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Costing 
 

Chapter 1: Basic Concepts 
 

Question 1: What is Cost accounting? Enumerate its important objectives. 

Answer: Cost Accounting is defined as "the process of accounting for cost which 

begins with the recording of income and expenditure or the bases on which they are 

calculated and ends with the preparation of periodical statements and reports for 

ascertaining and controlling costs." 

The main objectives of the cost accounting are as follows: 

a)  Ascertainment of cost: There are two methods of ascertaining costs, viz., Post 

Costing and Continuous Costing. Post Costing means, analysis of actual information 

as recorded in financial books. Continuous Costing, aims at collecting information 

about cost as and when the activity takes place so that as soon as a job is completed 

the cost of completion would be known. 

b) Determination of selling price: Business enterprises run on a profit making basis. It 

is thus necessary that the revenue should be greater than the costs incurred. Cost 

accounting provides the information regarding the cost to make and sell the product 

or services produced. 

c) Cost control and cost reduction: To exercise cost control, the following steps should 

be observed: 

 Determine clearly the objective.  

 Measure the actual performance. 

 Investigate into the causes of failure to perform according to plan; 

 Institute corrective action.  

Cost Reduction may be defined "as the achievement of real and permanent 

reduction in the unit cost of goods manufactured or services rendered without 

impairing their suitability for the use intended or diminution in the quality of the 

product." 

d) Ascertaining the profit of each activity: The profit of any activity can be ascertained 

by matching cost with the revenue of that activity. The purpose under this step is to 

determine costing profit or loss of any activity on an objective basis.  

e) Assisting management in decision making: Decision making is defined as a process. 

of selecting a course of action out of two or more alternative courses. For makl.ng a 

choice between different courses of action, it is necessary to make a comparison of 

the outcomes, which may be arrived. 
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Question 2 Discuss the essential features of a good accounting system. 

Answer: 

The essential features, which a good cost accounting system should possess, are as 

follows: 

Informative and simple: Cost accounting system should be tailor-made, practical, 

simple and capable of meeting the requirements if a business concern. The system 

of costing should not sacrifice the utility by introducing meticulous and unnecessary 

details. 

Accuracy: The data to be used by the cost accounting system should be accurate, 

otherwise it may distort the output of the system and a wrong decision may be 

taken. 

Support from management and subordinates: Necessary cooperation and 

participation of executives from various departments of the concern is essential for 

developing a good cost accounting system. 

Cost-benefit: The cost of installing and operating the system should justify the 

results. 

Procedure: A carefully phased programme should be prepared by using network 

analysis for the introduction of the system. 

Trust: Management should have faith in the costing system and should also provide 

a helping hand for its development and success. 

 

Question 3: List the various items of costs on the basis of relevance decision 

making. 

Answer: 

Costs for Managerial Decision Making: According to this basis, cost may be 

categorized as: 

a. Pre-determined Cost: A cost which is computed in advance before production or 

operations start on the basis of specification of all the factors affecting cost, is known 

as a pre-determined cost. 

b. Standard Cost: A pre-determined cost, which is calculated from management's 

expected standard of efficient operation and the relevant necessary expenditure. It 

may be used as a basis for price fixing and for cost control through variance analysis. 

c. Marginal Cost: The amount at any given volume of output by which aggregate 

costs are changed if the volume of output is increased or decreased by one unit. 

d. Estimated cost: Kohler defines estimated cost as" the expected cost of 

manufacture, or acquisition, often in terms of a unit of product computed on the 

basis of information available in advance of actual production or purchase". 

Estimated costs are prospective costs since they refer to prediction of costs. 

e. Differential cost: It represents the change (increase or decrease) in total cost, 

(variable as well as fixed) due to change in activity level, technology, process or 

method of production, etc. 
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f. Imputed Costs: These costs are notional Costs which does not involve any cash 

outlay. Ex: Interest on capital, the payment for which is not made. These costs are 

similar to opportunity costs.  

g. Capitalised costs: These are costs are initially recorded as assets and subsequently 

treated as expenses 

h. Product costs: These are the costs which are associated with the purchase and 

sale of goods in the production scenario, such costs are associated with the 

acquisition and conversion of materials and all other manufacturing inputs into 

finished product for sale. 

i. Out-of-pocket costs:  

• It is that portion of total cost, which involves cash out flow. 

• Out-of-pocket costs can be avoided or saved if a particular proposal under 

consideration is not accepted. 

• j. Shut down costs: These costs are incurred even when a plant is temporarily shut 

down. In other words, all fixed costs, which cannot be avoided during the temporary 

closure of a plant, are known as shut down costs. 

k. Absolute costs 

• These costs refer to the cost of any product, processor unit in its totality.  

• When costs are presented in a statement form, various cost components may be 

shown in absolute amount or as a percentage of total cost or as per unit cost or all 

together 

• Here the costs depicted in absolute amount may be called absolute costs and these 

are base costs on which further analysis and decisions are based. 

l. Discretionary costs: These costs are not tied to a clear cause and effect relationship 

between inputs and outputs. They usually arise from periodic decisions regarding 

the maximum outlay to be incurred.  

m. Period costs: These are the costs, which are not assigned to the products but are 

charged as expenses against the revenue of the period in which they are incurred. 

All non-manufacturing costs such as general and administrative expenses, selling 

and distribution expenses are recognized as period costs. 

n. Engineered costs: These are costs that result specifically from a clear cause and 

effect relationship between inputs and outputs. The relationship is usually 

personally observable.  

o. Explicit Costs: These costs are also known as out-of-pocket costs and refer to costs 

involving immediate payment, of cash. 

p. Implicit Costs: These costs do not involve any immediate cash payment. They are 

not recorded in the books of account. They are also known as economic costs. 

q. Opportunity costs: This cost refers to the value of sacrifice made or benefit of 

opportunity foregone in accepting an alternative course of action. 
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r. Sunk Costs: Historical cost occurred in the past are known as sunk costs. They play 

no role in decision making in the current period. 

s. Conversion costs: It is the cost incurred to convert raw materials into finished 

goods. It is the sum of direct wages, direct expenses and manufacturing overheads. 

 

Question 4: Define cost unit, cost centre, cost object, profit centre & investment 

centre 

Answer: 

1. Cost Unit:  

• It is a unit of Product services or time in relation to which costs may be ascertained 

or expressed.  

• For example, we determine the cost per tonne of steel, per tonne kilometre of a 

transport service or cost per machine hour. Sometimes, a single order or a contract 

constitutes a cost unit. A batch which consists of a group of identical items and 

maintains its identity through one or more stages of production may also be 

considered as a cost unit. . 

• Cost units are usually the units of physical measurement like number, weight, area, 

volume, length, time and value. A few typical examples, of cost units are given 

below: 
 
Industry or Product 

 
Cost Unit Basis 

Automobile Number 

Cement Tonne/per bag etc. 

Chemicals Litre, gallon, kilogram, tonne etc. 

