets '
Stock 25
Debtors 30
Cash 15
Total 70
Current Liabilitiés 40

| Current Assets |70 =175
Current Liabilities | | 40] '~

This ratio indicates the financial position of firm in meeting current liabilities out of
current assets. The prudential norm js 2:1.,
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(i)

quick assels
40

Liquidity Ratio= —
Current liabilities © Current liabilities
Liquidity ratio indicates the liquidity position of the company in meeting its

current liabilities out of the liquid assets. The prudential norm is 1:1

(iii)
Profitablitiy Ratio =[EBIT x 100 =3—0 x100=25%
Sales 120

This ratio indicates the margin of profit made on sales.

(iv) Profitability on funds employed:

EBIT %100 |22 100=14.64%
205

Share capital and longtermloan

This ratio indicates the margin of profit made on sales.

-

Sales  |120 .
——=4 times
Average Debtors | 30

(v) Debtor’stumoverz[

It indicates the speed in conversion of debtors -inti.f; cash.

(vi)  Stock turnover = __Sg!e_s____ =1—2-g =4 8times
Average Stock | 23

- It indicates the number of times the stock is ;ﬁnfé.ned into sales.

. . Average Debtors 30
i) A collection period = x 12 j=—x12=3months
(\T) , verage cotlection pert l: Credit sales ] 120

-
e s

This ratio indicates the average credit period allowed to the customers.

PAT 20
o= 100 |[=——x 100 =9.76%.
(viii} Returnonequity [SMreiw!der's s X ] 505 % o

This ratio indicates

the percentage profit after 1ax earned on shareholders funds.

-

Ratlo Analysis

{ assets — ' — |
\:Curren assels Srock:\={70 25}.—.1.[25 g
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Understanding and Analysis Example 3.6: The Profit and loss Account and Balance Sheet of XYZ Ltd. are as

of Financini Slaltmcnt? under:
Profit and Loss Account for the year ended 31* December, 2004. -
Net Sales - 3,00,000
Less: Cost of Production 2.58,000
42,000

Less: Operating Expenses:

Selling 2,200

General Administration 4,000

Rent of Office 2,800 . 9,000

Gross Operating Profit 33,000

Less: Depreciation _ 10,000

23,000

Net-Operating Profit 1.500

Other Income (Interest on Government Securities) -

Gross Income (before tax)

Less: Other Expenses: 24,500
Interest on Bank Qverdraft 300 4.500
Interest on Debentures 4,200 —_—

Net Income (before Tax) 20,000

Tax 50% on net income 10000

Net Income (after Tax) 10.000

Balance Sheet as at 31" December, 2004

{Rs.)
Liabilities
Equity Share Capital 50,000
7% Preference Share Capital 10,000
Reserves and Surplus 40,000
6% Mortgage Debentures 70,000
Creditors 6,000
Bills Payable 10,000
Outstanding Expenses 1,000
Provision for Taxation 13,000
2,00,000
Assets
Fixed Assels 1,80,000 1,30,000
Less: Depreciation 50,000
15,000
Investment in Government securities
Debtors 20,000
Stock 30,000
Cash , 5,000
L_ 2.00,000

You are required to calculate the following ratios: (i) Return on Investment; (ii} Net
Profit Ratio; (iii) Current Ratio; (iv) Net Worth to Capital Employed; (v) Cost of
Production to Capital Employed,
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Ratio Anulysis

Solution:
(1) Return on Investment
Net Operating Profit x 100 Rs5.22,700x 100 14.65%
= =l4. (]
Capital emploved Rs.1,55.000
Operaling Profit = Net profit before non-operating income but
afer Interest on bank overdrafls
Capital employed = Net fixed assets+Current assets-Current

liabilities
Alternatively,
Return on fnvestment =

Net Profit (before interest and tax) x 100 Rs.24,200x100 14.24%
= =|4. o
Capital employed Rs.1.70,000

Tax and profit includes income from interest on Government Sceuritics (less interest
on bank overdrafts) and capital employed covers investment n govemnmment securities

also.
(ii) Net Profit Ratio:
Net Profit (after tax) x oo _ Rs.10,000 x 100 _133%
Nei Sales Rs.3,00,000

Net Operating Profitx100 Rs.23,000x100 7 67%
= =1. (v}
Net Sales Rs.3,00,000

Alternatively,
(ii)) Current Ratio:

CurremAssers- _Rs.SS.OOO_l 831
Carrent Liabilities  Rs.30,000

Rs.70,000
or =—————
33,000

(Current Assets inclusive of Investment in Government Securities}

=2.33:1

(iv) Net Worlh to Capital employed:

Net Worth _ Rs.1,00,000

= =58.32%
Capital Emplayed  Rs.! ,70,000

_ Rs.1,00.000 100

or = =64.52%
Rs.1,35.000

(v) Costof Production to Capital Empleyed

Crrrent of Produr,r'fonx 00 Rs.2,58,000x100 151.76%
— J— - = = . o]
Capitel Employed Rs.1,70,000
o = Rs.2,58,000x100 166.45%
Rs.1,55,000
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Understanding and Analysis Example 3.7: From the Final Accounts of Product Lid. Given below, calculate

of Financial Stalerments the fo"l}wing:

(i) Gross profit ratio (ii} Current ratio, (jii) Liquid ratio; and (iv) Return on
investment ratio,

Trading and Profit and Loss Account for the year ended 31* March, 2004

Rs. Rs.
To Material Consumed ' By Sales 85,000
Opening Stock 9,050 By Profit 600
Purchase 54,525 By Interest on 300
63,575 Investment
Less: Closing stock 14,000
49,575
To Carriage Inwards 1,425
To Office Expenses 15,000
To Sales Expenses 3,000
To Financial Expenses 1,500
To Loss on Sales of Tired Assets 400
To Net Profit 15,000
85,900 85,900
Balance Sheet as on 31* March, 2004
Liabilities Rs. Assels Rs.
Share Capital 2,000 Equity | 20,000 | Fixed Assets:
Shares of Rs. 10 each, fully paid Buildings 15,000
General Reserve 9,000 Plant 8,000 23,000
Profit and Loss Account 6,000 Current Assets;
Bank Overdraft 3,000 Stock-in-trade 14,000
Sundry Creditors Debtors 7,000
Bills Receivable 1,000 25,000
For Expenses 2,000 Bank Balance 3,000 48,000
For Others 8,000 10,000 )
_ 48,000 e
Solution:
Gross Profit Ratio = __ﬁ__Gross Profit x 100
Sales
Rs.
Sales 85,000
Less: Material Consumption 49,575
Camiage Luwards 1,425 51,000
34,000 o
Gross Profit Ratio = ~———R5'34'000 x100=40%
Rs.85,000
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Stock 14,000
Debtors 7,000
Bills Receivable 1,000
Bank 3,000
Current Assels 25,000
Current Ratio = Current Askets
Current Liabilities
Rs.
Sundry Creditors 10,000
Bank Overdraft 3,000
Current Liabilities 13,000

Rs.25,000 ~1.92:1

Currenf Ralio = ——
Rs.13.000

Calculation of Liquid Ratio

Liquid ratic =

Liquid Assets  _ Current Assels — Stock _ Rs.25,000 - Rs.14,000 _ 0.84 1

Current Liabilities Current Liabilities

Operating Profit 8

Rs.13,000

Return on investment = 100
Capital Employed
Rs.
Net Profil 15,000
Add: Loss on-Sale of Fixed Assets 400
Financial Charges 1,500
. 16,900
Less: Interest on Investment 300
Profit (non-operating) 600
Operating Profit 900
16,000
Rs.
Share Capitak 20,000
General Reserve 9,000
Profit & Lioss Afc 6,000
Capital Employed 35,000
Return on investment = E§i’{}q—o—xll}{] =45.71%
Rs.35,000
Examplc 3.8: The following data has been extracted from the annual accounts of a
company:
. (Rs. in takhs)
Sharce Capital Divided into 20,00,000 Equity Shares of Rs. 10 200.00
cach S
General Reserve 150.00
i Investmen! Allowance Rescrve 50.00
15% Long Term Loan 300.00
Prolit Belore Tax 140.00
| Provision for Taxation 84.00
Proposed Dividends 10.00

g

-

. Na

Ratlo Analysis
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From the details given above.calculate the following: (i} Return on capit:l employed;
(ii) Return on net worth,

Scolutivn:

(a) Calculation of Capitai Employed

Share Capital L2200
General Reserve 135¢:
Investment Allowance Reserve T
i5% Long Term Loan 3ue
Capital Employed . | :}p‘(

(b) Calcutation of Return

Profit before ax ‘ - 149
Add: 15% Interest on Long Term Loan ) 45
Return 185

{c) Calculation of Net Worth

Share Capital I 200
General Reserve i50
Investment Allowance = 50
Reserve o 400

(dy Return on Shareholders® Fund

Profit belore Taxation 140
Less: Provision for Taxation _ 84
36

Relurn _

On Lhe basis of the above the lotlowing ratios have been calculated:

) Return on Capital Emnployed =

.Re!ftrn xIOO:]SSKIUO:EGA%
Capital Employed 700
(i) Return on net wordh =
Return un shareholders funds 100 < 56 x 100 4%
Net worth 400

Examplc 3.9: From the following finat accounts of XYZ Lid. For the yeur ended
31* March 2004, you are required 1o calculate the following: (3) Acic st -atio; (ii)
Stock Turnover ratio; (iii} Operating Ratio;

Balance sheet as on 31" March 2004

Liabilitics Rs. Assets ] Rs

Share Capnal (in shares | 500000 | Land and Buildings 5..0.000

of Rs. 10 vach ! ! Plant and Machinery P 200,000

Genenaf Reserve 4,00,000 | Stk I 10,000 I

Profis ! Loss Afc 1.30,000 | Sundry Debtars 2,7 0.000

Sundry < redilors | 200000 | Cash and Bank Balance 11,:0,000
12,50,000 | | 120,000

e



Profit and Loss account for the year ended 31" Mai‘ch, 2004

Opening Stock 2,50,000
Purchases 10,50,000 Sales L 8,00000
Gross Profit c/d 6,50,000 | Closing Stock C1,50,000
19,50,000 19,50,000
Admn. Exp::nscs 2’30‘000 6,50.000
Sciling and Distribution 1,00,000 50.000
Expenses Gross Profit b/d 77,00,000
Expenses of Financing 20,000 | Other Income (misc.)
3.50,000 '
_ Net Prolit W
Svlution:

Working Notes:

(i)

(ii}

(iii)

(iv)

Cosl of Goods Sold = {Opening Stock + Purchases — Cl'(;si‘ng Stock)
= Rs, 2,50,000+10,50,000 — Rs. 1,530,000 = Rs. 11,50,000

or
= Sales-Gross profit = Rs. 18,00,000-Rs 6,50,000 = Rs..l t,50,000

Operating Expenses = Administrative Exp. + Selling and Distribution
Exp.

= Rs. 2,30,000+Rs. 1,00,000 =2,30,000

Statement of Capital Employed

Share Capital 5,00,000
General Reserve 4,00,000
Profit and Luss AJc 1,50,000
Shareholders’ Funds 10,50,000

Average Stock =

Opening Stock + Closing Stock  Rs.2.50,000 + Rs. [,50,000

=Rs.2,00,000

2 2

—_ -

Calculation of Ratios

{i)

(1)

(v}

Liguid Assets  Rs.4,00,000 2]
Current Liabifities  Rs.2,00,000

Acid Test Ratio =

Stock Turnover Ratio =
_Costof Goods Sold_ Rs.11,50.000 _ (..
Average Stockat Cost - Rs.2,00,000

Cost of Goods Sold + Operating Express x 100

Operating Ratios
P ; Net Sales

Rallo Analysis
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Understanding and Analysis (Rs.11,50,000 + Rs.3,30,000) <100
of Finzncial Statemenis Rs.18,00,000

1,40,000 o
90,000

Fixed Assets to Net Worth Ratio = 55:1

Examptle 3.10: From the following data: (a) Current ratio (b) Quick ratio (c) Stock
Turnover ratio {d} Operating ratio (e) Rate of return on equity capital.

Balance Sheet as on December 31, 2004

Liabilities Rs. AsSels Rs.
Equity Share Capital 10,00,000 Plant and Machinery 6,40,000
(Rs. 10 shares) Land and Buildings 80,000
Profit and Lass Account 3,68,000 Cash 1,60,000
Creditors 1,04,000 Deblors
Bills Payable 2,060,000 Less: Provision for Bad
. Debts 3,20,000
4,80,000
Other Current Liabilitics 20,000 Stock Prepaid Ensurance 12,000
16,92,000 16.92,000
“a Income Statement for the year ending 31* December 2004
% B (Rs.)
Sales 40,00,000
Less: Cost of good 30,80,000
9,20,000
Less: Operating expenses 6,80.,000
Net Profit 2,40,000
Less: Income tax paid 50% 1,20,000
Net profit after tax 1.20,000
Solution:

Balance at the beginning of the year:

Debtors Rs. 3,00,000
Stock Rs. 4,000,000
~ Current Assets
(a) Current Ratio — —
Current Liabilities

Current Assets | Rs. Current Liabilities | Rs.
Cash 1,60,000 Creditors 1,04,000
Debtors 3,20,000 Bills Payablc 2,00,000
Stock 4,80,000 Other Current 20,000
Prepaid 12,000 Liabilities 3,24.000
Inscrance 9,72,000
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(b}

©)

Current Ralio = mp——l’a'l

3.24,000
Quick Ratio
iquid A
Quick Ratio = Liquid Assets
Current Liabilities
Liquid assels
Rs.
Cash 1,60,000
Debtors 3,20.000
4,80,000
Liquid Ratio = ~50:009 _ g
3,24,000
_ Cost of goods sold

Stack Turnover Ratio
Average stock

cost of pood sold = 30,80,000

Average stock =

Opening Stock + Closing Srock  4.00,000 + 4,80,000

x 100 =94%

2 2
Stock Turnover ratio = M =T times
‘ 4,40,000

(d} QOperating ratio =

Cosi of goods sold + Operating expenses <100 = 30,80,000 + 6,80,000

Net Sales 40,00,000
- (e) Rate of Return on equity capital
Ne '

Net Profir afier Tax <100 = 1,20.000 <100 = 12%

Equity Share Capital 10,00.000

Example 3.11 The capilal of Growfast Co. LId. is as follows:
Preference shares of Rs.10 each 50,00,000

Equity share Rs. 100 each 70.00.000

1,20,00,000

Additional Information:

Profit after tax at 50%
Depreciation

Catculation the following: (i) The cover for the preference and equity dividends;
(i} The eamings per share; (iii) The price carnings ratio; (iv) The net funds flow.

Rs. 15,00,000 Equity dividend paid

folution:

(i}

Cover Lor the Preference and Equity dividends

Profii tIﬂU.‘_‘J’(L‘( Rs.13,00,000

Rs. 6,00,000 Market pricc per equity share Rs.200

e 1R e -——— =1.25Times
Preference docnbend « Equine dividend  Rs.5.00.000 + Rs.7,00,000

Ratio Analys
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‘Undersianding and Anpalysis
of Financlal Statements

(il) Eaming Per Share

Net Profit after Preferencedividend Rs.15,00,000 - Rs.5,00,000
Number of equity shares 70,000

=Rs.14.29

(iii} Price Earnings Ratio

Market Price per share _ Rs.200

= =14 Times
Earning per share Rs.14.29

(iv) The net funds flow:

Profit after tax 15,00,000
Add: Depreciation
6,00,000
15,00,000+6,00,000
21,00,000

3.6 SUMMARY

A large number of ratios are used to measure performance and exercise contrel. The
ratios are used by all the stakeholders of the business viz., owners, managers,
creditors, bankers, suppliers, government cte, The ratios are basically divided into
five categories. The short and long term solvency ratios are used to judge the ability
of the firm to meet it’s financial obiigations. Activity or Wwrmover ratios are used to
{ind out how effectively and cfficiently the firm’s resources are being used.
Profitability ratios are used to gauge the profitability of the lirm with reference to
sales and assets. The market test ratios are used (o gauge the firm performance in
terms of share prices and dividends,

Liquidity Ratios:

Current Ratio Crirrent Assels
Current Liabilities
Quick Ratio Current Assets — Inventory

Current Liabilities

Interval measure Current Assets — Inventory

Average daily cashoperating expenses

Leverage Ratios:

Total debt ratio Total debt
Capital employed
Debt-equity ratio Net worth
Total debt
Capilal-equity ratio Capital employed or net assets
Net Worth
Intcrest Coverage EBIDTA
_fmeresr
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Activity Ratios:

Inventory turnoves,

Cost of goods sold or sales

Inventory

No. of days, inventory

360

Invemtory turnover

Debilors turnover

Credits sales or Sales

Debtors
Collection period 360
) Debtors turnover
Assets turnover Sales

Net assets or capital employd

Working capilal turnover

Sales

Net working capital

Profitability Ratios:

Gross margin

] )
Gross profi or EBIT

Return on Investment (RO1)} before tax

Sales Sales
Net margin Profit after tax or EBIT(1-T)
Sales Sales
PAT to EBIT ratio PAT '
EBIT
EBIT

Net assets or capital employed

Relurn on Investment (ROI) afler tax

EBIT (1-Tax raic)
Net assets or capital employd

Return on lnvestment {ROI) before tax

EBIDTA
Total assers or Net assels

Return on equity (ROE)

Profit afier tax
Net worth

There exists a relationship between various ratios. For example, ROE can he

cxpressed as follows:

ROE

Sales N EBI'T')< PAT
Netassets Sales EBIT
_ Netassets
" Net Worth

Ratio Analysis
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84

In practice companies calculate many other ratios. Most important ratios
include:

EPS PAT
No.of shares
DPS Profitdistributed
No.of shares
Payout DpPS
EPS
Price-earnings ratio " | Market valueof share
EPS
Market value-book value ratio Market valueof share
Book valueof share

3.7 SELF-ASSESSMENT QUESTIONS/EXERCISES -

1) What are the different types of financial ratios?
2)  Discuss ihe importance of liquidity ratios?

3)  Define and cvaluate various leverage ratios?

4)  Discuss the important tumover ratios.

5)  Explain the important profit margin ratios?

6)  Compate the following: rate of return ratios, return on total assets ratios, and
retumns on equity?

7)  Discuss key valuatjon ratios?

8)  If the market price per share is equal to the book value per share, the following
are equal, return on equity, price eaming ratio, and total yield. Prove.

9)  Write short notes on ‘Debt Service Coverage Ratio’.
10}  Explain proprictary ratio.

11} ‘Ratios are indicators — sometimes pointers but not in themselves powerful
tools of management’. Explain.

12)  Ratio analysis is only a technique for making judgments and not a substitute
for judgments, Examine.

13) Write short notes on (i) Return on investments
(i) Pay-out Ratio.
14)  Explain the limitations of ratio analysis for evaluating investment proposals and
liquidity analysis.

15)  Ratios are sympioms like blood pressures, the, pulse or the temperature of an
individual’. Explain, also name and explain in brief the ratios made use to judpe
the long-term solvency of a concern.

Bt R
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16) Write shorl notes on *LCarnings per share’. Ratio Analysis
17) Distinguish between Operating Ratios and Turmover Ratio.

I8) Ratio analysis is an important tool for judgement of the health of any
organisation. Elaborate. .

19)  Write notes on uses and limitalions of ‘Ratio Analysis’.

PROBLEMS

N Premicr Company’s net margin is 5 per cent. The total return assets turnover
ratio is 1.5 times, debt to total assets ratios is 0.7. What is the return on equity
for premier?

2) McGill Inc. has a profit before tax of Rs.40 mt. If the company’s times

interest covered ratio is 67 What is the total interest charge?

i) The following dala applies 1o a firm.

Interest Charges Rs. 150,000
Sales Rs. 7,000,000
Tax Rate 60 per cent
Net ProfigMarpin 6 per cent

What is the firm's times covered ratio?

4y A firm’s current assets and current liabilities are 600 and 1,500 respectively.
How much can it borrow from a bank without reducing the current ratio given ‘.
below 1.57 Justify. :

5) A firm has a total annual sales of 1,000,000 and accounts receivable is
collected if management want 1o reducing the accounts receivable to
120,00007

6) Determine the sales of a firm with the following financi~
Current Ratio L.5
Acid-test Ratio 1.2
Current Liabilities 800,000
Inventory Turn Over Ratio | times

)] Complete the balance sheet and sales data {fi}} in the blanks) using the

following financial data:
Debt/Equity Ratio 0.60
Acid-Test Ratio 12
Total Assets Turnover Ratio L5
Day's Sales Outstanding in Account | 40 days

Receivable
Gross Profit Margin | 20 per cent

| Inventory Turnover R
Batance sheet
Equity Capital 50,000 Plant and_E-quipmcnt

Retained Earning 60,000 Inventories
| Account Receivable Cash




Understanding and Analysis

of Financial Statements 8) The 19X0-balance sheet and income statement for Omex limiled is given

below. Compute the financial ratios for Omex. Evaluate Omex performance
with reference to the standards.

Omex limited balance sheet 31 December 2005

Liabilities and Equity

Rs.

Equily Capital 10,000, 000

Reserves and Surplus 22.500,000
G Long Term Debt 12,500,000

Short Term Bank Borrowing 15,000,000

Trade Creditors 10,000,000

Provision 5,000,000

Total 75,000,000

Rs.

Assets Fixed Assets (net) 30, 000,000

Currenl Assels

Cash in bank 5,000,000

Receivable 15,000,000

fnveniorics 20,000.000

Pre Paid Expenses 2,500,000

Other 2,500,000

Total 75,000,000

86

Omex limited income statement for the year Ended.

December 31, 2005

Rs.

Net Sales 95,000,000
Cost of Goods Sold 72,000,000
Gross Profit 23,000,000
QOperating Expenses 10,000,000
QOperating Profit 12,500,000
MNon- Operating Surplus 2,600,000
Profit Before Interest and Tax 15,100,000
Interest 5,000,000
Profit before Tax 10,100,000
Tax 5,000,000
Profit A fter Tax 5,100,000
Dividends 1,600,000
Retained Earnings 3,300,000

Omex Standard

Current Ratio 1.5

Acid-test Ratio (.80

Debt-Equity Ratio .5

Times [nterested Covered Ralio 3.5

Inventory Turnover Ratio 140

Averape Collection Pericd | 60 days

Total Assets Turmover Ratio 1.0

Net Profit Margin Ratio 6%

Earning Power i L%

Return on Equily 12%
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3.8 SOLUTIONS/ANSWERS

Check Your Progress 1
1}
Current Asset!
i) Current Ratio = urrent Assels
Current Liabilities
_ Rs87,090 o0
Rs.22.,500

Current Assets = Cash at Rank + Trade Debtors +Stock
=Rs. 26,020 + Rs. 11,710 + Rs. 49,460
-.=Rs. 87,190

Current Liabilities = Creditors + Bills Payable

= Rs. 16,000 + Rs. 6,500 = Rs. 22, 500 4

Current Assets

i) Liquidity Ratio =
Current Liabilities

_ Rs.37,730(Rs.26,020+11,710)
Rs.22,500

=1.68:1

Total Debis
Shareholders' Funds
Rs.1,22,500 _ 0
Rs.1,84,500
Total Debts = Debentures +Current Liabilities
= Rs. 1,00,000+Rs. 22,500 =R

Shareholders’ Funds = Rs. 1,00,000+Rs. 84,500 - Rs. 1, .0

iii) Debt-Equity Ratio =

6611

P aprietory Funds
Total Assets

Rs.],84,500 _

Rs.13,07.000

(iv) Proprielary Ratio =

0.6:1

Total Debts

Total Assets

_ Rs.1,22,500 —04-
Rs.3,07,000

(v) Solvency Ratio =

Variable Cost bearing Capital
Fixed Cost hearing Capital

2) i) Capilal Gearing Ratio =

Rs.05,000
Rs.1,00,600

=65:1 ltis High Gearing

Ratio Analys
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Understanding and Analysis Variable Cost Bearing Capital
of Financial Statcments -

= Equity Capital + Capital Reserve + P. & L. Alc.
=Rs. 50,000 + Rs. 10, 000 + Rs. 5,000 = Rs. 65,000

Fixed Cost Bearing Capital
= 2% Pref. Capital + 15% Debentures )
= Rs. 30,000 + Rs. 70,000 = Rs. 1,00,000 1

Liguid Assets

ii Liquidity Ratio =
) a Y Current Liabilities

_ Rs.30,000

——=1.2:1
. Rs.25,000

Liquid Assets = Deblors + Bank

= Rs. 16,000 + Rs. 14,000 = Rs. 30,000
Current Liabilities = Creditors + Overdraft + Proposed Dividend
=Rs. 12,000 + Rs. 8,000 + Rs. 5000
T, =Rs. 25,000

Long term Funds
Fixed Assets

_ Rs.1,65,500

" Rs.1,40,000

(iii)  Fixed Assets Ratio =

1.18:1

3)
i) Interest Coverage Ratio or Debt Service Ratio

_' Net Profit before Interest and Tax
Fixed Interest Charges
Rs.1,56,370+ Rs.1,56,370 + 14,750
Rs.14,750
Rs.3,27,490
“Rs.14,750

=22 times{Approx.)

i) Debt 10 Cash Flow Coverage Ratio

Annual Cash Flow Before Interest and Teoe
Sinking Fund A ppropriations

Interest +
| -=Tax Rate
_Rs.1,56,370+ Rs.1,56,370 + Rs.14,750 + Rs, 20,000
Rs.14,750 + 12,560
1.50

_ Rs.3,47,490

=8.times{Approx
Rs.37,750 (Approx)

88
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Check Your Progress 2

D

Current Assets

i) Current Ratio = —
Current Liabilities

Rs.36,000 + 27,000 + 6,840 + 2,160
Rs.70,200 +1,800

_Rs.72000
Rs.72,000
i) Liquidity = Liquid or Q:f:'ck- xji{;sers
Current Liabilities
- Or

Quick Ratio  or

Current Assels —(Stock + Prepaid Exp)
Current Liabilities
~ Rs.72,000 — (Rs.36,000 + Rs.2,160)

Rs.72,000
=RS.—33,Biq = 04? : ]
Rs.72,000
Check Your Progress 3
1)
Stock Turnover Ratio = Cost of Goods Sold
- Average Inventory at Cost
=w= 2.74 times
Rsl15,160

Cost Goods Sold = Opening Stock + Purchases + Carriage Inward - Closing Stock

=Rs. 15,920 + 35,000 + 4,000-14,400

= Rs. 44,520
Opening Stock+ Closing Stock
Average Inventory = 5
_ Rs.15,920+ Rs.14,400
2

Day in ayear

Average Number of days (o Turnover = -
Inventory Turnover

Or

365
Stock Velocity = ———~133.21 or 133 days
2.74

Ratio Analysis
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Undersianding and Analysis 2)
of Finsncizl Siatements

(i)

(i)

3)

(i

90

Account Collection Periods '
A Collection Period = 365
verage Collection Peri Net Credit Sales x
_ Rs.16,500X365
Rs.1,09,500

=55 days
- or

7365

Average Coilection Period =
DebtorsTurnover

Net Credit Sales
Aecounts Receivables
_ Rs.1,09,500
16,500

Debtors Turmover =

= 6.64 limes

Calculation of Accounts Recejvables:
= Debtors + Bills Receivable

=Rs, 13,500 + 3,000=Rs, (6,500

Calculation of Net Credit Sales:

= Total Gross Sales — Cash Sales- Sales Returns

Rs. 1,50,000- 30,000-10,500= Rs. 1,09,500

: . NetCredit Purchases
Creditors Tumnover =
Total Payable(Crs.+ B/ P)
_ Rs.7,30,000
Rs.1,40,000

=—=352] times
14

Total Payables

Average Payable Period= x 365

Net Credit Purchases

_ Rs1,40.000

L Rs.7,30,000
' or

® 365 = 70 days

DaysinaYear

Creditors Turnover

= —— =70 days
501 Y

Total Payables = Creditors + Bills Payable
= Rs. 1,20,000 + 20,000
Rs. 1,40,000
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(i)  Net Credit Purchases = Total Purchases — Cash Purchases- Returns Ratio Analysis
= Rs. 8,40,000 — 70,000 - 40,000
=17,30,000

(iii)”  The amount of provision for discount on creditors wiil not be deducted
from the creditors.

4) -
Sales RN
(i) Capital Turnover Ratio = -
, Capital Employed
= —RS.I,GO,UOO = (.69 times
Rs.2,30,000
(i) Capital Employed: 1,60,000
Fixed Assels
Add: Current Assets:
Debtors 60,000
Bills Receivables 20,000 .
Cash in Bank 50,000 -
. 30,000
Less: Current Liabilities:
Crediiors + B/P
(40,000 + 20,000) 60,000 70,000
Captital Employed 2,30,000
Or
Share Capital i 80,000
Add: General Reserve - 30,000
Profit and Loss Afc 50,000
Mortgage Loan 80,000
2,40,000
Less: Preliminary Expenses 10,000
2,30,000
! .
(i) Fixed Assels Tumover Ratio = -—'-ggﬂ—
Fixed Assels
Rs.1,60,000 )
= ————= 1] lime
Rs.1,60,000
. . . , Sales
(ii) Working Capital Tumnover Ratio = - - ) -
Working Capital ~
Rs.
= _Slé.oﬂ:: 2.28 times
Rs.70,000
i Sales
() Current Assetl Turmover Ratio ¥ ———————
Current Assets
Rs.1,60.000 .-
= — = [.23 umes
Rs.1.30,000

afr
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Understandiog and Analysis

. Saies
of Financlal Stalements {iv) Total Assets Turnover Ratio =

Total Assets
_ Rs.1,60,000 _

= 0.55
Rs.2,90,000

Check Your Progress 4
N

Gross Profit

D] Gross Profit Ratio =
Sales

x 100

_ Rs.3,84,000

" Rs.8,00,000

Operating Profit

. . o Net Sales
i) Operating Profit Ratio = _ Rs.2.80,000
" Rs.8,00,000

x100 = 48%

=100

x100=35%

Qperating Profit :

Net Profit + Non-operating Expenses — Non-operating Income

=Rs. 2,81,200+Rs.3,400 - Rs.4, 600 = Rs. 2,80,000

iii) Operaling Ratio =
Cost of Goods Sold + Operating Expenses
Net Sales g
_ Rs.4,16,000 + Rs.1,04,000
- Rs.8,00,000
_ Rs.5,20,000
" Rs. 8,00,000

100

x|
x [00=65%

Cost of Goods Sold:
Operating Stock +Purchase + Direct Exp — Closing Stock

= Rs. 60,000+Rs.4, 20,000+Rs. (28,000+8,000) — 1,00,000 = Rs. 4,16,000

Operating Expenses

Office Expenses + Selling and Distribution Expenses

= Rs. 48,000+Rs. 56,000

= Rs. 1,04,000
Office Expenses <100
. : . Net Sales
iv) a) Office Expenses Ratio= Rs.48.000
=255 L 100 = 6%

" Rs.8,00,000
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b) Selling and Distribution Expenses Ratio:

Selling and Distribution Expenses 8
Net Sales
_ 856,650

" Rs.8,00,000

100

%100 =7%

¢) Non-Operating Eipenses Ratio =
Non —operat_mg Exp <100
NetSales
_ Rs5.3,400
Rs.8,00,000

x100 = 0.425%

T:qett‘;r(]:ﬁt 100

v)  NetProfit Ratio= 1:5 2aBeI5200
=282 100 =135.15%
Rs.8,00,000

2)
Net Profit After Texx .
Capital Employed

1) Return on Capital Employed = Pt ploye
Rs.1,50,000

Rs.11,00,000

100

x100=13.63%

2) Return on Equity Shareholders’ Funds:

Nert Profit after tax — Pref. Share Dividend Operating Profit y

Equity Shareholders, Funds
_ Rs.1,50,000 — Rs.16,000
Rs.7,50,000

»x 100 =35%

Net Profit afrerrax y
TotalAdssets
_ Rs.1,50,000

= ——x100=13.33%
Rs.11,25,000

100

1) Return on Total Assels =

Nei Profit after tax + Interest
Total Assets

_ Rs5.1,50,000 + Rs. 23,500 5
Rs.11,25,000

_ Rs.1,73,500

" Rs.11,25,000

x 100

100

x[00=13.42%

0

Ratio Anatysis
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04

Check Your Progress §

1) Dividend Yield on Equity Shares = Divicend P‘er ShareNet % 100
L. -Marked Pr ice Per Share
_ Rs.2(20%o0f Rs.10)

Rs.40

x100=5%

Net Profit after tax — Pref Dividend <100 "
No.of Equity Shares ’
Rs.2,70,000 — Rs.27,000
Rs.80,000 ,
_Rs.2/43,000 Rs.3.04 '
Rs.80,060

2) Eamings per Equity Share =

Market Price Per Share .
Earning Per Share

_ Rs.40

" Rs.3.04

100

k)] Price Eamning Ratio =

x13.16:1

idh 5
4) Dividend Pay-out Ratio = Divi _e"dPe?'S are
. Earning Per Share

2

= x100 = 66%
Rs.3.04

»x100
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COURSE INTRODUCTION

"Financial Management and Accountancy MCS-035 is aimed at making you aware of
the basic accounting procedures and financial management processes. In the real
business world we are wilnessing that more and more work is being compulteriscd, but
at the same time lo make full use of computerised environment one should be aware
of the underlying principle on which that particular application is based.

Block 1: Accounting System deals with the framework of aceounting. In this block
we are going to discuss about the scope and function of accounting in modem

business. In addition to this we are.also going to discuss about various accounting
concepts which forms the basis of preparation of accounts. Accounting slandards are
the guidelines prescribed by various accounling bodies regarding the accounting
treatment for various transactions. In the Jast part of this block we are going to discuss
how to make Joumnal entries, post them into ledger and how 1o prepare tria) balance &
from the ledger balances. :

Block 2: Understanding and Analys!s of Financial Statements deals witn '
preparation of final accounting staternents. The first part of this block deals with the "
preparation and analysis of Profit and Loss A/e. In this we will also highlight the
imporiance of income measurement and the importance of various contents of the
Profit & Loss A/c. Fund Flow and Cash Flow statement helps to explain kow the fund
flows in business and the role of the working capital in the business. We are also -~
going to discuss about the sources and uses of working capital and how lo interpret
changes in the working capital. In the last part of this block we are going to deal with
ratio analysis. Ratio analysis 1s one of the most widely used analytic ool for financial
analysis.

Block 3: Financial Maragement and Decisions deals with various aspects of
financial management. In the first part of this block we deal with the evolution of
financial management and how the role of financial management has changed over a
period of 1ime. In this unit we also discuss about the various functions which finance
manager has to perform. The second part of this block deals with the time value of
meney and irvestment decisions. Time value of money is one of the fundamental
principal of finsrce and based on this most of the financial decisions are taken. The
last part of this block deals with working capital decisions in which we discuss about
the operating cycle concept and the various determinate of the quantum of working
capital. In addition to this we are also going to discuss about various methods to
compute the e-working capital.

Block 4: Working Capital Management dcals with the various sub components of
working capital. In the first part of this block we are going to deal with cash and
treasury management. Treasury management is basically concerned with management
of liquidity, investment of surplus cash raising and deployment of {unds and
minimizing risks. The main objective of cash management is to maintain an optimum
level of cash balance. Receivables management is basically concerned with speeding
up of collection from debtors as well as deciding on various parameters of credit
granting decision, The 1hird unit of this block deals with inventory management. Since
inventories use a significant part of the tirm'’s resources, its effective management can
reduce a lot of operationdl costs resulting inte higher prefirs.
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BLOCK INTRODUCTION N sy

This block is comprised of three units. It discusses the Accounting System that has
wide implications for preparing the accounting statements.

The first unit gives an insight into the meaning and funcllomng of accounting. It
determines the working area of accounting. , 2

The second unit deals with various aspects of accounting concepts and standards.
The third unit subsequently explains how to record the transactions at the initial stages

in the form of a journal, ledger, and trial balance. Here, the progedure of preparing
them are also explained with suitable examples.

I



UNIT1 ACCOUNTING AND ITS
FUNCTIONS
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19 Summary ' 17
1.10 Key Words ' 18
1.11 Self-Assessment Questions/Exercises 19
1.12 Further Readings 19

1.0 INTRODUCTION

Accounting is often catled the language of business. The basic function of any
language is 10 serve as 2 means of communication. In this context, the purpose of
accounting is (o communicate, or report the resuits of business operations and its
various aspects. Though accounting has been defined in various ways. According to
one commonly accepted definition, “Accounting is the art of recording, classifying
and summarizing in a sipnificant manner and in terms of moncy, transactions and
events which are, in part at least, of financial charucter and interpreting the results
thereof . Another definition which is less restrictive interprets accounting as “the
process of identilying, measuring, and communicaling cconomic information to
permit informed judgements and decisions by the users of information”.

1.1 OBJECTIVES

Aflter studying the unit, you should be abie to:

¢ the nature and role of accounting,

® the activities of an accountant; and

® the roles of accounting personnel and the aceounting function 11 an organisation.

1.2 THE SCOPE OF ACCOUNTING

The scope of accounting can be presented in a diagrammatic form as shown in
Figure 1.1.

Data creation and coliection is the area which provides the necessary inputs for
accounting system, The data collected is related to econoiaic and financial
transactions and ‘historic’ in the sense that il refers to transzctions which have already
raken place. Earlier, accounting was largely concerued with what had happened, rather
than making any attempt to predict, and preparc for future.

After the historic data has been coliceted and related to various transaclions. itis
recorded in accordance with generally aceepted accounting theory. All transaclioins of

B



wreounting System

erenis have s be entered in the hooks ol onigiual entey (pournals) und !edgers in
accordance with the classification scheme already decided upon. The recording and
procegsing of information usually accounts for a subslantial part of total accounting
worh. This type ol activity in accounting may be called recordative. The methods
employed far recording may be manual, meckamceal or electronic. Computers are also
used widely 10 rodern busiess ki Joing job,

Data Creatfon znd Callection
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Figure 1: Scape of Accounting

Data evaluation s 1¢aided as the most imporiant activity in accounting these days.
Evatuation of data includes controiling the activities of business with the help of
budgets and standard costs (budgelary conlrol), evaluating the performance of
business, analysing the llow of funds, and analysing the accounting information for
decision-making purpeses by choosing amang sliernative courses of action.

The analytical and inferpretative work of accountmg vy be for internal or extemal
uses and may range from snap answers 1o el&ho: ate yeports produccd by extensive
research. Capital project analysts, inancia! forecasie, bud gelary projections and
analysis for reorganizalion, lakeover or merg=: oflen tead o v iearch-hased repors.

B e

Data evaluation has another Jimension and ths can b Knos o as thie anditive work
which focuses on verification ol transactivns as citered i the books of account and
authentication of financial statements. This work is done by public protessional
accountants, However, it has become common these days for even medium-sized
organisations to engage internal auditars to keep a continuous watch over financial
flows and review the operation of the financial system.

Duia reporting consists of two parts-external and internal. Extemnal reporting refers
to the communication of financial information (viz., earnings, financial and funds
position) about the business to outside parties, ¢.g., shareholders, government agencies
and regulatory bodies of the government. Internal reporting is concerned with the
communication of results of financial analysis and evaluation to management for
decision-making purposes.

You will nofe that accounting theory has been shown in the center of the diagram.
We will turn Lo Lhe role of accountinz theory in the next unit.

The central purpose of accounting is 1o make posstble the periodic matching of costs
(efforts) and revenues (zccomplishments). This concept is the nucleus of accounting
theory. However, accounling is moving away [rom its traditional procedure-based
record-keeping function to the adoption of a role which emphasises its importance for
various managerial decisions,
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<" Check Your Progress I Functlons

List the various accounting activities that your organisation is undertaking. Can you
ascribe any particular reason as to why your organisation is undertaking these
accounting activities?

Accounting Activity | Reascn
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1.3 THE EMERGING ROLE OF ACCOUNTING

The history of accounting indicates the evolutionary patiem which reflects changing
socio-economic conditions, and the enlarged purposes to which accounting is applied.
In the present context, four phases in the evolution of accounting can be distinguished.

Stewardship Accounting

In earlier times in history, wealthy people employed ‘stewards’ to manage their
property. These stewards rendered an account of their stewardship to their owners.
periodically. This notion lies at the root of financial reporting even today which
essentially involves the orderly recording of business transactions, commonly known
as ‘book-keeping'. Indeed, the accounting concepts and procedures in use today for
systematic recording of business transactions have their origin in Lhe practices
employed by merchants in Italy dufing the 15% century. The Italian method which
specifically began Lo be known as ‘double entry book-keeping’ was adopted by other
European couatries during the 19™ century. Stewardship accounting, in a sense, is
associated with the need of business owners to keep records of their transactions, the
property and tools they owned, as weil as the debee they owed, and the debts others
owed them, .

Financial Accounting

Financial accounting dates from (hé development of large-scalc business and the
advent of the Joint Stock Company. This form of business which enables the pubtlic to
participate in providing capital in return for shares in the assets and the profits of the
company. This form of busincss organisation permits 2 limit to the liability of their
members to the nominal values of their shares. This means that the liability of a
shareholder for the financial debis of the company is limited to the amount he had
agreed to pay on the shares he bought. He is not lable to make any further
contribution in the event of company’s failure or liquidation. As a matter of fact, the
Jaw governing the operations {or functioning) of 2 company in any country (for
instance, the Companies Act in Indla) gives a legal ferm 10 the doctrine of stewardship
which requires that information be disclosed to the shareholders in the form of annual
income statement and balance sheet such statcraents are genetally known as annual
financial statements. : 5
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Briefly speaking, the income statement is a staternent of profit and loss made during
the year of the report; and the balance sheet indicates balances of the assets held by
the firm and the monelary claims against the {irm as on a pariicular date. The gencral
unwiilingness of the company dircctors to disclose more than the minimum
information required by the law, and the growing public awarcness have forced the
governments in various countries of the world to extend the disclosure (of
information) requirements.

The importance attached to firancial accounting statemenis can be traced to the need
of the society to mobilise savings, and channel them with profitable investments.
Investors, whether they are large or small, must be provided with reliable and
sufficient information in order to be able to make sound investment decisions. This is
the most significant social purposc of {inancial accounting.

SRRy T TETE

Cust Accounting

The industrial revolution in Engiand oresented a chailenge to the development of
accounting as a tool of industrizl waanag..nent. Costing icchniques were developed as
guides to management actions. The increasing awareness on the part of entreprencurs
and (ndustrial managers of the benefits of using scientific principles of management L
in the wake of scientific managemenl movement led to the development of cost :
accounting. Cost accounting is concemed with the application of costing principles,

methods and techniques to ascertain the costs with 2 view to controiling them, and

assessing the profitability and efticiency of the enterprise.

Muanczgement Accounting

The advent of management accounting was the next logical step in the develvprnental
nrocess. The prz-tice of using accounling information as a direct aid to management is
¢ phenomenon of the 20® century, particularly the last 3040 years. The genesis of
modern management, with its emphasis on detailed information on decisicn-making,
provided a tremendous impetus to the development of management accounting.

ot

Managemen! accounting is concermned with the preparation and presentation of
accounting and controlling informaticn iu a form which assists management in the
formulation of policies, and in decision-rnzking on various raatters connected with
rouline and/or non-rouline operations of business enterprise. It is through the
techniques of management accounting that managers are supplied with information
that they need for achieving objectives for which they are accountable. Management
accounting has, thus, shifled the focus of accounting from recording and analysing
financial transactions, to using information for decisions affecting the fu.. 7= in this
sense, management accounting has a vital role to play in extending the harizons of
modemn business. While the reports emanating from financial accounting, specially for
outsiders, are subject to the conceptual and legal framework of accounting, internal
rzports—-routine or non-routine—are frec from such constraints.

Socizl Responsibility Accounting

Social responsibility accounting is a new phase in the development of accounting and
owes its birth to increasing social awareness which has been particularly noticeable
over the last two decades or 50. Social responsibility accounling widens the scope of
accounting by considering the social effects of business decisions, in addition to the
economic effecls. Several social scientisls, statesinen, and social workers all over the
world have been drawing the aitenti<: of rheir governments and the people in their
countries to the danger pased to environment and ecology by urnbridled industrial
growth. The role of business in socieiy is increasingly coming under greater scrutiny.
Th= management is being hald responsitile not only for efficient conducl of business
as expressed in profitability, but also for what it contribuies to social well being and
propress. There is a growing feeling that the concepts of growth and profit as
measured in traditionat balance sheets anc income statements are 160 narrow to reficct
the social responsibility aspects of a business.



Human Resource Accounting Accounting and its
Functions

Way back in 1964, the first attempt to include figures on humnan capital in the balance
sheet was made by Hermansson which later came to be known as Human Resource
Accounting (HRA). However there has been a great socio-economic shift in the 1990s
with the emergence of the knowledge economy, a distinctive shift 1owards recoguuticn
of human and intetlectual capital in contrast 1o physical capital, Human Resource
Accounting is a branch ol accounting which seeks to report and emphasis the
importance of human resources (knowledgeable, trained, loyal and committed
employces) in a company's carning process and total assets. It is concerned with “the
process of identifying and measuring data about human resources and communicating
this information 1o interesled parties”. In simple words, it involves accounting for
investment in people and their replacement costs, as well as accounting for the
economic values of people 10 an organisation. Generally, the methods used for the
valuing and accounting of human resources are either based on costs, or on economic
value of human resources. However, providing adequate and valid information on
human assets (capital), which are outside the concept of ownership, in figures is very
difficult, Nevertheless HRA is a managerial tool providing valuable information to the
lop management to lake decisions regarding adequacy of human resources, and thus,
encouraging managers to consider invesiment in manpower in a more positive way.

Inflation Accounting

[nflation Accounting is concemed with the adjustment in the value of assets {curment
and fixed) and of profit in the light of changes in the price level. In a way, it is
concerned with the overcoming of limitations 1hat arise in {financial siatements on
account of the cost assumption (that is, recording of the assets at their historical, or
original cost) and the assumption of stable monetary unit (these are discussed in detatl
in the next unit). It thus aims at correcting the distortions in the reporied results caused
by price level changes. Generally, rising prices during inflation have the distorting
influence of overslating the prefit. Various approaches have been suggested to deal
with this problem in inflation accounting.

If this little ntroduction of HRA and Inflation accounting provokes you to know more
about them, we suagesl that you listen to the audio programme “Emerging Horizons
in Accounting and Finance-Part II and ITT” which deal with these two topics. You
may also read “"Money Measurement Concept” and “Cost Concept” explained in the
next unit which has a bearing on inflation accounting.

< Check Your Progress 2

In the context of your organisalion, describe some of the cost and management )
accounting refated aclivities. Please also identify any particular accounting practice in
the area of social responsibitity.

Bl
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1.4 ACCOUNTING AS AN INFORMATION
SYSTEM

While discussing the scope of accounting, you must have observed that accounting
involves a series of activilies linked with each other, beginning with collecting,
recording, analysing and evaluating the data, and finally communicating information
10 its users, Information has no meaning unless it is linked to a certain purpose. It
secris that accounting looks like a system that undertakes processing of collected data
lo generate necessary information for certain purpose.

Accounting as a social science can be viewed as an information system since it has all
the features of a system. It has its inputs (raw dala), processes (men and equipment),
angd outputs (reporis and information). Il we consider accounting as an information
system, then we are int a position to make some important observations. First, the goal
of the systeni is to provide information which meets the needs of its users. If we can
correctly identify the needs of the users, we are then zble to specify the nature and
character of tie outputs of the systzm. Sccond, it is the output requirements that -
determine the type of data that would be selected as inputs for processing into
inforniation output,

‘There are several groups of people who have a stake in a business
organisation—managers, shareholders, credilors, employees, customers, et¢.
Additionally, the community at [arge has economic and social inlerests in the
aclivities of such organisations. Such interests are expressed at the national level by
the concems of Government in various aspects of the finns’ activities, such as their
economic well-being, their contribution to welfare, their partin the growth of the
national product, to mention only a few examples.

We shall now briefly discuss what the information needs of various users of
accounting are.

Sharcholders and Investors: Since sharcholders and other investors have invested
their wealth in 2 business enterprise, they are interesied in knowing periodically about
the profitability of the enterprise, the soundness of their investment and the growth

. prospects of the cnterprise. Historically, business accounting was developed to supply

information io those who had invesied their funds in business enlerprises.

Credifors: Creditors may be short-term or long-term lenders. Short-term creditors
include supphers of matcrials, goods or services. They are normally known as trude
crediiors. Long-terma creditors are those who have lent money for a long period,
usually in the form of secured loans. The main concem of the creditors is focused on

- the'credit worthiness of the firms and iis ability to mect its financial obligations. They

are, therefore, concermed with the liquidity of the firms, its profitability and financial
soundness. In other words, it cam also be staied that creditors are interested mainly in
information which deals with solvency, liquidity, and profitability so that they can
assess the {inancial standing of the firm.