Power, Electricity Kilo-watt hour 

Professional services Chargeable hour 

Education  Enrolled student 

 

2. Cost Centres:   It is defined as a location, person or an item of equipment for which 

cost may be ascertained and used for the purpose of Cost Control.  Cost Centres are 

of two types - Personal and Impersonal 

A personal cost center consists of a person or group of persons and an Impersonal 

cost center consists of a location or an item of equipment. 

In a manufacturing concern there are two main types of Cost Centres as indicated 

below: 

a. Production   Cost Center:  It is a cost centre where raw material is handled tor 

conversion into finished product.  Here both direct and indirect expenses are 

incurred.  Machine shops, welding shops and assembly shops are examples of 

Production Cost Centres. 

b.   Service   Cost   Center:   It is  a  cost  centre   which serves  as  an  ancillary   unit 

to  a production  cost centre.  Power house, gas production shop, material service 

centres, plant maintenance centres are examples of service cost centres. 
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3. Cost Objects: It is anything for which separate measurement of Cost is desired. 

Examples of cost objects include a product a Service a project a Customer a Brand 

category, an activity a department a programme 

 

Cost Objects Example 

Products Two Wheelers 

Services An airline flight from Delhi to Mumbai 

Project Metro Railway Line Constructed for Delhi 

Government 

 

4. Profit centre  

a. It is a segment of the organisation. These are created for computation of profits 

centre wise. It is responsible for both revenues and expenses. 

b. Such centres make ail possible efforts to maximize the profits. Budgeted profits to 

be, achieved by each centre are predetermined. Then the actual profit will be 

compared to measure the performance of each centre. 

c. The authority of each such centre enjoys certain powers to adopt such policies as 

are necessary to achieve its targets. 

 

5. Investment Centre: It is a center where managers are responsible for some capital 

investment decisions. Return on investment (ROI) is usually used to evaluate the 

Performance of them 

 

Question 5 Distinguish Between Cost Reduction & Cost control. 

Answer: 

 

Particulars Cost reduction Cost control 

Permanence Permanent, Genuine savings in 

cost. 

Could be a temporary 

saving also 

Emphasis on Present and Future. Past and Present 

Product quality Quality and characteristics of 

the product is retained 

Quality maintenance is 

not guaranteed 

Aim It aims at improving standards 

and assumes existence of 

potential savings 

It aims at achieving 

standards i.e, targets) 

Scope Very broader in scope Very narrow in scope 

Tools and techniques Value engineering, Work study 

Standardization, Variety 

reduction 

Budgetary Control, 

Standard Costing. 

 

Function It is a corrective function It is a preventive 

function. 
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Question 6. What are the methods of costing?       

   Answer: Different follows different methods of costing because of nature of 

difference in the work. The various methods of costing are as follows                                  

 a. Job Costing: 

• In this case the cost of each job is ascertained separately. 

• It is suitable in all cases where work is undertaken on receiving a customer's order 

like a printing press, motor workshop, etc. 

• In case a factory produces certain quantity of a part at a time, say 5,000rims of 

bicycle, the cost can be ascertained like that of a job. The name then given is Batch 

Costing. 

b. Batch costing 

• It is the extension of job costing. 

• A batch may represent a number of small orders passed through the factory in batch. 

• Each batch here is treated as a unit of cost and thus separately casted. 

• Here cost per unit is determined by dividing the cost of the batch by the number of 

units produced in the batch. 

c. Contract Costing: Here the cost of each contract is ascertained separately. It is 

suitable for firms engaged in the construction of bridges, roads, buildings etc. 

d. Single or Output Costing: Here the cost of a product is ascertained, the product 

being the only one produced like bricks, coals, etc. 

e. Process Costing: Here the cost of completing each stage of work is ascertained, 

like cost of making pulp and cost of making paper from pulp. In mechanical 

operations, the cost of each operation maybe ascertained separately. 

f. Operating Costing:  It is used in the case of concerns rendering services like 

transport, Supply of water, retail trade etc. 

g. Multiple Costing: It is a combination of two or more methods of costing. Suppose 

a firm manufactures bicycles including its components; the cost of the parts will be 

computed by the system of job or batch costing but the cost of assembling the 

bicycle will be computed by the Single or output costing method.  The whole system 

of costing is known as multiple costing. 

 

Question 7: State the method of costing and the suggestive unit of cost for the 

following industries 

a) Transport b) Power c) Hotel d) Hospital e) Steel f) Coal g) Bicycles  

h) Bridge Construction i) Interior Decoration j) Advertising k) Furniture 

l) Brick-Works m) Oil refining mill n) Sugar Company having its own sugarcane 

fields o) Toy Making p) Cement q) Radio assembling r) Ship building 

Answer: 
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 Industry Method of Costing  Suggestive Unit of Cost 

(a) Transport Operating Costing Passenger k.m. or tonne 

k.m.. 

(b) Power Operating Costing Kilo-watt(kw) hours 

(c) Hotel Operating Costing Room day 

(d) Hospital Operating Costing Patient- day 

(e) Steel Process Costing/ 

Single Costing 

Tonne 

(f) Coal Single Costing Tonne 

(g) Bicycles Multiple Costing Number 

(h) Bridge Construction Contract Costing Project/ Unit 

(i) Interior Decoration Job Costing Assignment 

(j) Advertising Job Costing Assignment 

(k) Furniture Job Costing Number 

(l) Brick-Works Single Costing 1000 Units/ units  

(m) Oil refining mill Process Costing Barrel/Tonne/ Litre 

(n) Sugar Company 

having its own 

sugarcane fields 

Process Costing Tonne 

(o) Toy Making Batch Costing Units 

(p) Cement Single Costing Tonne/ per bag 

(q) Radio assembling Multiple Costing Units 

(r) Ship building Contract Costing Project/ Unit 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 2: Materials 
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Question 1: What is the treatment of defectives? 

Answer: 

Meaning: It means those units, which rectified and turned out as good units by the 

application of additional material, labour or other service. 

Arises: Defectives arise due to sub-standard materials, bad-supervision, and poor 

workmanship, inadequate-equipment and careless inspection. 

Action: Defectives are generally treated in two ways: either they are brought up to 

the standard by incurring further costs on additional material and labour or they are 

sold as. Inferior products (seconds) at lower prices. 

Control: A standard % for defectives should be fixed and actual defectives should be 

compared & appropriate action should be taken. 

 

The costs of rectification may be treated in the following ways: 

 

a. When Defectives are normal: 

Charged to good products: The loss is absorbed by good units. 

Charged to Jobs: When defectives are easily identifiable with specific jobs, the 

rectification cost is added to the job cost. 

Charged to the Department: If the department responsible for defectives can be 

identified then the rectification costs should be charged to that department. 

b. When Defectives are Abnormal: If defectives are due to abnormal causes, the 

rectification costs should be charged to Costing Profit and Loss Account. 

 

 

Question 2: Distinguish between Bill of materials and Material requisition note. 

 

Answer: 

Bill of materials Material requisition note 

1.It is document or list of materials 

prepared by the engineering/ drawing 

department. 

1.It is prepared by the foreman of the 

consuming department. 

2.It is a complete schedule of component 

parts and raw materials required for a 

particular job or work order. 

2.It is a document authorizing Store- 

Keeper to issue material to the 

consuming department. 

3.It often serves the purpose of a Store 

Requisition as it shows the complete 

schedule of materials required for a 

particular job i.e. it can replace stores 

requisition. 

3.It cannot replace a bill of material. 

4.It can be used for the purpose of 

quotation. 

4.It is useful in arriving historical cost 

only. 
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5.It helps in keeping a quantitative control 

on materials draw through Stores 

Requisition. 

5. It shows the material actually 

drawn from stores. 

 

Question 3: How is slow moving and non-moving item of stores detected and what steps are 

necessary to reduce such stocks? 

Answer: Detection of slow moving and non-moving item of stores: 

The existence of slow moving and non-moving item of stores can be detected in the following 

ways. 

(i) By preparing and perusing periodic reports showing the status of different items or stores. 

(ii) By calculating the inventory turnover period of various items in terms of number of days/ 

months of consumption. 

(iii) By computing inventory turnover ratio periodically, relating to the issues as a percentage of 

average stock held. 

(iv) By implementing the use of a well-designed information system. 

Necessary steps to reduce stock of slow moving and non-moving item of stores: 

(i) Proper procedure and guidelines should be laid down for the disposal of non-moving items, 

before they further deteriorate in value. 

(ii) Diversify production to use up such materials. 

(iii) Use these materials as substitute, in place of other materials. 

 

Question 4 Difference Between Bin Card and Stores Ledger 

Answer: Both Bin cards and stores ledger are perpetual inventory records. None of 

them is a substitute for the other.these two records may be distinguished from the  

following point of view: 

Bin card Stores ledger 

It is maintained by the store keeper in 

the store 

It is maintained in the costing 

department 

It contains only quantitative details of 

material received, issued and returned to 

the stores 

It contains transactions both in 

quantity and value 

Entries are made when transactions take 

place 

It is always posted  after the 

transaction 

Each transaction is individually posted Transaction s may be summarized 

and posted 
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Inter-department transfers do not appear 

in bin card 

Material transfer from one job to 

another are recorded from costing 

purpose 

It is kept inside the stores It is kept outside the stores 

Bin card is the stores recording document Where as It is an Accounting record 

 

Question 5: Write a short note on perpetual inventory records 

Answer: Perpetual inventory records represent a systematic group of records. It 

comprises of bin cards, stock control cards, stores ledger, 

a. Bin Cards: Bin card maintains quantitative record of receipts, issues and closing 

balance of each item of stores. Separate bin cards are maintained for separate items 

and attached other concerned bins. Each bin card is filled with the physical 

movement of goods. 

b. Stock control cards: These are similar to bin cards but contain further information 

as regards to stock on order. Bins cards are attached to bins but stock control cards 

are kept in cabinet sort rays or loose binders.  

c. Stores Ledger: A stores ledger is a collection of cards or loose leaves specially ruled 

for maintaining of record of both quantity and cost of stores received, issued and 

those in stock. It is posted from goods received notes and material requisitions. 

2. Advantages: The main advantages of perpetual inventory are as follows: 

a. Physical stocks can be counted and book balances adjusted as and when desired 

without waiting for the entire stock-taking to be done. 

b. Quick compilation of Profit and Loss Account due to prompt availability of stock 

figures. 

c. Discrepancies are easily located and thus corrective action can be promptly taken 

to avoid their recurrence 

 

Question 6 Explain the concept of “ABC Analysis” as a technique of inventory 

control. 

 Answer: ABC analysis: 

1. It is a system of selective inventory control where by the measure of control over 

an item of inventory varies with its value i.e. it exercises discriminatory control over 

different items of stores  

2. Usually the materials are grouped into the categories Viz. A, B and C according to 

their value.  

3. A Category-Highly Important, B Category-Relatively less important, C Category -

Least important. 

4. ABC analysis is also called as Pareto Analysis or Selective Stock Control 

The three categories are classified and differential control is established as under: 

    

Category % of total 

value 

% in total 

quantity 

Extent of control 
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A 60 % 10% Constant and strict control through 

budgets, ratios, Stock levels, EOQs 

etc. 

B 30 % 30% Need based, periodical & selective 

controls 

C 10 % 60% Little control, focus is on saving & 

associated costs 

 

Advantages of ABC analysis: The advantages of ABC analysis are the following: 

a. Continuity in production: It ensures that, without there being any danger of 

interruption of production for want of materials or stores, minimum investment 

will be made in inventories of stocks of materials or stocks to be carried. 

b. Lower cost: The cost of placing orders, receiving goods and maintaining stocks 

is minimized especially if the system is coupled with the determination of proper 

economic order quantities. 

c. Less attention required: Management time is saved since attention need be paid 

only to some of the items rather than all the items as would be the case if the ABC 

system was not in operation. 

d. Systematic working: With the introduction ABC system, much of the work 

connected with purchases can be systematized on a routine basis to be handled by 

subordinate staff.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 3: Labour 
Question 1: Discuss the objectives of timekeeping & time booking. 
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Answer: 

Objectives of time keeping and time booking: Time keeping has the following two objectives: 

(i) Preparation of Payroll: Wage bills are prepared by the payroll department on the basis of 

information provided by the time keeping department. 

(ii) Computation of Cost: Labour cost of different jobs, departments or cost centres are 

computed by costing department on the basis of information provided by the time 

keeping department. 

The objectives are time booking are as follows: 

(i) To ascertain the labour time spent on a job and the idle labour hours. 

(ii) To ascertain labour cost of various jobs and products. 

(iii) To calculate the amount of wages and bonus payable under the wage incentive scheme. 

(iv) To compute and determine overhead rates and absorption of overheads under the labour and 

machine hour method. 

(v) To evaluate the performance of labour by comparing actual time booked with standard or 

budgeted time. 

 

Question 2: Distinguish between Job Evaluation and Merit Rating. 

Answer: 

Job Evaluation: It can be defined as the process of analysis and assessment of jobs to ascertain 

reliably their relative worth and to provide management with a reasonably sound basis for 

determining the basic internal wage and salary structure for the various job positions. In other 

words, job evaluation provides a rationale for differential wages and salaries for different groups of 

employees and ensures that these differentials are consistent and equitable. 

Merit Rating: It is a systematic evaluation of the personality and performance of each 

employee by his supervisor or some other qualified persons. 

Thus the main points of distinction between job evaluation and merit rating are as follows: 

1. Job evaluation is the assessment of the relative worth of jobs within a company and merit 

rating is the assessment of the relative worth of the man behind a job. In other words job 

evaluation rate the jobs while merit rating rate employees on their jobs. 

2. Job evaluation and its accomplishment are means to set up a rational wage and salary 

structure whereas merit rating provides scientific basis for determining fair wages for each 

worker based on his ability and performance. 