Employees: The view that busincss organisations exist to maximise the relun to
shareholders has been undergoing change as a result of social changes. A broader
view is laken today of the economic and social role of management. The importance
of hammonions industrial relalions Yetwezn inanagement and cmployzes cannot be
overempnaszi: ¢d. The fact that the employees have a stake in the autcomes of scveral
managerial decisions i. recognised: Greater emphasis is on industrial democracy
through employec participation in management decisions has imporiant implications
for the supply of information to employces. Matters like the setilement of wages,
bonus, and profit sharing rest cn adequate disclosure o_frelt:.vam facts,
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Government: In a mixed economy it is considered to be the responsibility of the Accounting and its
Government to direct the operations of the economic system in such a maaner that it Functions
subserves the common good. Controls and regulations on the operations of private

sector enterprises are the hallmark of a mixed economy. Several Government agencies

collect information about various aspects of the activities of business organisalions.

Much of this informaticn is a direct output of the accounting system, for example,

levels of outputs, profits, investments, costs, and taxes. All this information is very

imporiant in evolving policies for managing the economy. The task of the

Government in managing the industrial economy of the country is facilitated if *

accounting information is prescnled, as far as possible, in a uniform manner. It is clear

that if accounting information is disterted due to manipulations and window-dressing

in the presentation of annual accounts, it will have ill-effects on the measures the

Government intends to take, and the policies it wishes to adopt.

Management: Organisations may or may not exist for the sole purpose of profit.
However, the information needs of the managers of bolh kinds of organisations arc
almost the same, because the managerial processes, i.e., planning, organising, and
controlling are the same. All these functions have one thing in common, and it is that
they are all concerned with making decisions which have their own specific
information requirements. The emphasis on cfficient and effective management of
organisations has considerably extended the demand for accoun:ing information. The
role of accounting, as far as management is concerned, was highliglii=d earlier when
we discussed about management accounting.

Consumers and others: Consumers’ organisations, media, welfare organisations, and
the public at large are also interested in accounting information in order 1o appraise
the efficiency and social role of the enterprises in different sectors of the economy,
that is, what levels of profits and outputs are being achieved, in what way the social
responsibility is being discharged, and in what manner growth is being planned by the
enterprises, in accordance with the national prionities. -

The above discussion, perhaps, has indicated to you that the information nceds of
various users may not necessarily be the same. Sometimes, they may even conflict and
compete with each other. I’ any case, the objective of accounting information is to
enable information users to make optimum decisions.

1.5 THE ROLE AND ACTIVITIES OF AN
ACCOUNTANT

Having discussed the scope of accounting ar:! 1is emcrging role, we are now ina
position to describe who is an accounta:at. in 2n ailermpt [0 answer this question, we
reproduce below some staternents in this regard:

a) An acconntant is one who is engaged in accounts keeping.

b) An accountant is a functionary who aids control.

¢) ~ An accountant keeps the conscience of ar. organisation.

d) An accountant is a professional whose primary duties are concerned with

" information management for internal and external use.

e} Anaccountant is a fiscal adviser.

f) An accountant produces an income statement and a balance sheet for an
accovnting period, and maintains ali supportng evidence and classificd facts that
Jead to the final accouniing statements.

g) An accountant verifies, anthenticates, and cortifics e zccounts of an ectity.

h) An accounlant prevides necessary information for varicus manzgerizl decisions.

Tell us your reactions abeut the above statements. Perhaps you do have your own
.ideas, but our thinking ic thiat cach of the foregoing statements contatns some truth in U
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it as it highlights some aspects of the functions of an accountant, Except for one
statement which presents a somewhal competitive view, can you identify this
statement? We will help you in doing this.

Statement (a) defines a person who maintains accounts. Statement {f) echoes alnos a
similar motion, but extends his role to the production of financial statements. The
work implied in these statements is that of score-keeping and the person performing
such activity is known as a financial accountant (or maintenance accountant).

Statements (b) and (h) are about the role which an accountant can play in the decision-
making and the management control process. It is concerned with atrention-directing
and problem-solving. The functionary may be designated as management accountant
(or controller, as in the United States).

Statement {e) underlines a narrow, specific role of an accountant, though of critical
significance. In view of the high incidence of taxes on business in India, tax planning
assumes  vital role in fiscal management. By planning the operations of the
enlerprise in 2 parficular manner, the 1ax adviser allempts to mininuse the liability of
the-firm by availing the concessions and incentives provided for in the applicable tax
laws.

Statement (g) stresses the “audit’, ‘watchdog’, or ‘certification role® of the accountant
who is not an employee of a business but who performs an external verificalion of
accounts. Such a functionary is a trained and qualified professional who, like any
other professional, has an cducational status and prescribed code of conduet.

;Charlcred Accountants in India, England-Wales, and Certified Public Accountants in
USA belong to this category of accountants.

Siatement (¢) presents the accountant as a conscience- keeper. He is seen 2s a person
whose mission is 1o protect and promote the interest of the employer in a positive
manner. He is there to see to it that none of the staff of the organisation carries on this
work in an unethical way, or in a manner prejudicial to the long-term legitimate
inerests of the firm.

We are now lefi with statement (d) which defines an accountant as a professionatl and
underiines his pre-occupation with management ol information for internal use
(management accounting function) and for externat use (financial accouniing
function). We are sure our discussion of accounting as an information system has
made 1t easier for you o comprehend this role of the accountant. We may clarify that
infanmation management is not necessarily associaled with the sophisticated (or hi-
tech) area of computers. Small [irms may ‘manage’ information without a substantial
degrec ot mechanisation, or aulomatien. Ofien, the role of accounting in small
busmess is no1 properly recognised. 1t is widely known that a large number of small
businesses (ait and do not survive beyond a few years. One of the main reasons for the
failure is that they do not have adequate information system, to help their managers 10
control costs, to forecast cash needs, and 10 plan growth. Organisations which have
poor accounting sysiems often find it considerably difficult to obtain finance from
banks and other outside investors.

1.6 ACCOUNTING PERSONNEL

There 1s hardly any organisation which does not have an accountant. His role is all
pervasive, and he is invotved in a wide range of activities, parlicularly in a large and
complex organisalion. The exact duties of an accountant might differ in different
organisations. However, a broad spcetrum of responsibilities can be identified.

The accountants can be broadly divided into two categories, those who are in public
practice, and those who are in private employment. The accountants in public practice
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offcr their services for conducting financial and/or cost audit. As such, they are known
as auditors. The auditer ¢xamines the books of account and reporls on the balance
sheel and profit and loss account of the company as to whelher they give a true and
fair view of the stale of afTairs of the company and its profit respectively. The auditor
in a company is appointed by the sharcholders 1o whom s/he reports. Public
accountants are generally members of professional bodics like the Instiwte of
Chartered Accountants of India. In addition to conducting a financial or cost audit (in
accordance with the requirements ol say. the Companies Act), as e case may be,
they may also provide advisory services for designing, or improving accounting and
management control systems.

Accountants in employment may be in various business. or non-business organisations
lo perform a varicty of accounting and management control functions. Accountants at
higher levels generalty belong to professional accounting bodies, but those who are at
lower levels need not be s0, Accounting chiefs in dilferent organisations, depending
upon their nature of work, are variously designated as finance ofTicers, or internal
auditors, or chicls accounts olficers, etc. The term ‘controtler” as the head of the
accounting and [inance function is not very popular in India, but of late, il is catching
on. Several large organisations, both in the pubtic and private sectors, have
controllers. Let us gel an idea of who these people are, and what they do.

Internal Auditor: An Intemmal Auditor is an employee of an organisation in contrast
to an external audiler who 1s paid a fee for his services. An external auditor is not an
employee of a company.-and he is appoint. J 1o conduct what is known as statutory
audit. The intemal auditor is responsible for performing moniloring activities, and
other services, including designing and operating the sysiem of internal control,
auditing the dala reported to the directors of the company, and assisting exiemal
auditors. The head of the iniernal audit function reports directly either to the chief
executive or {0 the audil committee of the Board of Directors.

Internal audit includes continuous verification of entries appearing in the books of
account with the eriginal vouchers -and proper accounting assets. Further, it attempts
{o ensure thal vhe policies and procedures regarding financial matters are being
complied with. Inlcrmal auditing is also concerned with administering the system of
internal checks so thal mistakes, innccent or intentional, are prevented from taking
place.

We should distinguish an internal auditor from an external auditor. While an internzl
auditor develes his entire time and energy Lo the needs of one company (i.e., his
employer), an external audilor serves many cli=uls, The primary function of the
exiernal auditor, as pointed out earlier, 15 to sz[eguard the interests of the shareholders
(by whom he is appointed) by an independent and impartial appraisal of the financial
{ransactions of the company so that he could report on the net profit earned by the
company and its financial position. His role is that of an objective outsider, cxpressing
expert opinions to the financial condition and operating results of the client’s business.
Apart from shareholders, other parties such as banks, lending institutions, Government
agencics, cic. rely on the faimess of such financial reports in making certain decisions
about a given company. An auditor is bound by a set of professional reguiations which
include an examination on technical competence and adherence to a code of ethical
conduct.

Controller: This is the other name for Chiel Accountant ad sthe is usually the head
of the whole area of accounting, including internal audit, S/he is overall in-charge of
ali activities comprising financial accounting, cost accounting, manageni2nl
accounting, 18x accounling, etc. S/he exercises authority both for accomiling within
the organisation and for exlemal reporting. The external reports include reports to
Govemment revenue coilecting and regulatory bodies, such as the Company Law

Accounting andd ils
Functions

13

HEH e

[,



Accounting System

.d) Supervising inlemnal auditing and arranging for exiemal audit

Board and the Income Tax Department. S/he may also supervise the company’s
internal audit and control systems. In addition Lo processing historical data, s/he is
expected to supply a good deat of accounting information to top management
concerning fulure operalions, in line with the management’s ptanning and control
needs. Besides, s/he is also expecicd to supply detailed information 1o managers in
different functional areas (like production, marketing, etc.) and at different levels of
the organisation, so as to assist them in decision-making.

We may enwnerale the functions of the controller as follows: _ ;

a) . Designing and operating the accounting system
b) Preparing financial statements and reports
c) Establishing and maintaining systems and procedures

e) Supervising computer applications

fy  Oversecing cosl control

g} Preparing budgets

h} Making forecasts and analytical reporis

_ i) Repoiting financial informaiion to lop managemsnt

J} Handling tax matters and ensure othes legal compliances.

Treasurer: S/he is the custodian and manager of all the cash and near-cash rc;sources
of thte firm. The treasurer handles credit revicws and scts policy for collecling
reccivables (debiors of the firm, to whom the [irm has sold goods or services on
credit). S/he also handles relationships with banks, and other lending or financial
mslituitons.

The Financial Execufive Institute (USA) makes the following distinction between
controllership and Lreasureship functions:

Controllership Treasurership I
: ) - r
Planning and Control Provision of Capital l
Reporting and Interpreting _ Investor relations

Evaluating and Consulting Short-term Financing

Tax Administration - Banking and Custody

Government Reporiing Credit and Colleclions

Protection of Assets Invesiment

Economic Appraisal e Insurance

Finance Officer: Finance is the lifeblood of business. Procuring financial resources
and ensurimg their judicious utilisation are tie two imporlant activitics of {inancia;
mandgement. Financial management includes four major decisions: jnvestment
décision, financing decision, dividend decision, and working capital decision.
invéstment decision is perhaps the most important decision, because it invelves
allacation of resources. It is concerned with ihe future which, being unceriain,
involves risk. How the firmi is allocating its scarce resources and is planning growth
wilj largely deiermine its value in the market place. Financing decision is concerned
with determining the optimum (inancing mix, or capilal structure. It examines the

" various methods by which a firm obtains short-term and long-term finances through

vatious alternative sources. Tli= dividend decision is concerned with questions such
as, how much of the profit is te be retained, 2nd how much is 1o be distributed as
dividends. For the smooth tunning of & .irm, we nced some amount ofworkmg
rapl'al and woiking capital decisions are concemed with ensuring the oprimum
amouni and wux of workmcr capital. The finance manager has to sirike a balance
between the current needs of the enterprise for cash, and the needs of the shareholders
foradaquate returne. The financial management of a latge company is usually the
respansibility of'thc finance director who ni.-z_f’b-e in place of, or in additon o the



controller. Often the finance manager and controller are inter-changeable terms, and Accounting and Lts
oniy onc of these tow positions may be found in a company. The finance manager, Functions"
when there is a controller also in the organisation, is concerned with implementing the
financial policy of the board of directors, managing liquidity, preparation of budgets

and administration of budgetary control system, managing profitability, etc. . =~ .-

Though financial management is rugarded as a separale area, this function is .'f.- SN

performed in several countries, including in India, by the accountant (or the financia} " - N :
controller), Several Jarge organisations, however, have a financial executive besides X : -

the chief accountant, Often, finance and accounting functions are clubbed together in ‘_

one person, in small organisations. ’

<. " Check Your Progress 3 -

Piease meet one, or more, of the following-personnel-in-any. organisation, and‘talk-to RSN
them about their respective roles within the organisation. . : S

Accountant

5 .................................................... RETEREN AL e . ..... reraes SYERALESLEER " 15
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Internal Auditer

1.7 THE NATURE OF THE ACCOUNTING
FUNCTION

Accounting is a service function. The chi.faccounting executive (by whatever name
he is called) holds a staff position exccpt within his own department where he exerts
authority. This is in contradiction to the roles played by production or marketing

executives who hold line authority. Thc role of the accountant is advisory in character.

S/he works through the authorily of the chief executive. The accounts and or finance
department(s) do not exercise direct authority over .ne departments, In decentralised
structure with a number of units and divisions, the accounting executive, however,
exercises what is known as the functional authority over all the accounting staff
deployed in different segments,

There are two facets to the role of the accountaii(. For top managers, s/he works as a
watchdog, and for middle and lower level managers s/he acts as ‘helper”. The
watchdog role is usually performed through the ‘score-keeping’ task of accounting
and repe:ting to all levels of management. The ‘helper’ role is usually performed

‘through the task of directing managers’ attention to problems, and assisting them in
* solving problems, Mutual understanding and rapport between the accountant and the

manager, in‘the tasks of attention-directing 2nd problem-solving, can be enhanced if
the accountant and his staff frequently interact with the line managers and puide them
in matters concerned with preparation of budgets and control documenls with which
they might not be conversant. This will insti’} confidence among line managers
regarding the reliability of reports,

1.8 THE ORGANISATION FOR ACCOUNTING
AND FINANCE

A typical organisation chari for accounting and finance is presented in Figure 2. You
will note that the person at the helm of affairs is the Director (Finance) who is a
member of the Board of Directors. Reporting to him may be one or more General
Managers. If there is only one General Manager, s/he may be designated as General
Manager (Finance), or General Manager (Finr-ce-and Accounts), or Controller or
inancial Controller. In a large company, four or five {as shown in Figure 2) the
Deputy General Managers incharge of different areas like systems and data
processing, accounts, finance, internal auditing may report to him/her. Following the
American pattcrn, a tendency has recently been observed among large companies,
espectally in the private sector, io designate General Manager (Finance) as President
(Finance, or Finance and Accounts), and 2 Deputy General Manager as Vice-
President. Each of these Deputy General Managers is assisted by a number of senior
managers wlo look after different compunents of similar activities, e.g., financial

. accounting, tax planning and administration, management auditing, etc. Management

aud:t is 2 comprehensive review of the various sub-systems of the organisation such as
objectives and goals, structure, technical system, personnel policies, (including

succession planning), control and coordination policies and procedures, adequacy and

effectiveness of communication system, etc. This type of audit is usually done by 2

TTrETT



team of pecople comprising the intémal resource persons drawn {rom various Accounting and I's
functional argas and an external management coasultant, Functions

Director (Finance)

Genernl Managet (Finunee)

|

DGM (System and DGM DGM DGM
[ata Procesatng} (Accounis) (Finance}
{Intcrnal Awdity
s M M Sh SM M
" Accounting Lisison Finance Tax Pay Rell Capiusl
Work with Procurement Flannings Accounting Budgpenng
Government! & Tox
Exlcmal Accounting
Anditor
5M SM SM SM Skl
Treusury Managemcns Cust Alamagemen Roeunne
’ Accounting Acc " Aldit Financial Audil
M5

Figure 2: Organisation Chart for Accounting ond Finance

We hope you now have a reasonably good idea of what accounting is, what its scope
is, and what (he different types of activities which are generally included in
accounting. While basic functions of accounting and finance are performed in all
types of organisations, their relative emphascs or relevance might differ in different -
types of organisations. Keeping this in view, we have prcpared an audio programme
“Accounting and Finance in Different Types of Organlsations”, and we suggest
that you listen to this tape. This will not only auzment your familiarity with the basic
aspects and functions of accounting, but wiil develep your appreciation for relative
divergencies,

1.9 SUMMARY

Accounting is an important service activity in business and is concerned with
collecting, recording, evaluating and comninicating the resulls of past events. The
history of accounting developiment reflects its changing role in response to the
changing business and social needs. With the emergence of management accounting,
the focus of accounting has been shifting (rom the mere recording of transactions to
that of aiding management in decisions. -

Accounting can be perccived as an informatior - stem which has its input, processing
methods, and outputs. The usefulness of accoun'lmb lies iu its capacily lo provide

_ information to various stakcholders in business so that they can arvive at sound
decisions.

The top accounting personnel are designated bv various nomenclature. The practice in
this reeard differs in different companies. The organisational semnu forthz 17
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accounting and finance function may also vary in different organisations, depending
upon their pe\.ullanues nature and size of business, technology, and structural form.
At the helm of affairs is usually the Director of Accounts and Finance who is a
member of the Board of Directors. He is assisted by a General Manager who, in tum,
is helped by Deputy General Managers in charge of various sub-functions, like
accounts, [inance, interal audit, and data pracessing, etc. Each of the sub-functions is
further sub-divided into activities which are the responsibility of a subordinate
manager.

1.10 KEY WORDS

Accountant is a professional who is responsible for the processing of financial data ;
for score-keeping, attention-directing, and problem solving purposes. Accounting is
perceived as an Information Systern whose inputs are collected from various financial ’
transactions entered into by a firm; it processes these inputs by proper classification

and recording, and finally, gencraies output in the form of financial statements like

Profit and Loss Account and Batance Sheet.

Attention-directing role of accounting consists of directing managerial attention to !
siluations where cormrective action is needed in the case of unfavourable {or even :
favourable) differences in operations, outputs or inputs.

Audit work of an accountant comprises authentication of accounting statements.

Conirol is the action that implements the planning decision, and evaluates
performance.

Controller of the management accountant is a staff-functionary who uses accoummg
information for management planning and control.

- ni——r—Ee -

External reporting is the produclion of financial statements for use by external
interest groups like shareholders and Government.

Feedback comprises the performance reports which managers can use for
improving their decision-making.

Information system is a sysiem, sometimes formal and sometimes inform.!, for
collecting, processing, and communicaling data at the most relevant time to all levcls
of management. The data flowing through the system is helpful to managers for
decision-making in the areas of planning and control, or is otherwise needed for
financial reporting required under the laws, An essential requirement of the
information system is feedback for needed rrodifications.

Planping is the identification and decision-making.

Recordative work extends to routine recording and classified posting of financial
transactions and events.

Staff function is performed in an ad .7 .0ty capacity, and without line or decision
making authority.

Storc-keeping is the process of data accumulation or record-keeping which enables
interested parties (interma! and external) to ascerlain how the organisation is
performing.



Accounling and its

l .1 1 SELF ASSES SMENT Functions
QUESTIONS/EXERCISES
1. “Financial Accounting is an exlension of Stewardship Accounting”.
Comment. o

2. What new developments in Accounling have taken place over the past 20-25
years? Examine the main factors which have affected such developments.

3. Pick a group of persons having interest in a business organisation, and examine
the nature of their information needs.

4. Discuss the role of accountants in modern business organisation.

5. Differentiate between recordative, interpretative, and auditive functions of
accounting.

6. How can accounting reporis, prepared on a historical basis afler the close of a
period, be useful to managers in directing the activities of a business? .

7. Distinguish management accounting from financial accounting.

8. How does the accountant help in the planning and control process of a large
commercial organisation?

9. State whether the [ollowing statements are true or false:

a) To have an accountant is the privilege of a joint stock  True [ False[3
company only.

b) A controller is entrusted with the responsibilities of ~ True (] False[]
raising funds.

c) Management control differs from engineering control True ] Falsel]
since the latler is fully automatic and the former is
highly complex.

d) An accountant is the custodian of (he properties and  True O False [
financial interests of a business enierprise.

Answers to Self-assessment Questions/Exereises

9. (a) False, (b) False, {c) True, (d) True,

1.12 FURTHER READINGS

Accounting Principles, Anthony, Rabert N, and James S. Recce, 1987. All India
Traveller Book Seller: New Delhi (Chapter 1).

Accounting for Management: Text and Cases ,Bhaltacharya S K. and John Dearden,
1987. Vikas Publishing House: New Delhi. (Chiapter ).

Accounting for Managers: Interpreting Accounting fnformation Jor Decision Makin 2,
Paui Collier, May 09.2003, Wiley Publishers: Canada. {Chapter I).
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2.0 INTRODUCTION

Any aclivity that you perform is facilitated if you have a set of rules to guide yeur

efforts. Further, you find that these rules are of more value to you if they are

standardised. When you are driving your vehicle, you keep to the lefl. You are in fact

following a standard traffic rule. Without the drivers of vehicles adhering to this rule,

there would be much chaos on the road. A similar principle applies to accouniing

which has 2volved over a period of several hundred years, and during this time certain

riles and conventions have come to be accepted as useful. If you are to understand

and use accounting reports which is the end product of an accounting system then you P

must be familiar. with the rles and conventions behind these reports. :

2.1 OBJECTIVES

After going through this unit, you should be able to:

appreciate the need for a conceptual framework of accounting;

" e understand and appreciate the Generally Accepted Accounting Principics

(GAAP), and

@ develop an understanding of the importance and necessity for uniformity in
accounting practices,

2.2 TEE ACCOUNTING FRAMEWORK

~ The rules and conventions of accounting are commonly referred to as the conceptual

framework of accounting. As with any discipline or body of knowledge, some
underlying theoretical structure is required if a logical and useful set of practices and
precedures are to be developed for reaching the goals of the profession, and for
expanding knowledge in that field. Sul, a body of principles is needed 10 help answer
new queslions that arise. No piofession can thtive in the abscnce of a theorelicat
framcwork. Aczording to Hendriksen {1977), accounling lheory muy be defined as
logical reasoning in the form of a set of broad principles that (i) provide a general
frame of reference by which accounting practice can be evaluated, and (ii) guide the



development of new practices and procedures. Accourfting theory ma‘y also be used to

explain existing practices to obtain a better understanding of them. But the most
important goal of accounting theory should be to provide a coherent set of logical
principles that form the general frame of reference for the evaluation and development
of sound accounting practices.

The Ametican Institute of Certified Public Accountants (AICPA) discusses financial
accounting theory and generally accepted accounting principles as follows:

Financial statements are the product of process in which a large volume of data

about aspects of the economic activities of an enlerp‘ise are accurnulated, analysed,
and reported. This process should be carried out in accordance with generally
accepted accounting principles. Generally accepted accounting principles incorporate
the consensus at a particular time as to which economic resources and obligations
should be recorded as assels and liabilities by financial accounting, which changes in
assets and liabilities should be recorded, when these changes should be recorded, how
the assets and liabilities and changes in them should be measured, what information
should be disclosed and how it should be disclosed, and which financial statements
should be prepared.

Generally Accepled Accounting Principles (GAAP) encompass the conventions, rules
and procedures necessary to define accepted accounting practice at a particular
time........generaliy accepted accounting principles include not only broad guldehne.s
of general appllcallon but also detailed practices and procedures,

(Source: AICPA. Statements of the Accounting Principles Board No.4 “Basic
Concept and Accounting Principles Underlying Financia! Statement of Business
Enlerprises”, October, 1970, pp.54-55).

The word ‘principles’ is used to mean a “general law or rale adopted or professed as a
guide to action, a seftled ground or basis of conduet or practice™. You will note that
this definition describes a principle as a general law or rule that is to be used as a
guide to action. This implies that accounting principles do not prescribe exactiy how
each detaiied event occurring in business should be recorded. Consequently, there are
several matters in accounting practice that may differ from one company to another,

Accounting principles are man-made, They are aceepted because they are believed to
be usefi:l. The general acceptance of an accounting priuciple (or for that maiter, any
principle) usually depends on how well it meets the (ree eriteda of relevance,
objectivity, and feasibility. A principle is relevani to thie extent that it results in
meaningful or useful information to those whe need to know about a certain business.
A principle is objective to the exient that the infonnation is not influenced by the
personal bias or judgement of those whe fiunished i1 Gbjectivity connotes reliability
or trustworthiness which also means that the correciness of the information reported
can be verified. A principle is feasiblc to the extent that it can be implemented without
undue complexity or cost.

2.3 ACCOUNTING CONCEFTS

Larlier, in unit 1, we had deseribed 2ccounting as the language of business. As with
tanguage, accounting has many dialects. | here are differences in terminology. In
dealing with the framework of accounting theery, »mc is confronted with a serious
problem arising from differences in terminology. - . numbc: of words and terms have
been vsed by different wrilcs to cxpress and explain thz sani 1dea or notion. Thus,
conlusion abounds in Lhe literature insofar as the lheoretier: rramework 1s cencemed.

The various terms used for describing the basic Ideas are:, concepts, postulates,
propositions, basic assumptions, underlying principles, fundamentals, conveniions,

“ecounting Concepts aad
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doctrines, rules, elc. Although each of these terms is capable of precise definition,
general usage by the profession of accounting has served to give them loose and
overlapping meanings. The same idea has been described by one author as a concept
and by another as a convention. To take another instance, the idea implied in
conservatism has been labelled by one author as 2 (modifying) convention, by another
as a principle, and by yet another as a doctrine. The wide diversity in terminology to
express the basic framework can only serve to confuse the leamner.

Without falling into the trap of this terminological maze, we will explain below,
some widely recognised ideas and we call alt of these concepts. We do feel, however,
1hat some of these ideas have a better claim 1o be called concepts, while the rest
should be called conventions. Fundamental accounting concepts are broad, general
assumptions that underlic the periodic financial accounts of business enterprises. The i
reason why some of these ideas should be called concepts is that they are basic

assumnptions and have a direct bearing on the quality of financial accounting

information. The alteration of any of the basic concepts {or postulates) would change

the entire nature 'of financial accounting.

il I b

Business Entity Concept -

1n accounting we make a distinction between business and the owner. All the records i
are kept from the viewpoinl of the business, rather than from Lhat of the owner. An '
enterprise is an economic unit, separale and apart {rom the owner, or owners. As such,
transaclions of the business and those of the owners should be accounted for, and

reported separately. In recording a transaction, the important question 15 how does i

affect the business? For example, if the owner of a shop were to take cash from the .
cash box for meeting certain personal expendilure, the accounts would show that cash !
had been reduced even though it does not make any difference to the owner himself.

Similarly, if the owner puts cash inlo the business, he has a claim against the business

for capital brought in.

This dislinction can be easily maintained in the case of a limited company because a i
company has a legal entity (or personallty) of its own, Like a human being, it can
engage itself in economic activities ofproducmg, owning, managing, storing,
transferring, lending, borrowing and consuming commodities and services.
Distinction, however, is difficult in the case of parinership, and even more so in the
case of a one-man business. Nevertheless, accounting still maintains separation of
business and owner. This implies thal, owner's personal and household cxpenses or
obligations (c.g., expenditure on food, clothing, housing, entertainment, debts,
mortgages, clc.) will not appear in the books of account, It may be clarified that itis
only for accounting purposes that partnerships and sole propriclorships are treated as
separate and apart from the owners though the law does not make such a distinction.
A creditor would be justified in looking to both the business assets and the private
estate of the owner for satisfection of his ¢laim. One reason for this distinction is to
~ake il possible for the vwners to have an account of the performance (rom those who
manage the enterprise. The managers are entrusted with funds supplied by owners,
banks, and others; they are responsible for the proper use of the funds. The financial
accownting reports are designed to show ha.s well this responsibility has been
discharged

<" Check Your Progress 1

Apart from the reason mentioned above, can you think of any other reason for the
justification of the Business Entity Concept?



" Check Your Progress 2

The proprietor of a firm withdrew Rs. 50,000 for his personal use. This was shown as
an expense of the firm and hence, profits were reduced thereby. Is this right from an
dccounting point of view?

<~ Check Your Progress 3

The proprietor of a firm contributed Rs. 10 Takhs towards the capital of the firm. Does
it means, from an accounting point.of view, that the firm had a corresponding liability
towards the proprietor?

Money Measurement Concept

In accounting, only those facts which can be expressed in terms of money are
recorded. As money is accepted not only as a mediuvm of exchange but also as a
tneasuring rod of value, it has a very important advantage since 2 number of widely
different asscts and equities can be expressed in terms of 2 common denominator.
Without this adding heterogeneous factors like five buildings, ten machines, six trucks
will not have much meaning,

While money is probably the only practical common deneminator and a yardstick, we
must realise that tiiis concept imposes two sever limitations. In the first place, there
are several facts which, though vilal to the business, cannot be recorded in the books
of account because they cannot be expressed in meney terms. For example, the state
of health of the Managing Director of a company. + ' has been the key contributor to
the success of business, is not recorded in the books. Similarly, the fact that the
I'roductiont Manager and the Chief Internal AvAitor are not on speaking terms, or that
a strike is about to begin because labour is dissatst:odl with the poor working
condaitions in the faclory, or that a competitor has reccntly taken over the best
customer, or that it has developed a better product, and so on will not be recorded
even hough 211 these events are of great concemn to the business.

From this standpoint, one could say that accounting does not give a complete account
of the happenings in the business. You will appreciatc that all these have a bearing on
the future profitability of the company.

Second, the use ol money implies that a rupez loday 1s of cqual value to a rupec ten
ycars back or ten years later. Jn other words, we s me (hat shere is a stable or
constant value of the rupee. In (he accounts, mone; 15 exprece2d in terms of its value
at the time an event is recorded. Subsequent changcs i il jurchasing power of
mioicy do not affect this amouni. You are, perhaps, aware that most veone:nies today
arc in inflationary conditions with rising prices. The value of a rupee in the 80s has
denreciated to an unbelievably Jow level in the 90s, Most accountants know fully well
thiat the purchasing power ot a rupec does change, Lt very {ew recognise Lhis fact in

Accounting Concepts and
Standards
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- accounting books and make an aflowance for changing price level. This is so, despite

the fact that the accounting profession has devoled considerable attention to this
problem, and numerous suggestions have been made to account for the effects of
changes in the purchasing power of moncy. In fact, onc of the major problem of

- accounting today is to find means of solving the measurement problem, that is, how to

extend the quality and the coverage of meaningful information. It will be desirable to
present, in a supplemerary analysis, the effect of price level changes on the reported
income of the business and the financial position.

-1 -t -
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< Check Your Progress 4

Suppose the Managing Director of a company is killed in a plane crash. To the cxtent
that “an o:ganisation is the lengthened shadow of a man", the real value of the
company wili change immediately, and this will be reflected in the market price of the
compauy shares. Will this have any effect as far as the accounts of the company are ;
concerned?

Continuity Concepl

Accounting assumes that the business (an accounling entity) will continue to operate
for a long time in Lhe future, unless there is good evidence to the contrary. The
enterprise is viewed as a going concern, that is, as continuing in operation, at least in
the foresecable future. The owners have no intention, nor have they the necessity to
wind up or liquidate its operations.

L

This assumption is of considerable imporiance, for it means that the business is
viewed o5 a niechanism for adding value Lo the resources it uses. The success of the
business can be measured by the difference between output values (sales or revenues)
and input values (cxpenses). Therefore, all unused resources can be reported at cost
rather than al market valucs as, according to Lhe coniinuity concept, the future instead
of selting thera out rightly in the market.

The assumption that the business is not expected to be liquidated in the foresccable
fulure, in, fact, establishes the basis for many of the valuations and allocations in

‘accounting. For example, depreciation (or amortisation) procedures rest upon this

concept. It is this assumption which underlies the decision of investors to commit
capital to enterprise. The concept holds thi. continuity of business activity is the
reasonable expectation for the business unit for which the accounting funclion is being
performed. Only on the basis of this assumption can the accounting process remain
<table and achieve the objective of correctly recording and reporting on the capital
invested, the efficiency of management, and (he position of the enterprise as a going
concern. Under this assumption neither kigher current markel values nor ligusdation
values are of particular importance in accouniing. This assumplion provides a basis
for the appiication of cost in accounting for assets.

Ho“"cvcr‘ if the accountant as good réasons e believe Lhat the business, or some part
of it, is going to be liquidated, or thal it wiil cease to operate (say within a year or
two), then the resources could be reported at their current values (or liquidation
vallies),



<" Check Your Progress 5

A cc)mpany bought a building in 2004 at a cost of Rs.50 lakhs, At the end of the
Accounting Year 2004-05, its'market value is Rs.70 lakhs. The company revalues the
building at Rs.70 lakhs for the year 2004-05. Is this practice right?

Cost Concept

The resources (land, butldings, machinery, property rights, etc.) that a business owns
are called assets. The money values assigned to assets are derived from the

cost concept. This concept stales that an asset is worth the price paid for, or cost
incurred to acquire it. Thus, assets are recorded at their original purchase price and
this cost is the basis for all subsequent accounting for the assets. The assels shown on
the financial statermnents do not necessarily indicate their present market wodth (or
market values). This is coatrary (0 what is often believed by an uninformed serson
reading the statement or report. The term ‘book value’ is used for the amoust shown
in the accounting records.

In the case of certain assets, the accounting values and market values may be similar;
cash is an obvious example. In general, the longer an asset has been owned by the
company the less, are the chances that the accounting value will correspond to the
market value.

The cost concept does nol mean that all assets remain on the accounting records at
their original cost for all time to come. The cost of an asset that has a long but limited
life, 1s systematically reduced during its life by a process called ‘depreciation’ which
will be discussed at some length in a subsequent unit. Suffice it to say that
depreciation is a process by which the cost of the asset is gradually reduced (or wntten
ofl} by allocating a part of it 1o expensc in each aceounting period. This wiil have the
effect of reducing the profit of each period. In charging depreciation the intention is
not to change depreciation equal to the fall in the market value of the

asset. As such, there is no relationship between depreciation and changes in’

market value of the assets, The purpose of depreciztion is to allocate the cost of an
assel over its useful life and not to adjust its cost s¢ ©s td bring it closer to the

markel value. '

You inust be wondering why assets are shown at cost, even when there are wide
differences between their costs and markel values. The main argument is that the cost
concept meets all the three basic critena of relevance, objectivity and feasibility.

< Check Your Progress 6 -

A company buys machinery availing heavy discount at Rs, 40,000, but its actual
market price is Rs. 60,000. Should the company show the value of machinery in their
records at Rs. 40.000 or Rs. 60,0007

Accoonting Concepts and
Standards
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Accrual Concept

The aceruzal concept makes a distinction between the receipt of cash, and the right to
receive it, and the payment of cash and the legal obligation to pay it. In actual
business operations, the obligation to pay and the actual movement of cash may not
coincide. The accrual concept recognises this distinction. In conneclion with the sale
of goods, revenue may be received (i)before the right to reccive arises, or (ii) after the
right to receive has been created. The accrual concept provides a guideline to the
accountant s to how s/he should treat the cash receipt and the rights related thereto.
Tn the former case the receipt will not be recognised as the revenue of the period for
the reason that the right to receive the same has not yet ariscn. In the latter case the
revenue will be recognised even though the amount is received in the subsequent
period.

Similar treatment would be given to expenses incurred by the firm. Cash payments for
ex. znses may be made before or after they are due for payment. Only those sums
which are due and payable would be treated as expenses. If a payment is made in
advance ¢:.c., it does not belong 10 the accounting periocd in question) it will not be
treated as an expense, and the person who received the casi will be treated as a debtor
until his right to receive the’cash has matured. Where an expense has been incurred
during the accounting period, but no’payment has been made, the expense must be
recorded and the person to whom the payment should have been made is shown as a
craditor.

<" Check Your Progress 7

The accounting year of a firm closes on 31st December each year. The reni for
business premises of Rs. 50,000 for the last quarter could not be paid to the owner on
account of his being away in a foreign country. Should the rent payable be taken into
account for computing the firm’s income for the accounting year?

<*  Check Your Progress 8

A government contractor supplies stationery to various government offices. Some
bilis amounting to Rs.10,000 were still pending with various ofTices at the close of the
accounting year on 3 1st March. Shounld the businessman lake the revenue of

Rs 10,000 inte account for computing the net profit of the peried?

B
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The Concept of Conservatism

The concept of conservatism, also known as the concept of prudence, is often stated as
“anticipate no profit, provide for all possible losses”. This means an accountant should
follow a cautious approach. Facing a choice, he should record the lowest possible
value for assels and revenues, and the highest possible value for liabilities and
expenses. According to this concept, revenues or pains should be recognised only
when they are realised in the form of cash or assets (usually legally enforceable debts)
the uitimate cash realisation of which can be assessed with reasonable certainiy.
Further, provision must be made for all known liabilities, expenses, and losses
whether the amount of these is known with certainty, or is at best an estimate in the
light of the information available. Probable losses in respect of all contlingencies
should also be provided for. A contingency is a condition, or a situation, the ultimate
outcome of which—gain or loss—cannot be determined accurately at present. It will be
known only after the event has occurred (or has not occurred). For example, a
customer has filed a suit for damage against the 'company in a court »f law, Whether
the judgement will be favourable or unfavourable to the company cannot be
cetermined for sure. Hence, it will be grudent to provide for likely loss in the financial
statements. As a consequence of the application of this concept, nel assets and
incomes are more likely to be understated than overstated. Based 'on this concept is the
widely advocated practice of valuing inventory (stack of geods left unsold) at cost or
market price, whichever is lower. You wil! note that this convention, in a way,
modifies the earlier cost concept. It should be stated that the logic of this convention
has been under stress recenily; it has been challenged by many writers on the ground
that it stands in the way of fair determination of profit, and the disclosure of true and
{air financial position of the business enterprise. The concept is not applied as strongly
today as it used to be in the past. In any case, conscivatism must be zpplied rationally
as over-conservatism may result in misrepresenfation.

<"  Check Your Progress 9

A company is n2goliaiing to get an order for Rs.5 lakhs from XYZ company. It is
confident to get an order and as a result, it shows this order as a part of its sales
revenue. Will vou approve such an accounting treatment of probable order to be
obtained in future?

Materiality Concept

There are many events in business wiich are trivial or insignificant in nature. The cost
of recording and reporting such evénts will not be justified by the usefulness of the
information derived. The materiality concept holds that jtems of small significance
need not be given strict theoretically correct treatment. For example, a paper stapler
costing Rs. 30 may last for three years. Howevzr, the effort involved in allocating its
cost over the three-year period is not worth the benefit than can be derived from this
operation. Since the jitem obviously is immaterial when related to overall operations,’
the cost incurred on it may be treated as the expense of the period in which it is
acquired. Some of the stationery purchased for office usc iz any accounting period
may remain unused al the end of that peried. In accounting, the amount spent on the
enlire stationery would be treated ds an expensc of Lhe period in which the siationery
was purchased, nolwithsianding the faci that a smali part of it still lics in stock. The
value {or cost) of the stalionery lying in stock would not be treated as an asset and
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carried forward as a resource 10 the next period. The accountant would regard the
stock lying unused as immaterial. Hence, the entire amount spent on stationery would

~ be taken as the expense of the peried in which such expense was incurred.

Where to draw the line between material and immaterial events is a matter of
Judgement and common sense. There are no hard and fast rules in this respect.
Whether a particular item or occurrence is material or not, should be determined by
"considering its relationship 1o other items and the surrounding circumslances, It is
desirable to establish and follow uniform policies governing such matters.

“”  Check Your Progress 10

A firm buys an office 1able for Rs. 800. Though it is, theoretically speaking, an asset
having a life, of more than one year, the firm shows it as an expense of the year, and
reduces the profit for the year. Is this accounting practice justifiable? Give reasons.

Consistency Concept

In practice, there are several ways to record an event or a transaction in (he hooks of
account. For example, the trade discount on raw material purchased may be deducted
from the cost ol goods and net amount entered in the books, or alternatively trae
discount may be shown as the income wits full cost of raw material purchased ertered
in the books. Similarly, there are several methods to charpe depreciation (vhizl, is a
decrease in the value of assets caused by wear and tear, and passage of tine : on an
asset, or of valuing inventory. The consistency concept requires that once a company
has decided on one method and has used it for some time, it should continue to foilow
the same method . procedure for all subsequent events of the same character unless it
has & sound resso, to do otherwise. If for valid reasons the company makes any
departure from the method it has been following so far, then the effect of the change
must be clearly sizted in the financial statements in the year of change.

You will appreciaie that much of the utility of accounting information lies in the fact
that one could! draw valid conclusions from the comparison of data drawn from
financial state.;enis of one year with data from another year. Comparability is
essential so tha: trends or differences may be identified and evaluated. Inconsistency

- in the applicaiion of accounting methods might significantly = fect the reported profit

and the financial position. Further, inconsistency also opens the door for manipulation
of reported income and assets. The comparability of financial information Leprads
largely upon the consistency with which a given class of events are handled in
accounting records year aller year.

<" Check Your Progress 11

A company had been charging depreciation on 2 machine at Rs. 10,000 per year for
the first 3 years. Then it began charging Rs. 9,000 for 4th year and Rs. 7,800 for 5th
year and so on. Is this practice justificd? Give reasons for your answer.

Rt B



Periodicity Concept

Although the results of the operations of a specific enterprise can be known precisely
only after the business has ceased to operate, its assets have been sold off and
liabilities paid off, the knowledge of the results periodically is also necessary. Those
who are interested in the operating'results of a business obvicusly cannot wait till the
end. The requirernents of these parties, therefore, force the accountant to repori the
changes in the wealth of a firm for some time periods. These time periods in actual
practice vary, though a year is the most common interval as a resuit of established
business practice, radition, and government requircments, Some firms adopt the
calendar year, and some others the {inancial year of the govemment. But more and
more firms are changing to the ‘natural® business year, the end of which is marked by
relatively lower or lowest volume of business activity in the twelve-month period. The
custom of using twelve-month period is applied only for external reporting. The firms
usually adopt a shorter span of interval, say one menth or three months, for intemal
reporting purposes.

The allocation of long-term costs and the difficuliies associated with this process
directly stem from this concept. Whilc matching the eamings and the cost of those
earnings for any accounting period, all the revenues and all the costs relating to the
year in quesiion have to be taken into account irrespective of whether or not they have
been received in cash, or paid in cash. Despite the difficulties that arise in allocations
and adjustments, short-term reports (i.e., yearly reports) arc of such importance to
owners, management, creditors, and other interested parties that the accountant has no
option but to resolve such difficulties, Obviously, the utility of the periodic financial
statements outweighs the difficulties.

Some other concepts, €.g., the Matching concept, the Realisation concept and the Dual
Aspect concept are discussed in units 4 and 5, and as such, they have not been taken
up here.

While going throngh 211 these concepts, probably you may have developed a feeling
that they sometimes conflict with each other. You are right. We illustrate this by
considering some of these concepts in the context of valuation of business properties.
Suppose a firm acquired a piece of land in 1985 for a price of Rs. 6,00,000. Factory
premises were construcied in 1986, and operations commenced in 1987. The firm has
been successful in achieving the desired profit for the past year. The Balance Sheet (a
statement of assets and liabilities) for he year 2005 is being prepared and ‘Land’ is
required to be valued. The estimated current market price of this land is Rs. 60,00,000.

Should you recommend that the land be valued at Rs, 60 lakhs? The answer is ‘no’,
obviously. Land would be carried en the Balance Sheet at its original cost of

Rs. 6,00,000 only. This decision is supported by several of the concepts discussed in
this section. In the first place, the stability of purchasing power of money implied in
the money measurement concept prevents us from recognising accretion in values as
a result of changing price levels. Then, the realisation concept will not allow
unrealised profits 1o be included as long as land is held by the company and not sold
away. You may note that the continuily, or going concern concept, makes any
possible market value of land irrelevant for the balance sheet because the firm has to
conlinue in business, and land will be needed by it for its own use. In this connection,
it could be argued that if land were.shown on the balance sheet at its eslimated current
market value, the owner might decide lo discontinue the business, sell the land and
retire. The principle of ohjectivity is now introduced into the irgument, It can be
casily seen that in a situation like this the cost of acyuisition of land at Rs. 6,00,000 in
1985 is the objective fact because it is based on a transaction "hat zctualiy tooxk place
and this objective evidence is capable of being verified. In contras, the estimate of
current market value figure may be suspect. It raises many questions. 1o you have a
market quotation for an identical plot of tand? Has a similar plot of land been sold
recently, and can we pick it up as verifiable evidence of the current market price? It
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may be said that even if market price for an identical plot of land is not available,
estimates by an accredited valuer may be accepted as verifiable evidence of the
market price. Further complications may be noticed if buildings and facilities have
been erected on the plot of land. Is it possible to estimale the value of land without
factory buildings and other faciliiizs constructed on it? The answer is 2 flat ‘no’, and
the conservatism concept will then deler you from accepting an estimate of market
value since it cannot be ascertained with reasonable accuracy.

2.4 ACCOUNTING STANDARDS

The basic concepts, discussed in Lhe foregoing paragraphs, are the core elements in the
theory of accounting. These concepis (posiulates or conventions), however, permit a
variety of alternalive practices (o co-exisl. /s a result, the financial results of di (ferent
compaaies cannot be compared and cvali ted unless full information is available
aboul ta= actounting methods wrich kave been used. The variety of accounting
praclices l:ave made it difficult 1o conipart the financial resulls of differcnt
companics, Further, the altemative accounting methods have also enabled, the
reportiag of different results, even by the same company.

Need for Standards: The information contained in published financial statements js
of particular importance to external users, such as shareholders and investors. Without
such information they would not be able to take the right decisions about their
investments, As in several olher countries, Parliament in India specified in the
Conpanies Act, the type and minimuwn level of information which companics should
disclese in financial statements, It is the responsibility of the accounting profcssion to
ensure that the required information is properly presented. It is evident that there
should not be too much discretion to companies and their accountants to prescnt
firancial informaiion the way they like. In other words, the information contained in
financial statements should conform to carefully considered standards. Public
confidence 1n accounting information contained in financial statements will grow if
they are satisfied as to the logic, consistency and faimess of the figures shown therein.
For instance, a company could incur a loss and still pay dividends by manipulating the
loss into = profit. 'n the long run, this course may have a disastrous effect on the
company and ifs investors.

You would be better able to appreciate the function of accounting standards by
relating them to the basic purpose of financial statements, which is the communication
of infonnation afiecting the zllocation of resources, Ideally, such information should
make it possible for investors to evaluate the invesiment opportunities offered by
different firms and to allocate scarce resource 10 the most efficient ones. In theory,
this process shouid result in the capital distribution of resources within the economy,
and should maximise the potential benefil to society.

In this context, unless there are reasonably appropriate standards, neither the purpose
of the individual investor, nor that of the nation as a whole, can be served. The
purpose is likely to be served if the accounting methods used by different firms for
presenting information to investors allow correct comparisons to be made. For
example, they should-not permit & company to report profits which result simply from
a change in accounting methods rathdr (han from increase in efficiency. If companics
were free to clioose their accounting mcthods in this way, the consequences might be
that delibera.< distortions are introduced, ieading eventually 10 misapplication of
respurces in ti:e ceonomy. The reiatively less efficient companics will be able (o
report Lictitions profits, and as a result scarce capital of soctety wiil be diveried away
from the more eflicient companies which have adopted more strict and consistent
accounting methods, - : :
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2.5 THE CHANGING NATURE OF GENERALLY Standards
ACCEPTED ACCOUNTING PRINCIPLES

Cienerally accepted accounting principles are usually developed by professional
accounting bodies like American Institute of Certified Public Accountants {(AICPA)
and Institute of Chartered Accountants of India (ICAI). In developing such principles,
however, the accounting profession has to reflect the realities of sccial, economic,
legal and political cnvironment in which it operales. Besides academic research,
regulatory and tax laws of the government, e.g., Companies Act, 1956, income Tax
Act, 1961, etc., in a large measure, influence the formulation of acceptable accounting
principles. Stock exchanges and other regulatory agencics like the Securities and
Exchange Board of India (SEBI) have laid down rules for disclosure and the extent of
-accounting information.

Since the environment, in which business operates, undergoes constant changes as a
result of changes in economic and financial policies of the Government and changes
in the structure of business, continued evalualion of the relevance of generally
accepted accounting principles is required. In this sense, the principles of accounting
are not ever-lasting truths. You will appreciate that it is the development of relevant
accounting principles in tune with the present day needs of the society that would
make it possible for the business enterprises 1o develop financial statements which
would be acceptable and of value 1o the end users,

Now, we give you a brief account of the development of standards in the United
Kingdom, the United States of America, India, and other countries.