3. Job evaluation simplifies wage administration by bringing uniformity in wage rates. On the 

other hand, merit rating is used to determine fair rate of pay for different workers on the 
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basis of their performance 

 

Question 3: Write about the treatment of idle time in cost accounting. 

Answer: 

Normal idle time: It is treated as a part of the cost of production. 

• In the case of direct workers an allowance for normal idle time is built into the labour 

cost rates. 

• In the case of indirect workers, normal idle time is spread over all the products or 

jobs through the process of absorption of factory overheads. 

Abnormal idle time: This cost is not included as a part of production cost and is 

shown as a separate item in the Costing Profit and Loss Account so that normal costs 

are not disturbed. 

• Showing cost relating to abnormal idle time separately helps in drawing the 

attention of the management towards the exact losses due to abnormal idle time. 

• Basic control can be exercised through periodical on idle time showing a detailed 

analysis of the causes for the same, the departments where it is occurring and the 

persons responsible for it, along with a statement of the cost of such idle time.  

 

Question 4: Write about overtime premium and its treatment. 

Answer:  

1. Overtime payment is the amount of wages paid for working beyond normal 

working hours. 

2. The rate for overtime work higher than the normal time rate; usually it is at double 

the normal rates. 

3. The extra amounts paid over the normal rate is called overtime premium. 

4. Under Cost Accounting the overtime premium is treated as follows: 

a. If overtime is resorted to at the desire of the worker, then overtime premium maybe 

charged to the job directly 

b. If overtime is required to with general production programmers’ or for meeting 

urgent orders, the overtime premium should be treated as Overhead cost. 

c. If overtime is worked in a department due to fault of another department, the 

overtime premium should be charged to latter department. 

d. Overtime worked on account of abnormal conditions such as flood, earthquake etc. 

should not be charged to cost but charged to costing profit and loss account. 

5. Overtime work should be resorted to only when it is extremely essential because 

it involves extra cost. 

6. The overtime payment increases the cost of production in the following ways: 
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a) The overtime premium paid is an extra payment in addition to normal rate 

b) The efficiency of operator during overtime work may fall and thus output may be 

less than normal output. 

c) In order to earn more the workers may not concentrate on work during normal time 

and thus the output during normal hours may also fall. 

d) Reduced output and increased premium of overtime will bring about an increase in 

cost of production. 

 

Question 5: Define labour Turnover & How it is measures & Explain the causes for 

labour turnover 

1. It is the rate of change in the composition of labour force during a specified period 

measured against a suitable index. It arises because every firm is a dynamic entity 

and not static one. 

2. The methods of calculating labour turnover are: 

 Replacement method= No. of Replacements 

                                                  Average no of workers 

 Separation method: No of separations  

                                            Average no of workers 

 

 Flux method:  

• Alternative 1: Separations + replacements 

                                                 Average no of workers 

• Alternative 2: Separations + replacements + New recruitments 

                                                               Average no of workers 

 Recruitment Method: Recruitments other than replacements 

                                                          Average no of workers 

 Accessions Method: Total Recruitments 

                                          Average no of workers 

 

CAUSES OF LABOUR TURNOVER 

a. Personal causes: 

• Change of jobs for betterment. 

• Premature retirement due to ill health or old age 

• Dissatisfaction over the jobs and working environment 

b. Unavoidable causes: 

• Seasonal nature of the business 

• Shortage of raw material, power, slack market for the products; 

• Change in the plant location; 



 

 CA KRISHNA KORADA (9030557617)   COSTING & FM THEORY GUESS QUESTIONS   PAGE NO: 15 
 

 c. Avoidable causes: 

• Dissatisfaction with job, remuneration, hours of work, working conditions, etc…. 

• Strained relationship with management, supervisors or fellow workers; 

• Lack of training facilities and promotional avenues 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 4: Overheads 
 

Question 1: Distinguish between allocation & apportionment 
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Answer: The differences between Allocation and Apportionment are:  

Particulars Allocation Apportionment 

1. Meaning Identifying a cost center 

and charging its expense 

in full 

Allotment of proportions of 

common cost to various cost centres 

2. Nature of Expenses Specific and Identifiable General and Common 

3. Number of Depts. One  Many 

4.Amount of OH Charged in Full Charged in Proportions 

 

Question 2: Discuss in brief three main methods of allocating support departments costs 

to operating departments. Out of these three, which method is conceptually preferable? 

The three main methods of allocating support departments costs to operating departments 

are: 

1.Direct re-distribution method: Under this method, support department costs are directly 

apportioned to various production departments only. This method does not consider the 

service provided by one support department to another support department. 

2.Step method: Under this method the cost of the support departments that serves the 

maximum numbers of departments is first apportioned to other support departments and 

production departments. After this the cost of support department serving the next largest 

number of departments is apportioned. In this manner we finally arrive on the cost of 

production departments only. 

3.Reciprocal service method: This method recognises the fact that where there are two or 

more support departments they may render services to each other and, therefore, these 

inter-departmental services are to be given due weight while re-distributing the expenses of the 

support departments. The methods available for dealing with reciprocal services are: 

1. Simultaneous equation method 

2. Repeated distribution method 

3. Trial and error method. 

The reciprocal service method is conceptually preferable. This method is widely used even 

if the number of service departments is more than two because due to the availability 

of computer software it is not difficult to solve sets of simultaneous equations. 

 

 

 

Question 3: Explain Single and Multiple Overhead Rates. 

Single and Multiple Overhead Rates: 
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Single overhead rate: It is one single overhead absorption rate for the whole factory. It 

may be computed as follows: 

Single overhead rate = Overhead costs for the entire factory / Total quantity of the 

base selected 

The base can be total output, total labour hours, total machine hours, etc. 

The single overhead rate may be applied in factories which produces only one major product 

on a continuous basis. It may also be used in factories where the work performed in each 

department is fairly uniform and standardized. 

Multiple overhead rate: It involves computation of separate rates for each production 

department, service department, cost center and each product for both fixed and variable 

overheads. It may be computed as follows: 

Multiple overhead rate = Overhead apportioned to each department or cost centre or product/ 

Corresponding base 

Under multiple overheads rate, jobs or products are charged with varying amount of factory 

overheads depending on the type and number of departments through which they pass. 

However, the number of overheads rate which a firm may compute would depend upon two 

opposing factors viz. the degree of accuracy desired and the clerical cost involved. 

Question 4: State the treatment of Over Absorption and Under Absorption of 

Overheads 

 

Answer: OVER ABSORPTION: Absorbed OH is greater than actual OH. 

 

UNDER ABSORPTION: Absorbed OH is less than actual OH. 

 

ACCOUNTING TREATMENT: 

1. Use of Supplementary Rate: Computation of supplementary rates is nothing but 

a process of correction whereby an over absorption is brought down and under 

absorption is pushed up to the correct figure of actual overhear cost. Accordingly, 

there are two types of absorption rates: 

Positive Supplementary Rate (In case of under absorption): 

                 = Actual Overheads - Absorbed Overheads 

                                          Actual Base 

Negative Supplementary Rate (in case of over absorption): 

                   = Absorbed Overheads - Actual Overheads 

                                                    Actual Base 
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By using supplementary OH recovery rate, OH’s are appointed to 

 

Units sold                       Closing stock of finished goods                         Closing stock of WIP 

Cost of sales                                  FG Control A/c                                             WIP Control A/c 

2. Carry Over of Overheads: In case of seasonal establishments or new projects. 

3. Transfer to Costing P&L A/c: In case over or under absorption is of small value or 

arises due to abnormal factors, e.g., heavy machine break-down, fire accidents, 

strikes etc. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 5: Non-integrated accounts 
 

Question 1: What do you mean by reconciliation between cost and financial 

accounts? Explain the procedure for Reconciliation. 
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Answer: 

• When the cost and financial accounts are kept separately, it is imperative that those 

should be reconciled; otherwise the cost accounts would not be reliable. 

• It is necessary that reconciliation of the two sets of accounts only can be made if 

both the sets contain sufficient details as would enable the causes of differences to 

be located.  

• It is, therefore, important that in the financial accounts, the expenses should be 

analysed in the same way as in the cost accounts. 

• The reconciliation of the balances generally, is possible preparing a Memorandum 

Reconciliation Account. 

• In this account, the items charged in one set of accounts but not in the other or those 

charged in excess as compared to that in the other are collected and by adding or 

subtracting them from the balance of the amount of profit shown by one of the 

accounts, shown by the other can be reached. 

Procedure for reconciliation: There are 3 steps involved in the procedure for 

reconciliation.  

a. Ascertainment of profit as per financial accounts  

b. Ascertainment of profit as per cost accounts  

c. Reconciliation of both the profits.  

Circumstances where reconciliation statement can be avoided: When the Cost and 

Financial Accounts are integrated; there is no need to have a separate reconciliation 

statement between the two sets of accounts. Integration means that the same set 

of accounts fulfil the requirement of both i.e., Cost and Financial Accounts. 

 

 

 

 

 

 

 

 

 

 

Chapter 6: Job & Batch Costing 
 

Question 1: Distinguish between job and batch costing? 

 

Answer: 
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Basic Job Costing Batch Costing 

Nature Job costing is a specific order 

costing. 

Batch costing is a special type 

of job costing. 

Applicability It is undertake such 

industries where work is one 

as per the customer's 

requirement. 

It is undertaken in such 

industries where production is 

of repetitive nature. 

Similarity No two jobs are alike. The articles produced in a 

batch are alike. 

Cost 

determination 

The cost is determined on 

job basis. 

The cost is determined on 

batch basis. 

Output quantity The output of a job may be 1 

unit, 2 units of a batch. 

The output of a batch is 

usually a large quantity. 

Cost estimation The cost is estimated before 

the production.  

The cost is estimated after the 

completion of production. 

Examples Industries where job costing 

is undertaken are repair 

workshop, furniture and 

general engineering works. 

Industries where job costing is 

undertaken are 

pharmaceuticals, garment 

manufacturing, radio, T.V. 

manufacturing etc. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 7 – Contract Costing 
 

Question 1: Write a short note on 

(a) Retention money (b) Progress payments/Cash received 

(c) Notional Profit (d) Escalation clause (e) cost plus contracts  

(f) Recognizing profit/loss on incomplete contracts 
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Answer: 

(a) Retention money:   

• A contractor does not receive full payment of the work certified by the 

surveyor.  

• Contractee retains some amount (say 10% to 20%) to be paid, after some time, 

when it-, is ensured that there is no fault in the work carried out by contractor.  

• If any deficiency or defect is noticed in the work, it is to be rectified by the 

contractor before the release of the retention money.  

• Retention money provides a safeguard against the risk of loss due to faulty 

workmanship.,  

(b) Progress Payments/Cash received: 

Payments received by the Contractors when the contract is "in-progress" are 

called progress payments or Running Payments. It is ascertained by deducting 

the retention money from the value of work certified i.e., Cash received = 

Value of work certified - Retention money. 

c) Notional Profit: Notional profit in contract costing: It represents the difference 

between the value of work certified and cost of work certified. 

Notional profit = value of work certified – (cost of work to date – cost of work not 

yet certified) 

d)  Escalation Clause 

Meaning: If during the period of execution of a contract, the prices of materials, or 

labour etc., rise beyond a certain limit, the contract price will be increased by an 

agreed amount. Inclusion of such a clause in a contract deed is called an "Escalation 

Clause".  

Accounting Treatment:  

a) The amount of reimbursement due should be determined by reference to the 

Escalation Clause. 

b) The amount due from the Contractee should be recorded by means of the following 

journal Entry: 

Date 

 

Contractee's A/c Dr 

 To Contract A/c 

XXXX  

XXXX 

 

e) Cost Plus Contract 

Meaning: Under Cost Plus Contract, the contract price is ascertained by adding a 

percentage of profit to the total cost of the work. Such types of contracts are entered 

into when it is not r possible to estimate the Contract Cost with reasonable accuracy 

due to unstable condition of material, labour services, etc.  

Advantages:  

a. The Contractor is assured of a fixed percentage of profit. There is no risk of 

incurring any loss on the contract.  
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b. It is useful especially when the work to be done is not definitely fixed at the time 

of making the estimate.  

c. Contractee can ensure himself about the “cost of the contract”, as he is 

empowered to examine the books and documents of the contract of the contractor 

to ascertain the veracity of the cost of the contract. 

Disadvantages: The contractor may not have any inducement to avoid wastages and 

effect economy in production to reduce cost. 

(f) Recognizing profit/loss on incomplete contracts 

Estimated profit: It is the excess of the contract price over the estimated total cost 

of the contract.  

Profit/loss on incomplete contracts: Profit on incomplete contract is recognized 

based on the Notional Profit and Percentage of Completion. To determine the profit 

to be taken to Profit and Loss Account, in the case of incomplete contracts, the 

following four situations may arise: 

Description Percentage of Completion Profit to be recognized and 

Transferred to P&L Account 

Initial stages Less than 25% Nil 

Work performed but 

not substantial 

Up to or more than 25% 

but less than 50% 

1/3 * Notional Profit * (Cash 

received/Work Certified) 

Substantially 

completed 

Up to or more than 50% 

but less than 90% 

2/3 * Notional Profit * (Cash 

received/Work Certified) 

Almost complete Up to or more than 90% > 

0 not fully complete 

Profit is recognized on the 

basis of estimated total 

profit 

 

Note:  

a. Percentage of completion = Value of work Certified / Contract Price  

b. If there is a loss at any stage, i.e. irrespective of percentage of completion, the 

same --should be fully transferred to the Profit and Loss Account. 

 

 

Chapter 8: Operating costing 

 
Question 1: What is the meaning of operating costing and Mention the Cost units 

for Services under taken 

Answer: 

Meaning of Operating Costing: 

• It is a method of ascertaining costs of providing or operating a service.  