2.6 ATTEMPTS TOWARDS STANDARDISATION

Standardisation in UK acd USA: Though the Institute of Chartered Accountants in
England and Wales began making recommendations since 1942, real progress started
wilh the eslablishment of the Accouinting Statements Committee (ASC) by the
Inslitute in 1969 in the wake of public criticism of financial reporting methods which
permitted diverse practices. As a result of diversily in practices some big investors had
suffered heavy losses on their investments in well-known companies. The main
objective of the ASC has been to narvow areas of differcnce and in the varicty in
accounting practices, The procedure used for standardisation is initiated by the issue
of an “Exposure Draft” on a specific topic for discussion by accountants, and the
public at large. Comments madc on exposure draft are taken into consideration when
drawing up a formal statement of the accounting methods for dealing with that
specific topie. The stalement is known as a Statement of Standard Accounling Practice
(SSAP). Once the statement of standard accounting practice is adopted by the
accounling profession (lhe fact that a slalement has been issued by the Institute in
uself signifies the acceptance by the profession), any material departurz by any
company from the standard practice in presenting its financial reposts is to be
disclosed in thal report. So far, nineteen statements of standard accounting practice, in
addition to some exposure drafts under censideration, have been issued by the ASC.

The need for evolving standards in Lhe USA was fell with the establishment of

Securities Exchange Commission (SEC) in 1932, The SEC is the Government agency

that reguiates and controls the issuance of, and dealings in, securities ol the

companies. A research-orieated organisation called Li:e Accounting Principles Boards

{APB} was formed in 1957 10 spell out the fundamental sccounting postulates. The

Finzncizl Acconnting Standards Board (FASD) was fonccd in 1973, The FASBE issues

statersents from time to time, ariculating the generzlly accepted accounting

principles. The constant support given by SEC to FASB pronouncements has given

consideraple credibility to its accounting policy stateinent. The FASB, till 1985, has 3
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issued five statements ol concepts and eighty-eight stalements of financial accounling
standards.

Stondards at International Level: In view of the growth of international trade and
multinational enterprises, the need for standardisation at the international level was
felt. An International Congress of Accountants was organised in Sydney. Australia in
1972 to ensure the desired level of uniformity in accounting practices. Keeping this in
view, the International Accounting Standards Committee (IASC) was formed and was
cntrusted with the responsibility of formulating international standards. All the
member couniries of [ASC resolved to conform to the standards developed by IASC,
or at least to disclose variations from recommended standards. After its formartion in
1973, the IASC has issucd 40 international accounling statement to date. Another
professional body, the Intemational Federation of Accountants (IFAC) was
established in 1978.

Alterpis have also been made in countries in the European Economic Community
(EEC), and in Canada for standardisation of accounting practices regarding disclosure
and consistency of procedures,

2.7 ACCOUNTING STANDARDS IN INDIA

With a view to harmonise varying accounting policies and practices currently in use in
India, the Institute of Chartered Accountants of India (ICAI} formed the Accounting
Standards Board (ASB) in April 1977 which includes representatives from industry
and government. in line with the procedure followed in other countries, the
preliminary drafts prepared by the study groups and approved by ASB are circulated
amongst various external agencies, including the representative bodies of trade,
commerce, and industry. So far, twenty eight standards have been issued by ASB, a
brief description of which is provided in Appendix I to this unit.

The standards are recommendatory in nature in the initial years. They are
recommended for use by companies listed on a recognised stock exchange and other
large commercial, industrial, and business enterprises in the public and private sectors.
We advise that you read all or at |east some of these standards in order to gel a feel of
what these standards are all about. What are the policies and procedures of accounting
that these standards aim to standardise and why? Do not worry if you are unable to
understand some of the ideas or expressions contained in the siandards, You may like
to come back to these standards after you have been through all the blocks of this
course, in order to have a better grasp of them.

Regarding the position in India, it has been staled that the standards liave been
developed w:'hout first establishing the esseatial theoretical framework. Without such
a framework, it has been contended, any accounting standards and principles
developed are likely to lack direction and coherence. This type of shortcoming also

existed in the UK and USA, but then it was recognised and remedied a long time ago. |

In the United States, the first task which the FASB undertook was to develop a
concepiual framework project which aimed at defining the objectives of financial
reporting (a sample of which is presented in Appendix II). This was to be followed by
the spelling out of concepts and standards establishing what have been frequently
referred to as gencrally accepted accounting principles (GAAP). Any attempt to
develop a conceptua! famework regarding the objectives of reporting will have to
lake into considcration the answers to the following questions:

i} Who arc the users of financial reports?
i} What decisions do these user groups have to take?
1ii) What information can be provided that would assist them 10 take such decisions?

perpTTToa——- o



The objectives, as you have already noted, depend upon the economic, social, legal Aceounting Concepis and
and political environment of the country. Standards

At this point it will be useful for you to watch the video programme; Undersianding
Financial Statement-Part 1.

i i B R

2.8 SUMMARY

Accounting as a field of study in its developmental process has evolved a theoretical
framework consisting of principles or concepts over period of time. These concepts
cnjoy a wide measure of support from the accounting profession. That is why they are
known as Generally Accepted Accounting Principles (GAAP} . Several concepts, and
their implications for business and information users, were discussed in this unit.

Since the accounting principles are broad guidelines for general application, they
permit a wide variety of methods and practices. The lack of uniformity in accounting
practice makes it difficult to compare the financial reports of different companics.
Moreover, the multiplicity of accounting practices makes it possible for management
to conceal economic realities by selecting those alternative presentations of financial ,
result which allow earnings to be manipulated. The financial statements prepared -
under such conditions, therefore, may have limited usefulness for several users of
information. This problem has been recognised all over the world and various
professional bodies are engaged in the task of standardising aceounting practices.
There is 2 movement towards censensus building even at the iniemnational leve], Such
professional bodies, in fact, first lobk at the practices used by practising accountants
They then try to obtain a refinement of (hose practices by a process of consensus, It i+
in this manner that the theory of accounting is built. In India also, some headway has
been made by establishing twenty eight standards for accounting practice,

2.9 KEY WORDS

Accounting frarnework includes generally accepted accounting principles (GAAP)
on the basis of which accounting data 1s processed, analysed, and reported.

Accounting theory is a set of inter-related principles and propositions, which provide
a general framework [or accounting practice, and deal with new developments in the
area.

Accrual concept says that an accountant should recognise incomes and expeases
when they have actually accrued, irrespective of whether cash is received or paid.
Consistency concept envisages that accounting information should be prepared on a
consistent basis from period (o period, and within periods there should be consistent
treatment of similar items.

Censervatism concept forbids the inclusion of unrealisec gains but advocates
provision for possible losses.

Cost Concept states thal an asset is to be recorded in books of accounts at a price for,
or at a cost incurred {o acquire it,

‘Entity concept separates the business from owner(s), from the slandpoint of
accounting.

Going concern concept refers to the expeclation that the orgﬁnisation will have an
indefinite life. This assumption has an important bearing on how the assets are to be
valued. ]

[
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Materiality concepi admonishes that events of relatively small importance need not
be given a detailed or theoretically correct treatment. They may be ignored for
recording purpose.

IMoney measurement concept states that all transactions are to be recorded only in
monetary terms and record only those transactions, which can be measured in money
lerms. It ignores intangibles like cmployee loyalty and customer satisfaction, as they
cannot be expressed in money terms. I also assumes records on the basis of a stable
monetary unit,

Objeclivity principle rcﬁuires that only the information based on definite and
verifiable facts are to be recorded.

Periodicity concept divides the life of a business into smaller time periods which are
gencrally one year, and the accountant is suppesed Lo prepare necessary financial
statements for each time period.®

2.10 SELF ASSESSMENT
QUESTIONS/EXERCISES

1. Exanne the role of the Entity accounting concepts in the preparation of financial
statemenls. ‘

2. Isit possibic to give a true or a fair view of a company’s position using
accounting information?

3. Do you finc any of the accounting concepts conflicting with each other? Give
examples.

4. In what way can accounting information help in the proper allocation of
resources?

Why should accounting practices be standardised? Explain.

E.‘I

6. What propress has been made in India regarding the standardisation of
accounting practices?

7. . Answer whether the following stztement are True or False:

a) The materiality concept refers Lo the state of ignoring small ilems
from and values accounts.

b) The generally accepted accounting principles ensure a uniform
accounting practice.

¢) The conservatism concept leads to the exclusion of al! unrcalised
profits.

d) Statemenls of Standard Accounting Praclice were formulated by the
Financial Accounting standards Board of USA.

¢) The Securities Exchange Commission of USA has played an
important role in E:vo]ving the conceptual framework for accounting

OOodil

8. Conceptual framework of accounting implies:

1) Making cntries in the books of accounts

i} A code of conduct for the accounting profession

i) Géneral principles for the preparation of accounting information
iv) Planning and conirol of enterprise operations

v) None of the above.

e e



10.

11.

Accounting Standards are slatéments prescribed by:

i} Law

ii) Govemment regulatory bodies
iii) Bodies of shareholders

iv} Professional accounting bodies
v) None of the above.

Accounting concepts are:

i) Broad assumptions

i) Methods of presenting financial accounts

iii) Bases selected o prepare a specific set of accounts
iv) None of the above.

Name the accounting concept violated, in any of the following situations:

a) The Rs, 1,00,000 figure for inventory on a Balance Sheet is the amount for
which it ¢ould be sold on the balance sheet date.

b) The Balance Sheet of a retail store which has experienced a gross profit of
40% on sales contains an item of merchandise inventory of Rs. 1,15,00,000:
Merchandise inventory {at cost) Rs. 69,00,000.

¢} Company M does not charge annual depreciation, preferring instead to show
the entire difference between original cost and proceeds of sale as a gain or
loss in the period when the asset is sold. It has followed this practice for
many years,

Answers to Activities

I

If the *separate entity concept’ is not observed, it becomes difficult to calculate
the profitability of business and ascertain its financial position. It would be
particularly difficult if the owner has several distinct businesses.

Proprietary withdrawals reduce the capital of the enterprise unless they are in
lieu of anticjpated profits. It is not proper to show them as operaling expense.
They are also not admissible as deductions from profits for tax purposes.

Yes, because as per the entity concept the business and the proprietor are (wo
separate entities. If lie proprietor contributes some amount towards capital, it
means that the business has a liability to relum it te the proprietor.

No, the money measuremeni concept does not permit the recording of such
events. What effect this event will have on the business cannot be objectively
determined- .

Revaluation violates several concepts like, cost concept, conservatism concept,
and continuity concept. To take credit for an extraordinary gain like this is
normally not considered jystified. However, were 2 substantial gap exists
between the historical cost of a fixed asszet and its market value, it has been
observed that the accounting profession has been supporting such revaltuations so
that the balance sheet could show a realistic position of the enterprise.

As per Lhe cost concept. ihe company should show he value of machinery in
books alaccounts at Ry 40,000 Gie price, whith is being aclually paid.

[t should be taken into account, otherwise profit wili be overstaled.

It should be taken into accoumi, otherwise profit will be underslated.

Accounting Concepts ana
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Accounting System 9. No. Since the order is not actually obtaincd, the p.. uable sales revenue could not
be recognised as per the conservatism concepl.

10.  Though the table has a long-term lite and as such can be shown as an asset, yet
the materiality concept requires it to be treated as an expense.

1. It violates the consistency concept, unless there is a solid reason for departing
from the earlier practice.

Answer to Self-assessment Questions Exercises

7. ) True b) Trué¢ c) True d) False e) True.

8. (i)
Y9 (i)
10. (i)

11. {a) Conservatism corcept, (b) Cost concept, {c) Periodicity concept.

2.11 FURTHER READINGS
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Publishing House: New Delhi (Chapter 2).
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Appendix 1
Accounting Standards Board

The Institute of Chartered Accountants of India (ICAI) has, so far, issued twenty ciglﬁ
standards:

Framework for the Preparation and Presentation of Financial Stztements
{AS 1) Disclosure of Accounting Policies

(AS 2) Valuation of Invenlories

(AS 3) Cash Flow Stalements

(AS 4) Contingencies and Events Occurring after the Balance Sheet Date

(AS 5) Net Profit or Loss for the period, Prior Period, and Extraordinary Items and

Changes in Accounting Policies
Annauncement — Limited Revision to Accounling Standards (AS) 5
(AS 6) Depreciation Accounting

(AS 7) Accounting for Construction Contracts
Revised Accounting Standard (AS) 7, Conslruction Contracts, 28-05-2002

(AS 8) Accounting lor Research and Development
{AS9) Revenue Recognition
(AS 10) Accounting for Fixed Assets

Announcement — Status of certain provisions of AS 10, Accounting for Fixed Assets,
pursuant to the 1ssuance of AS 19, Leases and As 16, Borrowing Costs

{(AS 11) Accounting for the Effects and Changes in Foreign Exchange Rates

(AS 11) (Revised 2003). The Effects of Changes in Foreign Exchange Rate
21-02-2003

(AS 12) Accounting for Government Grants

(AS 13) Accounting for Investments

(AS 14) Accounting for Amalgamations

(AS 15) Accounting for Retirement Benefits in the Financial Statement of Employers
(AS 16} On Borrowing Costs |

(AS 17} Scgment Reporting

Disclosure of corresponding previous year figures in the (irst year of application of
Accounting Standards (AS) 17, Segment Reporting

Accounting Standard 18, Related Party Disclosures
Applicability of Accounting Standards {AS) }8, Related Party Disclosures

Accounting Cc;ﬁccpts and
Standards
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(AS 19) Leases
fAS 20) Earnings Per Share 2%
(AS 21) Consolidated Financial Statements

(AS 22) Accounting for Taxes on Income } )
larification on Accounting Standards (AS) 22, Accounting for Taxes on Income

{AS 23} Accounting for lﬁveg.tments in Associates in Consolidated Financial
Statements

{AS 24) Discontinuing Qperations
Announcement —— Accounting Standards (AS) 24, Disconlinuing Operations

(AS 25) Interim Financial Reporting

(AS 26) Intangible Assets

(AS 27) Financial Reporting of Interests in Joint Ventures
(AS 28) Impainnent of Assets 30-05-2002

For further details, pleas. visit: http://www . icai.org/resource/o_ac_standard.html
re

-
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Appendix 11

Financial Accounting Standards Board (FASD)

Concepls No. 1: ¢ Objectives of financial reporting by business enterprises’.

The three objectives which are included in concept No. | are reproduced below:

1)

2)

3)

Financial reporting shoutd provide information {hat is useful to the present and
potential investors and creditors and other users in making rational investment,
credit and similar decisions. The information should be comprehensible to those
who have a reasonable understanding of business and economic activities and are’
willing to study the information with reasonable diligence.

Financial reporting should provide information to help present and potential
investors and creditors and other users in assessing the amounts, timing, and
uncertainly of prospective cash receipts from dividends or interest and the
proceeds from the sale, redemption, or maturity of securities or loans. Since
investors® and ereditors® cash flows are related to enterprise cash flows, financial
reporting should provide information to help investors, creditors and others,
assess the amounts, timing, and uncertainty of prospective net cash inflows to the
related enterprise.

Financial reporting should provide information about the ecohomic resources of
an enterprise, the claim to those resources (obligalions of the cnterprise to
transfer resources ta other entities and owners” equtity), and the effects of
transaction, events, and circumstances {liat change its resources and claims to
those resources.

Accaunting Concepts and
Standards
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UNIT 3 BASIC ACCOUNTING PROCESS:
PREPARATION OF JOURNAL,
LEDGER AND TRIAL BALANCE

Structure Page Nos.
5.0 Introduction 40
1.1  Objectives 40
3.2 Accounting Equation 4]
3.3 Classification of Accounts 43
3.4 Definitions of Journal and Ledger 45

3.41 The Journalising Process

3.4.2 Ledger Posting

3.4.3 Balancing an Account
3.5 Trial Balance 51
3.6  Objectives of Preparing Trial Balance - 52

3.6.1 The Total Method of Preparing the Trial Balance

3.6.2 The Balance Mcthod of Preparing the Trial Balance

3.6.3 The Limitations of Trial Balance

3.7 The Accounling Cycle 53
3.8 Key Words 55
3.9  Summary 55
3.1¢ Solutions / Answers 55
3.11 Further Readings 58

3.0 INTRODUCTION

The Double Entry System was developed in the 15% century in Italy by Luca Pocioli,
The Double Entry System is the basic framework of present day accounting, Every
transaction has two aspects and according to this system, both the aspects are
recorded. For example, if a business requires something then either it must have been
given by someone or it must have been acquired by giving up something. Cn purchac:
of fummiture, cither the cash baiance will he reduced, or a liability to the supplier will
artse. This has been made clear already, The Double Entry System is so named since it
records both the aspects of a transaction. This system has proved to be systematic, and
has been found of great use for recording the financial affairs for all institutions
requiring the use of money.

3.1 ORIECTIVES

After studying this unit, you should be able to:

. understand what is Double Entry Systern;

° understand how debit and credit ‘are determined for business transactions;

. sce classification of account as Personal and Lmpersonal accounts;

= leam the definitions of journal and ledger; '

° lears the journalizing process;

e become famitiar with the lechnique of ledger posting and how to balance an
accouni, 2nd

o understanding Trial Balance and the techniques to prepare it. Sce what is
accounting cycle.

T



3.2 ACCOUNTING EQUATION

The whole structure of the Double Entry system is based on the Accounting Equation
which explains the equal relationship between total claims and the lotal assels of the
firm. Total claims include the clzims of outsiders and of the proprietors. We can
express the same as:
Assets = Total Claims
Assets = Liabilities + Capital

IT there is any change in the amount of assets, or of the liability, the owner’s claim or
the capital is bound to change correspondingly. It is totaliy based on Double Entry
System principles.

Tke effect of transactions on Accounting Equation

1. Start business with Rs. 2000 as capital

Assels = Liabilities | + | Capital
2600 1= 0 X 2000
2000 = 2000

2. Purchase furniture for Rs. 200 cash

Assels = Liabilities + Capital
Cash + Furniture ,

2700 + 200 = 0 + 2000
2000 ) : = 2000

Note: On the purchase of furniture, the cash is reduced but another asset, furniture, is
increased by the same value.

3. Purchase goods for Rs. 300 on credit

Assels = Liabilities + Capital
Cash + Furniture + Goods

2700 + 200 + 300 = 300 + 2000
2300 ' = '] 2300

4. Paid Rs. 100 for rent

Assets = Liabilities + | Capital
.Cash + Fumiture + Goods ~
2700 + 200 + 300 = 300 + 2000
| - 100 (Rent Paid) -100 (Rent)
2600 + 200 + 300 = 300 + | 2900
3200 = 3200

Note: Rent as an expense will be charged from capital, because all expcnses and
incomes are to be finally '‘owngd’ by the proprietors as well as deducted from the
cash, that a firm has. '

5. Soid goods of Rs.300 on credit for Rs. 400

! Assets = | Liabilities + | Capital
Cash + Fumiture + Goods+ Debtors )
2600 + 300 + (300 —300) + 400 = 1300 + 2900 + 100
o
2600 + 300 + 400 P= 1300 + | 3000
3300 = 13300

" Note: The net imcrease in assets (400-300 = 100) will be added to the capitai as a
profit. o

Basie Accounting Process;
Preparation of Journsl,
Ledger and Trial Balance
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Whatever we have done above is suitable only if the number of transactions is small.
But, if the number is large, a different procedure — putting increases and decreases in
different columns — will be required, and be useful for yielding significant
inzormation.

The procedure for large number is followed for a form, which is called the T form. In
this form, rhe two sides are put together. The lefi-hand side is called the Debit-side
and the right-hand side is called the Credit-side. It is cailed an account. When in an
account a record is made on the debit, or left hand side, one says the one has debited
that account; similarly to record an amount on the right side is to credit it,

Tt yTITIT T

The proper form of an account is as follows:

Dy, Cr.

Date | Particulars | Ref.® | Amount Date | Particulars | Ref.* | Amount

Rs. Rs.

*Ref. indicates the sources where information about the entry is available,

To put the entries in *T* form account, we have to follow some standard rules of debit
and credit:

1. When there is an increase in the amount of assets, its account is debited; and
when there is a decrease in the amount of an asset, its account is credited. For
example, on tihe purchase of furniture, the assets have increased and the furniture
account will h= debited. But if cash is paid for the purchase, the asset has .
decreased and the cash account will be credited.

3. When there is an increase in the amount of liability, its account will be credited;
and when there is a decrease in the amount of liability, its account will be debited.
For example, if we borrow some money from “A™; A’s account will be credited.
But if we pay the money back to “A”, A's account will be debited since the
liability no longer exists. '

T T -

3. When there is an increase in the owner’s capital; the capital account will be
credited, and when there is a decrease in owner’s capital, it will be debited. For
example, if a proprietor introduces additional capiial, the capiial account will be
credited. But, if the owner withdraws some money, the capital account will be
debited.

4. Profit leads 1o an increase in the capilal, and a loss leads lo reduction. Since the
impact of profit or loss can directly be seen on the capital, it is clear that the rule
of capital will be applicable oa profit / oss also. Profits may be directly creditcd,
and losses may be similarly debited. :

These rules can be summaries as below:

Increase in assets are debits; decrease in credits

Increase in liabilities are credils; decrease in debits
Increase in owner’s capital are credits; decrease in debits
Increase in expenses/losses are debits; decrease in credits
Increase in revenue/income are credits; decrease in debits.

el

It shoul2 be noted that an increase in assets is favourable to the firm, but an increase
in expeises is not so, even though, in both cases, the increase will be recorded on the
debit side. Similarly, an increase in liabilities is not favourable, but an increase in
revenue is, even thouph both will be recorded on the credir side.

Thus the terms debit and credit should nol be taken to mean, respectively, favourable
and unfavourable things, they merely describes the two side of an accouat.



The system of recording into debits and credits is based on a very important
accounting concept — the Dual Aspect Concept. As per this concept, every transaciion
is viewed as one that has a dual aspect, that is, one aspect of transaction has an impact
on the debit side, and another on the credit side, For example, if a firm purchases
machinery of Rs.20,000 for cash, this transaction has a dual aspect -~ one that affects
the debirt side of the Machinery Account (assets have increased), and another affects
the credit side of the Cash Account (assets have decreased). The implication of the
dual aspect concept is that the total of all debits are always equal to the total of credits.

<" Check Your Progress 1

-

1) Fill in the blanks with the words debits or credits.

a. Decrease in liability are . ..coooooeciiiiinins
h. Incrense in assels are .........oveeevieiiiiinnn . -
¢. Decreasc INTEVENUe arC.......cvvvrreniennennns

d. Increase in €Xpenses are........ovveerereeeanen

2) What is the Accounting Equation? Also, explain its working.

3.3 CLASSIFICATION OF ACCOUNTS

As per Lhe accounting equation, the broad categories of the account are:
1. Assets: Includes all the resources which the firm has,
2. Liabilities: Amounts that the fimi owes to outsiders.

3. Caljitﬁl: Amounts that the firm owes to the owners and proprietor who have
invested in the firm.

4, Expenses: Amounts that have been spent, or even lost, in carrying ori operations.

S. Incomes: Amounts eamed by the firm.
Accounts may be classified in another manner:

1. Personal Account : Personal accounts relate to personal, debiors, or creditors. -
Example ABC & Co., Ram Account, etc.

o

Impersonai Accounis: Accounts that are noi personal, such as Machinery
account, Cash account, eic. These can be sub-divid.d as follows:

a) Real Account : Accounis which relate to assels of the firm, but not debt.
For =xample, Machinery, Furniture, etc.

Basic Acceonting Process:
Preparation of Journal,
Ledgcr and Trial Balance'
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b) Nominal Account : Accounts, which related to expenses, losses, gains,
revenue eic. like wapes, salary, interest, commission etc. The nei result of
all the nominal accounts is reflected as profit or loss which is transferred to
the capital account. Nominal accounts are, therefore, lemporary.

On the basis of the above, three classifications of accounts, three basic niles about
recording transactions are: o

1.. Pursonal account .
Debit the receiver and credit the giver K

Chl I

2. Real Account .
Debit what comes in and credit whatgoes out

3. Nomipal Account :
Debit all expenses/losses and credit all Incontelgains

Hence, 2 Debit denotes

L. In case of a petson, that s/he has received some benefit against which s'he has
already rendered some service, or will render service in future, When a person
becomes liable to do something in favour of the firm, the fact is recorded by
debiting that person’s account.

2. Incase of gaods or properties, that the stock and value of such goods or properties
has increased; and

3. In case of other accounts like salary or rent, that the firm has enjoyed some
benefit, or hac lost money.
LS

A Credit denotes

1. In the case of a person, that some benefit has been received from him, entitling
him to claim from the firm, a retum or a benefit in the form of cash, or goads, or
services. In other words, when a person becomes entitled to money, or money's
worth, for any reason, the fact is recorded by crediting him/her;

LR e e

-~ 2. In the case of goods or proprieties, that the stock and value of such goods, or

-properties has diminished; and

‘3. - In the case of other accounts Jike commission, tha! the firm has made a gain.

IMustration 1

Ram started business with Rs. 10,000
He purchased furniture for Rs.2,000
Salary paid for Rs.j QU

Recejved interest Rs.50,

BN

Solution as per debit/ credit rules of accounting equation

Explenation Accounls Nature of | How Dr. Cr.
invojved accounts | effected

Rs.10,000 cash | Cash Assets Increased | 10,000

invested in business | Capital Liabilities | Increased | - 10,000

by Ram

Purchased fumiture | Furniture Assets Increased | 2,000

for Rs. 2,000 Cash Asscls Decreased 2,000

Paid Rs.100  for | Salary Expense Increasad | 100

salary Cash Assets Decreased 100

Received interest Cash Assels Increased | 50

Rs.50 Intcrest Incame Increased 50




Selution as per three basic rules of classification of accounts

Explanation Accounts | Classification | How - | Dr. Cr.
involved t of accounts elfected

Rs.10,000 cash Cash Real Comes in 10,000 )

invested in Capital Personal Giver 10,000

business by Ram

Purchased Fumiture Real Comes in 2,000

furniture for Cash Real Goes out 2,000

Rs.2,000

Paid Rs.100 for | Salary Nominal Expenses 100

salary Cash Real Goes out 100

Received interest | Cash Real Comes in 50

Rs.50 Interest Nominal Income/gain 50

3.4 DEFINITIONS OF JOURNAL AND LEDGER

Journal : Transactlions are first entered in this book to show which account should be
debited, and which crediled. Journal is also catled primary book, as it is a book of first
eniry. Transactions are recorded in it in chronological order.

Ledger : Accounts are prepared on the basis of entries made in the journal. The book,
‘that conlains the accounts is called a ‘ledger’. A ledger is also called secondary book,
as Lhe entries in the ledger are made subsequent to the journal.

3.4.1 The Journalising Process

Transactions are either written as tfley occur in the various documents, or papers, are
filed, in the order in which transactions occur {chronological). On the basis of these
records, first, one writes out which accounts are to be credited, and which accounts are
10 be debited. This is done in the Joumal, the format of which is given below: ’

JOURNAL
Date | Particulars L.E. | Dr. Amount | Cr. Amount
(1) 2 3 |@W (5}

A B

Note: The columns have becn numbered for reference only.

1. In the first column, the date of the transaction is entered. The year is written at the
top, then the month and in the natrow part of the column the date is enlered.

2. In the second column, the name of the account to be debited is wrilten first, and it

is written close to the line marked (A). The word “Dr.” is written near the line
marked (B). In the next line the name of the account to be credited is written
preceded by the word “To”. This is writven a few spaces away from the line (A).
There must be an explanation of the eniry and this should be recorded. This is
known as narration. Narration records the facic leading to the entry and facilitates
quick undersianding.

3. In the third column, the number of the page in the ledger on which the account is
written up is entered, C

Baslc Acconnting Process:
Preparation of Joornal, .
Ledger and Trial Balance
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4. In the fourth column, the amounts to be debited to the various accounts concerned

are entered. The amount is written in the extreme right hand side of the column,

5. In the fifih column, the amount to bE crediled to various accounts is entered in the

extreme right hand side of the column,

Before one can journalise transactions, one must think from the basis of the rules,

either from the five accounting equation rule, or from the three basic classification of

accounts rules given above. In accordance with the rules/effects, the accounts to be

debned or credited will be determined. Then, the entry will be made in the journal as

indicaled above.

IHNustration 2

Mohan's transactions for the month of April 05 are given below. Journalise them.

2005 Rs.
April 1' | Mohan started business with cash™ 5000
» 2 | Deposit iz the bank 500
» 3 | Furniture purchased for cash 200
» 5 | Purchased goods for cash’ 400
w 8 | Purchased goods from M/s Ram Narain on credit 1000
» 16 | Goods sold to M/s Rem & Co, for cash 600
» 24 | Goods sold on credil to Ramesh 300
o 287 Received cash from Ramesh 300
» 30 | Paid Rent - 100
n 30 | Paid Salary - 200
In the book of Mohan
JOURNAL ENTRIES
Date Particulars - - L.F. | Dr. Cr.
Amount | Amount
2005 .
Aprl 1 | Cash Account 5000
Dr. 5000
To Capital Account .
(Being the amount invested by Mohan in
the business as capital}
» 2| Bank Account 500
Dr. 500
To Cash Account
(Being the amount paid into bank)
o 3 | Fumniture Account 200
Dr. 200
To Cash Account
(Being furniture purchased for cash)
» 5| Purchases Account 400
Dr. 400
To Cash Account
(Being goods purchascd for cash)
. 8 i Purchases Account 1000
Dr. 1000
To M/s Rarn Narain
(Being goods purchasad for cash)




» 16 | Cash Account . 600
Dr, 600
To Sales Account
(Being goods sold for cash)
, 24 | Pamesh 300 300
[ Dr.
To Sales Account
(Being goods sold to Ramesh on credit)
. 28 | Cash Account 300
Dr. 300
To Ramesh
(Beting cash received from Ramesh)
» 30 [ *Rent Account : 100
Dr, 200
*Salary Account 300
Dr.
To Cash Account
(Being Rent and salary paid)

* When transactions of similar nature take place on the same date, they may be
combined while they are joumalized.

Detailed discussion of the above solution:

Apri} 1: Mohan started business with Rs.5,000
Firm received cash Rs.5,000 — Assels increases — Debited
Firm owes Rs.5,000 to proprietor — Capital increases — Credited.

April 2: Rs.500 is deposited in the bank
Bank balance increased ~ Assets increased — Debited
Cash balance reduced -- Assets decreased — Credited

April 3: Fumiture is purchdsed for cash Rs.200
Fumiture purchased — Assets increased — debited
Cash paid — Assets decreased — Credited

April 5: Purchased goods for cash R5.400
Goods purchased — Asscts increased — debited
Cash paid — Assets decreased —~ Credited

Aprll 8: Purchased goeds 2a credit for Rs. 1,000 from M/s Ram Narain
Goods purchased — Assets increased — debited
Firm owes Rs, 1,000 to M/s. Ram Narain ~ Liability increases — Credited

April 16: Goods sold to M/s. Ram & Co. for cash

Cash received — Assets increased — Debited

Sale to merchandise is revenue item so it is 1o be Credited or
On Sale stock decreases — assets decreases - Credited

April 24: Sold goods to Ramesh on credit for Rs.30C
Ramesh owes - Assels increases -~ Debiied

Sale to merchandise is revenue item so it is to b2 Cre.lited or
Cn Sale stock decreases — assets decreases - Credited

April 28: Received c¢ash from Ramesh Rs.300
Amount of cash increases- Assets incréases — Debited
Ramesh is no !-niger owes o firm — Asse’; decreases - Cradited

Aprit 30: Paid rent and salary
Services enjnyed — Expenses increases — Debited
Cash decreased — Assets decreased - Credjted

Basic Accounting Process:
Preparation of Journal,
Ledper and Trial Balance
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3.4.2 Ledger Posting

7he ledger is the most important book ol accounts. It is the principal book of accounts
and contains all the information regarding business. It is very difficult to prepare a
final account in the absence of the ledger. The ledger provides the necessary
information regarding various accounts. The personal account in the ledger shows
how much money the firm owes to debtors, and how much money creditors owe to the
firm- The real account shows the value of asset and the value of stock. Nominal
accounts reflect the sources of income, and amount spent on various items.

Till now, with the help of journal entries, we are able 1o ascertain how the accounts
are to be debited and credited and also the amounts involved. Through ledger posling
we will leam how to prepare a summarized and classi{ied {orm of all the accounts.

Consider the {ollowing entry

April 8 Fumiture Account Dr. 500
To ABC Fumniiure & Co. 500

From the above journal entry, we will prepare two ledger accounts: the Fumiture
Account, and the ABC Furmiture & Co. -

While posting entrics from journal o ledger, we have {o remember the following:

e Nowhere in a given account, will the name of that account will appear. For
example, if we are in a journal entry, then its ledger account will be credited with
the name of the debited account of journal entry.

Using the above rules, the posting of the given journal entry into the furniture account
is done as follows:

Dr. " FURNITURE ACCOUNT Cr.

Date Pariculars Amount | Date | Particulars Amount
2005
April 8 | To ABC Fumiture & | 500

Co

Since the furniture account is debited m the journal entry, the furniture account is
debited, but by writing the name of ABC Fumniwre & Co. , appearing as credit item in
Journal entry, This ledger posting will be read as — The Fumiture Account is debiled
by ABC Fumiture & Co. just, as ABC Furniture & Co. Account is credited in the
journal eniry, the same will find an entry in its ledger account on credit side but with
the name of Fumniture Account; and it is shown below:

Dz ABC FURNITURE & Co. Cr.
Date | Particulars Amount | Date Particulars Amounl
2005
, April § | By Fumniture 500
! Account o

The above ledger posiing will be read as: The ABC Furniture & Co. is credited by
Furniture account.

LTl B



The transactions, which have been journalized in illustration 2, are posted below. Basic Accounting Process:
Preparation of Journal,

Ledger and Trial Balance

Dr. CASH ACCOUNT Cr.
Date Particulars Amt. | Date Particulars Amt,
2005 2005
April 1 | To Mohan's Capital a/c | 5000 | Aprit 2 | By Bank Account 500
o 16 | To Sales Account 600 o 3 By Fumilure Account | 200
w 28 | To Ramesh Account 300 » 3 | By Purchase Account | 400
» 30 | By Rent Account 100
» 30 | By Salary Account 200
w 30 | By Balance ¢/d 4500
900 5900
May 1 | To Balance b/d 4500
Dr, CAPITAL ACCOUNT Cr.
Date Particulars Amount | Date Parliculars Amount
2005
April I | By Cash Account 5,000
Dr. BANK ACCOUNT Cr.
Dalc- Particulars Amount | Date Particulars Amount
2005 2005
Apnl 2 | To Cash Account | 500
Aprl 30 | By Balance c/d 500
May I 500 500
To Balance b/d 500
Dr, PURCHASE ACCOUNT Cr.
Date Particuiars Amount | Date Particulars Amount
2005
April 5 | To Cash Account [ 400
April 8 | To M/s Ram 1,000
Namin
Dr. SALE: ACCOUNT Cr.
Date | Particulars Amount | Date Particulars Amount
2005
April 16 | By Cash Account 600
Aprl 24 | By Ramesh 300
Dr. FURNITURE ACCOUNT Cr.
Date Particulars Amount | Date Particulars Amount
2005 2005
Aprit 3 | To Cash Account | 200-
Aprit 30 | By Balance ¢fd 200
May 1 200 200 |
To Balance b/d 200 |
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Dr. M/S RAM NARAIN Cr.
* Date Particulars Amount { Date Particulars Amount
2005
April 8 | By Purchase 1,000
April 30 | To Balance c¢/d 1,000 Account
1.000
i,000 May | 1,000
N By Balance b/d
Dr. RAMESH Cr.
Date Particulars Amount | Date Particulars Amount
2005 2005
April 24 | To Sales 300 April 28 | By Cash Account | 300
Account 300 300
Dr. RENT ACCOUNT Cr.
Date | Particulars Amount | Dale Particulars Amount
2005 i
April 30 | To Cash 100
Account
Dr SALARY ACCOUNT Cr.
Date Particulars Amounmt | Date Particulars Amount
2005
April 30 | To Cash 200
Account

3.4.3 Balancing an Account

At the end of the each month, or year, or any particular day it may be necessary to
ascertain the balance in an account. The difference between the tota] of two sides is
said 10 be balancing figure. For instance, if the total of the debit stde is Rs.1,000, and
the total of credit is Rs.850, then the balancing figure is Rs.150 only. As the total of
the debit side is greater than the total of credit side, the balancing figure is called the
debit batance. The debit balance is written on the credit side as “By Balance C/d". C/d
means carried dewn. By doing this, the two side will be balance. Then, this balance is
writicn on the debit side as “To Balazce B/d” (i.e., brought down). This is the opening
balance for £z new period. The similar, but reverse procedure is applied for credit
balance. It should be noted that Nominal Accounts (such as rent, salary, eic.) are not
balanced. The balance at the end of the accounting year are transferred to the profit
and loss accouat. Only Personal and Real Accounts show balances.

" Check Your Progress 2

I} "Differentiaie Between Real, Personal and Nominal Account.

2) Identifv Personai, Real and Nominal Accounts.

TLanoe

Cash Account
Sules Accoun!
Capita] Account
Furchase Account
Discount Account

STUITITET AT T



3) Give the narration of the following journal entries Basic Accouniing Process:
Preparation of Journal,

Ledger and Trial Balance

a. Salary A/c Dr
To Cash Afc
b. Ram A/c Dr
To Cash Afc
To Discount A/c
c. Purchase Afc Dr .
To Anil z
d. Cash Ade Dr s

To Capital Afc
e. Machinery A/ ¢ Dr.
To Cash Afc

4) Record the following transactions in general journal and post them to ledger.

Commenced business with cash of Rs.50,000
Purchased goods for cash Rs.16,000.

Paid rent for the month, Rs.2,000.

Purchased equipments for cash, Rs.6,000.
Paid miscellaneous expenses, Rs.2,600,

Paid creditors, Rs. 11,000,

Received Rs. 4,200 as commission.
Received from cash sales, Rs. 12,000,

PR oeme R OR

5} On Apnli I, 2005, Sanjeev established an enterprise under the name DP Sons.
Transactions completed during the months were.as follows:

a. Started business with cash Rs,60,000.

b. Opened a business bank account with a deposit of Rs.20,000.

¢. Purchased sundry equipment for Rs.22,000, paying cash of Rs.15,000, and :
the balance on account. r
Purchased supplies for the office for cash, Rs.1,500.
Paid creditors on account, Rs.3,000.

Paid office rent for the month, Rs.1,150,

Eamed commission (in cash), Rs.9,000.

Paid miscellanecus expenses, Rs.25.

Withdrew cash Rs.2,700 from bank,

Mmoo

—
b —_

You are required to give cntiies in the general journal, and post them to ledger.

3.5 TRIAL BALANCE

A statement which is prepared to-show he debit balances and credit balances
separately for each account is known as the Trial Balance. 11 is preparcd afler posting
the accounts in the ledger, and the balance of each account has been found. It is
prepared by listing each and every account, and entering their balances into separate
columns of the debit and credit. The totals of the debit and credit columns of a trial
balance must be equal. An equality indicates that the irial balance does not centain an
arithmetical error. This follows from the fact that under the Double Entry System, the
ametnt written on the debit side of various accounts is always equal Lo the amounts
entered on the credit side of other accounts, and vice-versa, Hence, tlie tota of the
debit side must be caunl to the 1l of credit side. Also, the total of the debil side
balances will be equal to the (olal of the «redit side belanees, Once this agreement is
established, there is reasonable confidence that the accounting work is free from
aritlunelical errors, though it is not proof of cent per cent accuracy, because some
other error (such as principle and compensating errors) may still reraain. 5)
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3.6 OBJECTIVES OF PREPARING TRIAL

BALANCE

1. The trial balance enables one to establish whether the posting and other
accounting processes have been carmied out without committing arithmetical
errors,

12

otherwise the work may be cumbersome.

Financial statements are normally prepared on the basis of agreed trial balance,

3. The trial balance serves as a summary of what is contained in the ledger.

4. ‘Trial balance helps in locating errors in book-keeping work.

‘The 12uling of Trial Balance is given below:

TRIAL BALANCE

Asat. ..o

S.No. | Name of Account L.F. | Dr. Ammount Cr. Amount
{Totat /Balance} | (Total /Balance)

3.6.1

The Total Method of Preparing the Trial Balance

In this, the total of each side of the account is enlcrcd respectively in the debit and
credit columns of the Triat Balance, This is known as the Gross Trial Balance.

TRIAL BALANCE
As at April 30, 2004
S.No. | Name of Account L.F. | Dr. Amount Cr. Amount
(Total) (Total)

1, Cash Account 5900
2, Capital Account 1400
3. Bank Account 500 5000
4, Purchase Account 1400
5. Sales Account 200
6. Fumiture Account 200
7. M/s Ram Narzin Account 1000
8. Ramesh Account 300 300
9, Rent Account 100
10. Salary Accounlt 200

!_ 8600 8600

3.6.2 The Balance Method of Preparing the Trial Balance

In this, balances arc entered separétely in the debit and credit columns of the Tnial

Balance. This is known as the Net Trial Balance.




TRIAL BALANCE

As at April 30, 2004

S.No. | Name of Account L.r. | Dr. Amount Cr. Amount
{Balance) (Balance)

l. Cash Account 4500

2. Capital Account 5000

3. Bank Account 500

d. Purchase Account 1400 900

5. Sales Account

6. Furniture Account 200 1000

7. M/s Ram Narain Account,

S Rent Account 100

[0. Salary Account 200
6900 6900

3.6.3 The Limitations of Trial Balance

One should note that the agreement of trial balance is not conclusive proof of
accuracy. In simple words, in spite of the agreement of the triai balance some errors

may remain. These may be of the following types:

N

The transactions has nol been entered at all in the journal.

An incorrect amount has been written in bolh column of the journal.

An incorrect account has been nientioned in the journal.

An entry has nol been complelely posted in the ledger.

Entry is posted twice in the ledger.

3.7

THE ACCOUNTING CYCLE

"The aceounting cycle is the sequence of procedures used to keep track of what has
happened in the business, and to report the {inancial effect of those things: The
following is a depiction of the steps in the accounting cycle, which helps an
organization in maintaining tieir information systemn, and a descriplion of each.

1. Transaction: Basically, » transaction is doing husiness. A financial transaction

which is the kind of transaztion wc arz interested in here, is doing something in a
business that involves the exchange of money.

[0S ]

transaction has oczurred.

Business paper, or computer record: Usually, the accounting departmenl is not
where the transaction takes place. It is necessary that a paper, or computer record
be prepared at the point of sale so that the ace-unling department is aware that a

3. Analyze: When personnel in accounﬁng get a business paper, it is necessary o

determine:

a. What happened?

b. What accourts will change?
¢. How will they change?

d. Do they gei a debit or credit?

4. Journalize: The jourz! that we will be discursing 15 czlled the general journal.
Journals e aiso, called the ‘beok or original eny',

h

Post and Balance: Posting is the act of wansferring the information in the journal

1o the appropriate accounts. Balancing is adding the increase to, and subtracting
the decrease from the previous.balance in an acconnt.

Dasie Accounting Process:
Preparadon of Journal,
Ledger and Trial Balance
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6. Trial balance: Trai balafice is a list ot all the accounts and their balance where
the total of Debit side should be equal to the total of Credit side.

7. sdjustments: Adjusting entries are made at the end of a period to ensure that
revenues are reported when eamed, and expenses reporied when incurred.

8. Adjusted Trial Balance: A trial balance after all adjustments have been
analyzed, journalized, posted, and the affected accounts balanced.

9, Close: Closing an account means to ‘bring the balance to zero™.

10. Prepare Financial Statements: Financial statements used to report the final
position and results from operating a business. They are the balance sheet, the
owner's equity statement, the income scttlement, and the cash flow.

Similar to information technology process (input — process — outpul), the accounting
cycle accepts data input- monetary transactions— which is processed according to
pre~defined accounting principals, and the output is in the form of final accounts,

<"  Check Your Progress 3
1) From tix: following transactions of M/s Divya Sharma & Co., write up the journal
in proper formi, post the ledger, and take out a tral balance.

2004 Rs.
April 1 | Started business with cash 1000

. 2 | Deposit in the bank 50

" 3 | Fumiture purchased rfor cash 20

w 5 | Purchased goods for cash 40

" 7 | O1d fumiture sold for cash 80

,, 8 | Purchased goods from M/s Sanjeev Tomar on credit 100

» 9 { Received cheque of money due to M/s Sanjeev Tomar

+ 12 | Deposited the cheque inio bank

. 15 | Paid taxes in cash 5a

,» 16 | Goads sold to M/s Ram & Co. for cash 560

., 24 | Goods sold on credit 1o Ramesh 210

. 28 | Received cash from Rzmesh 310
., 30 | Bank interest credited 70

.» 30 [ Paid Rent 150

Paid Salary 150

2) What is tnal balance? What are the objectives of preparing it?

1) Point oul the errors disclosed by trial balance:
a) An item omilled from subsidiary records.
b)Y Aaerrorn balancing an account
¢) Corrcel amount posted {o correct account.

d) An crror in carry forward of a total of one page o another page.

4)  Preparc the trial balance for question numbers 4 and 5 (Check Your Progress 2).

ey Sl ik



3.8 KEY WORDS

Accounting Equation explains the equal relationship between total claims, and total
assets of the firm.

Double Entry System: Every transaction has two aspects and according to this
system, both the aspecls are recorded.

Journal: Transactions are first entered in this book te show which account should be
debited, and which one should be credited. The journal is also called a subsidiary
book.

Ledger: Accounts are prepared on the basis of entries made in the journal. The book,
that contains the accounts is called a ‘ledger’. The ledger is also called the principal
book. '

Total Claims = Liabililies + Capital
“T” Form Account:, Two sides are put together, and the left-hand side is called the
“Debit-side”, while the right-hand side is called the ‘Credit-side™,

Trial Balance is a statement which is prepared to show the debit and credit balances
separately.

3.9 SUMMARY

The basic unit accounting procedure is a combination of various subunits. Double
entry accounting system is a scientific system for recording transactions in which each
transaction has its two effects— debit and credit, By this process the total of debit
becomes equal to the total of credit. As per the accounting equation, transactions are:
Journalized on the basis of five elements (assets, liabilities, capital, expenses (loans),
and revenue (profit)). Further, the accounts are classified by real and nominal account,
Trial balance is prepared just to check the arithmelcal accuracy of all the ledger
accounls. It is drawn by taking the balances of all ledger accounts periodically, or at
the end of the accounting period. In the accounting cycle, how transactions and events
are recorded and processed to get final resull is explained,

3.10 SOLUTIONS / ANSWERS

Check Your Progress 1

1) a}Dr. b) Dr. ¢} Dr. d) Dr.

2} Assets = capital + liabilities

3) Every transaction has two aspecis~The first is the debil and the other credit.

Check Your Progress 2

1) Real accounts rclate to assets of the firm where personal accounts relate 1o persons
dealing with the firm. and nominal accounts relatcd to expense, losses, gains and

revenue elg.

2) a) Real b) Real ¢) Personal d) Real e) Nominal

Baslc Accounfing Pracess:
Preparation of Journat,
Ledger and Trial Balance

b
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3) a) Being salary puid L cash

b)
c)

d)

4)

Being payment made to Ram and discount allowed.

Being goods purchased on credit
Being the capital invested in cash

Being machinery purchased for cash.

Date

Particulars

L.F.

Dir.
Amount

Cr.
Amount

Cash Account

Dr.

*  To Capital Account

(Being the amount invested by Mohan in the
business as capital)

Purchase Account
Dr.
To Cash Account
(Being goods purchased for cash)

Rent Accouni
Dr.

To Cash Account
(Being Rent paid for cash)

Equipment Account
Dr.
To Cash Account
(Being equipmemnt purchased for cash)

Miscellancous Expenses Account
Dr.

To Cash
(Being Expenses paid for cash)

Creditors Account
D,
To Cash Account
(Being creditors paid on account)

Cash Account
Dr.

To Commission Account
(Being Commission received)

Cash Account
Dr.
To Sales vecount
(Being cash received from sales)

50,000

16,000

2,000

6,000

2,600

11,000

1,200

12,000

50,000

16,000

2,000

6,000

2,600

11,000

1,200

12,000
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Dr. CASH ACCOUNT Cr.
Date Particulars Amt. Date Particulars Amt.
2005 2005 -
April | | To Capital Account 50000 | Aprt2 By Equipmenl 6000
. 16 | To Commission Account | 1200 W 3 Account 2600
o 28 To Sales Account 12000 w 5 By Misc.exp., 16000
a 30 Account 2000
o 30 By Purchase 11000
W 30 Account 25600
By Rent Accounl
63200 By Creditors 63200
May 1 To Balance b/d 25600 Account
By Balance c/d
Dr, CAPITAL ACCOUNT Cr.
Date Particulars Amount | Date | Particulars Amount
To Balance c¢fd 50,000 By Cash Account 50,000
By Balance b/d 50,000
Dr. MISC, EXPENSES ACCOUNT Cr.
Date Particulars Amount | Date Particulars Amount
2005
To Cash Account | 2600
By Balance ¢/d 2600
2600 2600
To Balance b/d 2600
.Dr. PURCHASE ACCQUNT Cr.
Date Particulars Ampunt | Date Particulars Amount
To Cash Account | 16000 By Balance c¢/d 16000
To Balance b/d | 16000
Dr. SALES ACCOUNT Cr.
Date | Partieulars Amount | Date Pas culars Amount
By Cash Account 12000
To Balance ¢/d 12000
By Balance b/d 12000
br. EQUIPMENT ACCOUNT Cr,
Date Particulars Amount | Date Particulars Amount
Ta Cash Account | 6000
By Balance c/d 6000
6000 6000
To Balance b/d 6000
Dr. COMMISSION ACCOUNT Cr.
Date | Particulars Amount | Date Particulars Amount
By Cash Account
To Balance ¢/d 1200 1200
By Balance b/d 1200

Basic Accounting Process:
Preparation of Journal,
Ledger and Trial Balance
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Accounting System Dr. CREDITORS ACCOUNT Cr.
| Date | Particulars Amount | Date Particulars Amount
To Cash Account | 11000 :
: By Balance c/d 11000
To Balance b/d 11000
Dr. RENT ACCOUNT Cr.
] Dale | Padiculars Amount | Date Particulars Amount
! To Cash Account | 2000
| By Balance ¢/d 2000
. To Balance b/d 20000 )
5} (Similar 10 Question no. 4).
Check Your Progress 3
1) Similar to Question no.4 (Ref. Check Your Progress 2).
2} The tnal Balance is a list of all the accounts and their balance. -
3) a) True b) Truc ¢) False d) True.
4) TRIAL BAL ANCE
As at April 30, 2004
S.No. [ Name of Account LF. | Dr. Amnount Cr. Amount
(Toral) (Total)
1 Cash Account 25600
2. Capital Account : 50000
3. Misc. exp. 2600
4, Purchase Account 16000
5. Sales Account 12000
6. Equipment Account 6000
7. Commission Account 1200
8. Creditors Account 11000
9. Rent account 2000
63200 63200 |

3.11 FURTHER READINGS

Financial 4ccounting, Dr. R K. Sharma and Dr. R_S. Popli, Kitab Mahal, 2005,

Basic Financial Aceounting, J.R. Monga, Girish Ahuja, Mayur Paperbacks, 2001.

ey

e e R



NOTES



NOTES



MCA-5.2

Accountancy and
Financial Management

Uttar Pradesh
Rajarshi Tandon Open University

AT T

Block

3

FINANCIAL MANAGEMENT AND DECISIONS
UNIT 1

Introduction to Financial Management 5

UNIT 2
Time Value of Money 17

UNIT 3
investment Appraisal Methods 36

UNIT 4
Working Capital Decisions 73




BLOCK INTRODUCTION

A -:ml-‘-‘_;‘ - o
This block introduces you to the basic concepts and principles of financial
management, This block consists of four units.

Unit 1 focuses on the scopes and functions of financial management. In this unit we
will discuss the various facets of financial management which includes the obicei:ves
or goals of financial management. The organisation of finance fanction and {ask and
the responsibilities of the finance manager are aiso discussed at the end of the unit.

Unit 2 deals with the concept of timse value of money. It explains the different
methods of calculating present and future value and discusses the use of present value
technigue in financial decisions.

Unit 3 discusses the nature and importance of capital investment decisions.
Investment decisions are based on rigorous analvsis of anticipated cash flows
expected from investment activity. This aualysis is based on the basic principles of
compounding and discounting,

Unit 4 deals with the working capital decisions. In this unit we will discuss the
concept of the operating cycle and the factors including working capital requirsmwuts.
We will also discuss the various methods of estimating working capital requiren:crls.
Here are some suggested readings for further enhancing the knowledge de-nain.

Further Readings:

Atkinson, Banker, Kalpan & Young 2001: Management Accounting, Addison Welsley
Longman (Singapore) Pte. Ltd.

Bodhanvriia Ruzh=h 1. 2004: Understanding and Analyzing Balance Skeers using
Excel Worksheet, Prentice Hall of India (pvt.) Ltd., New Delhi. ’

Char.ch:a rasanna, 1997: Financial Management Theory and Practical (Fourth
Edition), Tala McGraw — [ill Publishing Company Limited, New Delbi.

Damodaran Aswath, 20604 Corporate Finance Theory e:d Practice, John Wiley &
Sons {Asia) Ple. Lid. Singapore.

Fabozzi Frank J. & Peterson Pamela J., 2003: Fizr-acial Management & Analvsiz
(Second Edition), Wilev & Sans Inc; Hoboken, New Jersey.

Cosh T.P., 2004: Financial Accrunting &y Manegers, Taxmann Alled Services (7))
Ltd; Mew Delhi.

Kishore M. Ravi, 2002: Cost & Management Accounting, Taxmann Allied Services
(P.} Ltd; New Delhi.

Pandey IM, 2005: Financial Managemen: (Ninth Ed:tion), Vikas Publishing House
Put. Ttd; New Delhi.

Ramachandran N & Kalkami Rara Kutw 2007 Fingrcta’ Accounting for
Maiagement, Tata * feGraw-Hill Publishizg Corpuny Limited, New Delhi
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UNIT 1 INTRODUCTION TO FINANCIAL
MANAGEMENT

Structure Page Nos.
1.0 Introduction 5
11 Objectives 6
1.2 Evolution of Financial Managenent 6
1.3 Signilicance of Financial Management 6
14 Principles of Financial Management 8

4.1 Investment Decision

1.4.2  Financing Decision

t.4.3  Dividend Deeision

.44  Liquidity Decision
1.5 Objectives of Financial Management 9
1.6 Economic Profit vs. Accounting Profit 11
1.7 Agency Relationship 11

[.7.1  Problems Related with Agency Relationship -~

.72 Costs of the Agency Relationship
1.8 The Changing Financial Landscape 12
1.9 Organisation of Financial Management 15
1.10 Tasks and Responsibilities of Modemn Financial Manager 13
LIl Summary 15
1.12 Sell-Assessment Questions/Exercises 15
.13 Solutions/Answers 15

1.0 INTRODUCTION

Finance is ibe ap,lication of economic principles and concepts to business decision
making and problem solving. The ficld of finance broadly consists of three categories:
Financial Management, Investments and Financial Instilutions.

i) Financial Management: This area is concerned with financial decision making
within'a business entity. Financial managemant decisions, include mzintaining
optirmum cash balance, extending credit, mergers and acquisitions, raising of
funds and the instruments 10 be used for raiting tunds and the instruments to e

used for raising funds etc.

i} Investments: This area of finance frei: . e the behaviour of financial markets
and pricing of [inancial insiruments.
iii)  Financial Institutions: This area ol foance deals with banks and other

financzal institutions thal specialises in bringing supplier of funds together with
the users of funds. Therc are three categories of financial institutions which act
as an intermegiary between savers and vsers of funds, viz., banks,
developmental financial institution and capital pyarkets.

Financial management is broacly concerned with the acquisiion and use of funds by a
busmess firm. The scape of financial management has gro'vn in recent years, but
wadilionalty :1is concerned with the foliowing:

° [ow farge shoula a finn be and how fast should it ran?

. Whar should be the composition of the finn s & seis?

> What should be the mix of the firm’s fincucing?

» How shoutd the finm analyse, plan and contro! its financial affairs?

Tiie past two decades Bove wimessed several ranid changes on the economic and
corporaie fron whieh Leve an impostant bezring on how firms are run and manzped
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Finauclal Management
ond Decisions

On the one hand we have witnessed economies of several countries opening up
thereby throwing new opportunities and on the other hand we have also witnessed that
the growth rate of developed countrics are stagnating or even declining, The impact of
these changes is that the firms have to move out of the saturated markets and explore
new markets.

1.1 OBJECTIVES

Afler going through this unit, you should be able to;
o understand the role and scope of financial management;

C . understand the evolution of financial management;

o understand the various decisions taken by financial managers, and
2 understand Lthe concept of economic and accounting profit.

1.2 EVOLUTION CF FINANCIAL MANAGEMENT

The evolution of Minancial managemen: muy be divided into three broad phases:

i) The (raditional phase
1)  The transitional phase
tii)  The modern phase.

In the traditional phase Lhe focus of financial management was on certain events
which required funds e.g., major expansion, merger, reorganisation etc. The

traditional phase was also characterised by heavy emphasis on legal and procedural
aspects as at that point of time the functioning of companies was regulated by a
plethora of legislation. Ancther striking characteristic of the traditional phase was that,
a {inancial management was designed and practiced from the outsiders point of view
mainly those of investment bankers, lenders, regulatory agencies and other outside
mteresis,

During the transitional phase the nature of financial management was the same but
mere emphasts was faid on problems faced by finance managers in the areas of fund
analysis planning and control, '

‘The modern phase is characierised by the application of econemic theones and the
application of quantilalive methods of analysis. The distinctive reansres of the modern
phase are;

+ Changes in macre economic siluation that has broadened the scope of [irancial
management. The core focus 1s how on the rtional matching of funds to their
uses in the light of the decision criteria,

» The advances in mathematics and statistics have been applied 1o financial
management specially in the areas of financial modeling, demand forccasting and
risk analysis.

1.3 SIGNIFICANCE OF FiNANCIAL
MANAGEMENT

The main eijective of finuncial management is, o make oplimum vulisation of
resources which results in maximum profits. The last five decades have wimessed
rapid industrial development and policics of globalisation and liberalisation as a result
of which [inancial activities have undergone iremendous changes. The success or the
iailure of business operations largely depends upon the financial policies pursued by

YD T
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the fim); as Irwin Friend has said “a firm's success and even survival, its ability and fntreduction ta Financial
willingness to maintain production 4nd to invest in fixed or working capital arc to a Management

very considerable exient determined by its financial policies both past and present. In ‘

modem time where the ownership of {irms is more dispersed, there is a separation of

ownership and management and the firms are focusing toward social responsibility the

role of financiat management has spanned beyond planning and control”, in the words

of Ezra Soloman “Financial management is properly viewed as an integral part of

overall management rather than as a staff specialty concerned with fund raising

operations. In addition to raising funds, financial management is dircctly concemed

with production, marketing and other functions within an enterprise where decisions )
arc made about the acquisition or distributien of assets™. The significance of financial X
management is discussed as follows:

1)  Determination of Business Success: Sound financial management leads to . !
optimum utilization of resources which is the key factor for successful '
enterprises. If we analyse the factors which lead to an enterprise turning sick
one of the main factors would be mismanagement of financial resources.
Financial Management helps in preparation of plans for growth, development,
diversification and expansion and Lheir successful execution.

2)  Optimum Utilisation of Resources: One of the basic objectives of finarcial
management is to measure the input and output in monetary terms. Since B
finarce managers are responsible for the allocation of resources, they are also E
responsibie to ensure that resources arc used in an optimum manner. In fact, the
failure of business enterprise is not due to inadequacy of financial resources, but
is the result of defective managemem of financial resources. In a country like
India, where capital is scarce effective utilisation of financial resources is of L
great significance. '

3)  Focal Point of Decision Making: Financial management is the focal point of
decision-inaking as it provides various tools and techniques for scientific
financial analysis. Some of the techniques of financial management are
comparative financial statement, budgels, ratio analysis, variance analysis, cost- r
volume, profit analysis, etc. These taols help in evaluating the profitability of L
the projest, : :

4)  Measurement of Performance: The performance of the firm is measured by
its financial results. The value of the firm is &ztemiined by the quantum of
carnings and the associated risk with these v.mings, Financial decisions which
increases eamnings and reduccs risk will enhance the value of the firm,

5)  Basis of Planning. Co-ordination and Control: Each and every activity of the
firm requires resource outlzys which are uitimately measured in inonetary ‘
terms. The finance depariment being the noda! depastment s closely associated
with the planning of most of the activiiies of the various departments. Since
mosl of the activities of the finn require co-ordination among various
departments, the finance department facilitaies this co-ordination by supplying e
the requisite informalion. Since the result of various activities are measured in
monetary lerms, again ihe finance department is closely involved in controf and
monitering aclivities.

%)  Advisory Role: The finance manager plays an iraportant roks in (e stecess
ol any organisations.

7 Information Generator for Various Stakzhe!ders: In this modern era where
business managers are irustees of public moc s capecied that e finn
provides imlormation 1o the various stakeholders about (he Tunctioning ol the
firm. Cne of the tajor objectives of financial mznagemeni 15 1o provile tmeiy
information to varous stakeholders



Financiol Management
and Decisions

1.4 PRINCIPLES OF FINANCIAL MANAGEMENT

The broad principles of corporate finance are:

I} Investment Decision
2)  Financing Decision
3}  Dividend Decision
4)  Liquidity Decision

1.4.1 Investment Decision

The firm has scarce resources that must be allocated among competing uses. On the
one hand the tunds may be used to create additional capacity which in turn generates
additional revenue and profits and on the other hand some investmenls results in lower
costs. In financial management the retums, from a proposed investment are compared
1o a minimum acceptable hurdle rate in order o accept or reject a project. The hurdie
rate is il minimum rate of return below which no investment proposal would be
accepled. In financial management we measure (estirnate) the return on a proposed
investment and compare it o minimum acceplable hurdle rate in order to decide
whether or not the project is acceptable. The hurdle rate is a function of riskness of the
project, fiskier the project higher the hurdte rate. There is a broad argumecnt that the
correct hurdle rate is the opportunity cost of capital. The opportunity cost of capital js
the rate of return that an jnvestor could eam by investing in financial asscts of
cquivalent nisk,

1.4.2 Financing Decision

Ancther important area where financial management plays an important role is in
deciding when, where, from and how to acquire funds to meet the irm’s investment
necds. These aspects of financial management have acquired greater importance in
recent times due to the multiple avenues from which funds can be raised Some of the
widety used-instruments for raising finds are ADRs, GDRs, ECBs Equity Bonds and
Debentures eic. The core issue in firancing decision is to maintain the optinlum
capilal structure of the firm that is in other words, to have a right mix of debt and
cquity in the firm’s capital strueture. In case of pure equity firm (Zero debt firms) the
shareholders returns should be equal to the Rrm’s returns. The use of debr affects the
risk and retum of shareholders. In case, cosl of debt is used the firm's rate of return
the sharcholder’s retum is going to increase and vice versa, The change in
shareholders return caused by change in profit due to use of deint s alled the financial
deverage.

1.4.3  Dividend Decision

Dividend decisions is the third majorfinancial decision. The share price of a firm is a
function of the cash flows associated with the share. The share price at a given point
of time is ihe prescnt value of future cash flows associated with the holding of share.
These cash flows are dividends. Tlie finance manager has to decide what proportion of
profits has {o be distributed to the sharcholers, The proportion of profits distributed
as dividends is called the dividend pay cut ratio and the retained proportion of profits
is known as retention ratio, The dividend policy musl be designed in a way, that it
maximses the market value of the frm’s shate, The retention ralio depends upon a
host of factors - the main factor being the existence of investment opportunities. The
mvestors would he indifferent to dividends il the firm is able to cam a rate or relum
which is ligher than the cost of the capital. Dividends are generally paid in cash, buta
firm 1ty also issue bonus shares. Bonus share are shares issued to the existing
sharzholders without any charge. As far as dividend decisions are concerned the
linanee manager has 1o decide on the question of dividend stability, bonus shares,
retention ratio and eash dividend,

e
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1.4.4 Liquidity Decision Introduction 1o Financial
Management

A {inn must he able to fulfill its financial commitments at all points of time. In order
to ensure this the fimt should maintain sufficient armount of liquid assets, Liquidity
decisions are concemned with satisfying both fong and shon-term financial

commitiments, The finance manager shouid iry 1o synchronjse the cash inflows with s

cash outflows. An investment in current assets affect the firm’s profitability and

liquidity. A conflict exists between profitability and liguidity while managing curren.

assets. 1n case, the firm has insufficient current assets it may defaul. on its financial

obligations. On the other hand excess funds result in foregoing of 2lternative

investmenl opporiunities.

@ Check Your Progress 1

1) " List the three broad phases of evoluiion of financial management.

2} List the stgnificance of financial management.

3)  What are {he major principles of financial management?

1.5 OBJECTIVES OF FINANCIAL

MANAGEMENT

For optimal financizl decisions, it is essential to define objectives of financial

management. These objectives serve as decisien-criterion. Financing is 2 funetional

area of business and, therefore, the objectives ef financial management must be in

tune with the overall cbjeclives of the business. The 1rain objectives of business are

survival and growth. In order to survive in the business ard to grow, a business must

earn sufficient profits. It must also maintain good relaticas with investors, employees,

customers and other groups of society. Financial management of an organisation may

seek to achieve the following objeclives:

s ecnsure adequate and regular supply of fands to the business,

e provide a fair rate of retum to the supplicrs of capital,

o ensure efficient utlisation of capital according te the principles of profuability.
iguidity and sately,

> devise a definite systemn {or iniemal investmeni and fnznecing,

¢ minimise cost of capiizl by develuping 2 seund end ¢oonamical combination of
corporate securities,

s co-ordinate the acirties of the finance fepartment with the activities of cther
departments of the orranisation, . ’ 9
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1)

Generally, maximisation of economic weifare of its owners js accepled as the
financial objective of the firm. But, the question is, how does one maximise the
owners’ economic wellare? Financial experts differ while finding a solution to this
problem. There are two well known criteria in this regard:

1) Profit Maximisation
1} Wealth Maximisation.

Profit Maximisatlion

The basic objective of every business enlerprise is the welfare of its owners. Tt can bhe
achieved by the maximisation of profis, Therefore, according {o Wus criterion, the
tinancial decisions (investment, financing and dividend} of a finm should be odented
to the muximisation of profits (i.c. sclect those assels, projects and decisions which are
profitable and reject those which are not profitable), Tn other words, actions that
increese profits are be undertaken and those that deercase profits are to be avoided.
Profit maximisalion as an objective of financial management can be justulicd on the
fotlowing yrounds:

1} Rational

2y Test of Business Performance
3)  Main Source of Inspiration

4) Maximum Social Welfare

5)  Basis of Decision-Making
Drawbacks of Profit Maximisation Concept S e

1) ltis vague
2y  itignores time valuc of money
1) Ivignores risks

4) It ignores social responsibility

From the above description, it can be easily concluded that profit maximisation
crilerion is inappropriate and unsuitable as an operatienal objective of financial
manageinent. In imperfect competition, the profil maximisation criterion will certainly
cncourage concentration of economic power and monopolistic tendencies. That is
why, the objective of wealth maximisation is considered as the appropriate and
feasible objcctive as against the objective of profit maximisation.

We shall discuss this criteria in detail and arrive at a satisfactory conclusion 1o
determine the goals or objectives of financial managemcal.

Wealth Maximisation .

‘i ne objective of profit maximisation, as discu-sed above, is not only vague and
ambiguous, but it also ignores Lhe two basic criteria of financial management i.e. (i)
risk and (ii) time value of money. Therefore, wealth maximisation is taken as the basic
abjeclive of financial management, rather than profit maximisaticn. It is also known
as *Value Maximisation’ or *Net Present Value Maximisation'. According 1o Ezra
Soloman of Stanford University, the ultimate objective of financial management
should be the maximisation of wealth. Prof. Irwin Friend has aiso supporied Lhis
yvigw,

Wealth Maximisation means to maximise the nef present value (or wealth) (NPV)
of a course of action. it NPV is (he difference between the gross preseal value of the
benefits of that action and the amounl of investment required to achicve those
benelits. The gross present value of a course of action is calculated by discounting or
camtulising its Eenefits at a rate wlich reflects their wmings and uncertainty.

i T Tt



Superiority of Wealth Maximisation «iroduction fo Financial
Managenien!

We have discussed the goals or objectives of financial management. Now, the

question arises as to the choice i.¢., which should be the goal of financial management

in decision —making i.e., profit maximisation or wealth maximisation. In present day

changed circumstances, wealth maximisation is a better objective because it has the

following points in its favour;

¢ It measures income in terms of cash flows, and avoids the ambiguity now
associated witl accounting profits as, income from investments is measured on
the basis of cash flows rather than on accounting profits.

o It recognises time value of money by discounting the expected income of different
years at a certain discount rate (cost of capital).

o It analyses risk and uncertainty so that the best course of action can be selected
from different alternatives.

« [t is not in conflict with other motives like maximisation of sales or market value -
of shares. It helps rather in the achievement of all these other cbjectives.

Therefore, maximisation of wealth is the operating objective by which financizl
ducisions should be guided.

1.6 ECONOMIC PROFIT VS. ACCOUNTING
PROFIT ~

Economic profit is the difference between revenues and costs where costs include
both the achual businesses costs (the explicit costs) and the implicit costs. The implicit
costs are {he payments that are necessary to secure the needed resources, the cost of
capital. Accounting profits is the difference between revenues and costs recorded
according o accounting principles. The implicil cost-opportunity cost and normal
profits which reflects the uncertainty and tming of future cash flows are not taken
into consideration in according profits.

Economic Value Added

1) Calculate the fim1's operating profil
ii)  Calculate the cost of capital
iii) Compare operating profil with cost of cnpitul.

A related measure of economic profit is niket vaiue added (MVA], which focuses ou
‘the market value of capital as compared 1o lie o . oi capilal.

. Calculate the market value of capitai
] Calculate the amount of capital invested.
. Compare the market valuc of capite! with capital invested.

In theory market value added is the present value of all expected fuiure economic
profits.

In a nutshel! financial decisions are concerned, with the finm’s decision to acquire and
dispose ofl zsscis-and commiiment of finds an a contin:.cus basis. Financial decisions
aftact the size, growth, profitability, risk and ultimately, the Value of the firm.

1.7 AGENCY RELATIONSH:Y

When fimns are smal! they usually fuiction as sole proprictorship firms or partne.. hir

firms where owner/partrers make the decisions, A the volume and compleaiy of .

b S R
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and Decistons

business increases the sole proprietorship partnership firms converi themselves nto’
public limited companices or joint stock companies. With increased geographical
spread and other complexities often it is not possible for owners to look after all the
aspects of the business, The decision making power is delegated 1o the managers
{agents). An agent is a person who acts for, and exerts power on behalf of another
person or group of persons. The person {or group of persons) whom the agent
represents is referred to as the principal. The relationship between the agent and the
principzl is an agency rclaticaship. There is an agency relationship belween the
managers and shareholders «f a company.

1.7.1  Problems Related with Agency Relationship

In an ageney relationship the agent is charged wilh the responsibility of acting for the
principal and in the best interest of the principal. But, it is possible that the agent may
act in 2 fashion which serves his/her own scif-interest rather than that of the principal.
In recent vears we have witnessed numerous corporate frauds i.¢. Enron, Xerox, eic.,
where (e agents had misapproprizted the authority vested in them by :he principal.
The probiems associated with agency reiationship can manifest itse!f in many ways,
The most common being the misuse: of power and authority by the managers, which
includes financial misappropriation, using the funds of the company for the personal
self (fringe benefits) ete. In case the reward and compensations are based on certain
paramefers, for example salcs; managers may indulge in practices which would vield
result in the shiort run but prove detrimental in the leng run, i.e., overstocking the
various intermediaries in the supply chain, offering huge discounts, dumping of eoods
in the temritory of another manager etc. Another facet of this problem is, where
managers put a little effort towards expanding and exploring the market for new
business. In a nutshell the problems with agency relationship is that the man=gers act
in a fashion which serves their own interest rather than that of the sharchold.rs. )

(S

72 Costs of the Agency Relationship

In crder to minimise the potential for conflict between the principal’s interest and the
ageat’s interest certain costs are to be incurred by the principal as well as the agent
and the cumulative effect of these costs is referred to as the agency costs. Agency
costs are of three types: monitoring costs, bonding costs and residual cost.

Monitoring Costs

These are the costs incurred by the principal to monitor and limit the actions of the
agent. In companies the sharcholders may require the managers to periodically report
on their activities via audited financial statements. The cost of cesources spent on
preparing these statements is monitoring cost. Another example is the imnlicit cost
incurred wien the principal iimits the decision making power of the agent; by doing
s0, the prinicipal may miss profitable investment opportunities. The foregone profit is
Lic monitosing cost.

Bonding Costs

These are the costs incurred by the agents to assure the principal that they will act in
the best interest of the principal.

Residual Cos!s

Residual costs is the remainin costs after taking into consideralion of the above costs
(i.¢., monitoring custs, banding costs).

2.3 THY CHANGING FINANCIAL LANDSCAPE

The past {wo decades have boen witnessing radical changes in the financial system
world over. The significant changes which has been taking place over the years are;

BT i




a}  Low inlerest rate regime . o Intr oduction to Flnancial

b)  Exchange control and convemblhty ' T e Mansgement
¢)  Development of capital markets . -
d}  Less intermediation <,
e} Introduction of hybrd financial 1nstrumcnls ’ o v
f) Increase in risk exposure - T
g} Volatility in commodity prices =
h)  Substantial lowering of custom duty (Removal oftrade barriers).
These changes coupled with changing customer necds, technology driven innovations
and regulatory changes are imposing substanlial changes in the financial sysiems
world over.
-

The impacts of these changes are as follows:
1) Increased competilions have resulled in the rationalisation of pricing and costs.

Companies having high cost structure are being forced to rationalise operations.
2)  National financial system is now more closely integrated with intemational

financial syslem.
1.9 ORGANISATION OF FINANCIAL e

MANAGEMENT o
Organisation of financial management means the division and the classification of
sarious functions which are to be performed by the finance department.
In small organisations where partners or propricicrs have main say in the running of .
the finm, no separate finance department is cstablished. At the most they may appoint i .
a person for book keeping and Yasioning with banks and debtors. v -
In medium siz= organisations a separate department to organise all financial activities
may be created at the top level under the direct supervision of the Board of Directors
or a very senior exccutive. The important feature of this type of set up is that there-is
no further sub division based on various functional arcas of finance.
In Jarge size organisations the finance department is furtber sub divided into i
funetional areas. In these organisations two main sub-divisions are that of the
Financial Controller 2nd the Treasurer. The Financia: {“ontroller is concerned with .
planning and controlling, preparation of annual reparis capital and working capitai
hudgeting, cost and inventory management mainienance of books and records and
pay-roll preparation, The freasurer is conesmed with rrising of funds both short term
and long term, In addition to this e treasnrer is 1csponsible for cash and receivable o
management, auditing of accounts, protection and saf: keeping of securities and the - T
maintenance of relations with banks and institutions. . : -
1.10 TASKS AND RESPONSIBILITIES OF —.
MODERN FINANCIAL MANAGER '

The task and responsibilitics of finance mznagers vary from organisation to
nrganisation depending upon e natire and size of the business, but inspite of these
variations the moirn tasks and responsibilitics of T..nce man. er can be classified as '
follows:
2) Coempliance with policy =nd procedures leid by the Bond of Dircetors. -
b) Compliancg with various rules and procedures 2¢ laid by Jaw. LA
¢} Intem:auon generat-on for vanous stzkeholdsrs. L ETICSE rEL T
dy Tffective and effici-~t ptiic-tion of funds e ;'?.::' “‘_’ R e 1:




Finrancial Management The main tasks and responsibilities of a financial manager are discussed below:
and Decisions

1}  Financial Planning and Forecasting: Financial manager is also concerned
with planning and forecasting of production, sales and level of inventory.
In addition to this, he has also to plan and forecast lhe requirement of’ funds and
the sources from which the funds are to be raised.

2)  Financial Managemcnt: Fund management is the primary responsibility of the
finance manager. Fund managetnent includes effective and eflicient acquisition,
allocation and utilisation of funds. The fund management includes the
following:

s Acquisition af funds: The (inance manager has (o ensure (hat adequate
funds are available from the right sources at the night cost at the nght time.
The finance manager will have to decide the mode of raisinz fiind. whether
it 1s 1o be through the issue of securities or lending [roin the bank.

« Allncation of funds: Once funds are acquired Lhe {unds have w be allocated
t0 various projects and services as per the piinrity fixed by the Beard of
Directors. i

»  Utilisation of funds: The objective of business finnnce 15 to «+am profiles,
which on a very large extent depend upon how ef*vedvely and efficienily
allocated {unds are utilised. Proper utilisation of timds » hased .0 <ound
investment decisions, proper control and assel manag~ment poheics zad
efficient management of working capital.

e e

- 3})  Disposal of Profits: Finance manager has to decide the quantum of <:s ulend
e T which the company wanls to declare. The amount of dividend will depend upon ©
kS mainly the future requirement of funds for expansion and the prevailing tax
- policr,

4} Maximisation of Shareholder’s Wealth: The objective of any business is to
maximise and create wealth for the investors, which is measured by the price of
the share of the company. The price of the share of any company is a function of
its present and expected future eamings. The [inance managers should pursue
policics vwh.ch maximises camings.

SmTerTTITTT T S —m o -

5)  Interpretation and Reporting: Interpretation of {inancial data requires skills.
The iT:ance manager should analyse financial data and find out the reasons for
variance from standards and report the same to the manageinent. He should also
assess the likely financial impact of these varianees.

6)  Legal Obligations: All the companies are governed by specific laws of the
land. These laws relate to payment of 1axes, salartes, pension, corporate
govemance, preparation of zccouals ete. The finance manager should ensure
thal a true and comect picture of the siate of affairs should be reflected in the
statement of accounts. He should also ensure that the tax retumns and various
other inlonmation should be submitied on tinse.

Check Your Progress 2
1Y Whatore the sigmilicuL changes takivg place in the Gnancial system?
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2)  Last the main iasks and responsibilities of a Financial Manager. Introduction to Financla)

1.11 SUMMARY

Fnancial Management has undergone several changes over the last five decades as

more and more companics are raising funds from markets both domestic and overseas. .
The modem phase of financial management is characterised by the application of

ecenomic theories and advanced mathematical and statistical tools. Financial

management's significance is increasing day by day as it play the role of facilitator

among various depariments. The objective of the firm has also changed from profut

maximisation to that of wealth maximisation. The agency problem is concerned with --

how managers behave when, delegated with decision making powers.

1.12 SELF-ASSESSMENT QUESTIONS/EXERCISES

1y  “Finance is the life blood of industry.” Elucidale this statement witk suitable
illustrations,

2)  Whatis the finance function? Explain in brief the different approaches (or
concepls) to Finance Function.

3)  Whalis Financial Management? How does a modern financia! management
differ from traditional financial management?

4)  What 5 meant by ‘Financial Management’? What are the salient features of
Finaneciat Management?

3y Define Financial Managemeni and discuss its main functions.

6 Lxplam Lhe scope of financial management 7.7 iode should the financial
manager play in modem enterprise?

. What do you understand by ‘Financiai Maonagemsent'? Discuss its significance
in business management.

8y  “The imporiance of financial managerment has increased in modern times™.
Elucidate, e

9 “Sound Financial Management is a key to the progress for corporation.™
Explain.

100 “Withour adequate finance ne business can survive and without efficient
financial managemcnt. no business can prosper and grow.” Ceornment on this
statemeit bringing out the role of [inancial management.

i1 Discuss the objectses and poals o: Financial Management.

(.13 SOLUTIONS/ANSWERS

Uheck Your Progress *

P e tbree brond »haesy -fevolution of financial minnagement are as {ollows:

Management

i
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Le

a) The iraditional phase
b) The transitional phase
¢) The medern phase

Z)  The significance of financial management are:

a) Determination of business success

b)' Optimum utilisation of resources

c) Fecal point of decision making

d) Mcasurement of perforniance

e) Basis of planning coordination and conirol

f) Advisory role

£) Informution generator for various stakeholders

2} . The broad principles of corporate finance are:

a) Investrnent Decision
b} Fipancing Decision
¢) Dividend Decision
d) Liquidity Decision

Check Your Progress 2

1) The following are the significant changes taking place in the financial syster::

a} Low interest rate regime
b) Exchange control and convertibility
¢} Development of capital markets
d) Less intermediation
e} Introduction of hybrid financial instruments
. i Increase in risk exposure
. 8) Voiatility in commedity prices
h} Substantial lowering of custom duty

2)  The man asks and responsibilitics of a financial manuger are

a) Financial planning and forecasting
b} Financial management
.- ¢) Dispasal of profits
d) Maximisation of shareholder’s wealth
¢) Interpretation and reporting
f) Legal obligations

ke el Rk T
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UNIT 2 TIME VALUE OF MONEY
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2.6 Solutions/Answers 35

2.0 INTRODUCTION

B

The notion that money has time value is one of the most basic concepts of investment
analysis. For any produclive asset it’s value wil! depend upon the future cash flows
associated with that particular asset. In order to assess the adequacy of cash flows
one of the important paraineters is Lo assess the time value of the cash flows viz., i
Rs.100 received after one year would not be Lhe same as Rs.100 received after two
years. There are several reasons to account for this difference based on the timing of
the cash flows, some of which are as follows:

» there is a gencial preference for current consumption to future consumption,
» capital (savings) can be employed to generate positive returns, i
e due o inflation purchasing power of money decreases over time, '

o future cash flows are uncertain.

Translating the current value of money into its equivalent future value is rererred to
as compounding. Translating a [uture cash flow or value into its equivalent value in c
prior period is referred to as discounting. Thes Unit deals with basic mathematical
technigues used in compounding and discownting.

e

2.1 OBJECTIVES

After going through this unit, you should be able to:

e understand the time value of money;

¢ understand what gives money its time value;

¢ understand the methods of calevlating present and future value, and
» undersiand the use ol present vaiue techeicsw in financial decisions.

P T

2.2 DETERMINING THE FUTURE VALUE

i 2L us suppose that you deposit Rs.1000 swish a bank which pays 10 per cent intersst
compounded anr.ually 231 2 perind of 3 years. The deposit will grow as followe: 17
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First Year . Rs.
Principal at the beginning. Interest | 1000
for the year (1000x.10) Total 100
amount 1100 :
Second Year Principal at the beginning. Interest | 1100 :
for the year (1100x.10). Tolal 110 '
Arnount 1210 i
Third Year | Principal at the beginning, Interest | 1210 2
for the year (1210x.10} 121 |
Total Amount 1321 !
To get the furure value from present value for a one year period
FV =PV + (PVxK)
where PV = Present Value .
k = Interest rate !
FV = PV(l+k) r
Similarly for a two year period 5
Fv = PV + (PV«k) + {(PVxk) +  (PVxkxk)
Principal amount | First period inerest | Sccond period Second perniods I
on principal interest on the interest on the first :
principal periods intcrest i
FV = PV4+PVk+PVK+PVK
= PV+2PVk+PVI®
=PV (I+2k+K) =PV (1+K)* -
Thus, the future value of amount aficr n periods is (2.1)

FV =PV (1+k)"
where FV = Future value n years hence
PV = Cash today (present valuc)
k = Interest rate par year in percentage
n = number of years for which compoeunding is done

Equation (2.1) is the basic equation for compounding analysis. The factor (1+k)" is
refered io as the compounding factor or the future value interest factor (FVIFk,n).
Published tables are available showing the value of (1+k)" for various combinations
of kand n. One such (able is given in appendix A of this unit.

Exnmple 2.1 Find out the future value of Rs.1000 compounded annually for 10 years
at an interest rate of 10%.

Solution: The future valuc 10 years hence would be

FV =PV {14k)°
FV = 1,600 (1+.10)'°
= 1000 (1.10)"°
= 1000 {2.5937)
=2593.7

Thie appreciation in present value of an amount can also be expressed in terms of
reiurn. A return is the income on investment over each period divided by the amount



of investment at the beginning of the period. From the above example the arithmetic

average returm would be (2593.7 —1000)/1000=159.37% over the ten year period or

15.937% per year. The main drawback of using arithmetic average is that it ipnores

the process of compounding. To overcome this, the correct method is to use
peometric average return to calculate overage annual return.

Rearranging the equation 2.1 we get

FV .
k= 1/—H
sy ! (2.2)

using the values from example 2.1
I ELIER
1,000
_(2593.7Y"
10060
=1.10-1
=10 =10%

2.2.1 Shorter Compounding Period

8o [ar in cur discussior we have assumed that the compounding is done annually,
now let us consider the case where.compounding is done more frequentiy. Ir. ¢his
case the cquation (2.1} 18 inodified to factor in the change of frequency of
compounding,

FVy = PV ([ )™
m
(2.3)
where TV, = Fusurc valve after n years
PY = Vresent Value
K = pueninal annual rate of interest
m = jrequency of compounding done during & year
n = number of years for which compounding is done.

if the interest is payable semiannuaily frequency of compounding is 2, if it is payable

monthly frequency is 12, if il is payable weekly frequency is 52 and so on.

Example 2.2 Calculate the future valuz of Rs. 5302 2t the end of 6 years, if nominal

interest rate s 12 per cent and the interest is payable quarterly (frequency = 4)
Solution:

FV

PV (14K e
T}

a
FV, = 5000(1+::L—‘) i

= 50000 1 .03
= 3000%2.0228
= 10164

The futures value of R5.5000 alter 6 vears on the basis of quarterly coinpounding
would be Rs 10 164 whereas in case of semi-aenual and annual compounding the
future value would be.

Time Yalue of Money
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12, 600

FVg= 50000+=)

5000(1 +06)"
5000x2.0122
10,061

11

t

FV = 5000 (1+.12)6 -

= 5000 (1.9738 )
= 9868

This difference in future value is due to the fact that interest on interest has been
calculated,

2.2.2 Eifective vs. Nominal Rates

In the above example we have seen how the future value changes with the change in
frequency of compounding. In order to understand the relationship between effective
and nominal rate let us calculate the future value of Rs.1000 at the interest rate of 12
per cent when the compounding is done annually, semiannually, quarterly and
monthly,

FV = 1000 (1+.12)
= 1120
i FV = woom%)’
= 1090 (1.06)*
= 1000(1.1236)
='1123.6
v = 1000(14-%13)*
1000 = (1.03)"
1000 = (1.£255)
= 11255
FV = 1000 (1+22y2
12

1000 (1.00)"
1000(1.1268)
= 11268

From the above calculations we can see that Rs. 1000 grows 1o Rs. 1120, Rs.1123.6,
Rs.1125.5 and Rs.1126.8 although the rate of interest and time period are the same.
In the above case 12.36, 12.55 and 12.68 are known as effective rate of interest, The
relaiionship between the effective and nominal rate of interest is given by

r=( + —23" _] (2.4

where r = effective rate of interest
k = nominal rate of interest
m = frequency of compounding per vear

Al ke B i



Based on the above stated example the effective interest rate is calculated as foltows:

a)  Effective interest rate for monthly compounding

A2 0
= (1325121
r={( 12)
= (1.0 -1
1.1268-1

1268=12.68

b}  Effeclive interest rate for quarterly compounding

12,4
=1+ -1
r={ 4)

r=(1.03)% -1
r=1.1255-1=.1255
= 12.55%

¢}  Similarly the effective interest rate for semi-annual compounding 1s

r={1+—)"-1
{ 2)

r=(1.06)* -1
=1,1236-1=.1236=12.36

Doubling Peried

One of the first and the most common questions regarding an invesiment altemative is
the time period required to double the investment. One cbvious way is fo refer to the
table of compound factor from which this period can be calculated. For example the
doubling period at 3%, 4%, 5%, 6%, 7%, 8%, 9%, 10%, 12% would be
approximalely 23 years, 18 years, 14 years, 12 years, 10 years, 9 years, 8 years,

7 years, and 6 years respectively,

If one is net inclined to use future value inlerest factor tables there is an alternative,

town as rule of 72. According to this rulé of thumb the doubling period is obtained
by dividing 72 by the interest rate. For cxample, at the interest rate of 8% the
approximate time for doubling an amount wowrd be 72/8 = 9 years.

A much more accurate rule of thumb is rule of 69. As per this rule the doubling
period is equal to

69

A5 4 —
Interest rate

Using this rule the doubling period for nn amount fetciing 10 percent and 15 percent
interest would be as follows,

p
5= L 354 6.9="7.25vcars

10

354 ?_?;35 + 3.6=4.95years
3

Time Value of Money

e



Financial Management
aisd Decislony

LR

2.2.3 Continnous Compounding

The extreme frequency of compounding is continuous compounding where the
interest is compounded instantaneovsly. The factor for continuous compounding for
one year is eAPR where e is 2.71828 the base of the natural logarithm. The future
value of an arhount that is compounded for n years is

FV =PV x

Where k is annual percentage rate and "' is the compound factor.

Example 2.3: Find the future value of Rs.1000 compounded continuously for 5 year
at the interest rate of 12% per year and contrast it with annual compounding.

Solution: FV; =PVeAPR)
=1000x 2.71828
=1000x2.71828%"
=1000x182212
=182212

FV; =PV(l+k)’

=1000(1 +.12)°
=1000(1.7623)
=1762.3

From this example you can very well see the effects of extreme frequency of
compounding. :

So fir in our discussion we have assunted that the interest rate is going to remain the
same over the life of the investinent, but now a days we are witnessing an increased
volatility in interest rates as a result of which the financral instruments are designed in
a way that interest rates are benchmarked to a particular variable and with the change
in that variable the interest rates also change accordingly.

In such cases the Future Value is calcuiated through this equation.

FV,=PV(I+k)(1+k)(I+k)+... (1+k;) {2.5)

Where k, is the interesi rate for period n.

Example 2.4: Consider a Rs.50, 000 investment in a one year fixed deposit and
rolled over annually for the next two years. The interest rate for the first year is 5%
annually and the expected interest rate for the next two years are 6% and 6.5%
respectively calculate the future value of the investment after 3 years and the average
annual interest rate.

Soluflon:

FV = PV 1+ k(1 + Kk, H1+k;)
= 500001 +.08)1+.003(1 4 .063)

= 56,267.23

I

Average anneil terest rate

15_-— 06 +.0063

3
=.58322 (wrong)

P —EmAT———-



By now we know the values of FV, PV, and n. The average annual interest rate would
be

f
k= nf——

PV

K =s 5_55’3_%3 =}1.185345=5.8315%

This is also equivalent to
k = }(14.05)(1+.06)(1 +.065) -1
=58315

@ Check Your Progress 1

E) Calculate the compound value of Rs. 1000, interest rate being 12% per
annum, if compounded annually, sen:i annually, quarterly and monthly for
2 years.

2) Calculate the future value of Rs. 1000 deposuc:! initial.;, . 1 the interest is
12% compounded annually for the nexu [ive years.

3 Mr. X bought a share 15 years ago for Rs. 10, the present value of which is
Rs, 27.60. Compute the compound growth rate in the price of the share.

............................................................................................

2.3 ANNUITY

An annuity is defined as stream of upiform period cash flows. The payment of
life'snsurance premium by the policyholder to the insurance company is an example
ol an annuity. Similarly, deposits in a recurring bank account is aldd an annuity.

Depending on the timing of the cash flows annuities are classified as:

2} Repular Annuity or Deferred Annuity

[*) Annuity Due.

The reguiar annuity or the deferred nanuity are those annuitics in which the cash {low
aceur a2t the end of each period. In case of an aunucity dec the cash flow oceurs at the
heoinmng of the period,

Faxample 2.5: Suppose Mr, Rom deposits Re. 10,000 aansally in a bank for 5 years, at
10 per cent compound interzst rate, Calculate the value of this series of depaesits at the
end of five years assunung that (i) each depozit oecurs at the end of fhe vear (i1) each
deposii occurs at the beginning of the vear.

I R Rt
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Solution: The future vaiue of regular annuity will be
Rs. 1000 (1.10)* + 1000 (1.10)° +1000 {1.10)*+1000 (1.10) +1000
=6105.

The future value of an annuity due wili be
Rs. 1000 (1.10)* + 1000 (1.10)* +1000 (1.10)*+1000 (1.10)* +1000 (1.10)
=Rs 1000 (1.611) + 1000 (1.4641) + 1000 (1.331) + 1000 (1.21)}+1000 (1.10)

TITTTLTT

= . 6716.

In the above exampie you have seen the difference in future value of a regular annuity
and annuity due. This difference in value is due to the timing of cash flow. In ¢case of
regu.ar annuity the last cash flow does not eam any inlerest, whereas in the case of
annuiiy Jue, tlie cash flows earns an interest for one period.

Formula

in general tenms the {oture value of 20 =nnuity (regular annuity) is given by the
followiny formula;

I s S

FVA n=AG+K" heag+0" 2+ +A (2.6)
1+ k)t

n f
=A X !
1=1 .

k !

Future value of an annuity due

L eererEm e - omemgeeomes

FVA (dug) AU+ + AQ+K)" T 4. +A+K)
FVA:](C]LI&) =At§l(l + k)l‘l—t+l 7
= A[—(Hk]zn _1](l+k)

Where FV A, = Future value of an annuity which bas a duration of n periods
A = Constant periodic cash [low
k = Interest rate per pericd

n = duration of the annuity

The term [%] is referred (o as the future value interest {actor for an annuity

(FVIFAy,;). The value of this factor for several combinations of k and n are given in
Lhe appendix at the end ot this unit.

Fresent Yalue of an Uneven Series

i real life casli lows occurring over a period of tme are oflen uneven. For example,
ilic dividends declared by the companies will vary from year to year, sinularly

payment of interest on loans will vary if the interest is charged on a floating rate

busis. The present value of a cash flow stream is calculated with the help of the |
folluwing formula:



A A A n A Time Value of Moncy
PVp = ——+——2— L= ! (2.8)
(1+K) (1+k) (+k" @ (J+ k)

Where T ol
PV, = present value of a cash flow sream

A, = cash flow occurring at the end of the year

k =discount rate

ST

n = duratton of the cash flow stream

Shorter Discounting Periods

Sometimes cash flows may have to be discounted more frequently than once a ycar-
semi-annuaily, quarterly, monthly or daily. The result of this is two fold (1) the
number of periods increases (ii) the discount rate applicable per period decreases.
The formula for calculating the present va‘ue in case of shorter discounting period is

nin
PV =V, [——1-—} (2.9)
l+k/im ;

Where m = number of times per year discounting is done. !

Example 2.6: Calculate the present value of Rs. 10,000 to be received at the end of
4 years. The discount rate is 10 percent and discounting is done quarterly.

Solution:
PV =1V, x PVIF k/m, mxa
= 10,000 x PVIF 3%, 16
= 10,000 x 0.623
= Rs, 6230 ©

Determining the Present Value L

In the previous seciions we have discussed the computation of the future value, now
let us work the process in reverse. Let us suppese you have won a ictiery tickel worth
Rs. 1000 and this Rs. 1000 is payable afler three y2ors. You musl be interested in
knowing (he present value of Rs. 1000, IFthe isterest rate is 10 per cent, tie present
value can be calculated by discounting Rs, 1000 t-~ the present point of time as

follows,
¢ 5

£
Value three years hence == Rs, 1000 ‘l - ‘

ey
. .

1 N
Value one years hence = Rs. 1000 (
1. 10 ) L1110
1 l 1
Value now (Present Value} = Rs. 1060
1.10/ \1.10 \1.10

Formula )
Compounding transfates a value at one point in lime iato « value at some future point
153 time. The opposile process translates Tuane aluc into present value. Discounting
wansiates a value back intime. From the basie vrivation euualion

V=PV (1)

Dividing both the sides by (1+k)" we get

PV FV[( k}{ : (2.16)

rJ
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The factor [(l I k)_i 15 called the discounting factor or the present value interest
+

lactor [PVIF,,]

Example 2.7: Calculate the present value of Rs. 1000 receivable 6 years hence if the
discount rate is 10 per cent.

Solution: The present value is calculated as follows:

th = FV,, x PVIFu
= 1,000 x ( 0.5645)
=564.5

Example 2.8: Suppose you are receiving an amount of Rs.5000 twice in a year ror
next five years once at the beginning of the year and the other amount of Rs. 5000 at
the end of the year, which you deposit in the bank which pays an interest of"

12 percent. Calculate the value of the deposit at the end of the fifth year.