• This method of costing is applied by those undertakings which provide services 

rather than production of commodities. 
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• The emphasis is on the ascertainment of cost of services rather than on the cost of 

manufacturing a product. This costing method is usually made use of by transport 

companies, gas and water works departments, electricity supply companies, 

canteens, hospitals, theatres, schools etc.  

Operating costs are classified into three broad categories: 

1. Operating and Running costs: These are the costs which are incurred for operating 

and running the vehicle. For e.g. cost of diesel, petrol etc. These costs are variable in 

nature and vary with operations in more or less same proportions. 

2. Standing Costs: Standing costs are the costs which are incurred irrespective of 

operation. It is fixed in nature and thus the cost goes on accumulating as the time 

passes. 

3. Maintenance Costs: Maintenance Costs are the costs which are incurred to keep the 

vehicle in good or running condition. 

 For computing the operating cost, it is necessary to decide first, about the unit for 

which the cost is to be computed. The cost units usually used in the following service 

undertakings are as below:  

Service Undertaking Cost Units 

Transport Service Passenger km, quintal km or tonne km 

Supply Service Kwh, Cubic metre, per kg, per litre 

Hospital Patient per day, room per day or per bed, per 

operation etc., 

Canteen Per item, per meal etc., 

Cinema Number of tickets, number of shows 

Hotels Guest Days, Room Days 

Electric Supply  Kilowatt Hours 

Boiler Houses Quantity of steam raised 

 

Chapter 9: Process costing 
Question 1: What is inter- process profits? State its advantages and disadvantages. 

Answer: In some process industries the output of one process is transferred to the 

next process not at cost but at market value or cost plus a percentage of profit. The 

difference between cost and the transfer price is known as inter-process profits. 

The advantages and disadvantages of using inter-process profit, in the case of 

process type industries are as follows: 

 

Advantages: 
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1. Comparison between the cost of output and its market price at the stage of 

completion is facilitated. 

2. Each process is made to stand by itself as to the profitability. 

 

Disadvantages: 

1. 1. The use of inter-process profits involves complication. 

2. The system shows profits which are not realised because of stock not sold out 

 

Question 2: Explain the concept of equivalent production units.  

Answer: 

• In the case of process type of industries, it is possible to determine the average 

cost per unit by dividing the total cost incurred during a given period of time by the 

total number of units produced during the same period.  

• The reason is that the cost incurred in such industries represents the cost of work 

carried on opening work-in-progress, closing work-in-progress and completed units. 

Thus to ascertain the cost of each completed unit it is necessary to ascertain the cost 

of work-in-progress in the beginning and at the end of the process.  

• Work-in-progress can be valued on actual basis, i.e., materials used on the 

unfinished units and the actual amount of labour expenses involved. 

• However, the degree of accuracy in such a case cannot be satisfactory. An 

alternative method is based on converting partly finished units into equivalent 

finished units.  

Equivalent production means converting the incomplete production units into their 

equivalent completed units. 

• Under each process, an estimate is made of the percentage completion of work-

in-progress with regard to different elements of costs, viz., material, labour and 

overheads. 

•Equivalent completed units = Actual no of manufactured units * % of work 

completed. 

Chapter 10: Joint products & By products 
 

Question 1: Discuss the treatment of by-product cost in Cost Accounting. 

Answer: 

Treatment of by-product cost in Cost Accounting: 

(i) When they are of small total value, the amount realized from their sale may be dealt as 

follows: 

 Sales value of the by-product may be credited to Costing Profit & Loss Account and no credit be 
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given in Cost Accounting. The credit to Costing Profit & Loss Account here is treated either as a 

miscellaneous income or as additional sales revenue. 

 The sale proceeds of the by-product may be treated as deduction from the total costs. The sales 

proceeds should be deducted either from production cost or cost of sales. 

(ii) When they require further processing: 

In this case, the net realizable value of the by-product at the split-off point may be arrived at 

by subtracting the further processing cost from realizable value of by-products. If the value is 

small, it may be treated as discussed in (i) above. 

 

Question 2: Describe briefly, how joint costs upto the point of separation may be 

apportioned amongst the joint products under the following methods: 

(i) Average unit cost method (ii) Contribution margin method (iii) Market value at 

the point of separation (iv) Market value after further processing (v) Net realizable 

value method. 

Answer: Methods of apportioning joint cost among the joint products: 

(i) Average Unit Cost Method: Under this method, total process cost (upto the point 

of separation) is divided by total units of joint products produced. On division 

average cost per unit of production is obtained. The effect of application of this 

method is that all Joint products will have uniform cost per unit. 

(ii) Contribution Margin Method: Under this method joint costs are segregated into 

two parts - variable and fixed. The variable costs are apportioned over the joint 

products on the basis of units produced (average method) or physical quantities. If 

the products are further processed, then all variable cost incurred be added to the 

variable cost determined earlier. Then contribution is calculated by deducting 

variable cost from their respective sales values. The fixed costs are then apportioned 

over the joint products on the basis of contribution ratios. 

 

(iii) Market Value at the Time of Separation: This method is used for apportioning 

joint costs to joint products upto the split off point. It is difficult to apply if the market 

values of the products at the point of separation are not available. The joint cost may 

be apportioned in the ratio of sales values of different joint products. 

(iv) Market Value after further Processing: Here the basis of apportionment of joint 

costs is the total sales value of finished products at the further processing. The use 

of this method is unfair where further processing costs after the point of separation 

are disproportionate or when all the joint products are not subjected to further 

processing. 

V) Net Realisable Value Method: Here Joint costs is apportioned in the basis of net 

realizable value of the joint products 

Net Realisable Value = Sale Value of Joint products (at finished stage) 

 (-) estimated profit margin  

 (-) Selling & Distribution expenses, if any 
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 (-) post-split Off Cost 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 11: Standard Costing 
 

Question 1: How is cost variances disposed of in a standard costing? Explain.  

Answer: 

Variances may be disposed of by any of the following methods:  

Method Journal Entry Assumption 

A. Write — off all variances 

to Costing Profit and Loss 

Account at the end of every 

period. 

Costing P&L A/c Dr 

To Variances A/c s 

(individually) (if adverse) 

All Variances are 

abnormal. 

B. Distribute all variances 

proportionately to:  

Cost of Sales A/c Dr. 

 WIP Control A/c Dr. 

All Variances are 

normal. 
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• Units Sold,  

• Closing Stock of WIP, and  

• Closing Stock of Finished 

Goods. 

Finished Goods Control A/c 

Dr. To Variance Accounts 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 12: Marginal Costing 
 

Question 1: Explain and illustrate cash break-even chart.  

Answer: In cash break-even chart, only cash fixed costs are considered. Non-cash 

items like depreciation etc. are excluded from the fixed cost for computation of 

break-even point. It depicts the level of output or sales at which the sales revenue 

will equal to total cash outflow. It is computed as under: 

 

Cash BEP (Units) =  

 

Question 2: Write short notes on Angle of Incidence. 