Solutior: I this problem we have 1o calculate the fusure value of two annustics oi
Rs.5000 having duration of five years. The first annum.y is an annuity due and the
second annuity is regular annuity, therefore the value of the deposit at the end of five
year would be i

FVA, +FVA, .., ¥

=A[(l+k}" —IJH\[(Hk)“ —IJ(H_k)
k k

=A(FVIFA, o)+ A(FVIFA 5 ) (I + k)
=5000(6.353)+5000(6.353)(1.12)

=31,765+ 55,577 :
=67336

‘Thie vaiue of deposit at the end of the fifth year is Rs. 67.34_2.».1-“‘#;“ T

Sinking Fund Factor

Suppase you arc interested in knowing :ow much should be saved regularly over a
period of time o that at the end of the period you have a specified amount, To answe:
this question let us manipuiate the equation

-

FVA_ ;A[&Lk_):_i
{ k

- . “which shows the relationship between FYVA, A,k and

B FVA
. k "

A=l —— 2.11
[(1+k)"—1] 1D

Equation 2.11 help< in answering this question. The periodic deposit is simply A and
is odtaired by dividing FVAIL hy FYIFA, . Tneq2.11 -—I—(-—_[is the inverse of

) . ' (I+k) -1
FVIFA,, and is zallzd the sinking fund facto:.

hxample 2.9:  Iow much should you save anntally so as 10 accurnulate
Bs. 20,00,000 by the end of 10 years, 1{ tiie saving earns an interest of |2 per cent™



Solution:

AzFVAn[—-k—]
(1+k)° -1

~Rs 20,000 x——t
FVIFA 3510

— Rs.20,00000x
17.548 T

=1,11,400

Present value of an annuity

Let us suppose you expect to receive Rs.2000 annually for the next three years. This
receipt of Rs.2000 is equally divided. One part viz., Rs.1000 is received at the
beginmung of the year and the remaining Rs. 1000 15 received at the end of the year.
We are interested in knowing the present value when (he discount rate i510 per ceaf.
The cash flows stated above are of two types which are similar 1o regular annuity and
annuity due. The present vatue of this cash flow is found out as follows:

a) Present value of Rs.1000 received at the <nd of each year for three ycars {Remslar
annuity}.
R-. 1000(L)+Rs.1t'.)oo(L)z +Rs,1000[-l—)3
- L0 I.t0 .10
y000x 09091 +1000x 08264 +1080% 0.7513

Rs 2470

b) Preszni value of Rs.1000 recerved at the beginning of each year for Lthree year
{annuity riue)

: 1 1.
2aifn .s1000{——) - Rs.1000(—)"
i ‘110 0
21000 » 1005 0.9091~ 1000x 08264

—Rs.273

The present value of this annenty is Rs. 2479+Rs 2735 = Rs 5214,

Formula

I; general terms the present value df a regular annuity may be expressed as follows:

A A A
0= . -+ —
(l+k) (-k)+ TR,
:AI L _5____1_.._ FR— i._._
ik (I L
kY o
- —\] k(l+k)y !

[n case of annuny due

Time Yelue of Money
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(1+k)' -1

T J(Hk) (2.12)

PV =A[

-here PVA, = Present value of an annuity which has a duration of n periods
A = Constant pertodic flows

k = discount rate

Capital Recovery Factor

Equation 2.12 shows the relationship between PVA,, A, K and n. Manipulating it a
bit:

We get
azpya [ K0HR" -
(1+k)" -1
[(llcill:-):() 1;‘ in equation 2.13 is inverse of PVIFAy, and is called the capial

recovery factor.

Example 2.10: Suppose you receive a cash bonus of Rs.1,00,000 which you deposit
in a bank which pays 10 percent annual interest. How much can you withdraw
annually for a period of 10 years.

| fromeq.2.13

1
PVIFA, 10
A= 1,00,000

6.145
A=16,273

-A=PVA.:¢

Present value of perpetuity:

A perpetuity is an annuity of an infinite duration

PVA,_ =A ! + ! +..+ I &
(1+k) (1+k)? (I+k)
PVA_=AxPVIFA, ,

where PVA,, = Present -value of a perpetuity
A = Constant arinual payment
PVIFA, . = Present value interest facto. for perpetuity
The value of PVIFA,, ., is

i 11
w (1+k) k
The present value interest factor of an annuity of infinite duration (perpetuity) is
simply 1 divided by interest rate (cxpressed in decimal form. The present value of an
annuity is equal to the constant annual payment divided by the interest ralc, for

example, the present value of perpetluity of Rs.20, 000 if the interest rate is 10%, is
Rs. 2,00,000.

o 1 A



@ Check Your Progress 2

1) - Calculate the present value of Rs. 600 (a) received one year from now
{b) reccived at the end of five years (c) received at the'end of fifteen years.
Assume a 5% lime preference rale.

2) Mr. Ram is borrowing Rs. 50,000 to buy a motorcycle. If he pays equal
installments for 25 years and 4% interest on the outstanding balance, what is
the amount of installment? What will be amount of the instalment if quarterly
payments are requested to be made?

3 A bank has offered (o pay y;au an annuity of Rs. 1,800 for 10 years if you
invest Rs. 12,000 today. What rate of return would you eamn?

Derivation of Formulas
i) Future Value of an Annuity
Future value of an annuity is
FVA, =Al+k) T + AR+ k)Y L A+K)+A (al)
Multiplying both sides of the equation alby(1+ k) gives.

(FVA )L +K)=A0+K)"+ Al +K)"™ « A +k)P +A(l+K) (a2)
Subtracting eq. (al) from eq. (a2} yields

FVA,,k:A[g-ikk)n——l] (a3)

Dividing both sides of eq. {a3) by k yiclds

BRI
FVA,,_A[-_—k }

ii} Present Value of an Annuity
The present value of an annuity is

PVA k=A(1+Kk)" +AQ+ k)T + +A0+x)7 (at®
Multiplying both sidesof eq(ad)by(l + k}gives:

PVA, (1+K)=A+AQ+K) ™+ +A Ok - a%)
Subtracting eq {24) from ¢q (a3) yields:

i . +1)" =1
Pva k=n [1 -1+ k)'“]=A a+ky -1 (a6)
k+k)
-

Time Valoe of Maoney
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Dividing both the sides of eq (a6) by k results in:
pva, =a| 42K -1
kl+k)"

iii)  Present Value of a Perpetuity

PVA, =A(+K) " + A0 +K) 2+ AU+ K + AL+ K)™ an
Multiplying both the sides of eq (a7) by (1+k) gives:

PYA_ =(1+K)=A(l+K) +A(+K) "+ AL+ ™ + AN+ K) ™ (a8)
subtracting eq (a7) from eq (a8) gives:

PVA_ k=A[1-(1+k)7]

As(l+ k)™ ->0eq.(a8) becomes:

PVA_k=A

S PVA, =% (a9)

iv)  Continuous Compounding

In Section 2.2.2 we had established a relationship between the effective and nominal
rate of interest where compounding occur n times a year which is as follows:

LI (al0)
m
Rearranging equation al0, it can be expressed as

. .erfk b
r—[(1+m,,k) -1 (ali)

Let us substitute m/k by x omeq (al1)

e=[+ 3941 (al2)
X

In continuous compounding m -» o which implies X — wineq(al2)

Liin Y
1+—| =e=2.71828...
X X

From equation (al2) results in
R=¢"1
S(r+)=¢*

Thus the future value of an amount when continuous compounding ts done is as
follows:

FV, =PV xe™™ (al3)
v)  Continuous Discounting

From eq (212)

PV=FV, xe™tm

B Bl
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24 SUMMARY

Individuals generally prefer possession of cash right now or in the present mom=ni
rather than the same amount at some time in the future. This time preference is

basically due to the following reasons:

for current consumption (c) availability of investment opportunities. In case an
investor opts to receive cash in future s/he would demand a risk premium over and
above the risk free rate as compensation for time to account for the uncertaininty of
cash flows. Compounding and discounting are techniques to facilitate the comparison
of cash flows occurring at different time periods. In compounding future value of
cash flows at a given interest rate at the end of a given period of time are cash flows
at a given interest rate at the beginning of a given period of time is found out. An
annuity is a series of periodic cash flows of equal amount. Perpetuity is an annuity of
infinite duration. Table 2.1 depicts the various formulas used for discounting and

componnding.

Table 2.1: Summary of Discouating and Compounding Formulas

(a) uncertainty of cash flows (b) preference

Time Valoe of Money

Purpose Given PV Present Calculate FV, Future | Formula

compound Value value n years hence FVa=PV (14k)"

value of a

lump sum

Doubling [nierest Rate Time Required to 69

Period PV and frequency of | double an amount 0.35 ""I"""‘"_
: nterest Rate

Compound compounding ture value afler n

value of a (m) year (FV,) k

lump sum with
shorter
compounding
period

FV, =PV {l + —)™"
m

Relationship
between

cffective and
nominal rate

Nnrnii-'lal interest rate
(K) and frequency of
compounding (m}

Effectlive interest rate

(R)

r=(1+ 5" -1
m

—l

Present value Future value {FV,) Present Value (PV) 1 .. i
of a single PV =FV_{ )
l+k
amount
Foture valuc Constant periodic Further vaivz of a (1+k)" -1
of a regular cash fiow (A) interest | regulur anncny FVA = A{f‘} :
annuity rate (k) and duration (FVA,) t
(n) ;
Future value Constan! periodic Futurz value of an (Q+k)" -1
of a annuity cash fow (A} interest | annuity duc FVA, FVA = A1 + k)
duc rate (k) and duralion | (due) ,
{n) _
!
Present value | Constant periodic Present value of 2 [(1 +K)" — l'i _ﬂ;
of a regular cash flow (A} interest | regular annuity PVA, | PVA_ = A| ———— i
annuity rate (k) and duration k(L+k) J ,
(n) | l
Present value | Constant penodic Presem walue of an | U+ -, i
ofan annuity | cash flow JA) interest | anauity die PVA, CPVA ey = Al - —jie T
[ due rate (k) and duration | (dug) | k(i +k) !
(n; :
i Present value Consiaat cash ltows Present value of an , A !
; of a perpetuity | (A) & indnrest rate perpeluity PVA PVA_= E !
k) }

R B -t
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2.5 SELF-ASSESSMENT QUESTIONS

1)

2)

3

4)

5)

7

8)

If you are offered two investments, one that pays 5% simple interest per year
and one that pays 5% compound interest per year, which would you choose?

Why?

Suppose you make a deposit loday in a bank account that pays compounded
interest annually. After one, year, the balance in the account has grown.

a) What has caused it to grow?

b) After two year’s the balance in the account has grown even more what

has causzd the balance to increase during the second year?

The rlorida Lottery pays o:it winnings, after taxes, on the basis of 20 equal
annual instaliments, providing, the first installment at that time when the
winning ticket is turned in.

a) Whnat type of cash flov' tattern is the distribution of lottery winnings?

b) How would you value such winings?

Rent is typically paid at the first of cach month. What pattern of cash flow, an
ordinary annuity or an annuity due, does a rental agreement follow?

a) Under what conditions docs the effective annual rate of interest (EAR) i [Ter
from the annual percentage rate (APR)?

b) As the frequency of compounding increases within the annual perics what
happens to the relation between the EAR and the APR?

Using the appropriate table, calculate the compound factor for each of th
followirz combinations of interest rate per period and number of compourding

periods:
Number of Periods Interest rate per Pedod | Compound Factor .
2 2% -
4 3%
3 4% -
6 8% -
8 6% -

Using tl:e appropriate table, calculate the discount facle: for cach of the
following combinations of interest rate per period and number of di=counting

periods.
Number of Periods Interest Rate per Period Discount Factor R
2 2% -
4 3%
3 4% -
6 % -
8 6% -

Using the appropriate table, calculate the future value annuity factor for each of
the following combinations of interest rate per period and number of payments;

Numbet of Perjods Interest Pate per Period | Discount Factor |
o 2 2% -
4 3% - |
3 4% -
6 8% -
8 6% -

TTTIT T TR AT -
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10)

~n

Lor

11)

12)

13)

14)

§5}

Using the appropriate lable, calculate the present value annuity factor for each
of the following combinations of inlerest rate per period and number of

paymenis:
Number of Periods Interest Rate per Periods | Discount Factor
’ 2 2% - e
4 - 3% - T
3 4% -
6 8% -
8 6% -

Usi‘n_g an 8% compounded interest rate per peried calculate the future value of

a) Rs,100 investment

b} one period into the future

c) two perieds into the future
d} three periods into the future
e} four periods into the future
f) five periods into the future -
g) 40 periods into the future.

Suppo_sb yon deposit Rs.1,000 into a savings account that eamns interest at the
rale of 4% compounded annually, what would the balance in the account be:

a) after two years
b} afler four years -
c) after six years
d) after 20 years

¥ ou deposit Rs. 10,000 in an account that pays 6% cornpounded interest
per period, assuming no withdrawal:

‘a) What will be the balance in the accout aﬁer two periods?
. b) afler the two periods, how much interest has been paid on the principal

amount? ]
¢} After the two periods, how much interest has been paid on interest?

Using ah 8% compounded interest rate, calculate the present value of Rs. 100 to
be received: '

a) one period into the future
b) two periods into the future
¢) threc periads into the future

_d) [four periods intg the future
.e) five periods 1ato the futdre

f) 40 periods into the future & ¥

Ted wants to borrow from Frod. Ted is confident that he will have Rs.1, 000
available 10 pay off Fred in two ycars. How much will Fred be willing to lend to
Ted tn return for Rs. 1,000 two years from now if he uses a compounded interest

rate ‘per year of:
(3) 5% (b) 10% () 15%?

How much wou'd you have to deposit into - savings cccount that earns 2%
interest compounded quarterly, 10 have a balance or Rs. 2,000 at the end of four
years if you make no withdrawals?

Whal is the present value of Rs.5, 000 to be received five years from now, if the
nominal annual interest rate (APR) is 12 % and inleresi is compounded:
{a) Annually (b) Serniannuzily (¢} Quarterty (d) Monthly

Time Value of Money

=

13
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17)

18)

19)

2l

22)

23)

Caiculate the future value at the end of the second period of this series of end-
of period cash flows, using an interest rate of 10% compounded per period:

Year End of Year Cash Flow

Year ] Rs. 2,000 .
Year2 Rs. 3,000 ;
Year 3 __1Rs. 4,000 L
Year 4 Rs. 5,000 ] |

An nvestor is considering the purchase of an investment at Gie end of Year 0
tal will yield the following cash flows;

Year End of Year Cash Flow B
Year ! Rs. 2,000

Year 2 Rs. 3,000

Year 3 Rs. 4,000 -

Year 4 (Rs. 5000

If the appropriate discount rate for th:s investmeni js 12%,, what will this
investor be willing to pay for this invesmment.

Calculate the present value (that is the value at the end of period 0) of the
following series of end of period cash flows:

Year End of Year Cash Flow 1
0 *a Rs. 1,000 :
Year 2 Rs. 200
2 Rs. 400 _ ]

Suppese the investment promises to provide the following cash flows:

eI TYT = —Se s T

Year End of Year Cash Flow
Year 1 Rs0
Year 2 Rs. 1,000

" Year 2 Rs.0

| Year 4 ' Rs. 1,000

If interest is compounded annually at 5% what is the value of the investment at
the end oft (a) Year ] (b) Year 0

Calculate the future value at the end of the third penod of an ordinar; .. naity

consisiing of three cash flows of Rs.2,000 cach. Use 2 5% rale of interest per
period.

What is the present value of Rs.10 to be received each penod forever, if the
inlerest rate is 6%?

If an investor is willing to pay Rs.40 today to receive Rs.2 every year forever,
what is this investor’s opportunity cost ased to value this investment?

Calculate the present value of an annuity due consisting of three cash flows of
Rs.1,000 cach, one year upart. Use a 5% compounded interest rate per year

Caleulaie the future value at the end of the third period of an annuity due,
consisting ol three cash flows of Rs. i.060 each, each one year acart. Use a 6%

compounde: interest rate per year.



20)

28)

29)

Suppose you have won the Florida Lotto worth Rs.18 million. Further suppose
that the State of Tlorida will pay you the winnings in 20 annual installments,
starling immediately, of Rs.9,00,000 each. If your oppertunity cost is 0% what
is the value today of these 20 installments?

Calculate the required deposit to be made today so (hat a series of ten
withdrawals of Rs.1,000 each can be made beginning five years from teday.
Assume an interest rate of 5% per period of end of period balances.

How much would you need to deposit today so that you can withdraw Rs. 4,000
per year for ten years, starting three years from today?

Suppose you wish to invest Rs. 2,701 today so that you have Ks. 4,000 six
years from now, What must the compounded annual interest rate be in order tu
achicve your goal?

2.6

SOLUTIONS/ANSWERS

Check Your Progress 1

1) i)  Annual Compounding Rs. 1,254.
i) Half year Compounding Rs. 1,262.
1ii) Quarterly Compounding Rs. 1,267,
iv) Monthly Compounding Rs. 1, 270.

2} Rs. 1,806

3 ™%

Check Your Progress 2

1) a)Rs §71.20 ) 470.50 c)288.60

2) Equal yearly instalment = Rs. 3200.61
Equal quarterly inslalment = Rs. 793.28

3 2.15%

Time Yalue of Moncy
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3.0 INTRODUCTION

The value of any particular asset is not easy to determine as the value of any assct is
deterniined by the present value of the future cash flows associated with the assets
which itself are uncertain in nature. The managers are continually faced with
decisions regarding the various alternative investments scenarios. In this untl we took
at the various types of capital invesiment decisions which the finance manager (akes
we are also going to look at the ways and means Lo estimate the costs and benefits
associated with these decisions.

3.1 OBJECTIVES

Afler going through this unit, you should be able to:

* understand the nature and importance of capital investment decisions, and
° explain the various evaluation criteria for investment decisions.

3.2 THE INVESTMENT PROBLEM

Firmis continually invest funds in assets and these assets proguce cash flows and
income, which can be either reinvested or paid to the shareholders, These assets
represent the firms capital and is the fiom’s total assets and includes tangible and
ntangible assets. Capital investment is the firm’s investment in its assets, The fim's
capital investment decision may be comprised of a number of distinct decisions each
referred lo as a project. A capital project is 2 set of assets that are contingent on the
other and are considered together. The investment decisions of the firms are decisions
concerning 2 firm’s capital investment,

lavestment decisions of capital projects are primarily based on two factors:

{1) the changes in the fimm’s fulure cash flows by investing in a particular capital
project, and

(iI} the uncerainty associated with future cash flows.

The value ol a firm is the present value of all its future cash flows and the source of
these future cash flows are:
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. Assets that are already in place Investment A'{liprau;l[
¢ Future investment opportunities. Methods

Future cash flows are re-discounted at a rate which takes into consideration the risk
and uncertaininty of these cash flows. Cash flow tisk comes fram two basic sources:

. Sales risk, which is the degree of uncertainty related to the number of vnits that
will be sold and the price realised.

) Operating risk, which is the degree of uncertainty concerning cash {lows that
arises from the particular mix of fixed and variable operaling costs of sales,
Risk is associated with general economic conditions prevailing in the markets
in which goods and services are sold, whercas the operating risk is determined
by the product itself and is related 1o the sensitivity of operating cash {lows to
changes in sales. The combination of these two risks is business risks.

The discount rate (the rate of return required to compensate the suppliers of capital) is

a function of business risk associated with the project. From the investors perspective

the discount rate is the required rate of return (RRR) and from the firm’s perspeclive, b
the discount rate is the cost of capital.

3.3 CAPITAL INVESTMENT AND FIRM’S VALUE

As, wc have already discussed the firm’s value is the present valuc of all the future
cash flows. In order to assess whether the capital investments are adding value to the
firm we have to look at the future cash flows associated with capital investment and
the discount rate which would equate these cash flows to their present values.

Capital Budgeting: Capital budgeting is the process of identifying and selecting
investments in the long lived assets or the assets which are expected to produce
benefits over more than a year. Business is all about exploring avenues for growth
and innovation, which requires continuous evaluation of possible investment
opportunities. Capital budgeting to a large extent depends upon the corporate
stratepy,

3.3.1 Stages in Capital Budgeting Process

There are four stages in the capital budgeting process:

Stage I: Investmenl Screening and Selectiou — Projects consistent with the corporate
strategy are identified by the various functional units (production, marketing, research
and development) of the firm. Once the projects are identified, projects are evaluated
and screened by an investment committee comprising of senior managers. The main
focus of this process is to estimate how the investment proposal will affect the future
cash flows of the firm and hence the value of the firm.

Stage 2: Capital Budgeting Proposal — Once the investment proposal survives the
scrutiny of the investment committee, a capital budgel is proposed for the project.
The capital budget lists the amount of investment required for each investment
proposal. This proposal may start wilh eutimales of expected revenue and costs. At 1
later stage inputs from marketing, purchasing cn, ineering, production and accounting
and finance functions are put together. '

Stage 3: Budgeting Approval and Authorisation Projec!s inchnded i the capital
budgets are authorised, which allows further fact gathering research and analysis 2z a
resull of which the capitai budget proposal is refined and put up for approval. The
approval allows the evpenditure on the project. In some firms the projects are
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authorised and approved concurrently, where as in others a projeet is first authorised
so that the estimates can be refined. It is then approved. Large expenditures require
formal authorisation and approvals whereas capital expenditures within a certain limit
can be approved by the managers themselves,

Stage 4: Project Tracking — Once the project is approved the next step is lo exccute
it. The concerned managers periodically report the progress of the project as well as
any variances {from the plan. The managers also report about time and cost overruns.
This process of reporting is known as project tracking

Classifying Investment Project

Investment projects are classified according to their economic life, The economic life
or useful life of an asset is determined by its:

. Physical decoration
® Obsolescence
. The degree of competition in Lee market for a produet.

The economic life of an asset is an estimate of the length of time that the asset would
provide benefits to the firm. After its useful life, the revenues generated by the assets
decline rapidly and expenses on the assets increase in a disproportionate mannei.

Generally an investment requires an ithmediate cormmitment of funds (cash outflows)
and the benefits are received over a period of time in the form of cash inflows, If cash
inflows are limited to current period onty these types of investments arc known as
short term investments. If these benefits are spread over many years, these types of
investments are referred to as long tern1 investments and expenditure on these
investments is known as capital expenditure.

3.3.2 Importance of Capital Investment Decisions.
Investment decisions are vital and crucial for any company and merit special attention
because of the following reasons:

. They influence the firm's growth in the long run

. They affect the risk of the firm

. They involve commitment of large amount of funds
. They are irreversible or reversible at substantial loss
. They are among the most difficull decisions to make.

Growth: Investment decisions affect the growih rate of the firm. A firm’s decisions
lo invest in long-term assets will have a bearing on the rate and direction of its future
growth. The assumptions on which capital investment decisions are based have lo be
cstimated with a fair degree of precision; otherwise this may lead to the creation of
excessive capacily and sirultaneous increase in interest and other costs. On the other
hand inadequate investments would lead 1o a loss of market share,

Risk: The risk compiexion of the firm may also change with long- term comumnitment
of funds for capital asscts. The capital asscts are financed by a mix of internal
aceruals, leng-term borrowings and issue of fresh cquity. The firms using borrowings
to finance capital projects become more risky as the fulure cash flows assaciated with
the capital projects are uncerlain.
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Funding: Investment decisions generally require large amount of funds, which make Investment Appralsal
it imperative for the firms to plan their invesiment programame very carefully and Methods
make an advance arrangement for procuring finances internally or externally.

Irreversibility: Most of the capital investments are irreversible or reversible at very
significant costs. Once the funds are cormitted for a capital project it becomes
imperative for the firm to complete the project, abandoning it mid way would cause
heavy losses to the firm as it is difficult to find a market for such custom made plant
and machinery.

Complexity: Investment decisions are among the firm’s most difficult decisions. The .
reasons for the complexity of these decisions are that they involve estimating the '
future cash flows of an investment, decisions, which in turn are depended on

economic, political, social and technological variables.

3.3.3 Types of Investment Decisions

There are many ways of classifying investments, which are briefly described as
follows: v )

(a) Expansion and Diversification

Increasing cconontic aclivities may lead the company in to adding new capacity
to its existing product lines to expand existing operations. For example, most of
the steel companies have increased their plant capacity to meet increased stee!
demand. Seme of these companies have installed additional capacity to produce
specialised preducts like cold rolled sheets, flat products ete. These types of
expansion are known as related diversification. On the other hand the
companies may go for unrelated diversification, which requires investment in
new products and a new kind of production activity within the company. For
example, Reliance Industries Ltd. (RIL) primarily a textile and petrochemical
Company diversified into tele- communication, These types of diversificaticn
are known as unrclated diversification. In either case the objective of the
investment is to generate additional revenue. Investment in existing or new
products is 2lso known as revenue-expansion investments,

(b) Replacement and Modernisation

Rapid teclinological advancements have necessitated the replacement and
rnodernisation of existing plants and machinery. Tle main objective of
replacement is to improve operating efficienzy and reduce costs. Cost savings
may lead to increased profits but the revenue may remain unchanged. In cases
where replacement decisions lead to substantial technological and operational
improvements, it may aiso lead to increase in revenues. Replacement
investments are also referred 1o as cost reduction investment.

(¢) Forward and Backward Iniegration

All companies require raw materials for production and the final product
manufactured may be used as raw material for another company, When the
companies intcgrate the source of raw material/inputs it is known as backward
integration, for example, a cloth weaving cempany invasting in yarn spinning,

a petroleumn produci refining company investing in bycrocarbon exploration. In
the same way when the intermediate product nianulactered is Gorther processed
lo make another product having a higher value it is known as forward
lntegration, for ¢» ampie, a petrolenm product refming company investing in
manufacturing petrochemicals. The basic objective of forward and backward
integration is to Lz present at every stags of the value chain.
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Another way to classify investments is as follows:

(a) Mutually Exclusive Investments

These types of invesiment decisions involve choosing among different
alternatives. Choosing one alternative will exclude all other alternatives. For
example, for capital power generalion a company may either choose between a
gas based or coal based power gencrator. Choosing any one of the aliematives
will automatically exclude all the other available alternatives.

(b} Independent Investments

In these type of investment decisions, the chocsing of one of the capital
investment will not affect the decision making process for other investments,
For example, in a cement manufacturing plant, the'installation of a rotatory klin
and a captive power plant are independent decisions and decision regarding one
alternative will not affect the other decision,

{b) Conticgent Investments

In these types of investments, the decision regarding one projeci is dependent
on the decision regarding another project. For example, a steel company
contemplating investments in a blast furnace. The decision regarding this

~ project would be contingent upon the investment in iron ore mines.

3.4 INVESTMENT EVALUATION CRITERIA

Evaluation Criteria

The investment evaluation process consist of three sieps, which are as follows:

+  Estimation of cash flows.

e  Estimation of the required rate of return (the oppertunity cost of
capital).

* Application of a decision rule for making the choice.

Tnvestment Decision Rule

For evalualing a capital investment proposal certain factors needs {o be taken into
consideration. Any capital budgeting technique should take into consideration the
following factors: .

1

- 1) It should consider all cash flows associated with the project.

2) Iishould provide for clear and unambiguous way of separating good projects
frorm the bad ones.

3) Itshould help in ranking projects according to their profitability.

4) It should recognise Lhe fact that bigger cash flows are preferable to smaller ones
and early cash flows are preferable to later ones.

A number of investment criteria (Capital Budgeting Techniques) are used in pracuce.
They may be grouped under the following two categories:

-1} Nen Discounted Cash Flow Criteria

« Pay Back Period (PB)
¢ Accounting Rate of Return (ARR).

2} Discounied Cash Flows {DCF) Criteria
¢ Net Present Value (NPV)
* Intemnal Rate of Return (IRR)
s Profitability Index (PI).
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Cash Flow from Investmenis Investment Appraisal
Methods

A firm invests only to increase the value of their ownership interest. A firm will have .
cash flows in the future from its past investment decisions. When it invesis in new
assets, it expects the future cash [lgws to be greater than without the new investment.

Incremental Cash Flows .-

The difference between the cash flows of the firm with the investment project and the
cash flow of the firm withoutr the investment project both over the same period of
time-is referred to as the projects incremental cash flows.

A more useful way of evaluating the change in value of the firm is the break down of
the praject’s cash flow into two componenis:

1) The present value of the cash flows from the projects operating activities
({revenue minus operating expenses), referred to as the project’s operating cash
flow (OCF); and

2)  The present value of the investment cash flows which are the cash flow
associated with the expenditure needed to acquire the projects assel and any
cash flow associated with the disposal of the asset.

The present value of a project’s operating casi flow are generally positive and the
present value of the investment cash flows is typically negative.

Iovestment Cash Flows

When we consider th2 cash flows of an investment we musi also consider all the cash
flows associated with acquiring and disposing of assets in the investrnent.

Asset Acquisition
In acquiring #—y ascet there are three types of cash flow to consider:

1) Costofthe ﬁssel
2)  Set up expenditures, including shipping and installation
3)  Any tax credii.

In addition 1o these factors 1wo other factors viz. sunk cost and the opportunity cost
should be factored in the analysis of new proiects,

Sunk cost is any cost that has aiready be=n incired that does not affect future casi
flows of the firm, e.p., Research and Devele: n »at cost of new products.

In case the new praject uses already existing zese!s {generating cash flows) the cash
flows foregone 1o use the above said assets represents the opportunity cost that must
be included in the analysis of the new project. However, Lhese foregonc cash flows
are not asset acquisition cash Qows, but they represent operating cash flows that
could have occurred but will ant because of the new project, they must be considered
purt of the project’s future operating cash fiows.

Assel Disposc!

A4 ihe ond of the usefill life of an asscl Whe arinay oe bl {o sell it or pay someonc
o Jismamal and haul it away. {5 Orm is makieg renlace inant decision the easi [Tlow
hom disposal of the asset must be faclored in sinee *bis cash Jow 1~ ielavent w the
aequisition of the new assets. For the disposal of an viosting assei whether at the cad
ot the useful life or whan 11 1s replaced, two Lypes of casit [laws tnust be consider...

[ The firm receives o~ pavs in dhsposing of! the osset

™ The ray comsegr. nees reselere oy she disposal
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Cash flow from disposing assets = proceeds or payments from disposal of assets -
Taxes from disposing assets.

The tax on disposal would depend upon three factors:

1) The expected sales price.

2}  The bock value of the asset for tax purpose. The book value of an asset is
(Original cost of acquisition — Accumulated depreciation). The book value is
also referred to written Down Value (WDV).

3)  The tax rate at the time of disposal.

Ifa firm sells the asset for more than its book value but for lcss uses than its original
cost, the difference between the sales price and the book value for taxable purposes

(called the tax basis) is a gain taxable at ordinary tax rates. If the firm sells the asset
for more than its original cost than the gain is broken into two parts:

1) Capital Gain: The difference between the sales price and original cost.
2)  Recapture of Depreciation: The difference between the original cost and the
wrilien down value.

The capital gains are taxed at special rates usually lower than the ordinary rates. The
recapture of depreciation is taxed at the ordinary rate. If a firm sells off asset for less
than its book value, the result is capital loss. The capital loss can be offser against
capital gains.

Operating Cash Flows

In the simplest form of investment there is a cash outflow when assets are acquired
and there may be either cash outflow or jnflow during the economic life of the asset.
The investment in assets or undertaking new projects results in change in revenue,
expenditure, taxes and working capital. These are operating cash flows which result
directly from the operating activities.

The operating cash flows cannot be predicted accurately for the future but an effort
musi be mede to estimate the input for future planning. These estimates depend upon
research, engineering analysis, operation rescarch, competitor’s analyses and
managerial experience.

Estimatiny; Cash flows
Nonr Discounted Cash Flow Criteria

Capital budgeling decisions are based on fulure information relating to costs and
venefits associated with all the proposals being considered, besides the required rate
of return which measures profitability. Therefore, the following data or information
15 required before using any technique of capital budgeting,

Cash Flows

In capital budgeting decisions, the costs and benefits of a proposal are measured in
terms of cash flows. Clash flows refer to cash revenue minus cash expenses or cash
oriented measures of return generated by a proposal. The costs are denoted as cash
outflows whereas the benefits are denoted as cash inflows. The cash flows associated
with a proposal, usually, involves the following three types of cash flows:

= Initia) Investment or Cash Quiflows
¢ Net Annual Cash Inflows
*  Terminal Cash Inflows.
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Initial Investment or Cash Qutflows Investment Appraisa.

PR T . Methods

In case of new projects, the initial investment is an outlay of total cash outflows that -
takes place in the initial period (zero time period) when an asset is purchased. It
comprises:
s  Cost of New Asset to purchase-Jand, building, machinery etc. including expenses

on insurance, freight, loading and unloading, installation cost etc,
e  Opportunity Cost, if the new investment makes use of some existing facilities for

example, if a firm proposes to invest in a machine to be installed on some surplus

lapd of the firm, the opporiunity cost of this land would be its selling price.
o Additional Working Capiral i.c., excess of current assets over current liabilities

required to extend additional credit, to carry additional inventory, and to enlarge

its cash balances.
In cash of replacement projects, while delermining the amount of initial investment 1

in the new asset in place of an old asset, the scrap or salvage value of the old asset is
deducted from the cost and installation charges of the new asset.

The computation of cash outflows has been shown in the following Table:

Computation of Initial Investment

Purchase Price of the Asset (including duties and taxes, ifany) 1 .......... ,
Add : Insurunce, Freight and Installationscosts [ ...
Add : Net Cpportunity Cost (ifany) | e
Add: Netincrease in working capital required L e

Less : Cash Inflows in the form of'scrap of salvage value of theold | ..........
assels (in case of replacement decisions)
Initial Investment or Cash Qutlay | o

Net Annual Cash Inflows or Operating Cash Fiaws

The initial investment or cash outflows are expected 1o generate a series of cash
inflows in the form of cash profits by the project. These cash inflows may be the
same every year throughout the life of the project or may vary irom one year to
another. These annual cash inflows are not accounting profits, because accounting
profits are affected by accruals, provisions for future losses and non-cash transactions
such as depreciation, preliminary expenses etc. Therefore, cash inflows that are
related to capital budgeting decisions are the after tax cash inflows. In other words,
net annual cash inflow refers to the annual net income (pre’its) before depreciation
and after tax. For the calculation of these cash inflows, first of all income before tax
is calculaled by deducting ali cash operating cxpai- ¢5 end degreciation from the sales
revenues. After deducting the tax, the amount of depy ~zimtic n is added to the income
afler tax. The balance is the nel cash inflows from the projesi which can alse be
calculated as follows:

NCF = Sales —- EXP - DEP - TAX + DEP
Or =EBT -TAX + DEF

--
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The amount of net annual cash inflows may also be determined by preparing a
profiiability statement in the following way:

(1} Profitabillty Statement (in revenue increasing decisions):

Annual Sales Revenue

Less : Operating Expenses including depreciation
Income before tax

Less: Income Tax
Net Income after tax

Add : Depreciation

Net Cash Inflows R ;

TICTT Tt

‘2) Profitabllity Statement (in cost reduction ceclsion): =7

1A) Estimated Saving
Estimated Savings in direct wages |
Estimated Savings in Scrap o e,
Total Savings(4) T
(B) Estimated Additlonal Costs
Additional cost of maintenance
Additional cost of supervision | e
Add: Cost of indirect material
Additional depreciation T T
Total Additional Costs (B) i

Nel Savings before tax (A-B)y T
Less:IncomeTax |
Nel Savings aflertax I
Add: Additional depreciation 00000l
_ NetSavingsaftertaxor Cash Inflows [ e

{3) Termizal Cash Inflows

The cash inflows for the last or terniinal year of the project will also inciude the
terminal c:3h inflows in additiun to annual cash iut*ows. The terminal cash mflows -
1.2., cash inflows to the firm in the last {terminal) year raax aceur in two ways:

(i) The esumated salvage or scrap value of the project realisable ai .. end of the
economuc life of the project or at the time of its termnination,

(i) The working capital which was invested in the beginning will no longer ve
required as the project is being terminated. This working capital released will be
available back to the firm.

Payback Perlod Method .
In the Payback period method the pavback period is usually expressed in years, the

time in which the cash outflows equal cash inflows, This method s focused on
liquidity and profitability. This method recognises the eriginal capital invested in a
project. The: basic element of this method is calculation of recovery time, by
aceumulation of the cash inflow {including depreciation) year by year until the cash
nflows equal the amount of originai investment. In simple termas it may be defined ag
the number of years raquired to recaver the cost of investmenis.

Payback perio-d=-mma] Investments Co

AnnualCashiiows



Example 3.1: Investment Appralsal

T Metkods

Initial Investment Project X I;rojccl Y
Year (1,00,000) (1,60,000)

Cash inflows Total cash | Cash inflows { Total cash P

to date inflows to date inflows g ¥

1 20000 20000 25000 25000

2 20000 40000 |  25000] 50000 ]

3 30000 | 70000 50000 | 100000

4 30000 100000 20000 | 120000 .

5 50000 - 150000 10000 | 130000

Solution: o

In this example project Y would be selected as its payback period of three years is
shorter than the four years payback period of Project X.

Bail out Factor

In the above discussion we have skipped the probability of scrapping the project

before the payback period. The salvage value of the project has to be taken into ‘
consideration. The bailout payback time is reached when the cumulative cash receipts i
plus the salvage value at the end of"a particular year equals the initial investment. ‘. ]

Example 3.2: Project A costs Rs. 200000 and Project B Costs Rs. 3000000 both have
a ten-year life. Uniform cash receipts expected are A Rs. 40,000 p.a. and B
Rs. 80,000 p.a Calculate the payback period.

Solutlon:

Under traditional payback

Project A= Rs.2.00,000 _ 5 years
Rs.40.000

Project B = 25300000 _ 5 75 4 ears
Rs.80,000

Merits of Payback Method

(a) Itis simple and easy to understand and apply.

(b) This method is useful in case of capital rationing and in situations where Lhere
is high amount of uncertainity.

{(c) Assuming regarding future intcrest rates are not changing,

(d) Fimms facing liquidity constraints can use this technique to rank projects
according to their ability to repay quickly.

Demerits of Payb~ck Method

{a)  This method does not take into consideration the time value of maney.

(b)  This method ignores cash generation bevornd peybaek period.

(2}  This method does not indicate whether an investment should be accepted or
rejecled. . a

() This method .« Siaced against those investments which vield return after 2 iong
perod
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Payback Period Reciprocal

An alternative way of expressing payback period is “payback period reciprocal™
which is expressed as

————x100
Payback Period

Thus, if a project has a payback period of 5 years then the payback period reciprocal
would be

%»:100:20%

Accounting Rate of Return Method (ARR)

The Accounting Rate of Return uscs ihe accounting information as revealed by
financial statements, to measurc :ve profilability of an investment. The accounting
raic ob returm is the ratio of average afier iax profit divided by average investment.

Average Income
Average Investment

ARR =

S EBIT{l- T)/n
1=}
(o+1,)/2

Here average income is adjusted for interest. OF the various accounting rate of return,
the highest rate of return is taken 10 be the best investment proposal. In case the
accounting rate of return is less than the cost of capital or the prevailing interest rate -
than that particular investment proposal is rejected.

Example 3.3: A project with 2 capitat expenditure of Rs. 5,00,000 is expected to
produce the {ollowing profits (after deducting depreciation).

Year Rs.
1 40,000
2 80,000
3 90,000
4 30,000

Solutlon :

40,000 + 80,000 + 90,000 + 30,000
4

Average annual profits =

=Rs.60,000

Average investment assuming no scrap valug is the average of the investment at the
vepinning and the investment at the end,

. Rs.5,00,000+0
e —

= Rs,2,54,000
2

Natz. [ the resudual value 1s not zero but say Rs. 60,000 then the average investment
would be,

Rs. 5.00,000 + Rs.60,000
2

=Rs. 2,80,000

TV T
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The accounting rates of return = M—x 100 = 24%
Rs.2,50,000

This percentage is compared with those of other projects in order that the investmeut
yielding the highest rate of return can be selected.

Example 3.4: Consider the following investment opportunity:

A machine is available for purchase at a cost of Rs. 80,000

We expect it to have a life of five years and to have a scrap value of Rs. 10,000 at the
end of the five-year period. We have estimated that it will generate additional profits
over its life as follows:

Year Rs.
20,000
40,000
30,000
15,000

5,000

[V R - T S 3 ]

These estimptes are of profits before depreciation. You are required to calculate the
retumn on cdPital employed.

Solution:

Total profit before deprecation over the life of the machine = Rs. 1,10,000

_Rs. 1,10,000

= Rs. 22,000
5 years

Average profit p. 2

Total depreciation cver the life of the machine = Rs. 80,600 ~ Rs. 10,000 = Rs 70,000

Rs. 70,000
Average depreciation p.a. = —————— = Rs, 14,600
verage depreciation p Syears

Average annval profit after depreciation = Rs. 22,000 - Rs. 14,000 = Rs. §,000
Original invesunent requred = Rs. 80,000
Rs. 8,000

H

Accounting rate of return = =100 =10%

Return on average investment; .

Average investment = 8—0-’—@%}-%@ =Rs.45,000

3,000
45,000

Therefore, accouniing rate of return = <id =17278%

Moerite of ARR

. It 1s easy to calculate
. [t 15 not based on cash [Tows but on profits
¢ 1t akes into considerarign all the vears involved in the life of the projec:

invesiment Appruisal
Methods
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Demerits of ARR

1

2)_'

It does not take into consideration time value of money

Change in depreciation policy may bring inconsistency in results

This method fails to distinguish the size of the investment

It is biased against short term projects

Acceptance and rejection decisions are based on subjective management
targels,

Check Your Progress 1

A factory engaged in the manufacture of electronic goods has a ten-year old
equipment depreciated on straight-line method. The useful life of the equipment
was estimated to be 20 years with residual value of Rs.3 Lakhs (otiginal cost of
the equipment being Rs. 23 Lakhs). The output of the equipment is 1200 units
per hour,

The management now proposss to isstall new equipment worth Rs, 50 Lakhs
which has an estimated life of 15 years and a residual value of Rs. S Lakhs.

The payment terms for the new equipment include a part exchange provision of
Rs. 6 Lakhs in respect of the existing equipment. The output of the new
equipment is 3,000 units per hours.

Particulars Existing Equipment {| New Equipment
- (Rs) (Rs.}

Wages 1,00,000 1,20,000

Repair and 20,000 52,000

Maintenance [

Consumables 3,20,0_(}0 4,80,000

Power 1,20,000 1,50,000

Alocation of Fixed - 60,000 80,000

Cosls

Total hours run per 2,400 2,400

| year

v

r Yeor 1 2. 3 ) 4

' E_Advcm'scment

You are icquired to prepare a comparative schedule showing total conversion
cost as well as cost per 1000 units after considering interest @ 10% on: net cash
outflow for procuring the new equipment and also for providing for the yearly
recovery of the loss suffered in the ransaction.

T.Ltd. has specialised in the manufacture of a particular type of transistor.
Recently, it has developed a new mede! and is confident of sel ling all the
8,000 units (new product) that would be manufactured in a year. The required
capital equipment would cost Rs. 25 Lakhs and that would have an economic
life of 4 years with no significarnt salvage value at'the end of such a period.
During the first four years, the promotional expenses would be as planned
below: -

Expenses (Rs)

30,000
1,20,000

75,000
75,000

60,000
90,000

160,000
50,000

I
Nthers

T
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Variable costs of producing and selling 2 unit would be Rs. 250. Additional
fixed operating costs to be incurred because of this new products is

budgeted at Rs. 75,000 per year, The management expects a discounted return
of 15% (after tax) on investment in the new product. You are required to
work out an initial selling price per unit of the new product that may be fixed
with a view to obtaining the desired return on investment. Assume a tax rate
of 40% and use of straight-line method of depreciation for tax purpose.

Note: The present value of annuity of Rs. 1 received or paid in a steady
stream threughout the period of four years in the future at 15 % is 3.0078.-

A company proposes to undertake one of the two mutually exclusive projects
namely, AXE and BXE. The initial outlay and annual cash inflows are as
under:

Particular AXE BXE
Initial Capital outlay (Rs.) 22,50,000 30,00,000
Salvage Value at the end of the life 0 0
Economic life (years) 4 7
Particulars AXE BXE
Year Rs. Lakhs _Rs. Lakhs'
After tax annual cash 1 6.00 ) 5.00
inflows
2 12.50 7.50
3 10.00 7.50
4 7.50 | 12.50
5 - 12.50
i ; ';- 10.00
7 1 . 8.00

The company's cost of capital is 16%¢.

Required: (i) Calculate for each project (a) Nei present value of Cash flows
(b) Internal rate of return (it) Recommend with reasons, which of the two
projects should be undertaken by the Conpany

Present value of Re. 1

Year 16% 19% 20% 21% 2% | 23%
! 8§52 840 83 826 .820 .813
2 .743 .706 694 | .683 | .672 661
3 641 .553 579 L5644 .551 537
4 532 459 482 567 451 437
5 476 419 402 336 370 355 |
6 410 352 335 319 303 289
7 354 296 279 .263 249 .235
8 305 249 233 218 204 199

iovestmeant App=lsal
Methods
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Discounted Cash Flow (DCF) Technigues

1)  Net Present Value (NPV) Method

In this method all cash flows attributable to a capital investment project are
discounted by a chosen percentage e.g., the firms weighted average cost of capital to
obtain the present value of the future cash flows. If the present value of the future
cash flows is higher than the present value of the investments the proposal is accepled
else rejected. In order to arrive at the net present value the present value of the future
cash flows is deducted from the initial investment. i

C: Cz CJ Cn .
= + + +... ~C
(1+k) (A+k)* (U+k)} (+k)"

(=l '

Where C, = initial investment (cash outflows)
C, = Cash flows occurring at time t
K= discount rate

ST eTE T T s o - aeany

Example 3.5: A firm can invest Rs. 10,000 in 2 project with a life of three years.

Year Rs.
1 4,000
2 5,000
3 4,000

The cost of capital is 10% p.a should the investment be made?

Sointion: ]
Firstly the discount factors can be calculated based on Rs. 1 received in with r rate of
interest in 3 year

I

141y
Re-.l Re.1
Y 1 = = ={0on
e (1.107100) (1.10)
Year 2 - Rel _ - Re.l = 0.826
(1+10/100)° (1.10)?
| Yeur 3 =———£-1——-3— : "—"RL;IJ ={.751
- (+10/100) | (1.10)

Jn: thig chaptes, the tables gwen at thc end of the block are used wherever possible.
Obviously, where a particular ycar or-rate of interest is not given in the tables it will
be necessary to resort to the basic discounting formula,

I Year Cash flow Rs. Discount factor Prescat value Rs,
.0 __10,000 1,000 10,000
: ] 4,000 0.909 3636

2 5,000 0.826, 4130 -;

3 4,000 0.751 3004 :

' NPV = 770 ;

Since the net present value is positive, investment in the project can be made.



Example 3.6: Machine A costs Rs. 1,00,000 payable immediately. Machine B cosls Invesiment Appraisal
Rs. 1,20,000 half payable immediately and half payable in one year's time. The cash Methods
receipts expected are as follows:

Year (at the end) A B
1 20,000
2 60,000 60,000
3 40,000 60,000
4 30,000° 80,000
5 20,000

With 7% interest which machine should be selecled?

Solution:
Machine A
Year Cush flow Rs. DF@ 7% PV Rs.
0 1,00,000 1,00000 1,00,000
1 20,000 0.93458 18692
2 60,000 0.87344 32 .4G6-
3 40,000 0.81630 32652
4 30,000 0.76289 22337
5 20,000 0.71299 14,260
NPV = 40,897
Machine B
Year Cash Flow Rs DF@ 7% PV Rs,
0 60,000 1,60000 60000
1 60,000 0.93458 56075
2 60,000 0.857344 52406
3 60,000 0.81630 48978
4 80,000 - 0.76289 61.031
NPV = 46340

Since Machine B has the higher NPV, our decision should be jo select Machine B.

Merits of NPV Method:

° It recognise the time value of monegy

e It considers the total bencfits arising out of the proposal over iis Jifetime.

. This method is particularly useful for scizction of mutually exclusive projects

Demerits of NPV Method:

. It is difficult to calculate as well as understand.

. Calculating the discount rate is complicated. -

. This method is an zbsolute measure. When two projecis are considered this
method will favour the praject with the higher NPV,

) If two projects with different life spans are evalusied using this method, this -

method may nnt vicld satisfactory resutt.
2) internal Rate of Heturn (IRR) Method

Intemnal rate of retum is a percentage discount rate vsed in capital investment
appraisals which makes the present value of the cost of the project equal to the future
cash flows of the project. H is the rate of return which equates the present value of
N 5i
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anticipated net cash flows with the initial outlay. The IRR is also defined as the rate
at which the net present value is Zero. The test of profitability of a project is the
relationship between the internal rate of return (%) of the project and the minimum
acceptable rate of return. The IRR can be determined by solving the following
equation for r:

C C, C, C,
0= T T+ CRARE 1
(I+r}) (t+r)* (+k) (1+1)
s G~
° = (1+1) ¢

The IRR equaticn is the same as the one used for the NPV method. The only
difference i that in the NPV method, the required rate of return k is known while in
the IR imethod the value of r has to be determined at which the net present value
beccmes zern. '

A project .. -ccepted if the internal rute of return is higher than the cost of capital.

Example 3.7: A company has to select one of the following two projects:

Project A Project B
Cost 11000 10000
Cash inflows
Year 1. 6000 1000
2 2000 1000
3 1000 2000
4 5000 10000

Using the internal rate of return method suggest which project is preferable,

Solution:

The cash inf:ow is not uniform and hence the internal rate of return will have to be
calculated by the tial and error miethod. In order to have an approximate idea about
such a rate, it will be better to find out the Factor. The factor reflects the same
relationship of investment and cash inflows in case of payback calcul»tion:

F vC B
Where F Factor to be located o
I . Original investment
C Average cash inflow per year
The factor in case of Project A The factor in case of Project B would be:
| would be:
.. 11,000 18,00 _
F= 3,500 =3.14 = T,i)'§=2'86

The factor thus calculated will be located in the table given &t the 2nd of the unit on
the line representing number of years corresponding to estimaied useful life of the
asset.

Vins would give the expected rate of return to be applied for disccuntitig the cash
inilows, the intemnal rate of return.

In cas: of Projegt A, the rate comes to 10% while in case of Project B it comes to
15%. '

B e et



Project A
Year Cash inflows Discounting factorat | Present value Rs.
n 10%’
1 6,000 0.90% 5454
2 2,000 0.826 1652
3 1,000 0751 751
4 5,000 0.683 3415
Total present
value

The present value at 10% comes to Rs. 11,272. The initial investment is Rs. 11,600.
Internal rate of return may be laken approximately at 10%.

In case more exactness is required another trial rate which is slightly higher than i0%
(since at this rate the present value is more than initial investment may be takemn)
Taking a rate of 12%, the following results would emerge:

Year Cash inflows Discounting factor at Present valuc |

Rs. 12% Rs.

1 6,000 0.893 5358

2 2,000 0.797 1594

3 1,000 0.712 712

4 5,000 | 0.636 3180

Total present 10,844

The internal rate of return is thus more than 10% but less than 12%. The exact rate
" may be calculated as follows. Difference calculated in present

P.V. required Rs. 11,000
P.V.at 10% Rs. 11,272 (+)Rs. 272
P.V.at 12% Rs. 10,844 (=) Rs. 156
Actual IRR = 10+ ——— 12— x2 = 11.27%
272 +156
Project B
Year Cash inftows Discounting factor At | Present Value Rs.
Rs. 15%
1 1,000 0.870 870
2 1,000 0.756 756
3 2,000 0.658 1316
4 10,000 0.572 5720
Total present ) 8662
value

Since present value at 15% adds up to Rs. 8,662, a lower rate of discount should be
taken. Taking a rate of 10% the following will be the result.

Yesr Cash inflows | Discounting factor | Present Value Rs.
Rs. A110%
1 1000 0.509 909
2 1000 08261 826
3 2000 D.751 1502
4 10000 0.683 6830
Total present value ) 16067

Investment App falsal
Methods
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The present value at 10% cumulaies Rs. 10067 which is more or less equal to the

initial investment. Hence the internal rate of return may be laken as 10%
In order to have more exactness (o intemal rate of return can be interpolated as done

in case of Project A.

P.V. required Rs. 10,000 ]
P.V. al 10% Rs. 10067 (+)} Rs. 67
P.V.at15% Rs. 8,602 (-) Rs. 1,338.
Actual IRR 67 10.24%
{0+ ——x5
67 +1338

i hus, internal rate of retum in case of Project A is higher as compared to Project B.
Hence, Project A is preferable.

Example 3.8: The project cash flows from two mutually exclusive Projects A and B

are as under;

i Period

Project A Project B
Q (outflow) Rs, 22,000 Rs, 27,000
i o4 (inflow) Rs. 6,000 cash year Rs. 7,000 each year
| Project life Years 7 years
. Advice on project selection with reference 1o internal rate of return

o Wil it make any difference in project selection, if the cash

is for 8 years instead of 7 year @ Rs. 7,000 each year?

flow from Project B

Relevant P.V. factors at For 7 years For 8 years —H_:
15% 1.16 4.49 |
16% 4.04 4.34 I
17% 3,92 4.21]
18% 3.81 4,08
19% 3.1 3.95
20% 3.60 3.84
Solution:
() Project seleclion based on internal rate of retum.
The present valves of Project A and Project B is calculated as follows:
Discount Rate | P.V. Factor for Project A Project B
7 yrs.
[ Cash inflow | P.V (Rs) ]
' p.a (Rs.}
t5% 4.16 6000 24960 7000 29120
16% 4,04 6000 24240 7000 28280
17% 392 6000 123520 7000 27440
| 18% 3.81 6000 22,860 7000 26670
| 19% 171 6000 11 22260 70000 25970
" 20% 3.60_ | 6000 216000 | 7000 [ 25200 |

Project A

Siuce the original investiment in Project A is Rs. 22,008 its IRR will fall between 19%

and 20%.

B IR ] e T
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P.V. of cash inflows at 19% ' 22,260 Methods
P.V. of cash inflows at 20% 21,600
Difference 660

Now, IRR of Project A is calculated as follows, by applying the formula {or
interpretalion:

22,260 22,000 5

560 1 = 19.4% (approx)

IRR=19+

Project B

Since the original investment in project B is Rs. 27,000, its IRR will fall between
17% to 18%.

Rs.

P.V. of cash inflows at 17% 27,440
P.V. of cash inflows at 18% 26,670

-1 bifference~ - - 770

Now, the IRR of Projecl B is ascertained as follows:

27,440 - 27,000 N
770

[RR=17+ 1 = 17.6% (approximately)

Selection of Project:

The IRR of Project A and Project B are 19.4% and 17.6% respectively. A project can
be selected because of its higher IRR over the other Projects. Hence Project A is to be
preferred us jchias a higher IRR of 19.4%.

(i) Calculation of IRR of Project B whose cash flow from the Project is for 8 years
instead of 7 years

Discount factor P.V. factor for Cash irflow each P.V. of cash
8 years Rs. ___yearRs. inflows

15% ’ 4.49 7,000 31,430

_ 16% 4.34 Q00 30380
17% 4721 7,000 29470

18% 4,08 7000 28,560

19% 195 7,000 27,650

20% 1,84 7,000 26,880

Since, (he original investment in Projet-:t R is Rs. 27, 000, its IRR will fall between
[9% to 210%.

Rs
P.V. of cash inflows at 19% 27650
P.V. of cash inflows @ 20% 26880
Dilference o 770

Now, iRR of Project B is calculated as follows:

[RR 19 + 27,650 - 27.909 x1 = 19.8% (approximately)

770

A%
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Selection of Project: .

With (he change in cash inflow of Project B from, 7 years to 8 years, its IRR is also
improved from 17.6% (o 19.8% and it is also higher than the [R3 of Project A (i.e.,
19.4%). Hence, Project B can be selected (based on its 8 years of cash inflows).

Example 3.9: Two investment projects are being considered with the following cash
flow projections: :

Project 1 Project 2 |

Initial gutlay

Cash inflows . L ]

Year 1 | 10 120

Year 2 30 90

Year 3 ' 210 50 |

Year 4 _ 50 . 10 -
chuiréd: |

{a) Prepare on a single graph present value profiles for each project. Use interest

rales from 0% to 20% at 5% intervals. _ .
(b) Using the graph paper determine the [RR for each of the projects
(¢) State for which range of costs of capital Project 1 would be preferred to

Project 2.
Solution: ;
* Workgroups . F
Year Undiscou | Discounted at 5 % Discounted at 10% | Discounted Discounted
-nled ' at 15% at2u %
cash flow
Rs.000 | Discornt | CashFlow § Discount | Cash | Discount | Cash Discount Cash
facior Rs, 000 factor Flow | factor Flow | Factor Fi
Tow
Rs. Rs. Rs
agd e 000
 Project 1
0 (200 1000 (200) 1.000 | 200 1.000 | (200 1.000 | (200)
kl .
1. 10 - 0.952 9.5 0.909 8.1 0.870 8.7 0.833 B.3
2 =0 0.907 27.2 0.826 24.8 07561 227 0694 | 208
3 210 0.864 “181.4 0.751 15/.7 0.657 i 138.0 0579 1 1216
4 50 0822 41.2 0.683 34.2 0.572 28.6 0482 ) Z4.i
5 100 © 393 25.8 2.0 252
| Projeers | : _
L 0 200 1.000 206 1.000 200 1.000 200 1.000 200
1 120 09521 114.2 0.209  109.1 0870 | 1044 0832 000
p an 0.507 | 87.6 0.826 74.3 0.756 68.0 0.694 62,5
3 301 . 0864y . -432 0.51 316 0.657 32.9 0.579 9.0
4 ¢ 0.823 832 0.683 6.8 0.572 3.7 0.482 4.5
70 47.2 27.8 11.0 17
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i} IRR Project 1 ' 9 0
| @) rojec 15% (to nearest %) N othods

(ii) IRR Project 2 19% to nearest %)

If the cost of capital is <9% (rounded) Project 1 would be preferred.
If the cost of capital is > 9% rounded project 2 would be preferred

The later cash inflows from Project 1 are'more heavily discounted the higher the rate
of interest in comparison with the carlier cash inflows on Project 2.

Merits of IRR Method:

(a) It considers the time value of money
(b) Itiakes into account total cash inflows and cash outflows.

Demerits of IRR Method:

(a) Itinvolves tedious calculations, based on {rial and error method
(b) It produces multiple rates which can be confusing

(c) Assessment of cash flows can’t be estimated accurately

(d) Single discount rate ignores varying future interest rates.

3. Profitability Index (PI) Method

" Another time adjusted method of evaluating the investrnent proposals is the Benefit
‘Cost (B/C) ratio or Profitability Index (P). Profitability Index is the ratio of the
present value of cash inflows al the required ratg of retum, 1o the initial cash gutflow
of the investment. The formula for calculating benefil cost ratio or profitability index
is as follows:

pl= PVofcashml‘lows_PV(C.)=Z G,

Initialcashoutlay =~ C, o (l+k)'f ?

A project may be accepted if it's Pl is greater than one.

Example 3.10: The foilowing mutually exclusive projects ¢an be considered:

Particulars Projecl'A ProjcclRl;'
1. P.V of cash inflows 20,000 8,000
2. Initial cash outlay ' 15,000 5,000
3. Net preseat valuu _ 5,000 3,000
4. Profitability index 1/2 1.33 1.60

Solutlon:

Accordingly to the NPV Method, Project A would be preferred, whereas accordingly
to Profitability Index Project B would be preierred.

* Altbough PI method is based on NPV, it is a belter evaluation technique than NPV in
- a situation of capital rationing. For examnple, two projects may have the same NPV of
'Rs. 10,000 but Project A requires initia! outlay of Rs, 1,560,000 where as B only

Rs. 50,000, Project B would be preferred as per the yardstick of the PI method.

Example 3.11:

Original outlay Rs 8,000

Life of the projact 3 years

Cash inflows Rs. 4,000 p.a for 3 years

Cosl of capilal 0% p.a ' ‘57
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Expected interest rates at which the cash inflows will be re-invesied:

Year end %
] 8
2 8
3 8

Solution:

First of all, it 1s necessary to calculate of the total compounded sum which will be

discounted 1o the present value.

Year Cash Rate of [ Years for [ Compoun Total
inflow | Interest % | investment ding compounding
Rs. factor sum {Rs)
4,000 2 1.166 4,664
2 4,000 1.080 4.320
4,000 0 1.000 4.000

12,989

Now, we have to calculate the present value of Rs. 12,984 by applying the discount
rate of 10%

Present Value =  Compounded value of cash inflow

(1+)"

12984

1107 =Rs.9.755=12984x0.7513 = Rs,9,755

(0.7513 being lhe p.v.of Re. | received afler 3 years).

Here, since the present value of reinvested cash flows i.e Rs. 9,755 is greater than the

original cash outlay of Rs, 8.000, the project would be accepted under the termina)
value criterion.

Exampie 3.12: XYZ L.td. is implementing a project with a inilial capital outlay of
Rs. 7,600. Its cash inflows are as follows:

Year Rs.
1 0,000

2 2,000 |
1,060
4 5,000

The expected rate of return on the capital invested is 12% p.a calcuiate the discounted

payback period of the project.

e b I
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Solution:

Computation of present value of cash flows.

Year Cash inflow Discounted factor Present

Rs. @ 12% | ValueRs.

] 6,000 0.893 5,358

2 2,000 0.797 1,594
3 1,000 0.712 712 ).

4 5,000 0.636 3,180

Total P.V 10,844

The discounted payback period of the project is 3 years i.c., (he discounted cash
inflows for the first three years (i.c., Rs, 5358 +Rs. 1594 + 712} is equivalent to the
initial capital outlay of Rs, 7600.

Example 3.13: A Company is cons‘idering a capital investment.proposal where two
alternatives involving differing degrees of mechanisation are being considered- Both
investments would have a five-year life.

In Option 1 new machinery would cost Rs. 2,78,000 and in Option 2 Rs. 8,05,000,
Auticipated scrap vatues afier 5 vears are Rs. 28,000 and 1,50,000 respectively.
Depreciation is provided on a straight-line basis. Option 1 would generale annual
cash inflows of Rs. 1,00,000 and Option 2, Rs. 2,350,000, The cost of capital is 15%.

Required:

(a) Culculate for each option:
(i)  the payback period
(ii) the accounting rate of return, based on average book valu
(i1i) the net presenl value
(iv) the internal rate of return

-

{b} Identify the preferred option, giving reasons for your choice,

(a) (i)

Option 1 =

Option 2=

Payback period:

Ma’l.??’ VCars
1,00,000

M =132 years
250,000

{iil} Accounting rate of return:

Option 1

Annual Depreciation

2,78,000 - 28,000
5

50.000

Annual Profil

Rs. 50,000 (1, 06,000 cash flow- 50,000 depreciation)

Averape Invesiment 2,78,000 + 28,000 I 1,53,000
2
Accountin rate  of { 50,000 33%
e 20090, 100%
‘ £,53,000

Investment Appraisal
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Annual depreciation 8,05,000—1,50,000 Rs. 1,31,000 - =07
5
Annual Profit Rs. 1,19,000 Rs. 2,50,000 cash flow-
Rs. 1,31,000 depreciation
Average investinent 8,05,000+1,50,000 Rs. 4,77,500
2
Accounting rate of 1,19,000 25%
retum ——x100
4,717,500
(1ii) Nel present value (at 15% cost of capital):
Cption 1
Year 0 (2,78,000)
Year 1-5 (1,00,000x3.353) 3,35,300
Year 5 (28,000x 0.497) 13,900
71,200
NPV
Option 2
7,40,0600
Approx cumulative discount factor (5 year) = ————=2.96 =20%
,30,000
NPV at 20% {Rs.)
Year 0 (8,05,000) |
Year 1-5 (2,50,000x3.353) 8,138,300
Year § (1,50,000x 0.497) 74,500 |
NPV 1,07.800 i
|
' (iv) Internal rate of return:
Option 1
T Approx: Commulative discount fazlor {5 years) = M =2.68 =25%
1,00,000
NPV at 25 4
Year 0 (2,78,000)
Year 1-5 (1,00,000x 2.689) 2,68,900
Year 5 (28,000 x 0.328) 9,200
NPV 100
IRR 25%
Ontion 2
6 Approx cumulative discount factor (5 years) M—g =296 =20% .

25

0.000
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NPV at 20% :

Year 0 d (8,05,000)
Year 1-5 {2,50,000 x2.991) 7,47,700
Year 5 (1,560,000 x0.402) 60,300
- NPV 3,000

IRR = IS%+[5X%J=ZO.]%9 ~IRR " 20% -

Both projects are indicated as being worthwhile when the discounted cash flow
retumns are compared with the cost of capital. The payback period, accounting rate of
return, and internal rate of return calculations all points to option 1 being preferred.
The net present value calculation, on the other hand, favours option 2.

The basic reason for the different ranking provided by the NPV method is an absolute
money measure which takes into account the scale of the investment as well as the
quality. The other three appraisal methods provide measure, which express retums
relative to the investment. Investments of comparable relative quality will have the
same returns regardless of scale. For example, an annual profit of Rs. 20 on an
investment of Rs. 100 will have the same relative return as an annual profit of

Rs. 2,00,000 on an investment of Rs. 10,00,000. If one is concerned especially with
quality then the relative measures would provide the required ranking. However, if
lihe objective is to maximise wealth, investment worth should be measured by the
surplus net present value generated, over and above the cost of the capital.

In the situation in the question the differential between option 1 and option 2 provides
an internal raie of return of 18% as follows:

NPV at 18%

! Year 0 (5,27,000)
| Year 1.5 (1,50,000 x3.127) 4,69,100
Year5  (1,22,000 x0.437) 53,300

NPV 4,600

The additional investment of Rs. 5,27,000 in option 2 is worthwhile as the IRR of 18
5 exceeds the cost of capital.

Timaily, it shoulkl be recognised thal both the payback method and the accounting rate
of return method have deficiencies. Thzy do not provide an adcquate measure of
‘investment worth. The percentage return including the accounting rate of relurmn
calculations is not comparable with 1he cost of” the capital.

The Plimeiiod 15 a concepruaily sound methed. I takes 1nio consideration the lime
value of money. I is also consistent with the value muxiniisation principle. Like NPV
and IRR melhods the PI method also requires estimations of cash flows and discount
rate. In practics, the estimation of discount rates and cash flows is difficult.

Investment Appralsal
Methods
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1)

2)

3

Precision Instrumenls is considering two mutually exclusive Project X and Y
Following details are made available to you.

Projeet X Project Y i

Project Cost 700 700 !
Cash inflows: Year | 00 500 -_-
Year 2 200 400

Year 3 300 200

Year 4 450 100 -

Year 5 600 100 i

Total 1,650 1,300 i

Assume no residual values at the end af the fifih year. The fim's cost of
capital is 10% required, in respect of each of the 1wo projects: (i) Net present
value, using 10% discounting (it} Internal rate of return: {iii) Profuability

index.

Present Value of Re.l

e B i S e L

Year | 10% [25% [26% [ 2% |28% |36% 37% |38% |40%
| S09 800 [ .794 | 787 | 781 | 735 1.930 |.725 714 L
2 826 1.640 [.630 |.620 |.610 |.541 |.533 |.525 |.510 I
3 751 (512 [.500 | .488 | .477 | .398 | .389 | .381 |.364 |
4 683 | 410 | .397 | 384 | 373 |.292 | .2B4 |.276 [ .26C |t
5 621 | 328 | 315 1303 | 291 | .215 | .207 | .200 [.186 |

XYZ Ltd, Has decided to diversity its production and wants to invest its surplus
funds on a profitable project. It has under consideration only two projects, “A”
and "B". The cost of Project “A™ is Rs. 100 Lakhs and thal of "B" is Rs. 150
Lakhs. Both projects are expected o have a life of 8 years only and al the end
of this period “A" will have a salvage value of Rs 4 Lakhs and “B” Rs. 14
Lakhs. The running expenses of “A" will be Rs. 35 Lakhs per year and that oif
“B"” Rs. 20 Lakhs per year. In buoth case the company expects a rate of return of
10%. The company tax rate is 59%. Deprecialion is charged on a staight-line
basis. hich project should the company take up?

Note: Present value of annuity of Re. 1 for eight years at 10% is 5.335 and
present value of Re. | received at the end of the eight-year is 0,467,

Mational Electronics Ltd. An efectronic goods manufacturing company, is
producing a large range of electronic goods. II has under consideration two
projects X" and “Y™, each costing Rs. 120 Lakhs.

Tae projects are mutually exclusive and the company is considering the
selection of one of the two projects. Cash flows have heen worked ou for bl
the projects and the details are given below. "X has a life of 8 years aiad “Y°
nas a life of 6 years. Both will have zero salvage value at the end of their
operational lives. The company is already making protits and its tax rale is
50%. The cost of capita! of the company is [5%.



Al the end of the year | Project "X" l Project “Y” Preset value of
(In Lakhs of rupees) rupee at 15%
i 25 40 0.870
2 33 60 0.756
3 45 80 0.685
4 G5 50 0.572
5 65 o 0.497
6 - 55 20 0.432
7 35 - 0.36
8 15 - 0.327

The company presently follow straight-line methed of depreciating assets.
Advises the company regarding the selection of the project.

3.5 SUMMARY

Capital investment decisions are complex decisions as they involve estimating future
" cash flows associated with that particular investment. There are broadly two
techniques which are used for appraising the worth of an investment project:

(i)  Discounted cash flow criieria
{ii} Non discounted cash {low criteria.

The basic difference between these two techniques is that the former uses the concept
of the time value of money, whereas in the lalter techinique absolute retums are used.

3.6 SELF-ASSESSMENT QUESTIONS/EXERCISES

1) \Write shorl notes on ‘Iniema! Rate of Return’.
2y Write short notes on ‘Capital Rationing'.
3 Wriie short noles on an 'Average Rate of Return’.

4) What 1s meant by ‘Intemal Rate of Retum' of a project? How do you calculate
LR.R (Internal Rate of Retum} given the initial investiment on the Project and
cash flows arising during lhe expected life of the Project?

5)  Write short notes on "Accounting Rate of Return’,
0} Distinguish clearly belween Average rate of relumn and Intemal rate of return.

7} Explain the operation of any 1wo techniques {(one 2 discounting method and
another a none-discounting one {or cvaivation of investment decisions.

8)  Write sitort notes on *Profitability Index’.
o1 Yhat eritcria mitist be satisfied for an investment cvaluation (o be ideal?

10 Can the payback period method of evaluating projects identify the ones that
aximise wealth? Explain.

Investment Appraisal
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1)

1)

. 15)

16)

17)

18)

19)

20)

21)

Consider two projests, AA and BB, that have identical, posilive net present
values, but pr-ject BB is riskicr than AA. If these projects are mulually
exclusive, what is your investment decision?

Can the net present value method of evaluating projects identify the ones that
will maximise wealth? Explain.

The decision rules for the net present value and the profitability index
methods are related. Explain the relationship between these two sets of
decision rules,

What is the source of the conflict between net present value and the
profitability index decision rules in evalualing mutually exclusive projecis?

Suppose you calculate a project’s net present value to be Rs.3,000, what does
this mean?

Suppose you calculate a project's profitability index to be 1.4. What docs this
mean? .

The intemal rate of return is often referred to as the yield on an investment.
Explain the eaalcgy between the inlernal rale o” -2{urn on an investment and
the yield-to maturity on a bond.

The net present value method and the internal rate of return method may
produce different decisions when selecting among mutually exclusive
projects. What is the source of this.conflict?

The modified intemal rale of return is designed to overcome a deficiency in the
internal rate of return method. Specifically, what problem is the MIRR designed
1o overcome? ’

Based upon our analysis of the alternative techniques to evaluate projects,
which method or methods are preferable in terms of maximising owners’
wealth?

You are evaluating an investment project, Project ZZ, with the following cash
flows?

Period Cash Flow
Rs.
) 0 100,000
1 35,027
2 35,027
3 35,027
4 35,027

Celeulate the following:

(a) Payback perod

(b)  Nel present value, assuming a 10% cost of capital
(e> Nel present value, assuming a 16% cost of capilal
(d) Profitability index, assuming a 10% cost of capital
(e} Intemnal rate of return

R o LRI



26)

27)

You are evaluating an investment project, Project YY with the following
cash flow:

Period - CashFlow
o

0 100,000

1 43,798
2 35,027
3 _ 35,027
4 35,027

Calculate the following:

(a)
(b)
(c)
{d)
(e}
®

You are evaluating an investment project, Project XX with the following cash

Payback period

Net present value, assuming a 10% cost of capital

Net present value, assuming a 14% cost of capital

Profitability index, assumning a 10% cost of capital
Profitability index, assuming a 14% cost of capital

Interna! rate of return

flows:

Period Cash Flow
Rs.

0 l 200,000

1 | 65,000

2 63,000

3 65,000

4 65,000

5 : 65,000

Calenlating the (ollowing:

(a)
(b)
(e)
(d)
(e)
(N

Payvack period

Nel present value, assuming a 10% cost of capital

Net present value, assuming a 15% cost of capital

Profitability fndex, assuming a 10% cost of capital
P}oﬁlabiliry index, assuming a 15% cost of capital

Internal rate of return

Investment Appralél
Methods
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Supposc you are evaluating two mutually exclusive projects, Project/Item 1
and Project/ltera 2 with the following cash flows:

End of Year Cash Flows

Year Item 1 Item 2

Rs. Rs.
2000 10,000 Rs.10,000
2001 3,293 0
2002 3,293 0
2003 3,293 0
2004 3,293 14,641

(a)  If the cost of capital on both project, is 5% which project, if any, would
you choose? Why?
(b) Ifthe cost of capital on'both projects is 8% which project, if any, would

29)

30

you cheose? Why?

{c) Ifthe cost of capital on both projects is 1% which project, if any, would
you choose? Why?

(d) Ifthe cost of capital on both projects is 14% which projects, if any,
would you choose? Why?

{#) At what discount rate would you be indifferent between choosing liem ]
anrd Item 27 .

() On the same graph, draw the investment profiles of Item 1 and Itemn 2.

Indiczte the following terms:

IRR of Item 1
IRR of Item 2

Crossover discount rale
NPV of Item 1 if the cost of Capttal is 5%
NPV of Item 2 if cost of Capital is 5%

Consider the results after analysing the following five projects:

Projects Qutlay NPV
Rs. Ks.

AA 300,000 10,000
BB 400,000 20,000
CC 200,000 10,000
DD 100,000 10,000
EE 200,000 -15,000

Suppose there is a limit cn the capital budget of Rs.600,000. Which projects
siould we invest in, given our capital budget?

Consider these three independent projects?

Period FF GG HH
Rs. Rs. Rs.
0 100,000 200,000 300,000
1 30,000 40,000 40,000
2 30,000 40,000 40,000 |
3 30,000 40,000 40,000 |
4 40,000 120,000 240,000
_Cost of Capizzt | 5% | 6% 79

{2)

(L;

If there is no limit on the capital budget, which projects would you

choose? Why?

If there is a limit on the capital budget of Rs. 300,000, which projecis
would you choose? Why?

TTTERT ST Ot
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3.7 SOLUTIONS/ANSWERS

Check Your Progress 1

Y

Working notes:

(1)  Calculation of Depreciation per annum

Rs.23,00,000 — Rs.3,00,000

Existing equipment
geatlp 20 year

Rs.50,00,000 - Rs.5,00,000

= Rs.1,00,000pa.

New equipment = = Rs.3,00,000pa.
15 year
(i) Loss on sale of existing equipment
(Rs.)
Cost 23,00,000
Less Deprecation 10,00,000
(Rs)1,00,000x 10 years)
13,00,000
Less: Exchange value 6,00,000
Loss on exchange with new equipment 7,00,000
Lossperannum = Rs. 7,00,000/10 years = Rs. 70,000 p.a

(ifi)  Calculation of Interest {cash outflow) on purchase of new equipment

(Rs.)
Cost of new eguipment 50,00000
Less Exchange value of old equipment 6,00,000
Deprecation
Net cash outflow 44 00,000
Interest (Rs. 44,00,000x10/100) 6,00,000

"Comparative statemeit shawing total conversalion cost as well as cost 1,000

units.
Parliculars Equipment
Old New
Annual Deprecialion 1,00,000 3,00,000
Loss on sale of old equipment - 70,000
Interest on capital - 4,40,000
| Wages 1.00,000 1,20,000
Repairs and Maintenance 20,000 52,000
Comnsumnablcs 3,20,000 4,80,000
Power 1,20.000 1,50,000
Allocanon of fixed cxpenses 60,000 80,000
Total conversation Cost (1} 7.20,000 16,92,000
Total run hours p.a_ (ii) . =400 2,400
Operating Cosl per howr {15.) (i) 300 705
(i)
OQutput per hour (Units) 1,200 3000
Operating Cost (per 1,000 Units 250 © 235
| Units Rs.)

investroent Appraisal
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3}

Analysis:

On replacement of existing equipment with new equipment there is a saving
of Rs. 15 (i.e., Rs. 250- Rs. 235) per 1,000 units. Hence, replacement is

recemmended,

Let the initial selling price per unit of new product be ‘x’

Then total sales = 8000

units xx = 8,000 x

Calculation of cash costs p.a

(Rs.)
Variable costs (8,000 unitsx Rs. 250 | 20,00,000
Advt. And other expenses 1,50,000
Addl. Fixed operating cost 75,000
Total Cash costs p.a 22,25,000
Deprecialion p,a Rs.25,00,000 Rs. 6,25,000 p.a

4years

Profit before Tax 8,000 x-(22,25,000+6,25,000) { 8,000x-28,50,000
Tax @ 40% on Profit | 0.40 (8,000x—28, 50,000 3,200x-11,40,000

Total Cash cutfloy

22,25,000+3,200x-11, 40,000

3,200x+10,85,000

Net Aunnual Cash
inflow

8,000x —(3,200x+10,85,000)

4,800x-10,85,000

Initial cash cutflow

Present value of cash inflow

Rs. 25,00,000

(4,800x-19, 85,000) x3.0079

25,00,000 14,438 -32,63,571.50
14.438x 25,00,000+32,63,571.50

14.438x 57,63,57,1.50 .=
X 57,63,51.50/14,438 Rs. 399.20 |

Hence, the initial selling price of the new product is Rs. 399.20 per unit.

(i) NPV and IRR fo

r the iwe project proposals:

Year AXE BXE _
Cash | Discount Total Cash | Discount Toza!l |

flows Facror PVs flows Facter PVs .
T aﬁ‘f_ @ 16% Rs, Rs. | @ 16% Rs. |

= Lakhs | Lakhs lakhs

0 22.50 1.000 22.50 20.00 1.000 36.00

1 6.00 0.862 5.17 . 5.00 0.862 4.30

2 12.50 0.743 9.29 7.50 0.743 5.57
3 | 1000 0.641 6.41 7.50 0.641 4.81 '
|_4 | 750] o055 a2l 12500 o552 6.95 !
s | 1250 0476] __ .5
L & i 10007 0410) 210
7 L . 8060) 03s4] _ 23
[ Net Present value 2.51. i 4.46 |

SiTItrEleT I T



Year AXE _BXE ]
Cash | Discount Total Cash | Discount Total
flows Factor PVs flows Factor |. PVs

Rs.| @20%, Rs. Rs.| @24% Rs. |

Lakhs Lakhs | Lakhs Lakhs
0 22.50 1.000 22,50 30.00 1.000 30.00
1 6.00 0.833 5.00 5.00 0.806 4.03
2 12,50 0.694 8.68 7.50 0.650 4.88
3. 10.00 0.579 5.79 7.50 0.524 3.93
4 7.50 0.482 3.62 12.50 0.423 5.29
5 - ‘- - 12.50 0.341 4.26
6 - - - 10.00 0.275 2.75
7 - | - - 8.00 0.222 1.78

Profit Value 231.09 26,92

Less Initial Outlay 22.50 30.00

NPV ' 0.59 3.08

IRR
. 2.51
Project AXE= 16+ ——————x 4 =16+5.23 =21.23%
2.51-0.59
. 4.46 .
Project BX = 16+ ———x8 =16+4.73 =20.73% .
4.46+3.08

{ip)

The IRRs of both projects AXE and BXE are very similar, with barely one-half

Analysis:

% separating them from cach other. In such a case of marginal difference, it -
would be necessary to re-validate key assumptions-and use sensitivity analysis -
o determine impact upon project returns to changes in key variables. The
project that is less sensitive to such variations may be preferred. Also while -
NPVs and IRRs may provide a basis for financial decision-making, it is very
important to check whether either project is in line with corporate strategy. The
one more in tune with such strategy may be prefzrred even if the financial
numbers are not the highest among the competing proposals.

Check Your Progress 2

Iy (i) NetPresent Value (NPV} (10% discounting)

{Rs. Lakhs)
Year EFAT PV Factor Total PV
at 10%

X Y . | x| Y

0 700 700 1.000 700 700
1 100 5007 ° 70909 [~~~ 90.90 454.50
2 200 400, 0826 16520 330.40
3 300 200 0.751)  22530]  150.20
4, 450° 100 0683 |- 30735 -68:30
5 600 00 | 0.621 | 372:60° 5210
__ NetPresemtvalug]  46135] 36550

o

T

R - R [
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(i) Intemal Rate oi Return (IRR)
' Project X (Rs. In lakhs)
i Ycar CFAT X PV Factor At Total PV Al
27% 28% 27% 28%
| 0 700 1.0 1.0 700.00 700.00
1 100 787 781 78.70 78.10
2 200 620 610 124.00 122.00
3 300 488 477 146.40 143.10
4 450 .384 373 172.80 167.85
5 600 303 291 181.80 174.60
NPV 3.70 14.35
IRR = 27 + o O 1= 2740.205 = 27.21%
' 3.70 414,35
Project X {Rs. In lakhs)
Year CFATX PV Factor at Total PV Al
37% 38% 37% 8%
0 760 1.000 1.000 700.00 7.00.00
1 500 .730 725 365.00 362.50
2 400 533 525 21320 | 210.00
3 200 389 381 7.80 6.20
4 100 284 276 28.40 27.60
5 100 207 200 20.70 20.0
NPV 5,10 3.00 !
IRR = 37 + ;1%%0—0:-: 1= 374463 = 37.63%
(i)  Profitability Index
P! Total P.V.of cashinfiow (@10%

Initialcashoutlay

Projeet X

5. 35Lakhb
Rs.1,161.35Lakhs =1 659

Rs. 700 Lakhs

Froject Y

Rs.1,063.50 Lakns _

21.522 °
Rs.700Lakhs
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2)

Computation of NPV of the Projccts

(Rs. in Lakhs)

Particulars Project A Project ' :

Profit after Tax (10% of cost 10.00 15.00 |
of Project |

Add: Depreciation (p.a) 12.00 17.00

Net cash inflow p.a 22.00 |- 32.00

Present value of Net 117.370 170.72

cash inflow for 8 years

@ 10% annuity i.e.

annuity factor 5.335

Present value of salvage 1.868 6.538

value at the end of 8®

year al 0.467

P.V, of Total Cash 119.238 177.258

inflow _

Less: Initial investment 100,000 150.000

Net Preset Value 19.238 27.258

Analysis:

Under the NPV analysis of Projects, Project B has higher NPV. Hence,
Project B is suggested for trnplecmentation,

3} Cempurtation of net present value of the projects

Project “X" (Rs. in Lakhs)

' -
End Cash | Deprec- | PB| Tax | PAT | NetC.F.| Discount BV |
of flow iation | Y (PAT+D | factor @
year epm.) 15%
1 25 151 10 3 3 20 0.870 17.40
2 15 151 20 10 10 25 0.7536 18.90
3 45 {51 30 i5]. 15 30 0.658 19.74
4 65 15 50 25 25 40 {.572 22.88
5 65 15 50 25 25 40 0.497 19.88
6 55 157 40 20 20 35 0.432 15.12
7 35 151 20 10 10 25 0.376 $.40 |
8 15 15 - - - 15 0.27 4.91
PV of cash 128.23 |
inflows i ) J
Less: Initial - i 12¢.00
_investment o o -
Net Present i 10.33
Value I II

- Investment Apprslsal
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Project “Y™

JEnd | Cash | Deprec-| PBY | Tax | PAT| NetCF.| Discount P.V ’
of flow ialion (PAT+De | factor @ ;
year pm.} 15%

] 40 20 20 10 10 30 0.870 | 26.40
2 60 20 40{ 20 20 40 0.56 | _30.24
+3 80 20 60 30 30 50 0.658 | 32.90
4 50 20 30 15 15 35 0.572 | 20.02 -
s 30 20 10 5 5 25 0.497 | 12.43
6 20 20 - - - 20 0.432 8.64
PV of cash _ 130.33 |
inflows o
Less: Initial ’ 120.00 |
investment
. ]

Net Present 1033 |

value i

As Project “Y" has a higher Net Present Value.

It should be taken up.
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UNIT 4 WORKING CAPITAL DECISIONS
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4.0 INTRODUCTION

The decisions regarding long-term investhicnt are based on Judgments on future cash
fiows, the uncertaininty of these cash flows and the opportunity cost of the fiunds to
be invested. As far as working capital management decisions are concemed the
underlying criteria are the same but, there is an increased focus on liquidity and
management of operating cycele. Operating cycle refers to the time it takes to convert
current assets (excluding cash) into cash, The operating cycle in part deterrnines how
long it takes for a firm to generate cash from current assets and therefore the risk and
cost of its investrnent in current assets or working capital. Working capital is the
capital that can be immediately put to work to generate the benefits of capitai
invesiment. Working capital is also known as current capital or circulating capital.

he major difference between long-term financial management and short-lerm
finanzial management (also referred (o as working capitai management) is with
regards Lo quantum and frequency of cash flows. In case of long-term financial
management the amount of funds dedicated are usnaily large and one off decisions
whereas, in case of short tenm financing the amount of funds dedicated are relatively
smalt and frequently repetitive in nawre, The impact of long term financing ranges
aver an exlended period of time usually 15-20 years or more, whereas, the impact of
siiert lerm financmg is within the operating cycle usually ranging form three months
toa year.

There ure lwo couzepts of working capital: -

{i Gross working capital

{11} Net working capital

‘The gross working capital s tive total of all current nwz s Nei working eapital 1s the
duierence beiween current assels and current liabilines, The constituents of working

capite! are shown in Table 4.1. Part A of thus tablc chows current assets and part B of
this tabic shuws current liabilities.

]
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Table d.1: Constituents of current assets and curvent liabilliles

Part A Part B e
Current Assels Current Liabilities

Cash and Bank Balances Sundry Creditors

Invenlories Trade Advances

Raw material and components, work in | Borrowings (short term)
progress/process (WIP) finished goods, | Outstanding expenses
trade debtors, loans and advances, Taxes and dividends payable,

invesuments, pre-paid expenses Other liabilities maturing within a year

This unit deals with certain aspects and considerations related to overall wprking
capital management and is divided into the following sections:

. characteristics of current assels
. factors influencing working capital requirements
. levels of current assets

. current assets financing policy

. profit criterion for current assets

. operating cycle analysis

e impact of inflation on working capital

. approaches to bank financing

. methods for estimating working capital requirements

e source of working capital finance

4.1 OBJECTIVES

After going through this unit, you would be able to;

» understand the concept and characteristics of working capital,

» understand the difference between net working capital and gross working capital;
o understand the concept of operaling cycle;

» undersland how the various factors influence working capital requiremnents; and

= undersiand the various methods of computing working capital.

4.2 CHARACTERISTICS OF CURRENT ASSETS

Working Capital management is influenced by two characteristics of current assets

which are as follows (i) short life span (ii) swift transformation inlo other asset forms.

Current assets have a short life span, cash balances can remain idle for 7 to 14 days,
while accounts receivable usuatly have a life span ranging from 30 to 90 days and
inveniories may be held for 30 10 100 days,

Each current asset is transformed into another current asset. This transformation i
depend cpon the time and degree of synchronisation of procurcmieiit, production,
sales and collection of receivables.

e production process starts with the purchase of raw material resulting o either
decrease n cash or sreation of accounts payable. The raw material prrchssed rom

il Bt Sl Sy
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the inventory, which is further processed to produce finished goods. Finished goods
are sold resuling in either increase in cash or creation of accounts receivable while

the discharge of accounts payable resulis in cash outflow. The current asset cycle and

the operating cycle are shown in Figures 4.1 and 4.2 respectively.

Finished goods

!

Accounls Receivable

Wark in process

L 4

A
Wages, Salarics
Factory Overheads Raw material
F
Fy
ai Supplicrs

Figure 4.1: Current asset cycle

Collection of Accounts
Receivables

Account
Receivable

:

Sales

S

Purchase of Raw Material

P Cash

Raw Material
Inventory

Woark in
Progress

E— |
Finished Goads Iqﬂ

Figure 4.2: Operating cvcle
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4.3 OPERATYING CYCLE CONCEPTS

Ciperating cycie refers to the average time lapse belween the acquisition of raw
material and the final cash realisation. This concept is used 1o ascertain the
requirements of cash working capital to meet the operating expenses. Figure 4.3
depicts the operating cycle and the cash ¢cycle,

AT praced arrives Accounts
. S Receivable period
— Inventory Period
(BDCP)
RMCP+WIPCP+FCGP
PDXP
— Accounis payahle
period
Cash Paid for
materizi
Firm receives .
invoice - .
Operating cycle
Cash Cycle

Figure 4.3: Operating cycle

From the above figure you can easily estimate that the time which lapses between the
purchase of raw naterial and the collection of cash for sales is referred 10 as
operating cycle, whereas the time length between payment of raw material purchases
and collection of cash for sales is referred to as cash cycle.

In the operating cycle the inventory period consists of:

(1) Raw Malerial Conversion Period (RMCP), which is the tinie gap between
purchase of ruw material and :ic issuance of raw material for production.

(ii) V/ork *u Progress Conversion Period (WIPCP), which is the time gap
between issuance of raw material and the conversion of raw material into
finished goods,

{ili)  Finished Goods Conversion Period (FGCP), which is the tinc gap belween
sale of goods and the wransfer of finished goods from shop floor 1o the
warehouse,

{iv)  Book Debt Collection Period (BDCP), which is the time zap between sales
and realisation of cash
Nuw the fength of the operating cycle for direct material can be calculated as follows:
Gross operating eycle = RNCP+WIPCP+FGCP+BDCP
Nel Opeiating Cyele = Gross Operating Cycle — PDP
= RMCP+WIPCP+FGCP-+BPCP-PDP

Whaere PDY is the Payment Deferral Period PDP is the credit time extended by
suppliers te 74y for the purchases.
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CAPITAL REQUIREMENTS

The working capitai needs of a {irm are inflnenced by many factors. The important
ones are as follows: -a

b

Nature of business: The working capital requirement of a firm is closely related
to the nature of its business. In general businesses with short operaling cycles
will require lesser amount of working capital as compared to businesses with
longer operating cycles. The firms engaged in manufacturing and trading will
require more working capital as large amount of funds are locked in inventories
and receivables. In general utility companies and service companies (water
supply, electricity underiakings, telecom companies) will require lesser amount
of working capital as campared to manufacturing and trading concern. Table 4.2
shows the relative proportion of investment in current assets and fixed assets of
certain industries.

Table 4.2: Proportion of current assets and fixed assets

Current Assets % Fixed Assets % Industries

10-20 ‘ 80-30 Hotels and restaurants

20-30 70-80 Electricity generation and
Distribution

3040 : 60-70 Aluminum and Shipping:

40-50 50-60 Iron and Steel, Basic
industries, Chemicals

50-60 40-50 Tea plantation

60-70 30-40 Cotton textiles, Sugar

70-80 20-30 Edible oils, Tobacco

80-90 10-20 Trading, Construction

Business Cyele: During economic boom there is increasgd production which
require higher amount of working capital, but this is partly off set by reduced
operating cycle. At the time of economic recession again there would be need
for increased working capital, as large amount of funds would be locked in
inventories and receivables. h

Seasonal Variations: Commodities wilh seasonal demand results in increased
level of working capital requirement. This could be offset by scaling down
operations during the lean part of the year and increasing production prior to
demand period. Products manufactured with raw materials, the production of
which is seasonal {(agricultural products) would require higher amount of
working capital.

Size of Business: Size of the firm is also a determining factor in estirnating
working capital requirements. The size of a firm may be measured either in
terms of scale of operations, or assels or sales. Large firms require more
amount of working capital for investment in current assets and also to pay
current liabilities than smaller firms. However, in some cases even a smali firm
may need morc working capital as a cushion against cash flow interruptions.

Change of Technology: Changes in technology generally leads Lo

improvements in the efficient processing of raw material, decrease in wastages,

higher productivity and more speedy production. All these improvements lead

to reduction in investment in inventorics, which in turn leads to reduction in

working capital requirement. If changed technology results in shorter _
manufacturing process the lesser would be the requirements of working capital. - . 19
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Length of Operating or Working Capital Cycle: As explained in the section
dealing with operating cycle concept of working capital the amount of working

capital will depend upon the duration of operating cycle. The operating cycle in

turn is dependent on many other variables such as length of manufacturing
process, debtors collection period, etc. .

Firms credit policy: The credit policy of the firm also impacts working capital
needs. A fimm following liberal credit policy will require more amount of
working capital, as a large amount of funds would be blocked in debtors,

4.5 SOURCES OF WORKING CAPITAL

Sources of Working Capital Finance

Working capi.tal finance may be classified into the following;

Spontaneous Source of Finance

Finance which naturally arise in the course of business is known as spontaneous
financing. Trade creditors, credit from employees, credit from suppliers of
services, etc., are the examples of spontaneous financing,

Negotiated Finsncing

Financing which has 1o be negotiated with lenders, say commercial banks,

financial institutions, general public is known as negotiated financing. This kind
of financing may either be short-term in nature or leng-term.

Before spontaneous and negotiated sources of finarice, the latter is more
expensive and inconvenient lo raise. Spontaneous source of finance reduces the
amount of negotiated financing. Working capilal can be classified into long-term

and short-term sources, which can be analysed as shown in Figure 4.4

Sonrces of
Working Capital

Y ’ 4
Spontancous Negotiated
SouUrces SQUrces

v ¥ —v

Trade credit Short term Lonz tern
- Sundry creditors sources sources
- Bills/Notes payable
and others
y L J 2 B 4
Internal External Internal External
- Provision - Bank overdraft/ - Retained - Sleare capital
for ta« Cash Cr it profit - Long term loan
) d?rq;ns-.on for 1} . Trade c..posits - Provision {| - Debentures
idend - Public deposits for depre-
- Bills discounting ciation
- Short term loans

Flgure 4.4: Financlng mix of working cupital
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Trade Credit

Trade credit is a spontaneous source of finance which is normally éxtended to
business organization depending on the custom of the trade and competition
prevailing in the industry and relationship of the suppliers and buyers. This
form of business credit is more popular since it contributes to about ane-third of
the total short-term credit. The dependence on this source of working capital
finance is higher due to negligible cost of finance as compared to negotiated
finances,

It is a facility whereby business firms are allowed by the suppliers of raw
materials, services, components and parts, etc., to defer immediate payment to a
definite future period. Trade credit is generated when 2 company acquires
supplies, merchandise or materials and does not pay for them immediately. If a
buyer is able to get the credit without any legal evidence or instrument, it is
termned as ‘Open Account Trade Credit’ and appears in the Balance Sheet of the
buyer as sundry crediiors. When an instrument is given, notably negotiable
instrument, in acknowledgement of the debt, the same appears in the final
statement as Bills or Notes payable.

Invoice Discounting or Factoring

If a company makes sales to a number of customers on credit terms it will have
to wait for two or even three months before its debtors pay what they owe. This
means that the debtors must be financed by the company, and the idea of
factoring is to passover to the finance of debtors from the selling company to a
special factoring, finance company or Bank. The factoring company after
reviewing the amount of the debts and the creditworthiness of the debtors, will
pay the selling company, at the end of the month in which the sales were made,
the amount it can expect to receive from the debtors (less a percentage). In this
way the seiling company receives its money one or two months earlier than
wouid normally be the case. The factoring company will then collect the debts
Tom the selling company's customers when they fall due.

1

Bills of Exchange

A bill is defined as an unconditional ovder in writing, addressed by one person
to another, signed by the person giving it, requiring the person to whom it is
addressed to, to pay on demand, or at a fixed or determinable future time, a som:
certain in money to or to the order of a specified person or to the bearer,

Funds Generated from Operations

Funds generated from operations, during an accounting period, increase
working capital by an equivalent amount. The two main components of funds
generated from operations are profit and depreciation. Working capital will
increase along with the extent of funds generated from operations.

Deferred Tax Payments

Another source of short-term funds similar in character to trade credit is the
credit suppticd by the tax authorities. This is created by the interval that lapses
between the eaming of the prefils by the company and the payment of the taxes
due on them.

Accrued Expenses

Another source of spontaneous short-term {inancing is the accrued expenses

tha: arise from the normai conduct of business. An acerued expense is an

2 2ense that hzs beer incurred, but has not yet heen paid. For mes! fimss., one
vz larpes. sserued expences iz e’y o he enplovees ooniel wagss, Foo

Working Capital
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large firms, the zecrued wages held by the firm constitute an important source
of financing. Usually, accrued expenses are not subject to much managerial
manipulation.

Working Capiizal Finance irom Banks

Working capital is an essential requirement for any business activity. Banks in
India today constitute the major suppliers of working capital credit to any
business activity. Recently, however, some lerm lending financia) institutions
have also announced schemes for working capital financing.

Bank Overdralits

Short-term borrowing of the kind made available principally by the clearing
banks in the form of overdrafis is very flexible. When the borrowed funds are
no longer required they can quickly and easily be repaid, It is also
comparatively cheap. The banks will impase limits on the amount they can
lend,

Line of Credit

Line of credit is a commitment by a bank to lend a certain amount of funds on
demand specifying the maximum amount of unsecured credit the bank will
permil the customer to borrow at any point of time. The bank will charge exira
cost over the normal rate of interest since it will keep the funds available to be
made use of the funds by the customer at all times.