Answer: This angle is formed by the intersection of sales line and total cost line at 

the break- even point. This angle shows the rate at which profits are being earned 

once the, break-even point has been reached. The wider the angle the greater is the 

Cash Fixed Cost 

Contribution per Units 
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rate of earning profits. A large angle of incidence with a high margin of safety 

indicates extremely favourable position. 

 

Question 3: Discuss basic assumptions of Cost Volume Profit analysis.  

Answer: CVP Analysis: -Assumptions 

a. Changes in the levels of revenues and costs arise only because of changes in the 

number of products (or service) units produced and sold. 

b. Total cost can be separated into two components: Fixed and variable 

c. Graphically, the behaviour of total revenues and total cost are linear in relation to 

output level within a relevant range. 

d. Selling price, variable cost per unit and total fixed costs are known and constant. 

e. All revenues and costs can be added, subtracted and compared without taking into 

account the time value of money. 

Question 4: Elaborate the practical application of Marginal Costing. 

 

Answer: Practical applications of Marginal costing: 

i. Pricing Policy: Since marginal cost per unit is constant from period to period, firm 

decisions on pricing policy can be taken particularly in short term. 

ii. Decision Making: Marginal costing helps the management in taking a number of 

business decisions like make or buy, discontinuance of a particular product, 

replacement of machines, etc. 

iii. Determination of production level: Marginal costing helps in the preparation of 

break-even analysis which shows the effect of increasing or decreasing production 

activity on the profitability of the company. 

Chapter 13: Budgets and Budgetary Control 
 

Question 1: Explain the steps involved in the budgetary control technique? 

Answer: 

These are the steps involved in the budgetary control technique. They are follows: 

(i)Definition of objective: A budget being a plan for achievement of certain 

operational objectives. It is desirable that the same are defined precisely. The 

objectives should be written out; the areas of control demarcated; and items of 

revenue and expenditure to be covered by the budget stated. 

 

 

(ii) Location of the key factor (or budget factor): There are usually one factor 

(sometimes there may be more than one) which sets limit to the total activity Such 
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factor known as key factor. For proper budgeting, it must be located and estimated 

properly. 

(iii) Appointment of controller: Formulation of budget usually required whole time 

services of senior executive known as budget controller; he must be assisted in this 

work by a budget committee, consisting of all the heads of department along with 

the managing director as chairman. 

(iv) Budget manual: Effective budgetary planning relies on provision of adequate 

information which is contained in the budgetary manual. A budget manual is 

collection of documents that contains key information of those involved in the 

planning process. 

(v) Budget period: The period covered by a budget is known as budget period. The 

budget committee decides the length of the budget period suitable for business. It 

may be months or quarters or such period as coincide with period of trading activity.  

(vi) Standard of activity or output: For preparing budgets for the future, past 

statistics cannot completely relied upon, for the past usually represents a 

combination of good and bad factors. Therefore, through result of past should be 

studied but these should only have applied when there is a likelihood of similar 

conditions repeating in the future. 

 

 

 

 

 

 

 

 

 

 

Question 2 Distinguish between Fixed and Flexible Budgets. 

Answer: 

 

Particulars Fixed Budget Flexible budget 

1. Definition It is a Budget designed to 

remain unchanged 

irrespective of the level of 

activity actually attained. 

It is a Budget, which by 

recognising the 

difference between fixed, 

semi-variable and variable 

costs is designed to change 

in relation to level of 

activity attained. 

2. Rigidity It does not change with 

actual volume of activity 

It can be re-casted on the 

basis of activity  
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achieved. Thus it is known as 

rigid  or inflexible budget. 

level to be achieved. 

Thus it is not rigid 

3. Level of activity It operates on one level of 

activity and under one set of 

conditions. It assumes that 

there will be no change in the 

prevailing conditions, which 

is unrealistic. 

It consists of various 

budgets for different 

levels of activity. 

4. Effect of variance 

analysis 

Variance Analysis does not give 

useful information as all Costs 

(fixed, variable and semi-

variable) are related to only 

one level of activity. 

Variance Analysis provides 

useful information as each 

cost is analysed according 

to its behaviour. 

5. Use of decision 

making 

If the budgeted and actual 

activity levels differ 

significantly, then aspects like 

cost ascertainment and price 

fixation do not give a correct 

picture. 

It facilitates the 

ascertainment of cost, 

fixation of Selling Price and 

submission of quotations. 

6. Performance 

evaluation 

Comparison of actual 

performance with budgeted 

targets will be meaningless, 

especially when there is a 

difference between two 

activity levels. 

It provides a meaningful 

basis of comparison of the 

actual performance with 

the budgeted targets. 

 

Financial Management 
 

Chapter 1: Scope and Objectives of Financial 

Management 
 

Question 1: Explain as to how the wealth maximization objective is superior to the profit 

maximization objectives. 

Answer: A firm’s Financial management may often have the following as their 

objectives: 

a) Profit maximisation objective: 
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i) The maximisation of profit is often considered as an implied objective of a 

firm. 

ii) To achieve the aforesaid objective various types of financing decisions may be 

taken. 

iii) The profit of the firm in this case is measured in terms of its total accounting 

profit available to its shareholders. 

b) Value/wealth maximisation objective: 

i) The value/wealth of a firm is defined as the market price of the firm’s stock 

ii) The market price of a firm’s stock represents the focal judgement of all market 

participants as to what the value of the particular firm is. 

c) Superiority of value maximisation objective: 

a) More wider in nature: The value maximisation objective of a firm considers 

all future cash flows, dividends, earning per share, risk of a decision etc. whereas 

profit maximisation objective does not consider the effect of EPS, dividend paid or 

any other returns to shareholders or the wealth of the shareholder. 

b) Payment of Dividends: A Firm that wishes to maximise the shareholder’s 

wealth may pay regular dividends whereas a firm with the objective of profit 

maximisation may refrain from dividend payment to its shareholders. 

c) Shareholder’s Preference: Shareholders would prefer an increase in the firm’s 

wealth against its generation of increasing flow of profits. 

d) Market price is more inclusive in nature: The market price of a share reflects 

the shareholders expected return, considering the long-term prospects of the firm, 

reflects the differences in timings of the returns, considers the risk and recognises 

the importance of distribution of returns. 

Conclusion: The maximisation of a firm’s value as reflected in the market price of a 

share is viewed as a proper goal of a firm. The profit maximisation can be considered 

as a part of the wealth maximisation strategy. 

 
Question 2: Discuss the conflicts in profit versus wealth maximization principle of the firm 

Answer 
In a normal organisation management may pursue its own personal goals (profit 

maximisation). But in an organisation where there is a significant outside 

participation (shareholding, lenders etc.), the management may not able to 

exclusively pursue its personal goals due to the constant supervision of the various 

stakeholders of the company – employees, creditors, customers, government, etc. 

The wealth maximisation objective will be in accordance with the interests of various 

groups such as owners, employees, creditors and society and thus, it may be 

consistent with the management objective of survival. 
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In today’s real world situation, wealth maximisation is a better objective. 