Revolving Credit

The revolving credit facility will be given by the banker 1o the customner by
giving certain amount of credit facility on a continuous basis. The borrower
will not be allowed to exceed the limits sanctioned by the bank. Such credit
facilities will be given by the banks to their customers in the form of over draft
facility. In customer financing, credit cards are known for this source of
financing,

Bridge Loans

Bridge loans are available from the banks and financial instilutions when the
source and timing of the funds to be raised is known with certainty. When therc
is a time gap for access of funds, then for speeding up of or implementation cf
the projects, bridge loans wili be provided. Such loans are repaid immediately
after mising the funds. The cost of bridge loans is nermally higher than the
working capital facilities provided by the banks. Al present thz RBI has put a
restriction on banks in giving bridge loans to curb malpractices in capttal
market dealings.

Transaction Loans

These loans are provided by the Banker for short pertods for a specific activity
like finencing for a civil contract work. When the custoiner receives payment,
the transaction “#iil be repaid by the customer. The lender will evaluate (he
abitity of the cash flow of the borrower before sanctioning this type of loan.

Tublic Depostts

Deposits from the public is one of the important source of finance particujarly
for well established big companies with a hugs capital base, The pzried of
public deposits is resiricted to a maxinm of (hree vears al a time ind hence,
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this source can provide finance only for short term to medium term, which Working Capital
could be more useful for meeting the working capital needs of the company. It Decisions
is advisable to use the amounts of public deposits for acquiring assets of long-

term nature unless its pay back period is very short.

Suppliers Line of Credit

Under this scheme, non-revolving line of credit is extended to the seller to be
utilised within a stipulated period. Assistance is provided to manufactures for
promoting sale of their industrial equipments on deferred payment basis. While
on the other hand, this credit facility can be availed of by actual users for
purchase of plant/equipment for replacement of modernisation scheme only.

Hire Purchase and Leasing

It is a most familiar form of medium term financing in acquiring plant and
machinery, vehicles, ctc. In hire purchase transactions, the purchaser of goods
will acquire the possession of goods on payment of initial deposit, but the title
to the goods will only be passed on from seller to the purchaser after the
payment of the remaining instaliments.

wns

Intercorporate Loans and Deposits

In the present corporate world, it is a comrmon practice of companies with
surplus cash to lend to other companies for a short period normally ranging
from 60 days to 180 days. The rate of interest will be higher than the bank rate
of interest and will depend on the financial soundness of the borrower
company. This source of finance reduces the intermediation of banks in
financing,

Commereial Paper (CP)

The CP introduced into the Indian financial market, on the recommendations of
the Vaghu! Committec has become a popular debt instrument of the corporate
world. CP is a debt instrument for short-term borrowing, that enables highly
rated corporate borrowers to diversify their sources of shori-term borrowings,
and provides a2n additional financial instrument 1o investors with a freely
negotiable interest rete. The maturity period ranges from three months to less
than a year. Since it is a short-term debt, the issuing company is required to
meet dealers’ fees, rating agency fees and any other relevant charges.
Commercial paper is short-lerm unsecured promissory note issued by
corporations with high credit ratings. L. -

Salient Features: - .

Eligibility Crileria: A company can issue CP only if: .

1)  lts tangible net worth is not less than Rs. 4 crore as per the latest audited
balance sheet;

2)  Tis fund based working capital limit is not less than Rs. 4 crore;

3) It has obtained the specified minimum credit rating for issuarce of CP
[fom an approved credit raling agency. Such credit rating should not be
more than 2 months old at the time of issue of the CP;

4} Iis borrowal account 15 classified as ‘standard’ by the financing bank; and

3 Ir has a minimum current ratio of 1.33:1 as per the lalest audited balance
sheet and the classification of current w-scts and liabilities are in
conformuly with the Reserve Baok puidelices issued frem lime to time,

Bank Guarantecs

Bank guarantec is one of the facililies that the commercial banks extend on
behalf of thewr chents in v . of third parties who will be the benefiiaries of S
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the guarantees. In fact, when a bank guarantee is given, no credit is extended
and banks do not par; with any funds. There will be only a guarantee to the
beneficiary to make payment in the event of the customer on whose behalf the
guarantee is piven, defaults on his commitment. So, if the customer fails to pay
as per the terms of the guarantee, the banker giving the guarantee has to pay
and claim reimbursement from his client. The banker's liability arises only if
this customer fails to pay the beneficiary of the goaranice. That is why bank
guaraniee limits are known as non-borrowings limits or no!-fund limits.

Asset Securitisation

The emerging financial scenaric has created a fierce competition among the
companies to raise funds through innovative financial products from the capital
and/or money markets. Additional source of capital can be accessed through
securitisation, relieving the normal receivable/deposit collection process for
finance companies and banks, without disturbing the liabilities side of the
balance sheet. Companies can raise finance and increase their lending activity
thus, enhancing profitability.

Meaning:

The term ‘Securitisation” refers to both switching away from bank
intermediation *o direct financing via capital market and/or money market, and
the transformation of a previously illiquid asset like automobile loans,
morigage loans, wade receivables, etc., into marketable instruments,

CooTrETR o o

"Securitisaiion is a process of transformation of illiguid assel into security |
witich may be traded later in the open market.”

“Securitisation is the process of transforming the assets of a lending instituiion
into negotiable instruments.”

Consortium Lending and Loan Syndlcation by Banks

B e e

When the individual bank finds it difficult to meet the huge financial
requirements of a borrower, it gives rise to multiple banking which mav be in
the form of (i) Consortium Lending or (ii} Loan Syndication.

Consortium Lending: When e financial needs of a single unit are morc thes
single bank can cater to, then more than one bank comes together (o finance the
unit jointly spreading the risk as well as sharing the responsibilities of
monitoring and firance. The arrangement is called ‘consortium lending’ and it
enables ‘e industrial units 1o mobilise large funds for ils operations.

Loan Syndfca!fou: There are two methods of syndication: direct lending and
through participation.

o Direct Lending: In respect of “direct lending"” all the lenders sign the loan
agreement independently with the borrower and agree to lend upto their -
respective share. Tne obligalions of the syndicale members are several and
ihey do not underwrite one another.

 Through Participation: In this method of lending the lead bank is the »nlv
lending bank, so far as the borrower is concerned, that approaches Lhe ot
lcnder to participate in the loan, This nommally takes place without the
knowledge of the borrower. The lead bank granis a certain portion of the loa:
to each participant as agreed. It also agrees to pay o ihe participan!s a pro
raje share of receipts from the borrower.



4.6 STRATEGIES OF WORKING CAPITAL
MANAGEMENT

So far banks were the sole source of funds for working capital needs of the business
scctor. At present more finance options are available o a Finaice Manager o enable
stooth functioning of his/her firm. Depending on the risk exposure of business, two
strategies are evolved to manage working capital.

Conservative Warking Capital Strategy

A\ conservative siralegy suggests the carrying high levels of current assets in relation
to sales. Surplus current assets enable the firm to absorb sudden variations in sales,
production plans, and procurement time without disrupting production plans.
Additionally, the higher liquidity levels reduce the risk of insolvency, But lower sk
translates into lower return. Large investments in current assets lead to higher interest
and cartying costs and encouragement for inefficiency. But a conservative policy will
cnable the firm to absorb day to day business risks. It assures continuous flow of
operations and eliminates worry about recurring obligations. Under this strategy,
long-lerm financing covers more than the total requirement for working capital, The
excess cash is invested in short lerm marketable securities and in necd, these
securities are sold off in the market 10 meet the urgent requirements of working
capital.

Secular Growth

Long-term
Sea.";o:?al Financing
Variations Investment in
Marketable Securitics
Y
.

Figure 4.5: Conservative working capliat strategy

Aggressive Working Capital Strategy

Under this approach current assets are inaintzined just to meet the current liabilities
without keeping any cushion for the varations ir working capilal needs. The core
working capital is [inanced by long-term sources of ¢a,ital, and scasonal variations
arc met through shori-termi borrowings. Adoption of this strategy will minimise
investment in'net working capital and ultimately lower the cost of financing working
capilal. The main drawback of this strategy is that it necessitates frequent financing
and also increases risk as the firm is vulnerable to sudden shocks.

Working Capital
Dreclsions
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Figure 4.5: Aggressive working capital strategy

>

Time

A conservative current asset financing strategy would go for more long-term finance
which reduces the risk of uncertainty associated with frequent refinancing. The price
of the firm has to pay for adopting of this strategy is higher financing costs since,
long-term rates will normally exceed short term rates. But when such an aggressive
strategy is adoptea, sometimes the firm runs into mismatches and defaults.

It is the cardinal principle of corporate finance that long-term assets should be
financed by long-term sources and shori-term assels by a mix of long and short-term
SOUrces.

4.7 ESTIMATING WORKING CAPITAL
REQUIREMENTS

The most ticklish problem that is faced by the finance manager is the determination of
the amount of working capital requirement at a particular level of production. To
solve this problem, estimates of future requirements of current assets and cash flows
are made, With the help of these cash flows, future requirements and availability of
cash for current assets are ascertained. For this purpose a working capital forecast is
prepared involving some calculatiors afier lzking into considcration the faciors
aflecting working capital (as discussed above). All these calculations are made on
cash basis. Thus, estimation of working capital is the determination of future cash
requirements of a firm so that the liquidity of financial resources may be maintained.
Following methods aic generally used in estimating working capital for the future
period:

a)  QOperabng Cyele Method

b)  Net Current Assets Forecasting Method
¢}  Projected Balance Sheet Method

JY Adjusied Profit and Loss Method

¢y Cash flow Forecast Method

a) Opcerating Cycie Aethod

Under this method, total operating expenses for a peried are divided by the number of
operating cycles in the relevant period to calculate the cash raquiremient for working
capilal. T the computation of total operating experses, operating cycle peried and

ST IR



number of operating cycles in the year is essential for estimating the amount of
working capital, as discussed below:

1.  Operating Expenses: These expenses include purchase of raw materials,
direct labour cost, fuel and power, administrative and selling and distnbution
expenses for a specific period for which estimates can be ablained from cost
records. Depreciation, write off of intangible assets are not included in these
expenses because these are non-cash items. Similarly, tax and dividend being
appropriation of profils are also excluded from these expenses. Capital
expenses are also not included in it. While estimating the amount of these
expenses fact like changes in product mix, introduction of a new product or
discontinuation of an old product should be made for the changes occurring in
expenses and price level due to internal and environmental factors.

2. Operating Cycle Period: Period of operating cycle means the total number of
days involved in the different slages of operation commencing from the
purchase of raw materials and ending with collection of sale proceeds from
debtors after adjusting the number of days credit allowed by suppliers. Thus,
the operating cycle is (he total period involved in different stages of operations,
which may be calculated by using the following formula:

OC = M+W+HF+D-C
Here, OC = Operaling Cycle Period
M = Material Storage Period

W = Work in Process or Conversion Period
F = Finished Goods Storage Period

D = Debtors Collection Period

C = Creditors Payment Period

Malerial Storage Period (M) = Aver.ageStockofRaw Male:-nals
Daily Average Consumption

Or
_ {Opening Stock +Closing Stock)1/2

Material Consumed for the Year/365

AverageStock of Work —in — Process
Daily Average Production Cost
OR
_ (Opening WIP+ Closing WIP)/2
Total ProductionCost /365

WIP or Conversion Period (W) =

(a) Total Production or Factory Cost is calculated by adding opening stock of
work-in progress in the total of direct material, labour and factory overheads
and deducting from this the closing work-in-progress. Depreciation is
excluded being a non-cash item. '

) Somelimes the Conversion Period is also known as the Production Cycle
Period. ' case, information about this peried is given, then conversion period
is noi to be calcutated with the above formula,

Average Stock of Finished Goods
DailyAveiage Cost of GoodsSold

onr

Tinished Goods Storage Period () =

(Opening Stock + Closin gStock)/2
Total Cost of GoodsSold /365

Working Capital
Decisions



Financial Management
and Declslons

Cosl of Goods Sold is calculated by adding excise duty with the factory cost after
adjusting opening and closing stock of finished goods. Administration/selling and
distribution expenses are not considered in it, because, in financial accounting, stock
of finished goods is valued at production or factory cost.

Average Dzbtors
Credit Sales Per Day
OR
(Opening Drs. + Closin g Drs.)/ 2
Total CreditSales /365
AverageCreditors
Total Credit Purchases /365

OR
_ (Opening Crs.+ Closing Crs.)/ 2

Total Credit Purchases /365

Debtors Collection Period (D) =

Creditors Payment Period (C) =

Notes: In respect of the above formula the following points are worth noting:

o The *Average’ value in the numerator stands for the average of opening balance -

and closing Lalance of the respective items. However, if only the closing
balance 1 available, then even the closing balance may be taken as ‘Average’,

. The figure *365" represents number of days in a year. However, there is no hard
and fast rule and sometimes even 360 days arc considered.

. In the calculation of M, W, F, D and C, the denominator is calculated at cost
basis and the profit margin is excluded. The reason being thal there is no
investment of funds in profits.

. In the absence of any information, total purchases and total sales be treated ay
credit,

3. Number of Operating Cycles: The number of operating cycles in 2 period are
determined by dividing the pumber of days in a vear 1.€.365 by the length of ner
operating cycle. Expressed as formula-

365
Operating Cycle Period

Nao. of Operating Cycles =

4, Amount of Working Capitai: Once the operating expenses and the number
of operating cycles have been determined, the amount of actual working
capits; required is calculated by dividing the total operating expenses for the
period by the number of operating cycles in that period,
For example, if the total operating expenses for the year amounts to Rs. 45,000
and the number of operating cycles in a year are assumed to be 3, the amount of
working capital would be Rs.15,000 (Rs.45000/3).

Alternatively, the working capital may be calculated by using the following
formuta;

WC=C+%‘:>< CS
where WC = Working Capital
C = Cash Balance Required
OC = Operating Cycle Period
CS = Estimated Cost of Goods sold
N = Number of days in year



Provision for Contingencies: After ascertaining the amouant of working capital
as above, a certain amount say 5% or 10% may be added to cover
contingencies. [t is to be noted thal facts based on estimates may not be cent
percent accurate. Therefore, this provision is made to cover probable error

in these calculations.

- Example 4.1: Himalaya Ltd."s Profit and Loss Account for the year ended’

31" December 2005 is given below. You are re

requirements under operating cycle method.

Trading and Profit & Loss Account
For the year ended 31* December, 2005

quired to calculate the working capital

Particulars Rs. | Particulars Rs.
To Opening stock: By Sales (Credit) 1,00,000
Raw Materials 10,000 | By Closing stock:
Work-in-Progress 30,000 | Raw Materials 11,000
Finished Goods 5,000 | Work-in-progress 30,500
To Purchases (Credit) 35,000 | Finished Goods 8,500
To Wages & Mfg. Expenses 15,000
To Gross Profit ¢/d 1,50,000 1,50,000
55,000
To Administrative Exp. 15,000 | By Gross Profit
To Selling and Dist,Exp. 10,000 | b/d
To Net Profit 30,000
Total 55,000 Total 55,000

Opening and closing debtors were Rs. 6,500 and 30,500 respectively, whereas
opening and closing creditors were Rs 5,000 and Rs. 10,000 respeclively.

Solution:  Computation of Operating Cycle

Raw Material Storage Period:
_ Averape Stock of Raw Material
) Daily AverageConsumption
{Rs.10,000+11,000)/2
Rs.34,000/365
Rs.10,500

= ———— =]13days
Rs.93.15

|

Raw Material Consumed = Opening Stock +Purchases — Closing Stock

= Rs.10, 000+35,000-11,000
= Rs.34, 000

Conversion or Pracessing Period
_ AverageStock of work — in — Progress

DailyAverage Pz oduction Cost
_ (Rs,30,000+30,500)/ 2
"~ Rs.48,500/365
_ Rs.30,250
132.88

Worldng Capital
Declslons
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Production Cost:

Rs.

R A It] -l N
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Opening Work-Progress 30,000
Add: Material Consumed (as Above) 34,000
Add: Wages and Mfg. Expenses 15,000
79,000
Less: Closing Work-in Progress 30,500
48,500
3 Finished Goods Storage Period
. _AverageStock of Finished Goods
Daily Average Cost of Goods Sold
_ (Rs.5,000+8,500)/2
Rs.45,000/365
- Rs.6730 _ 55days
Rs.123.29
Cost of goods sold: Rs.
Opening Stock of Finished Goods 5,000
Add: Production Cost (As above) 48,500
33,500
Less: Closing Stock of Finished Goods 8,500
45,000
4. Debtors Collection Peried
_._Average Deblors
- Daily Average Sales
- _ (Rs.6,500+30,500)/2
' Rs.1,00,000/365
_Rs.18,500 — 67 days
Rs.273.97
5. Creditors Payment Period
____Average Creditors
Daily Average Purchases
_{Rs.5.000+10,000)/2
Rs.35,000/365
_Rs.7,500 = 78days
Rs.95.89
6. Net Operating Cycle Period:
OC=M+W+F+D-C
= 113+228+55+67-78
= 385 Days
Compulation of Working Capiial Requirecment
I Mumrber of Operating Cycie Per Year = _365 -
_ Net Operating Cvcle Period
3
=35 0048
53 38
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Total Operating Expenses: Rs
Total cost of Production (as per 3) 45,000
Add: Administrative Expenses - 15,000
Add: Selling And Distribution Expenses 10,000
70,000

13 Working Capital Required = Total Opell'atmg Expe.nses
No.of Operating Cycles ina year
-~ Rs.70,000 =Rs.73,839
0.948
oC

Alternatively, WC=C+—N— xCS§

where WC = Working Capital

C = Cash Balance Required
OC = Operating Cycle Period
CS = Estimated Cost of Goods Sold
N = Number of days in a year
385

WC=0+=—"xRs.70,000
365

= Rs. 73,835

Note: The difference is due to approximation in the number of.oberaling cycle:”

.

1) From the following information taken from SNS Company; calculate the working

Check Your Progress 1

capital required using the operating cycle methed.

(1)

(2}

&)

4)

(3)

(6)

Annual sales are estimated at 1,080,000 units @ 20 per unit.

Production and sales quantities coincide and will be carried on evenly
throughout the year and production cost is: Material Rs. 10; Labour
Rs.4; Overheads Rs. 4 per unit.

Customers are given 60 days credit and 40 days credit js taken from
suppliers.

30 days of supply of raw material and 15 days supply of finished goods
are kept in stock.

The preduction cycle is 30 days and a!l materials are issued at the
comriencement of each production cycle,

A, cash balance equal to one-third of the other average working capital is
kept for contingencies.

Workiog Capilal-
Decisions
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2 From the 10lowing information, extracted {rom the books o a manufacturing
company, coinpute the operating cyele period and working vnpita’ required.
Period Covered: 365 days

Average Period Allowed by Supplier: 16 days Rs.
Average totai of debtors outstanding 43,000
Raw Material Consumption 4,340,500
Tolal Produclion Cost u 10,730 900
Total Cost of sales 10.~0,000
Saleg for the year 16,00.000
Valfie of Average Stock Maintained:

Raw Material . 32000
Work-Progress 35,000
Finished goods 26,000

b) Net Current Assets Forecasting Method

Thiis is the most practical method of estimating working capital requirements. Under
this method, the {inance manager prepares a working capital forecast. In preparing
dus forecast, first of all, an estimate of all the current assets is made on 2 monthly
hasis. Thus, estimaie of stock of raw materials, amount of raw material that will
remain in process. stock of finished goods and oulstanding amount from debtors and
other receipts will have 1o be made. This should be folicwed by an estimate of current
habilitics comprising outstanding payments for matenal, wages, rent, and
admunistrative 1y cther expenses. The difference between the forecasted amount of
current assets and current habilities paves the networking capilal requirements of (e
firm.

To this amount, a it pereentage would be added by way of provision for
contingencies, The resulting {igure will be the amount of total estimated working
capita! required. From this, bank finance is to be subtracted, if available. The
remaining balance will be the amount of working capital that is 1o be managed by the
firm. The method of forecasting working capital needs is *cash’ technique as al!
wansactions arc shown on cash cost basis.

Statement showing working Capital Requirements

{A) Current Amount Hs,
(1) Stock of Raw Muleriat (tor ... month consumpiion)
(11) (a}) Work-in-Piceess (for months)

(b} Direct Labour
“{c. Tverheads
(i} Stock of finished Goods {for ...month's sales)
{a) law Material
(b){b) Labour
(¢} Overheads

{iv) Sundry Deblors or Recetvables ( {- r. meonth's sales)
(a) Raw Marerizl
{b) Labour
{c) Owerheads

(v} Payment in Advance (if any)
(vi)  Balance of Cash (required to meet dav-to-gry exsrnses)

i Sl
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7+ edtur- (for wath's purchase of Raw Matenals)

)0 L0 v of Expanses
(Outstanding expenses ...month's)
(iii) Others (if any)
Net Working Capital (A) - (B}
Add: Provision for Continpencies
Total Working Capital Required

Working Capital
Decisions

Example 4.2: Prepare an estimate of working capital requirements from the following

information of a trading concern:

(a) Projected Annual Sales

(b}  Selling Price

{c) Profit Margin on Sales

(d) Average Credit Period Aliowed to Customers
(e) Average Credit Period Allowed by Suppliers

(D Average Stock Holding in terms of Sales Requirement

(g) Allow 10% for Contingencies

Solution:

1,00,000
Rs.8 per unit
25%

8 weeks

4 weeks

12 weeks

Statement Showing working Capita! Requirements

(a) Current Asse(s
Stock (12 Weeks)
(Rs.6,00,000x 12/52)
Debtors (8 weeks)

Rs. 6,00,000 < 8/52)

Less:  Current Liabilities
Creditors (4 weeks)
(6,00,000: 4/52)

Net Working Capital (A-B)

Add:  10% for Contingencies
Total Working Capital Required

Working Notes
f1)  Cost of Goods Sold
Sales = Rs. 1,00,000 x 8 = Rs. 8,000,000~

Profits = Rs. 8,00,000 x25% = Rs. 2,00,000

Rs.
1,38,462
92,308
2.30.770

46,154

1,84,616
18,462

Cost of Sales = Rs, 8.00,000-2,00.000+ Rs. 6,00,0100

L

tiny As.atis a trading concem; hence cost of sales 15 i7rated as purchases.

(1ii)  Profits have been ignored because profits may or may not be used as source of

working capital.

l‘).l
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Example 4.3: On 1* January, 2005 the Board of Directors of Paushak Limited
wanted to know the amount of working capital required to meet the programme the:
have planned for the year. From the {ollowing information, prepare an estimate of
working capital requirements,

Issued Share Capital Rs. 2,00,000
8% Debentures Rs. 50,000
Fixed Assets as on 1* January Rs. 1,25,000

I'roduction during the previous year was 60,000 units and it is proposed to matntain
the same during 2005. The expected ratio of cost to selling price are:
Ravy Materials 60%; direct wages 10% Overheads 20%.

The following further information is available:

a) Raw malerials are expected to remain in the stores on an average for two
months before being issued to the produclion unit.

b)  Each unit of production ts expected to be in process for one month.

¢)  Finished goods will stay in the warehouse awailing dispatch to customers for
approximately three months.

S

Credit allow=d by creditors is two months from the date of delivery of raw
materials,

e}  Credit given to deblors is three months from the date of dispartch.
f)  Selling price is Rs 5 per unit,

Solution:

Statement Showing working Capttal Requirements

{a) Current Assets Rs. Rs,

(i) Stock of raw malerial (2 months) : 30,000
(Rs.15,000x 2)

(ii) Work-in-Progress {1 month}

Material {Rs.15,000x 1) 15,000

Labour (Rs.2,500x 1) 2,500

Overheads (Rs,5,000% 1, . 5000 22,500
(iii} | Stock of finished Goods (3 months)

Material {Rs.15,000x 3) 45,000

Labour (Rs.2,500x 3) 7,500

Overleads (Rs.5,000x 3) 15,0G0 67,000
(iv) | Debtors (3 months)

Material (Rs. 15,000x 3) 45,000

Labeur (Rs. 2,500x 3) 7,500

Oveiheads (Rs. 5,000x 3) . 15,000 67,000

1,87,500

(B} Current Liabiljties:

Creditars for raw Material (2 months)

Rs. 15,000x2) 30,000

Net working Capital required (A-B) 1,57,500

i W et A



Working Notes: Working Capital

Decislons

1f Debtors have been valued and calculated on sales basis which would be Rs.

75,000 (60,000x 5% 3x12). Hence, working capilal (aking Current Assets at

total value

Rs.
Working Capital required as per ahove statement 1,57,500
Add: Increase in Debtors (Rs. 75,000-Rs.67, 500) 7.500
1,65,000

2)'I‘ Monthly amount of each element of cost is calculated as follows-
Totzl sales 60,000x 5 = Rs. 3,00,000

3,00,000 x 60

10012
3,00,000x10

100x12
_ 3,00,000x20

100x12

() Raw Materials = =Rs.15,000

(b) Direct Labour = =Rs.2,500 . -

{¢) 'Overheads =Rs.5,000

3)  ltisassumed that labour and overhead in the beginning. Hence, full amount of
labour and overhead is included in work-in-progress. If it is assumed that labour
and overheads accrued cvenly, half of the amount will be included in work-in-
progress.

4)  Additional capital required will be Rs. 35,500 (Rs. 1,57,500-1,25,000), becausc
Rs. 1,25,000 is available from long-term sources (share capital debentures-
Fixed assets)

o Check Your Progress 2

1} You are required to prepare for the Board of Directors of Siiman Ltd. a
statement showing the working capital needed to finance a level of activity of
5,200 units of output. You are given the followng information:

Elements of Cost Amount per unit (Rs.)
Raw Material 3
Direct Labour 2
Overheads 6
Total Cost . 16
Profit ' 4
Selling Price 20

(i) Raw Materials are in stock, on an average onc month, (ii) Materials are in
process, on an average half a month, (iii) Finished Goods are in stock on an
averape 6 weeks, (iv) Credit allowed 1o Debtors is two months, (v) Lag in
payment of wages is 1'7 weeks, (vi) Assume 32 weeks in a year and 4 weeks in
a month.

Cash in hand and at Bank is expected to be X5, ° 200, You are informed that

production is carried on evenly during the year zind wages and overheads accrue
evenly.



Financial Management 2)  From the following information, you are required to estimate the net working
and Declsions capilal:

Cost Per unit (Rs.)
Raw Material 200 ,
Direct Labour 100 .
Overhead (excluding Depreciation) 250 L
Total Cost ' 550 i

Estimated data for the forthcoming period are given below:

Raw Material in Stack Average 6 weeks

Work-in-progress (assume 50% completion stage with Average 2 weeks |
full material consumption)
Finished Goods in Stock Average 4 weeks i
Credit Allowed by Suppliers Average 4 weeks :
Credit Allowed to Debtors Average 6 weeks

Cash at Bank Expecled 10 be Rs.75,000 |
Sclling Price Rs. 800 per unit !
Cutput 52,000 unils per annum f

Assume that production is suslained at an even pace during 52 weeks of the
year, All sates are on credit basis.

¢)  Projected B2lance Sheet Method

Under this method, estimates, of different assets (excluding cash) and liabilities
are made taking into consideration the transactions in the ensuring period.
Thereafter, a balance sheet is prepared based on these forecasts. Assets and
liabilities are calied ‘Projected balance sheet’. The difference between assets
and liabililies of this balance sheet is treated as shorlage or surplus cash of that
period. If the total liability is more than total assets, il represents excess cash,
which is not required by the firm. The management may plan for its investrnent.
On the contrary, if total assets are more than total liabilities, then it indicates
the deficiency of working capital, which is to be arranged by the management
either from bank overdraft or from: other sources.

R e e I I LI R T

d)  Adjusted Profit and Loss Mecthod

In this method, estimated profit is calculaled based on transactions of the
ensuing period. Thereafier, incrzase or decrease in working capital is computed
adjusting the estimated profit by cash inflows and cash outflows. It is like cash
flow staiement. A few banks in India use forms for computing working capital
under this racthod. A specimen of such a form is given belov:.

Computation of Workiag Capital

E et lncome
AL

| AdG: (Y Nom-cashftems

I . . .o .
L Nerking Comtal Providea Operations

LA i Coshinflowftems L
| 1203 Cash Outflow items
: i

1

" pohed Chonges in Workine Capital ) L




e) Cash Forecasting Method

In this method, estimate is made of cash receipts and payments in the ensuring

period. The difference of these receipts and payments indicates defrciency or
surplus of cash. The management formulates plans to procure the amount of
deficit. This method, in a way, is a form of cash budget.

Example 4.4: Calculate the operating cycle and the working capital requirements

from the following figures:

Balance as at Balance as al

1* January 31* December

Rs. Rs.

Raw Material 80,000 1,20,000
Work-in-Progress 20,000 60,000
Finished goods 60,000 20,000
Sundry Debtors 40,000 40,000
Wages and Manufacturing Expenses - 2,00,000
Distribution and Other Expenses 40,000
Purchases of Materals - 4,00,000
Total Sales - 10,00,000

{i)  The Company oblains a credit for 60 days from ils suppliers.

(ii)  All goods were sold for credit.
Solutien:
Computation of Operating Cycle

(i} Material Storage Period:

_ Average Stock of Raw Materials

Daily Average Consumption

_ {Rs.80,000+1,20,000)/2
Rs.3.60,000/365

_ {Rs.1,00,000)

© TRs.9863

=101.38days

Material Cansumed = Opening Stock + Purchases — Closing Stock

= Rs. 80,000 + 4,00,000-1,20,000

= Rs. 3,60,000

(it} Conversien or Processing Perniod

Average Stockof Work in  progress

Daily Average Factory Cost

_(Rs 20.000 + 60,000)/ 2
Rs 5.00.000/ 365

~ (Rs.10,000)

— = 28.07dz
Rs 1,424.65 "

Working Capltal
Declaians
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Factory Cost:

Opening Work-Progeess
Material Consumed (as above)
Wages and Mfg, Expenscs

Less: Closing Work-in-Progress

(iii) Finished Goods Storage Period

Average Stock of Finished Good
Daily Average Costof Goods Sold

_ {Rs.60,000+20,000)/2
Rs,5,60,000/365

_ (Rs.40,000)

= 26.07da
Rs.),534.25 4

Cost of Goods sold

Rs.

20,000
3,60,000
2,00,000
5,80,000

60,000 i
5,20,000

Rs.

Opening Stock of Finished Goods

60,000

Factory Cost {as above)

5,20.200

Less; Closing Stock of Finished Goods

3,380,000 ’
20,000 .

5.,60,000

{iii) Debtors Collection period

Average Debtors
Daily Average Sales

_ {Rs.40,000+40,000) /2
Rs.10,00,000/365

_ {Rs.40,000)

=14.6days
Rs.2,739.7 :

B o LA L R

Computation sf Working Capltal equired

1 Operating Cycle Period

M+W+F+D-C
101.38 +28.,07+26.07+14.60-60

= 110.12 or 110 days

2. Total Cost of Sales Rs
Cost of Good: Sold 5,60,000
Prriribution and other Expenses 40.000
6,00,000
3 Casir Working Capiral =C -1-9\12 xC8
l

= O+H-q-x Rs.6,00,000= Rs.1,80,822
365



Example 4.5: Mr. Krishan wishes to commence a new trading business and gives the
following information:

The total estimated sales in a year will be Rs. 12,00,000.

His expenses are estimated as fixed expenses of Rs. 2,000 per month plus variable
expenses equal Lo five percent of this turnover.

He expects to fix a sale price for each product which will be 25§ percent in excess of
his cost of purchase.

He expects to turnover his stock four times in a year.

The sales and purchases will be evenly spread throughout the year. All sales will be
for cash and purchases on credit, but he expects one month’s credit for purchases,
He keeps cash in hand to meet one month’s expenses.

Calculate:  (a) His estimated profit for the year;
(b) His average working capital requirements.

Solution:
(a)
Estimated Profit of Mr. Krishan for the year
Sales Rs.
25 12,00,000
Less: Gross Profit | 12,00,000 x 12_5 2,40,000
Cost of Goods Sold - 9,60,000
2,40,000
Gross Profit (as above) 0
Less: Expenses: 24,000 _
Fixed (2000%12) _ 84,000
. 5 ” 60,000 - 1,56,000
Variable | 12,00,000x —
100
(b) Statement of Average Working Capital Requirements
{A) Current Assels: Rs.
(i) Stock 2,40,000
{ii) Turnover of Stock is 4 times
(i) Stock Tumover= _C05t0f Goods Sold
Averape stock at cost
Or 4= Rs.9,60,000
Average Stock
Rs.9,60,000 '
So Average Stock = -g—i— =Rs.2,40,000 1.
() Cash
To meet fixed expenses 2,000
Tc meet variable expenses 5,000 7,600
( 5 1 ) :
12,00,000 % ———x— Nil
L 100 12 2,47,000
(it} Debtors (as all the sales are for cash only’ i
I {,00,000
(B) Current Liabilities ‘
(i)  Creditors [1 month/ {12,00,000x1/12)] 1,47,000
(i) Working Capita! Required (A-B) -

Working Capital
" Declifons
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Financlal Manapement Total Purchases = Cost of Goods Sold + Closing Stock
and Declslons
{As it is 2 new business, there is no opening stock)

=Rs. 9,60,000 + 2,40,000 = Rs. 12,00,000.

Exzmple 4.6: Manckchand Ltd. Plans o seil 30,000 units next year, The expected |~

cost of goods sold is as lollows: &
Rs. (Per units) '

Raw Material 100 :

Manufacturing Expenses 30 |

Sclling Administration And Finance Expanses 20

Selling, Price 200

The duration of various stages of the operating cycle is expected to be as follows:

Raw Materal Stage 2 menth | tL

“Weork i Progress 1 month h

Frsed Goods Stage ¥ month '

[eowors Stzge ] months ;

Assuming the monthly szles level of 2,500 units; estimate the gross working capital
requirements if the desired cash balance is 5 % of the pross working capital !

requirement. |

|

Solution: i

Sratemeul! of Gross Working Capital Requiremeats

E

Current Assets: Rs. Rs. .
(i} Raw Material (2 months) 5,00,000

{Rs. 2,500 100 2)

{ii}  Work in progress (i mwonth)
Raw material (Rs. 2,500 100x 1) e
Mfg. Expenses (Rs. 2,50ux 30x 1) = 22

(iii)  Finished good (1/2 months) | 25.000
Raw Material {Rs. 2,500 i00x5) 37 500 62500
Nifp. Expenses (Rs. 2,300% 30 .5) '

(iv)  Debtors (1 month)

3,50,000
(Rs. 2,500% 150% 1)
(v) Cash 13,62,500
71,711
(5% of gross working capital i.e., 13,62,500 % 5/95) 14,384,211

Grass Waorking Capital Required
Working Notes;

Selling administration and linance expenses are not included in the value of
closing stock of finished goods but added in the cost of sales lor valuving
debius,

z. It 1s assumed that degree of completion of work-in-progress is 100% as regards
) materials, labour and overhead and as such matedal and manufactiring
94 expznses for the full period ure included i the cost of wark-in-propr
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4.

‘?

1)

2)

It is assumed that all sales are credit sales. Warking Capitel
Profit has not been treated as source of working capital hence fully ignored. Decisions

Check Your Progress 3

From the following particulars, calculate working capital adding 10% per .
annum for conlingencies. ’ L

(a) | Average amount backed up for stocks:
Stock of finished products v 1,060
Stock of materials and slores 1,600

(b) | Average credit given: :
Home market 6 weeks credit © 62,400
Foreign market 1.5 week’s credit 15,600

(c} | Paymentin Advance:
Sales promotion expenses 1.600
(Paid quarterly in advance)

(d) | Lagin payment of wages and other expenses:

Wages 1.5 weeks | 52,000

Materials and Stores 1.5 months | 9,6000 =

Office Salaries 0.5 months | 12,480 “
Rent 6 months | 2,000 :
Other expenses 1.5 months 9,600 ‘ i

M/s. ABC Limited have approached their bankers for their working capital
requirements, who have agreed 1o sanclion {he same by retaining the margin as

under. f

[

Raw Material 20% Finished Goods _| 25%

| Stock-in-process 30% Debtors 10% ;

From the fdllowing projections for 2004-2005, you are required 1o work out:
(i)  The working capital required by the company and

{il) The working capital Hinits likely to be approved by bankers Estimates for

2004-2005.

Annual Sales: Rs.

Cost Production {including depreciation of Rs. 1,20,000 14.40,000

Raw Malerial Purchases 12,00,000

Monthly Expenditures 7,05,000

Anticipated Opening Stock of Raw Materials 25,000

Anticipated Closing Stock of Raw Materials 1,406,000

Inventery norms: :
Raw Maienals 2 months '
Work in progress 15 days |

Finished Goods ! months !

The compauy cupoys & credit of 15 days on i ourchase and allows one-month
croddit o it= debtors. O sales orders the Commany oz recetee o advanen of
Rs. 15000

You may assuine thal prodauciion 1s cairied 0wt cvenly throughou e yea: ard
min:mam cash halance desired o Fe mrarained < Re 10.000,
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4)

Bharat Company Ltd. sells goods in the home market only and earns a gross
profit of 25 % on sales. For the year ending 31* Dec; 2008, the followin g
figures are avatlabte.

m_'
[ Material used 1,12,500 |
| Wages paid 90.000 !
Manufacturing expenses (including depreciation 1.35,000
Administralive expenses 30.000 ;
Deprecialion 15,000
Sales promolion expenses IS.OW
Income Tax payable in four instaliments which falls in the next 37,500
financial year '
Sales 4,50,000

Uther particulars are

—_—

Suppliers of materials provide two month’s credit:

‘4. Wages are paid half month in arrear;

3. Manufaciuring and administrative expenses are all cash expenses and are
paid one menth in arrear;

4. Sales promolion expenses are paid quarterly in advance;

5. Sales are madc at one month's credit;

6. Company wishes to keep one month stock of raw materials and also 7
finished goods;

7. The Company belicves in keeping Rs. 25,000 available with it including the

overdraft limit of Rs. 12,500 nol yet utilised by the Company.

You are required to ascertain the requirements of working capital for the year
2005.

A Performa cost sheet of a Company provides the following particulars:

Element of Cost Amount per unit
. Rs.
Raw Materials 80
Direct Labour . 30
Overhead 60
Total Cost 170
! Profil 30
I.iel!ing Price 200

The foliowing further particulars are available:

Raw miaterials are on stock for one month on an average. Matenals are in
process of hal{ month on an average. Finished coods are in stock for one morth
on an average. Credit allowed by suppliers is one month. Credit aliowed to
debrors is two months, Lag in payment of wages is 2 weeks. Lag in payment of
overhead cxpenses is one month. 25% of outpul is sold for cash. Cash in hand
and at bank is expecied 1o be Rs, 30,000.

You urre required 10 prepare a statenient showing the working capital necded 10
finance a level.of activity of 1,04,000 units of production. You nay assume that
preduction is carried on evenly throughout the year, Wages and overhead
accrue similarly and a time period of 4 weeks and 57 ecks is equivalent (0 a
monthi and a year respectively.
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4.8 SUMMARY

Financial decisions are based on certain considerations the main being the cash flows,
cost and liquidity. Short-term financial decisions or working capital decisions arc
different with regard to quantum and frequency of cash flows. There are two concepts
of working capital:

(1) Gross Working Capital
(1i) Net Working Capital.

The main characteristic of the current assef is that they change their form within one
operating cycle. Working capital requirement is infiuenced by a variety of factors, the
main among them is nature and size of business. There are various methods of
calculating working capital requirement. In some the base figures are obtained from
financial statements.

4.9 SELF-ASSESSMENT QUESTIONS/EXERCISES

1. Explain the concept of working capital. Are pross and net concepis of working

capital exclusive? Discuss. : -

2, What is the importance of working capital for a manufacturing firm? What will
be the repercussions if a firm has (a) paucity of working capital (b) excess
waorking capital?

3. What is the concept of working capital cycle? What is meant by cash .
conversion cycle? Why are these concepts important in working capital
management? Give an example (o illustrate your point.

4, Briefly explain factors that determine the working capital needs of a firm.

5, How is working capilal affected by (a) Sales, (b) Technology and Production
Policy, and {c) Inflation? Explain.

6. Definc working capital management. Why is it important to study the
management of working capital as a separate area in financial management?

7. Do you recommend that a firm should finance its current assets entirely with
short term financing? Explain your answer.

g What methcds do you sﬁggcsl for estimating working capital needs? IHustrate
YOUr answer,

9 Explain the difference between Gross and Net Working Capital.
10.  What is the operating cycle concept of working capital?

11.  State the difference between fixed and variable working capital.
12, How is working capital affected by the .atvre of business?

13, Whyis exc.as warking capital dangerous?

i4. Explain the concept of working capital. What are \lic constituents of working
capital of a company?

I5.  Whatis operating cycle concepts or working capital? Fow will you determine
the arount of working capital under this method? Explain with examples?

Workdng Capltal
Decislony
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16.  “Inadcquate working capital is disastrous whereas redundant working capital is
a criminal waste”, Critically examine this statement.

17.  What is the concept of “Working Capital™? What factors determine the needs
of working capilal and how is it measured?

8. Whatis mean: br working capital forecasting? Brielly explain the lechniques
used in making suen foresusis,

Ha e O

9. Write short notes enthe following:
(1) Operating Cycle of Warking Capital
(i1) Types of Warkusg Capital

Practical Questions

1. The following data has been taken from the financial records of Meenakshi

Company Lid.
Raw Malerial Rs. 40 per units :
Direct Labour Rs. 20 per unil v
Overheads Rs. 5,40,000 (Total} :

The following additional information 15 also available: |

1. The mapagement of the company is planning to manufacture 1,006,000 units in I
the comug year. The selling price per unit will be Rs. 125, There is perfect l
harmeny between output and sales of the Company, which is maintained
throughout ke year. !

#2.. The average storaye period is 40 days for raw material and 30 days [or lr
finished goods, 'E

|

|

|

3. The company sells goods to its customer on 30 days credit and purchiase raw
material on 60 days credit from 1ts supplicrs.

4. The duration of the production cycle in the Company is 20 days and ihe
needed raw material is issued to the production at the beginning of each
production cycle.

5. 20% of the average working capial is kept as extra cash for contingencies.

Assume 360 working days in the operaing period, work out an estimate of the
total requireiments of working cuptal for the Company using Operating Cycle
Method.

From the following data, compute the duration of the operating cycle and
working capital requirements for each of the two years:

(e

Averape Stocks: Year 1 (Rs.) Year 2 {Rs.)
Raw Material 20,000 27.000
Work-iu-progress 14,000 18.000
Finished Gaods 21,000 | _ 24,000
 Purchasc 96,000 ! 1,35.000 |
| Cost of Gioods Sold 1,40,000 | 1,80,000 |
| sales 1,60.600 | 2,00,060°
Debiors 32,000 50,660
Creditors 16,000 | 18.000 |

Assume 360 days per year lor compuralional purposes.

Forecasting Net Current Assets Methods
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From the following informartion, you are required to estimate the working

capital requirements of Mahesk Lid.

Raw Material Cost

0.75 per units

Overheads

Rs. 15,000 per anpum

Labour

58172 p. perunit

Quiput and Sales

10000 unils per month

Selling Price

Rs, 5.00 per unit

i Buffer Stocks to be carried

Raw waterials

2 weeks production

Finished Goods

3 weeks supply

The deblors on an average 1ake 2.25 month's credit. Raw Malterial is received in
uniform deliveries daily and suppliers have 1o be paid at the end of the month
when goods are received. Other creditors for overheads allow on an averape
L ¥ months credit, Calculate the working capital required for February in the
form. for presentation to the Board. For this purpose, you may assume that a

month is a four-week period.

The Board of Directors of ABC Engineering Company Ltd. requests you 10
prepare a statement showing the working capital requirements forecast for an
expected level of production of 22,000 tonnes. The following information is

available for your computation,

Raw Material to remain in stock on an average 4 weeks
Processing Material in process 2 weeks
Penmanent Malerial in process 200 tonnes
Finished Gooeds in Stock & weeks
Credit allowed to Cusiomers 8 weeks
Expected ratio of material to sale price 2%
Wuges and Overheads 2%
Selling Price per ton _ -Rs, 3,000

Prepare a working capital forecast [rom the given below infarmation:

@ucd Share Copilai

© Rs. 4,00,000

E_ 0%, Nehentures

Rs. 1.50,000

| Fixed Assets

Rs 3,00,000

Production during the previous year is 1-12c units. The saime level of activity is

intended 10 be maintained during e year. The expecled ralios of cost 10 selling

prices are:

Raw materials 50% Direct Wages 10% Overheads 25%. The inventory holding

nomms are as under:

i Raw Muicrial

2 menth's Consumplion

Stack-in-process

2 month’s cost of production

| Fimshed Goods

Beswdes sundry Creciiors and Sundry Liehiog, are eguivalent io 3 month's
purchases wnd 2 months sales respecuvely, Sait ~p price is Rs. 6 per vnil. Both
production and sates are o regular eyele and wapes and overhead accrue

evenly.
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The Board of 1Mirectors of Nanak Engineering Company Private Limited
requests you {o prepare a statement showing the working capital requirements
forecast for a level of activity of 1,56,000 units of preduction. The following
information is available*for your calculation;

" Baw Mzl , 29
. eract Libour o 40
Qverheads 75
205

Profits 60
Seiling Price 265

1) Raw Malerials are in stock on an average for one month;
2)  Materials are in process on an average two weeks;

3)  Finished goods are in stock on an average one-month;

4)  Credit allowed by suppliers one month;

5)  Time lag in payment from debtors two months;

6)  Lagin pavment of wages is 1 %4 weeks; and

7} Lag in payment of overheads is one month

20% of the output is sold against cash. Cash in hand and at bank is expected (o
be Rs. 0,000. It is to be assumed that production is carried on evenly
throughout the year, wages and overheads acerue similarly and time period of 4
weeks is equivalent 10 a month and 52 weeks a year,

The following data js available from the cost sheet of a Company.

Cost per unit

Raw Material 50
Direct Labour 20
Overhead (including dspreciation of Rs. 10) 40
Total Cost 110
Profi 20
Selling Price i 130

Additional information:

Average raw material in stock is for one month. Average material in progress is
for half month. Credit ailowed by suppliers is one month, credit allowed to
debtors is one month. Average tinie lag in payment of wages: 10 days; averuge
lime [ag in payment of overheads 30 days. 25% ol the sales arc on cash basis.
Cash balance expected to be Rs. 1,00,000. Finished goods lie in the warehouse
for one month,

You are required 1o prepare a statement showing the working capilal needed to
finanice 2 level of the activity of 50,000 units of output. Preduction is carried
out evenly throughout the year and wages and overhieads accrue similarly, State
your assumptions if any, clearly.

4.10 SOLUTIONS / ANSWERS

Chieck Your Progress 1

Sotution &

Computation of Operating Cycle

Operating Period havs
(1) Raw Material Storage Period 5
(i} Finished Stock Storage Pericd 5



(iif) Processing or Conversion Period
(iv) Debtors Collection Period

Less:  Creditors Payment Period
2. Number of Operating Cycle per year 365/95 =
i Total Operating Expenses
Raw Material (1,00,000x 10)
Labour (1,00,000x 4)
Overheads (1,00,000x4)
tal i J
4 Working Capital = To Operatmlg Expenses
No.of Operating Cycles
_ _Rs.i8,00,000
3.8420r365/95
Add: 1/3 for Contingencies 4,68,493
1,56,164
Tatal Working Capttal Required 6,24,657
Alternatively

0C

WC=C+==xCS§
N

95

= 0+—x18,00,000=4,68,493
365

Add: 1/3 for Contingencies = 1,56,164

6,24,657

Solution 2:

Computation of Operating Cycle Perisd

1.

Matzrial Storase Period

AverageStock of Raw I'\-daterial
Daily Average Consumption

Rs.4,40,600/365 1,205.48

[}
Conversion Period

AverageStock of work —in — progress

Rs32,000 32,000 =27da

Daily Average Production Cost

Rs.35000 35000
Rs.10,00,000/365 273973

13days

Finished Goods Sterame Period
Average Stock of Finished Doods
Daily Average Costoi Sal.s

Rs.26,000 _ 24,000
Re1G.50,000/355  2.876.7

=9duys

- 30

60

135

40

95

3.842

Rs.
10,00,000
4,00,000
4,00,000

o f ORRS—
1]

Working Capital
Decislons
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Financial Management
and Decisions

4, Debtors Collection Period:

Sa

Rs.48,.000

Average Debtors

les perday

_9BO0O e

" Rs.16,00.00

1 Opcrating Cycle Period
(i} Malerial Storage Peried
(ii) Conversion Period
(iii) Finished Goods Storage  Period

{iv) Debrors Collection Pertod

Less: Creditors Paymenlt Perigd

2. Number of Operating Cycle Per year

3 Total Operating Expenses
4, Working Capitzl Required =
Alternatively

oC

WC=C+—xCS
N

=0+ ﬂ x Rs5.10,50,000
365
=Rs.1,26,575
Note:

Check Your Progress 2

Solution 1:
Statement Showing

01365 4,383.56

Days
27

13

9
11/60
16/44

365/44 B.3
Rs. 10,50,000

Total Operating Expenses
No.of Operating Cycles ina Year

Rs.103,50.000
Rs.8.3

Rs. 1,26,506

A tittle difference between the two methods is due to approximation.

Yorking Capital Requirements

{A) | Current Assels: Rs. ;
(1) Swock of Raw Matenals {4 weeksh, AR )
(1) Work in process (2 wecks):

Raw Malerials (Rs.800 % 2) 1,600 .
1 Lugaus (Rs. 200X 1) 200 :
* Overhcads (Rs.600X 1) 600 2400 |
(i} Swock of finished Goods (G wecks): '
Raw Matcrials (Rs.800 X 6) 4,800
Labour (Rs 208X 0) 1,200 i
Qverheads (R5.600X ) 3,600 |
9,600 |
{iv) Debrors (Swecks): |
Raw Malerials (Rs. 800 % §) 6,400 i
Labour (R5.200 X 8) 166U [2B{H) ¢
Overheads (Rs. 600 X §) 1.500 7500
: fvy  Cash 2s per estimate RRIKIEY
; (8) lLess: Cuorrent Liabilities:
; (1) Creditors {1 Weeks) 320
) Lag in payment of wages (' Weeks):
] | Lubour {Rs.200% 1" , 00 R
| Warking Capital Required {A-B) ! A

R 2o e



Working Notes: Warking Capital

Decisions

(1) Weekly amount of each element of costs calculated as follows:

Total Sales for of the year = 5,200 x Rs.20 = Rs.| ,04,000 5

, , 1,04, ¢
(i) Raw Matetial = ——ﬂ =Rs.800
52x20
. ,04, )
(i1} Direct Labour = 1—-—-0&)(2- =Rs.200
52x20
. L,04,000x 6
(i)  Overhead = 22220 _Re 600
52x20

Alternative Method -
Annual Production = 5,200 units -
Weckly production = 5,200/52 = 100 units ' )
Material = 100x Rs.8 = R5.800 '
Labour = 100x Rs.2 = Rs.200
Overhead = 100 x Rs.6 = Rs.600
(2} Debtors are calculated at cash cost of sales. "
N I has been assumed that malerial is issued at the commencement in each

production cycle, bui labour and overheads are incurred in the process of
production. Therefore, half of the amount (one week) is invested in the
process,

(4) Profit may be or may not be a source of working capital. Payment of Income
Tax and Dividend are adjusted in these profits, thercfore, profits have not
been constdered.

Solution 2
Computation of Net Working Capital
(A)  Current Assets Rs. Rs.
(i) Stock of raw Materials (6 weeks)

(Rs. 52,000 200x 6/52) 12,00,000
(i) Work-in-progress (2 weeks) o

Raw Materials (Rs.52. 000x 200 x2/52) 4,00,000

Direet Labour (Rs.52,000x 100x 1/52)  1,00,000

Overhieads (Rs.52, 000x 250 % 1/52) 2,50,000 7,50,000
(i1i) Stock of Finished Goods (4 weeks)
(52,000x B0Ox /52) 22,00,000
{iv} Debtors (6 weeks)
(52,000x 800 x 6/52) 48,00.000
{v) Cash at Bank 75,000
90.25,000
{B) Current Liabilitics
(11} Crediters (4 Weeks)
(i} (52,000%400x 4/52) 8,00,000

(c) Net Working Capilal (A-B) 82,235,000

Working Noges:

(i) Debtors are taken at selling price as the amount of net working capital 1s 10 be
calculaled. If working capital requirements are to be calculated, then debtors
should be taken at cash cost.

{in} [t is assumed that there is no time lag in pavment of overlheads.
107
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Financial Wanagemant
anid Dectsions

“heck Your Progress 3

Solution 1

Computation of “Working Capital Requirements”

] {A) Current Asseis Rs. Rs.
(1) Stock of Material and Stores
{ii) Stock of finished Goods
(iii) Books Debis {a') Home (52,400 x 6/52) 7,200
(b) Foreipn (15,600% 1.5/52) 450
{iv) Advance Payment (1,600 3/12)
{B)  Current Liabilities
{i) Creditors for Stores and Materials
(9,600 1.5/12) '
(i1) Ouisjanding expenses:
Wages (52,000% 1.5/52) 1,500
Office Salaries (12,480%.5/12) 520
Rent (2,000 % 6/12) 1,000
Other Expenses (9,600%1.5/12) . 1,200
© Net Working Capital (A-B) 5,420
Add: 10% Cortingency Allowance 5,230
Average amount of working Capital required 523
3,753

Working notes:

(i) For calculation purposes, 52 weeks or 12 months in a year are assumed,
(ii) In the absence of cash cosl of current assets, the actual working capital will

differ from that of amount compuled above.

Solution 2
(1) Slatemenl Showing Working Capital Requirements
:_l A) Current Assets Rs.
(1) Cash Balance
(i) Stock of Raw Mzizrials (2 months)
{Rs., 7,20,000:: 2/12)
(in) Stock of Work-in-nrogress (15 days)
(Rs. 10,80,000x% .5/12)
(iv} Stock of Finished Goods (1 months)
(Rs. 10,80,0600x 1/12)
{v) Debtors (1 month)
(Rs. 10,80,000% 1/12)
(vi} Monthly Expendiiure
1 {By  <urrent Liabiliries
; (i Creditors {15 days)
i (Rs. 7.05,000% .5/12) 29,375
i (1) Advance received from Debtors 15,000
i
| Net Working Capital Required {A) - (B)

10,000
1.20,000 !
45,000
90,000
90,000

25,000
3,R0,000

44,375

3.35,625

R et s
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Warking capital limits likely to be approved By bankers.

(ii) Waor ting Capital
Decisions
Particulars Required by Co. Margin Allowed by
(Rs.) {Rs.)  bankers (Rs)
A.  Raw Materials 1,20,000 20% = 24,000 96,000
B.  Work-in-Progress 45,000 30% =13,500 31,500
C. Finished Goods 90,000. 25% = 22,500 67,500
D. Debtors 90,000  10% =9,000 81,000
E. Expenses 25,000 NIL
Working Capital Likely to be approved by Bankers. 2,76,000
Working Notes:
Rs.
A | Calculation of raw material consumed:
Opening Stock of Raw Material 1,40,000
Add: Purchases 7.05,000
8,45,000
Less: Closing Stock of Raw Material 1,25,000
Annual Consumption 7,20,0600
B | Cash cosl of annual production Rs,
Cost of production as given 12,00,000
Less: Depreciation 1,20,000
10,80,000
(i} It is assumed that there is neither opening stock of finished goods nor closing
stock. Hence, cost of sales is taken lo Rs, 10,80,000 after deducling
depreciation,
Solution 3
A | Current Assels Rs.
(1) | Debtors (cash cost of poods sold i.e. (3,67,500x 2/12) 30,625
(it) | Prepayments; Sales Promotion Expenses (15,000x3/12) 3,750
{iii} | Stock of Raw Materials {Rs. 1,12,500% 1/12) 9,375
{iv) | Stock of finished good {Rs. 3,22.500x 12) 26,875 |
(V) | Cash in hand ¢ 25,000
Total ! 956,25
B Current Liabilities ' i
t 1 () | Sundry Creditors (Rs. 1,12,500x 2/12) 18,750 1
(1) _| Qutsianding Eapenses: ]
; (2) Wages (Rs. 90,000 5/12) 500
! b) Mig. Expenses (Rs. 1200902112y f20. )
(¢’ Adominisyiation Expenses (Rs. 30,060~ 1 v z
(iii) | Bank Overdraft o N
: o Tolal §7.37
LC 1 INet Working capital Required (2.8 : R ‘

TOTVETTITITTTEY O ome ool oor
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Financial Management Working Notes: : i

and Decisions

(i}  Cash Cost of Production and Total Cost is Calculated as under:
Rs.
Sales 4,50.000
Less: Gross Profis (& 25% on sales 1,12,500
1 3,37.500
less: Depreciation 15.000
Cash Production Cost 3,22.000
Add: Administration Expenses  © 30,000
- Sales Promolion Expenses 15,000
Total Cash Cost 3,67,500

Or

Material Consumed 1,12.500
Wages Paid 90000
Cash Mfg. Expenses 1,20,000
Cash Productlion Cost v 3,22.500
_Add- Administraion Expenscs 30.000
Sales Promotion Expenses 15,000
Total Cash Cat 3,672,500

(i} Debtors have been calculated at cash cost.
(it} Income tax has been ignored because profits are not treated as source of

working capital, while income 1ax is paid out of profits,

Solulion 4
Coinputation of Working Capital Requirement
A | Current Assets: Rs.
i i) [Stock of Malerials (1 months) '
(1.04,600 % 80X 4/52) 6,40,000
(i)  |Work-in-progress (/2 months)
Muaterials Cosl {1,04,000X 80X 2/52) _ 320,000
Labour Cost (1,04,000 % 30X [/52) 60,000
Cverheads (104,000 X 60% 1/52) 1.20.040
(iii} | Finished Goods (1 months)
Matertal Cost (1,04,000% 802 4/52; 6,40,000.
Labour Cosr (1.04.000 X 30X 4/52) 2,320,000
Overheads (1.04,000 X 60 X 4/52) 4.80,0¢0
(iv} Deblors (2 manihs) 2040000
(78,000 X 70 X B/52) 30,000 |
{v] Cash Balance 45.70.000 )
B Current Liabilities
{i} Credilors for Malerfal (| months})
(1,04,000x Sux 4/52) 6,40,000
(ii) } Outstanding Expensces
{a) Overheads (1 manths) (1.04,600 X 60 x 4/52} 4,850,000
{b) Wages (2 w.cks) (1,4.000 X 30 % 2/52) 12000 ;
1240000 |
C Estimateedl Requirements of Working Capital (A-B) 33.30,000 |

Working INotes:

(ir)

(i)

{iv)

(v

i)

25% of production i.e 26,000 uniis are sold for cash. Hence credit sales are
78,000 units. The cash cost of debtors is calculated on these units.

It is assumed that full material is issued in the beginning and labour and
overhead accruc evenly. Therefore, their 50% {one week) amount is included
in WIP.

Protii un cash as well as on credit sales may or may not be the source of
working capital. Income tax and dividends paid are to be adjusied fiom these
prolits, Hence, profits are ignored.

Al the overheads ore assumed to be variable. Working capiial will be
reduced by Lhe amount of depreciation. In absence of these data, estimates
cannot be accurale.

It is assumed that siock of raw material and fiaished goods is nizintasned on
the basis of poods predueced.

I
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Preseat Value of Re, | = 1/(1 + r)*

APPENDIX: TABLES

Table 1

Year

0012 .

8.00%

1% 2% 3% 4% sey 6% 7% 8% 9%, 10%
1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0926 0.917 0.909
2 4,980 0.961 0.5943 0.925 0.807 0.8%0 0.873 Crs? 0.842 0.826

-3 0.971 0,942 0.91%5 0.889 ¢.264 0.840 0.816 0.794 0.772 D.751
q 0.961 0.924 0.838 0.855 0.823 0.792 0.763 0715 G.708 0.683
5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0,681 0.650 0.82]
& 0,942 0.88% 0.837 0.790 0.746 0.705 0.666 0.630 0.596 0 564
7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.543 0.547 0.513

B 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.a67
g 0.914 0.837 0.766 0,703 0.645 0.592 0.544 0.300 0.460 0.424
)] 0.905 0.820 0.744 0.676 0614 0.558 0.508 0.463 0.422 0.386
11 0.896 0,804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0,350
1 0.887 0.789 0.701 0.625 0.557 0.497 0.444 0.397 0.156 0.119
13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290
14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 U.299 0.261
15 0.861 0.743 0.642 0.555 0.481 0417 0.362 0115 0.275 0.239
16 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0212
I 7 0.844 0.714 0,605 0.513 0.436 02371 0.317 0.270 0.231 0 19K
18 0.836 0.700 0.587 0.494 0416 0.350 0.296 0.250 0212 0.180
19 0.828 0.686 0.570 0.473 0.196 0.)H 0.277 0.232 0,194 0. 1Ag

20 0.820 0.673 0.554 0.456 0.377 0.312 0.258 6215 0.17% UNEL

21 0.811 0,660 0.538 0.439 0.35% 0.2%4 0.242 0,199 0.164 01359

22 0.803 0.647 0.522 0.422 0.342 0.278 0.226 0.184 0 150 ‘0,123

23 0.795 0.634 0,507 0.406 0.326 0.262 0.211 C.170 01318 012

24 0.788 0.622 0,492 0,390 0.310 0.247 0.197 C.158 0.126 U102

25 0.780 0.610 0.478 0.375 0.29% 0.233 0.184 0.146 0116 0097

26 0.772 0 598 0.464 0.361 0.28) 0.220 0,172 0.135 0.106 ¢.084

27 0.764 0.586 0.450 0.347 0.268 0.207 0.161 0.125 0098 0.076

28 0.757 0.574 0.437 0.333 0.255 0.156 0.150 0.116 0.090 0.069

29 0,749 0.563 0.424 0.32( 0.243 0.185 D.14t 0.107 0.082 0.063

10 0.742 0.552 0.412 0.308 0.231 0.174 0.131 0.09% 0.075 0.057

Table 1
Present Value of Re. 1 = /(1 + r)

Year | 1% 12% 11% 14% 15% 16% 17% 18%% 19% 0%
l 0.901 0,893 0.885 0.877 0.870 0.862 0.855 0.347 0.840 0833
2 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0FIs 0.706 G H34
3. 0.731 0.712 0.6%93 0675 0 658 U.odl 0.624 tho(o 0.593 510
4 0659 0.536 0613 0.592 0.572 9.452 0.534 0sle 0499 VAR
5 0.593 0.567 C.533 0515 0.497 2.476 £.456 0.437 041y G 02
6 €.534 0,507 0.480 0,456 0.432 0.410 0.390 c170 8352 %315
7 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0114 0.295 vt
8 0.434 0.404 0.376 0.351 0.127 0.305 0.285 0.260 0.249 0233
9 0.391 0.361 0.333 0.308. 0.284 0.263 0.243 0.2:5 0.209 0194
] 0.352 0312 0.295 0.270 0.247 0.227 0.208 0.191 0,176 Q.162
tl n.at? 0.287 0.261 0.237 0.215 0.195. 0.178 0.162 0.148 £.135
12 0.286 0.257 0.231 0.208 0.187 0.168 8.152 0.137 0.124 0.112
! 0.258 0.22¢ 0,204 0.142 0.163 0.145 0.130 0.116 0.104 0093
14 0.232 0.205 0.181 0.160 0.141 0.125 0111 0.699 0.088 0.078
13 0,209 0.183 0.160 0.140 0.123 0.108 0.095 n.084 0.074 0.065
1% 0.188 0.163 0.141 0.123 0,107 0.093 0.081 p.07] 0.062 0.05a
17 0.170 0,146 0.125 0.108 0.093 0.080 0.069 0.050 £.052 £.015
15 -0.153 0.136 0111 0.095 0.081 0.069 0.059 C.0s1t 0.044 ¢.03R
19 0.138 .16 0.098 0.083 0.070 0.060 0.051 0,043 0.037 0031

29 0.124 0.104 0.087 0.073 0.061 0.051 0.043 0037 0.031 o026

21 0.112 0,097 8.077 0.0¢1 0.0%3 0.044 0.037 0.03: 0.026 G022

ar) p.rol 0 083 3,048 0.056 0,046 0.018 0.032 0.026 64622 nlg

21 0.091 0.074 0,060 G.049 0.040 0.033 0.u27 0022 G013 Gots

24 0.082 0.046 ®.053 c.u43 2,035 0.028 0.023 0.619 onts a0

15 0.074 0.059 ¢.047 U038 6.030 0.024 0.020 0.01é 0013 C.0t0

25 0.066 6.052 0.042 0.033 0024 0.021 0.017 _0.61a c.otl 0069

27 0.050 0.047 0,057 0.029 0.023% 0.01R 0.014 0.01! ¢ a0y t.ugs

28 ©.054 0,042 0.033 0.026" 0.020 0.016 a.012 noLG 0.085 1006

2 ¢.048 0,037 0.029 0.022 0.617 0.014 011 008 5096 29.605%

30 0.045 0.033 0.026 0.020 Q.GI% ; 0.007 0.005 0.06G4

DRl Pl s el T

s
&
i

B | T



Table |

Presenl Yalue ol Re. 1 = 141 + 1)"

Year 21% 22% 3% T 24% a3 26% 2T% 28% 29% o,
! 0.826 0.820 L.B13 0.806 0.8G0D 0.794 D.787 0,781 0.775 . 0.769
2 0.682 0672 1 661 0.650 0.640 0.430 0.620 0.aln 0.601 0,592

"3 0.564 0.551 8.5 0.524 0.512 n.500 0.4E4 0.477 0.466 0.455
4 0.467 0.451° 437 0.423 0.410 0.197 0.384 0.373 0.161 0.350
5 0.386 0.270 (.355 0.341 0.328 01315 0.303 0.29¢ U280 0.269
[} 0319 0.303 N 28y 0.275 0.262 0.254 0.238 0.227 0.217 G.207
? 0.263 .244 2205 0.222 0.210 0.098 0. 188 0174 0.168 g 15¢
£ n21E 0204 4191 0.179 0168 0.157 0148 G133y 0130 0.123
Y 0.1580 LON 0155 0.144 0,134 0.125 0116 0.108 0.101 0.0%4

iy 0.149 G117 0126 0I6 0.107 0.049 0.092 0.URS 0.078 0073

Il 013 . 0,103 0.094 N.08k 0.079 0.072 LR 0.041 0.056

12 o102 BRIEW DATEN) 0.076 N.069 Owue2 0057 0.052 0.047 0.043

13 G.0Ra v UtSs 9,068 0.061 0.05S 0.050 0.045 0.040 0.037 0.033

4 n.069 1062 0.055 0.04% 0.044 0.01% . 0.03s 0.032 0.028 0.025

15 0.057 ({1 d.045% 0.040 0.035 0.031 0.028 0.025 0.022 0.020

10 0.047 0.052 ° 0.036 0.032 0.028 0.025 0.022 no1y naoly 0.015

17 o039 0034 0.03¢ 0.024- 0.023 0010 0017 nois u.G13 0.012

14 0.032 0028 0.024 0.021 0.018 0016 D014 nok2 0.ol0 ‘0.009

19 1.027 01.023 0.620 0.017 0.014 0.012 0.011 0.409 LINIE 0.007

2 a2 vul9 0.G16 0.014 G012 0.010 0.008 o007 0.006 0.005

21 HOIY 00158 nol3 D.011 a.uny 0.00% 0.007 0.006 0.005 0.004

22 oS 0.0i1 Dull 0,009 0 Qo7 0.006 005 0.004 1.004 0.o03

23 NR{Y Gura 0009 0 GD7 0408 0.005 0004 3.00) 0.003 0.002

b i (310 PR 0 ng? 2.606 o 0os 0.004 0.003 .001 0.002" 0002

15 tHang oo 0.008° 0.065 fr ihdy .00} 0.001 0.002 0.uh2 0.001

26 aan? 01 Qie 0.005 0.004 1003 0002 0002 n ooz 0.001 0.001]

= IRVl 05 0.003 . LiTlik) 0oy nan2 {002 0.001 0,001 (LNm

o BNTLERY IR LiE] n.00l 0062 U Qo2 1y {12 0.001 0001 0 00| 0.001

N 604 (IR 0102 0.002 o2 1,061 .00 0.00¢ 000] 0.000

[ERTIEN Gnnl nou2 noon2 0 0a| nanl 0 ool 0.u41 0.000 0.000
¥ Table 2
L UL,
Present Value of An Annuity of Re. 1 for n perlods =

Jerindy (ny 1M 1% 3% 4% 5% 6% T% 8% % H (s
. IR PR 0871 0,962 0.952 0943 0.935 3.926 0.917 0.y0%
! i | 1.913 I.&k86 1 B59 1 1} 1.808 1.783 | 759 1.736

Dot EERS 2.829 2575 2.723 2.673 2.624 1577 2.531 2.487

el oRiE 3T 1.630 1546 1.dus 3.387 3312 3.240 1170

- LKA 4 550 4452 4.329 4.212 4.100 1.993 3.8%0 3 Tey

- T 5417 5.242 5.076 1917 4.766 4.623 4.486 4,15

P 0472 6.230 & 002 5748 5.%82 5389 5.206 5033 4.L08

s 125 7.020 6.73) 6,461 6210 5.971 5.747 5.535 3.545

TLl A in2 7.186 7335 1108 6,602 6.515 6.247 5.995 5.759

AT H.G32 B8.530 ¥l 7.722 7.360 7.024 6.710 6.418 &6.115

) g 7en 9.252 8760 B.3u6 7.887 7.499 7.13% 6.805 6.495

e L 125758 9.954 9 185 §.863 8.384 7.943 7.536 7.161 6.814
! LI ) i..748 10,635 $.986 9.393 8.853 8.158 7.904 7.487 7.103
RITIN il e 11.296 19.563 9.899 9295 8.745 %.244 7RG 7.367

1 and P gen 11.938 I1.418 10.380 9.712 2108 £.559 8.06: 7606

' RN b3.5%37 12,361 11.652 10.83% 10.106 9.445% 8.851 R.313 7.824

' 15 NAD 14 281 To1166 12168 11274 10.477 9.763 $.122 §.544 8.022
lo in )Gz 13,751 12,659 11.68Y 10.828 10.059 9.372 5756 B 21
' HP N PTONTK EEL ch ) 13 114 12 0RS 11.158 10.336 9.604 8.950 5.365
' <1 LR 19§27 13.599 12 162 11,470 10 594 G RIN vy .5
2N I 5415 14,029 | 12821 11.764 10,835 10437 9.292 864
av 17 ¢5% 15937 154510 13163 12 64 11061 P 2ol AL 8777

18 25 | 6.447 1,587 13435 12.303 11.272 1371 2530 A~
! PRl 16 533 12231 13,758 12.550 1l.162 10.529 §.367 LA
: [ 17.413 - 15,622 14.094 12,783 11,654 10.675 9.823 9077

i Yoo 02 17.877 15081 14,375 13 003 11.82¢ 10.210 9929 2162

N A T0TEs tg.327 1A 32e 14,643 131.214 11,987 10,935 i0.027 o215

e ' T 18.764 16,463 15898 13.406 12,137 b 031 1116 LR TLN
e T [RUNE:T 15 &4 15 14d 13 501 12.278 11.158 V198 kR
i L ]9.{:00 1792 15372 il 765 1§.252 10274 5823

12,409

I

R R
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Table 2

-1 _

Present Value of An Annuity of Re. 1 for n periods = _!1*_"_’_1

Periods (n} 11% 12% 13% 14% 15% 16% 17% 18% 19% 29%
| 0.901 G.593 0 885 0.877 0.870 0.562 0.85% 0.8497 0.340 0.833
2 1.713 1.690 1.668 1.6497 1626 1.605 1.585 1.566 1.546 1.528
3 2.444 2.402 2.361 2,322 2.283 2.246 2,210 2.174 2,140 2.106
4 j.10z2 3.037 2.974 2914 2.855 2.798 2.743 2.690 2.639 2.589
5 31.6%96 J.608 1.517 1.433 3.as52 274 3.199 - 3.127 J.os8 2.99]
& 4.23) 4.111 31,998 1.889 3.784 3.685 1.589 1.498 1410 3.326
7 4.712 4.564 4,423 4.288 4.160 4.019 31,922 3.812 3.706 3.605
8 5.146 4.968 4,799 4.639 4.487 4,334 4.207 4.078 1.954 3.837
9 5.537 5.328 5.132 4.946 4,772 4.607 4.451 4,303 4.163 4.0131

1o 5.889 5.650 5.426 5.216 5.019 4,831 4,659 4.494 4.33¢9 4.192

3| 6,206 5938 5.687 5.953 $.234 5.029 4.836 4.636 4.436 4.327

12 6.492 6.194 5518 5.660 5.421 5.197 1.9E8 4.793 4.611 4.439

13 6.750 6.424 6.122 5842 5.583 5.342 5118 4910 4.715 4.533

14 6,582 6.628 6.302 6.002 5.724 5.468 5.229 5.008 4.802 4.611

15 7.191 6.811 6.462 6.142 5.847 5575 5,324 5092 4.876 4.675

16 7.379 6.974 6,604 6,265 5.954 5.668 5.405 5.162 4,938 4.730

17 7.549 7.120 6.729 6373 6.047 5.749 5.475 $.222 4990 4,775

18 7.702 7.250 6.840 6.467 6.128 5.8138 5.534 5.273 5.051 4,812

19 7.839 7.366 6.938 6.550 6.198 5.877 5.584 5.316 5.07¢ 4.843

20 7.961 7.46% 7.025 6,623 6.259 5$.929 5.628 5.353 5.101 4.870

21 8.075 7.562 7.102 6.837 6312 5.973 3.665 5.384 5127 4,891

22 B.176 7.645 7170 6,743 6.159 6.011 5.696 5.410 5.149 4.909

23 8.266 7718 7.230 6.792 6.399 6.044 5.723 5.432 5167 4.925

24 8.348 7.784 7.282 6.8)5 6,434 6.073 5,748 5.451 5.182 4.937

25 8.422 7.843 7.330 6.871 6,464 6,097 5.766 5.467 5.195 4.948

26 8.488 7.896 7.3712 6.506 6.491 6.118 3.783 5.480 5.206 4.956

27 §.548 7.943 7.409 6.935 6514 6.116 5.798 5.492 5.215 4.964

28 8.602 7.984 7.441 6.961 6.524 6.152 5.810 5.502 5.223 4.970

29 8.650 B.022 7.470 6,983 6.551 6.166 5.820 3.510 5.229 4.575

30 8.694 8.055 7.496 7.003 6.566 6.177 5.824 5,517 5,235 4.979

Table 2
1-
p {1+ ¢
resent Yelue of An Annulty of Re. 1 for o periodg m . ° 72

Perlods (n) 21%, 12% 3% 24% 5% 26% 1% -2 9% 3%
1 0.826 0.820 0.813 0.806 U809 0.794 0.787 (LA G775 n.769
2 1.509 1.492 1.474 1. 457 i.440 1.424 1.407 AT 1.376 1,364
] 1.074 2,042 2,01} 1.98! ).052 1.923 1.896 2 1.8d42 1 BIA
§ 2,540 2.494 2.448 2.404 2.362 2,320 2.280 hiv s 2.203 2136
5 2.926 2.864 2.803 2.74: 1.689 2,635 2.583 A 4,483 2,458
f 1.245 3167 o092 1.026 LY 2,885 2.821 i73; 2.700 2,643
? j.508 3416 3,327 3.242 J.isl 3.083 3.009 £.937 2.868 2.802
3 1.726 1619 1518 1.4, 1329 1.24) 3156 3.0%% 2.99% 2,925
9 3.905 1.786 3673 1.565 3.463 1.366 31273 3.184 1.100 3019

io 4.054 1,923 1.799 3.682 3.570 3.465 31.364 1,289 3.178 3,092

1 4.177 4.035 1902 3.776 1.656 3.593 3.437 3335 1.239 1.147

12 4.278 4.127 3.985 ALY 13725 1.606 349 3. 487 1286 3.190

13 1,362 4.203 4,053 l.5l2 3,780 3.656 3.538 J.437 3322 1.223

| 4 4.432 4.265 4.108 3.962 1824 3.695 31.573 1,439 1.351 3.249

-1 4.489% 4.315 4,153 4.001 3.853 3.726 1.601 2.483 3373 3268
6 4,536 4.357 4.18% 4.03]3 1.837 3.751 3,623 3.0 1,390 1.283
7 3.576 4.391 4.219 4.05% s .77 3.640 3. 1.403 1.293
8 4.608 4,419 4.243 <.080 1.92% 3.786 1.654 15 1413 3.304
b3 4,635 4.442 4.263 1057 3.942 31.799 3.664 A 3421 3,311
o 4.657 4.460 4.279 4.110 3,554 1.808 ien 31,545 1427 3316
| 4.675 4.476 1,292 1.121 3.963 1816 673 35310 3.432 1320
2 2.620 4488 4.302 4.130 1570 1822 1684 3.0 3.434 1323
3 4.703 4.499 =3 1.137 n7e 3.827 1.689 Y.55% 3432 3.325
3 4713 4.507 4.318 4.143 J.98! 3.831 1.692 1562 la4dt 3.327
b 3.721 4514 4.323 4.1487 3. 2R3 3.834 3 694 3.5064 3.442 3.329
6 4.728 4.520 4.328 4.15] 3.988 3.837 3.696 1566 3444 3330
7 4,734 5.524 4.3312 4.154 1.990 3,839 3.698 3.567 3.5 3.331
8 4.73¢ 4,528 4 335 4.157 1992 3.840 3089 1,568 3446 3,331
’ 4,743 1511 431y 4.159 3.994 T 3.844 3.700 2,569 3446 3.332
} 4.746 4.534 4.1:¢ 4160 1.995 3.842 1.701 3,569 3. 447 3.332
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Table 3

Compound Ameunt ¢f v . . it ibe end of n perlods = (1+rf

Year 1% o kL' 4% 5% % - % 8% 9% 10%
l 1.010 1.0:6 ..030 1.040 1050 1.060 1.070 1.080 1.090 1,106
2 1.020 1.00C 1.951 1.082 1.102 1.124 [.145 1.166 1.188 i.210
3 1.050 ].55¢ 1.0%3 1.125 1.i58 1.191 1.225 1,260 §.295 1.431%
4 1.04] 1.082 T.idd i.170 1.216 1.262 1.311 1.269 1412 |.464
5 1.051 1.104 1459 1.217 1.276 1.338 1.403 |.469 1.539 | nli
L 1.062 [.126 1194 1.265 1,340 1.419 1.501 1.587 1.677 1.772
7 ! 1.072 1.14%9 P 230 1.316 1.407 1.504 1.606 1.714 1.828 .94
g - 1.083 172 T.2RT7 1.369 1.477 1.594 1.718 YRS 1.993 2.1dd
9 1.094 ik 1.305 1.423 1.551 1.689 | B3 1.99¢9 1.172 2,358
[14] Pk SO 1.344 1.480 1.62% 1.791 1.967 2.159 1367 594
(] RN 1,384 1.539 1.710 1.898 2.105 2.332 2580 2,852
12 | 1.426 1.601 1.796 2.012 2.252 2518 1813 I13R8
13 1,:7% 1 469 [.665 [.BBG 2,133 2410 2.720 3.066 14572
14 l.is. R 1.513 1.732 1,580 2.261 2.579 2.937 3.342 37497
L5 1.161 C WA 1 588 [.80I 2.079 2.397 1.759 3.172 3.642 4,177
16 1.173 ] 1 6af 1.873 2.183 2.540 2.952 1.428 1.970 4 F95
17 1.184 t.300 1.651 1,948 2,292 2.693 3.159 3.700 4328 54054
18 1.196 1.428 1,702 2.026 2.407 2.854 3.380 3.904 4.717 5,560
t9 1.208 1157 §.753 2.107 2.527 3.026 1616 4316 5142 G 11k

0 1.220 11 | B80S 2,191 2.653 1.207 1,870 4 661 56049 f.727

21 1:.232 I.51n 1.960 2.279 3786 3.399 4,149 5.034 6109 7400

22 1.245 5aa 1 216 2,370 2.925 3.603 4,430 5.416 A hSH Holan

] 1,257 L8TT 1974 2.465 1.071 3.320 4,740 5871 7.238 hI A

24 1.270° | &0E 2.033 2,563 1.225 4.049 5072 6341 7511 9 KL
25 +.282 ool 2,094 21.666 1386 4.292 5427 0.4 K a2l [T

2 1.295 1.673 L1587 2.712 3.5568 4.549 5.5807 73964 9.34Y 11w

s 1.308 1,707 2.221 2.883 3.733 - 4,822 6.214 7.98% 10245 11 o

Y 1.321 1.741 7.288 l.00c 3,920 5.112 6.649 B.0627 L 1e? 14 4210

Ty 1.734 1.776 2.357 .19 1118 5418 7.114 9.317 12,172 1570

a5 1.348 181 2,427 3.242 4322 5.743 7.612 10 062 132387 17

Table 3
Compound Amount of Re 1 af the end of n periods = {1+ i

Tear 1% 2% 13% 14% 15% 16% 17% 18% 199 hR
| T ALY i.130 1.140 1,15¢ 1.160 1.170 | 180 | 1913 [
I LLAGY I5a 1277 1,300 1.322 1.}46 1.369 1.392 1.416 bt
2 V.64 wils 1.443 1.482 1.521 | 561 1.602 |.643 1.685 P
A 1.518 1575 1.630 1.689 1.749 tETI 1 874 1939 1005 R
) 1.475 L 1.842 1.925 2011 2100 2.192 2.188 RS 2

10070 FIEE 2.082 2.195 2.313 1.436 2.565 R 111] 2840 T
RUEN ERUER] 2.353 2.502 1.860 ) 3.001 1,135 3.379

K OIS 2476 2.658 2.853 3.059 1278 3.511 1759 403
B 1582 2573 3.004 1.252 3.518 1.203 4. 108 4,435 4 745

L 2.339 3,108 3505 31.707 4,044 a4 4.807 52334 5,405 [

o 3.152 3.47% 3.826 4.226 4,652 5.117 5624 6.174 5,717 e
M 3,498 3.39% 4.334 2518 5,350 £.936 6.580 7.288 %.064 W
u 3.882 4,163 3.898 5,492 6,153 6.886 7.6%9 5,599 9.59% A
: 4.510 4,867 5.515 5,261 7.076 7.987 9.007 10,147 11.420 1253
s §.735 5.474 6.254 7.138 E.137 9.265 13,539 11.9%4 131.589 i
1] 3.4 2.130 7.067 3,137 9.358 10,748 12.330 1o 1ey la. 1M P8 48

7 5.893 8508 T.98¢ 9.276 10.761 12.468 14.426 16.672 19,244 RN

iy 65.543 T.e90 9,024 10,575 12.375 14,462 16.879 19.673 2:.800 N

-2 7.263 g.all 10,197 12.0535 14,232 16.776 19,748 22214 27.251 N I

M} 3.062 5 dSe 13 523 13,743 16.366 19461 23.105 27393 12,429 ELIEN
1 g 045 I i 13.021 15.66° |E.B2! 22.574 27.033 Jxan 18391 an L

iZ AR 12,100 IERIE) e r.361 211.645 26,136 31529 Js 14l 45.923 Ak oLk

=1 L1 One i} 552 10 826 L0281 24,891 n3Te A7.005 42.007 £4.745 ff 2177
2t 12.23% 15.178 120w 2302 IR628 35,236 23,299 53,108 [ARTRN Tl

23 13.585  17.000 11.230 76,461 *2.91% 40.874 50.656 62,667 7737 o5 0

2% 15,080 19,040 23,990 G166 17.856 45414 59.268 33 e 92.09y -

2 t6.738 21.325 27144 34,189 43,534 55.000 69.344 87258 100 587 LYY
12 2.580 21504 30.61% ap.203 50.065 63,800 81.132 102,06 130.409 [ fm §42

29 10623 26,750 I.9i5 44,692 57.575 74.008 Bd 24 12..493 135,137 197 311
11 2 B9 29.960 39148 50,949 65.210 35.849 1110461 133.367 ig4 672 337573
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Table 3

Compound Amount of Re 1 at the end of n perfods = (14

Vear 21% 1% 13% 24% 25% 16% 27% A% 29% 30%
I 1.210 1.220 1.230 1.240 1.250 | 260 i.270 1250 i 290 1.300
2 1.464 1 488 1.513 1.538 1.562 1.588 1.613 ' 638 j.664 1.690
B 1.772 1 316 1.86} 1.907 1.953 2.400 2.048 2,087 2 a7 2.197
4 EREE 2,215 2,289 2.364 2,411 2 520 2.601 7680 2769 2.656
A 2594 2.703 2.815 2.912 ).052 1176 31.304 3436 3.572 .73
0 1138 3.297 3.463 3.635 1515 4.001 4.196 4.398 4,608 4.827
7 1,797 4.023 4.259 4_508 4,768 5.042 5.319 5.692 5.9a5 6,275
N 4.595 4.908 5.219 5.589 5.960 6.351 6.767 7.206 7.669 8.157
a 5.360 5987 6.444 6.931 F.451 §.004 B.5%5 9.223 $.852 10,604

11} 6,127 7.305 7.926 8.594 9313 10086 10.915 10.806 12.761 13.786

11 & 140 Xol2 9.749% 10.657 11,641 12.708 13.862 15112 16.462 17.921

12 9,854 10872 11.991 13.215 14.552 16.012 17.605 19.343 21.236 23.2938

1 11918 13.264 14,749 16.386 18.190 20,175 22.359 24.75% 27.364 30.2%7

13 14.421 16.182 18141 20.319 22.737 25.420 28.395 31 691 15139 39.373

L5 17.449 19.742 22314 25,195 28.421 32.030 16.062 40.565 43.587 51.185

Tt 21113 24.085 27.446 31.242 35.527 43,157 45.799 51.923 58807 66.541

17 35547 29.184 ¥1.75% 38.740 44.408 50.850 5B.165 66.461 75.86! 86.503

13 N2 35 848 11.533 48.018 55510 64.071 73.869 85.070 97.860 112.454

19 37,404 44.735% 5i.073 59.567 69.388 80.730 93.813 108.890 126.240 146.190

MY 45 158 3.357 62.820 71.86) 86.734 101.720 119,143 135,37¢ 162.849 190.047

P 53.762 65.095 77.268 91,591 108,418 128.167 151.312 178.405 210.075 247,061

22 66.262 791106 95 049 113.572 137.522 161.490 192,165 228 358 270.997 321.i78

L ROYTE 96 887 116,839 140.329 169,403 203 477 244.050 292.298 349.585 417.531

24 97.015 118.203 143.786& 174,628 211.75) 256.381 309.043 37414, 450.564 542.791

25 117.388 144.207 176,857 216.519 264.691 323.040 153.628 478.90) 581,743 705.627

20 142.039 175933 217.5)5 263.508 330.864 407.030 399.907 612.993 750.448 917.31%

27 171867 214,618 267.360 332.950 413,579 512857 634.881 784,630 968,077 1192,508

28 207.959  26L.857 329,106 412.858 516,973 646.1¢9 806.258 1004.326 1248 B1R 1£50,260

1y 351.630 319.366 404.80! 511.944 646.216 B14.210 1923.999 1285537 1610.974 2015.337

in 3na.471  389.7.8 497.904 634.810 807,769 1025.904 1300.477 1645.458 2078,154 2519936

Table 4
. ; U+ =1
Compound Amount of an Anauity of Re 1 at the end of n perlods = >—X ——

Periods (n) 1% 2% 1% 2% 5% 6% T% g% % 10%
! 1 400 .00 1.000 1.000 1.0G0 i.000 1.000 I.000 t.G0o0 [
2 010 2020 B VEL 2.0450 2.050 2,960 2.070 I DRC 2.090 PRI
K Vi) 1.GA0 L0 3422 152 3.1E4 3.215 1.236 3278 RN N
4 ER Lo 22 t2e 2.236 43140 4.375 4.440 4506 4,573 q.6a1
A bAtY) 5.204 5. u9 3406 1526 5.637 5.5l S.B6&T 5.985 6.1G5
[ a5l 6.308 [AEE-1-4 6 0ld 6.R02 6.973 7.153 7.316 7.52} 776
: R 7434 7062 FAGN K442 8.394 . B.634 8.921 9.200 9.~37
5 K183 4,583 3452 G 24 9.248 2.897 10.260 10,637 11.028 11.436

9367 v TR 13,159 19,5333 11.026 11.491 11.978 12.487 13,02t 13.57¢

14} [RE T 10,949 11464 12006 12.578 13,181 13.816 14.386 15,093 15.537
11 11 565 12.16% 12.R07 11,986 14.206 14971 15.783 16.645 17.560 18.531
L2 12 68! 13411 14,1493 15.0z6 15.917 16.87¢ 17.528 1B.977 - 20.140 21.384
1? v} RO7 14.680 15.617 16.627 17.712 18.382 20.140 21.495 22.953 24,552
4 14945 15,971 17.086 18.292 19.598 21.015 22,550 25215 26.01% 27.975
I- 16 ngs 17 293 13,59 20.023 21.57R 23.275 25.129 27.152 29560 31.772
N R 18 638 0156 21824 23637 25,672 27.658 %0324 33.003 315.94%
| if.a28 AR 21 Tl 21697 15040 218.212 310840 33750 36.973 40,544
~ 19 62 ENERR ERNCRR 28 A4 28,112 30.905 33.993 31450 41360 45,592
S TuM0E 27 839 2R 27T 10,538 33.759 37,378 41,446 16,017 55,156
B 2200k 24 g P WY 33 06 36.785 40985 45761 51.159 57.274
Zi 23236 15780 2honta LR 510 10852 44.864 50.422 SE.763 62,001
o1 268 2T Tk U EEIT A% s 43.391 49.0035 55456 62 872 71.401}
N S 2y wl 32,452 hAT Vidy 35.5%3 531,435 &0.897 50,530 19,540
v 26,945 A K IO IFGu2 oo so K14 58175 66,764 THYER HR ASC
ot 2R354 324020 J6 458 41.h445 ES] 54.863 63.248 12,105 K3.69¢ 6a.343
L 29 524 33069 18.551 3330 51 :12 59.154 68.675 79.951 93.3Z1 {39..1'.-'
. RIE- RN 355342 0 748 17.083 25067 63.704 74.482 £7.149 167.720 121.297
2 IR 17.649 42.919 43,905 58400 68.525 86.696 us5.317 112.965 134.20¢
i LIRS R ig.790 45 217 52 955 52.520 73.627 £7.344 103,664 13400 L48.627
30 "Ia7EU 4 5665 47.593 560.083 56.436 79.G35 4,458 {13.281 136.303 164,439
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Compound Amount of an Annulty of Re I at the end of periods =

Table 4

(L+r)" +1

r

Periods 1% 12% 13% 14% 15% 16% 17% 18% 19% 0%
n)

1 | GO0 1.000 1 000 1.000 1.000 1.000 1.000 1.000 [.000 [.900

2 2.110 2.120 2.130 2,140 2.150, 2.160, 2.170. 2,180 2.190 2.200

k) EE Yl .37 3.407 }.440 1.472 1.506 }.539 3572 1.606 J.640

4 4.710 4.779 4. 850 4.92) 4.993 5,066 5.14D 5.215 5.291 5,368

5 6.228 6.353 6.480 6.610 6.742 6,877 7.014 7.154 7.297 7.442

6 7913 B.11S 8.323 §.518 8.754 5977 9.207 9.442 9.683 9.930

7 9.781 10.089 10.405 10.730 11.067 11414 11.772 12.141} 12.523 12.916

B 11859 12.300 12,957 13.233 13.727 14.240 14.773 15.327 15.902 16.49%

9 14,164 14,776 I5.415 15.085 16.786 1{7.518 18,284 19.086 19.923 20,799
15 16.722 17.549 18.419 [9.337 20.304 21.321 22393 23.521 24.70% 25.959
It i 9.561 20.65¢4 21.814 23.044 24,349 25.713 27.200 28.755 10.403 32.150
§2 22.7113 24113 25.650 27.270 29.001 30.850 j2.823 34.93)° 172,180 39.580
13 26,2011 28.029 29.984 J2.088 14,352 36.786 319,403 42.218 45.244 48.496
14 30.0%5 J2.392 J4.882 17.589 40.504 43.672 47.102 50.817 54,840 59.195
15 14.405 37.279 40417 43.842 47.580 51.65¢9 36.109 60.9a4 66,260 *72.035
14 19189 42.753 46,67t 50979 55.717 €0 925 66.648 72.938 79.839 87 441
17 44.500 ar 383 53.738 0116 65.074 T1.673 78,978 87.067 96.02¢ 135.930
18 50.395 55.749 61.724 6k 391 75.835 4140 93.404 103.739 115265 128.115
19 56.939 63139 70.748 78.968 8B8.211 48.602 1190.282 F23.411 138.165 154,738
20 64,202 72.052 80.945 91.023- 102,442 115379 136,030 146.615 165.416 186.686
21 72.264 81.698 92.468 104.76% 118.808 134.839 153.135 174,018 197,845 225023
22 Br.213 92.502 105,488 120.433 137,629 157.414 180,168 206,341 236.435 27:.027
23 91.146  [04.602 120.202 138.294 159.274 183.600 211.796 244,482 282,358 326.23)
24 102,172 118.154 [36.828 158.855 184,165 211,975 248.801 289.489 337.006 392.479
25 114,411 133332 155615 181,866 2]2.789 249,213 292.097 342,596 402.036 471.975
26 127.9%6  150.332 176,845 208.327 245.707 290,085 342,753 405.263 479.421 567.370
27 143.076 169.372 200,834 238.493 283.563 3137.49¢9 402.021 419210 571513 681.841
28 [59.Bt4  190.697 227.943 272881 3127.097 392.498 471.344 566.467 681.101 819.211
29 178.393  214.580 258,575 J12.084 377.162 456.298 552.495 669.43 1 811.509 984.05)
in i99.117  241.330 293.189 356.776 434,736 530.305 547,419 790.928 966.695 1181.863
o Table 4

C . A+n"+1
empound Amount of an Annuity of Re 1 at the end of n periods = 2 "7 77
r

Periods 2% 2% 23% 24% 5% 26% 27% 8% 29% 30%
(n}) )

| 1ono 1 000 1.000 | 0g 1.000 1.000 1.000 1.600 1.000 [.000

2 2214 2.220 2.230 2.240 2.250 2260 1.270 2.280 2,290 2.300
o 1674 3.708 i79) 3278 3.812 1.8438 3.883 1918 3,954 3990

4 5.446 5524 S.604 5.684 5.766 5.848 5931 64018 6.101 6.187

5 7 589 7.740 7.89] B.048 8.207 B.368 %.53] 5.700 8.8370 9.043
& 10183 10.442 10.708 10,930 11.259 11.534 11.837 12.136 12,442 12.756

7 13.121 13.739 14 171 14615 15.073 15,546 16.032 [6.534 17.050 17.583

8 17.119 17.762 18.430 19.12]} 19.842 20 588 21.361 22.163 22,998 23.838

9 21.714 22,670 21,669 24.712 25802 25940 28,129 29.369 30.684 32.015
10 27.273 2B.657 013 31.643 331.253 34.945 16.721 18,592 40.556 42.619
[ Ja.001 35962 3B.038 40.238 42.566 45.030 47.638 50.398 53.317 56.405
12 42.14! 44.873 47.787 50.895 54.207 57.738 &l.501 65.510 69.779 74,326
13 51.991 55.745 59.778 &4.109 68.759 73.75¢" 79.106 84,852 91.015 97.624
14 63.908 69.609 14,527 80.495 86948 93.92% 107 464 109.611 I18.409 127.911
15 18.329 B5.191 ¥2.669 100,814 109.685 119.345 127.860 141,302 153.748 167,284
16 95,778 104.933 114,922 126.010 138.106 151,375 165922 181.867 199.334 208,470
17 116.891 129018 142,428 157.252 173.633 t91.732 211.721 2133.789 258,141 285.010
18 142.43% 158,40 176.187 195.992 21B.041 142,582 269,685 16D.250 334.001 371513
19 173,350 194.250 217.709 2445.030¢ 273.551 106:653 343,753 385320 431.861 481.965
20 210.754 237.985 265.782 103,597 34293y 387.383 437.567 494.210 558.100 630.156
21 256.011  291.342 33 602 377.4610 429.672 482,102 55¢.709 531588 720.949 820.202
22 JIG.T74 356,437 408876 469.051 538.089 617 269 708 021 Bl1.993 931.023 1067262
21 377036 d35.852 503910 582 627 671,611 TIR.75¢ 200.185 1340.350 i262.018 1185.439
24 457213 52740 620.809 723,452 843.013 982.134 1144.234 1332.648 1551.602 1805.97C
25 5$54.227  650.947 764585 §98.040 1054.765 1238614 1454.177 1706.788 2002.564 2348.759
26 671614 795 a8 941.451 114.618 1319.454 1561.552 i847 803 2135.689 2584305 3054 385
27 812652 97].08( 1158.984 1383.126 1650317 1968.681 2347.708 2798.681 3334.735) 3971.6%6
2B 985518  1185.71¢ i426.54¢ 1716 076 2063.894 2481537 2982.585 3583.309 4302.520 5164199
20 193,475 1447.572 1755.655 2128.933 1580.864 J127.733 - X78B.385 4587622 5551637 a704.457
3D 1645103 1767.036 2640.575 3227.0717 3941.940 4812875 F873172 0 TMS2.602 872%.78¢9

2162.943

1:6

TELpUMT o TITTG

Porem T - - -