Conflict in Profit versus Wealth Maximization Principle of the Firm: Profit maximization is 

a short-term objective and cannot be the sole objective of a company. It is at best a limited 

objective. If profit is given undue importance, a number of problems can arise like the term 

profit is vague, profit maximization has to be attempted with a realization of risks involved, 

it does not take into account the time pattern of returns and as an objective it is too narrow. 

Whereas, on the other hand, wealth maximization, as an objective, means that the company 

is using its resources in a good manner. If the share value is to stay high, the company has to 

reduce its costs and use the resources properly. If the company follows the goal of wealth 

maximization, it means that the company will promote only those policies that will lead to an 

efficient allocation of resources. 

 

Question 3: Explain the role of Finance Manager in the changing scenario of 

financial management in India. 

Answer: Role of Finance Manager in the Changing Scenario of Financial 

Management in India: In the modern enterprise, the finance manager occupies a key 

position and his role is becoming more and more pervasive and significant in solving 

the finance problems. The traditional role of the finance manager was confined just 

to raising of funds from a number of sources, but the recent development in the 

socio-economic and political scenario throughout the world has placed him in a 

central position in the business organisation. He is now responsible for shaping the 

fortunes of the enterprise, and is involved in the most vital decision of allocation of 

capital like mergers, acquisitions, etc. He is working in a challenging environment 

which changes continuously.  

Emergence of financial service sector and development of internet in the field of 

information technology has also brought new challenges before the Indian finance 

managers.  

What a CFO used to do? What a CFO now does? 

Budgeting Budgeting 

Forecasting Forecasting 

Accounting Managing M&As 

Treasury (cash management) Profitability analysis (for example, by 

customer or product) 

Preparing internal financial reports 

for Management 

Pricing analysis 
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Preparing quarterly, annual fillings for 

investors 

Decisions about outsourcing 

Tax filling Overseeing the IT function 

Tracking accounts payable and 

accounts receivables 

Overseeing the HR function 

Travel and entertainment expense 

management 

Strategic planning (sometimes 

overseeing this function) 

 Regulatory compliance 

 Risk management 

 

Question 4: Discuss the functions of a Chief Financial Officer.  

Answer: Functions of a Chief Financial Officer: The twin aspects viz procurement 

and effective utilization of funds are the crucial tasks, which the CFO faces. The Chief 

Finance Officer is required to look into financial implications of any decision in the 

firm. Thus all decisions involving management of funds comes under the purview of 

finance manager. These are namely 

1. Estimating requirement of funds  

2. Decision regarding capital structure  

3. Investment decisions  

4. Dividend- decision  

5. Cash management  

6. Evaluating financial performance  

7. Financial negotiation  

8. Keeping touch with stock exchange quotations & behaviour of share prices.  

Question 5: Explain the two basic functions of Financial Management 

The two basic functions of Financial Management are: 

1. Procurement of funds: 

a) Since funds can be obtained from different sources therefore their procurement is 

always considered as a complex problem by business concerns. 

b) Funds procured from different sources have different characteristics in terms of 

risk, cost and control. 

c) The cost of funds should be at the minimum level and for that risk and control 

factors must be balanced. 
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d) Another key consideration in choosing the source of new business finance is to 

strike a balance between equity and debt. 

e) Let us discuss some of the sources of funds: 

i) Equity: Equity shares are the best from risk point of view for the firm. However, 

from the cost point of view, equity capital is usually the most expensive. 

ii) Debentures: Debentures are comparatively cheaper because of their tax advantage 

but they are riskier. 

iii) Funding from banks: Commercial banks play an important role in funding of the 

business enterprises. 

iv) International funding: Foreign Direct Investments (FDI) and Foreign Institutional 

Investors (FII) are two major routes for raising funds from foreign sources besides 

ADR’s (American depository receipts) and GDR’s (Global depository receipts) 

2. Effective utilisation of funds: Funds shall be invested in such a way that they 

generate an income higher than the cost of procuring them. Hence, it is crucial to 

employ the funds properly and profitably. Some of the aspects of funds utilisation 

are: 

a) Utilisation for fixed assets: The funds are to be invested in the manner so that the 

company can produce at its optimum level without endangering its financial 

solvency. For, this the finance manager has to use techniques of capital budgeting 

b) Utilisation for working capital:  While the firms enjoy an optimum level of working 

capital they do not keep too much funds blocked in inventories, book debts, cash 

etc. The finance manager must also keep this point in mind. 

 

Chapter 2: Time Value of Money 

Question 1: Write short note on effective rate of interest? 

 Effective rate of interest is the actual Equivalent Annual Rate of interest at which an 

investment grows in value when interest is credited more often than once in a year 

 Interest is paid “k” times in a year and “I” is the rate of interest per annum, effective 

rate of interest (E) is given by the following formula: 

E = [1+i/k]K-1 

 For example, if interest at 10% is payable Quarterly on an investment, Effective Rate 

of Interest (by Substituting in the above formula) = 10.38% 
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Chapter 3: Capital budgeting 
 

Question 1: Distinguish between Net Present Value & Internal Rate of Return 

Answer 

1. NPV and IRR methods differ in the sense that the results regarding the choice of 

an asset under certain circumstances are mutually contradictory under two 

methods. 

2. In case of mutually exclusive investment projects, in certain situations, they may 

give contradictory results such that if the NPV method finds one proposal 

acceptable, IRR favours another. 

3. The different rankings given by the NPV and IRR methods could be due to size 

disparity problem, time disparity problem and unequal expected lives. 

4. The Net Present Value is expressed in financial values whereas Internal Rate of 

Return (IRR) is expressed in percentage terms. 

5. In the net present value cash flows are assumed to be re-invested at the rate of 

Cost of Capital. In IRR reinvestment is assumed to be made at IRR rates. 

 

Question 2: Explain the concept of Multiple IRR and Modified IRR 

Answer:  

Multiple Internal Rate of Return:  

• In cases where project cash flows change signs or reverse during the life of a project 

e.g. an initial cash outflow is followed by cash inflows and subsequently followed by 

a major cash outflow, there may be more than one IRR. 

• In such situations, if the cost of capital is less than the two IRRs, a decision can be 

made easy. Otherwise, the IRR decision rule may turn out to be misleading as the 

project should only be invested if the cost of capital is between IRR1and IRR2 

• To understand the concept of multiple IRRs it is necessary to understand the 

assumption of implicit reinvestment rate in both NPV and IRR techniques. 

Modified Internal Rate of Return (MIRR):  

• As mentioned earlier, there are several limitations attached with the concept of 

conventional IRR.  

• MIRR addresses some of these deficiencies, it eliminates multiple IRR rates; it 

addresses the reinvestment rate issue and results which are consistent with the NPV 

method. 

• Under this method, all cash flows, the initial investment, are brought to the terminal 

value using an appropriate, rate (usually) the Cost of Capital). This results in a single 

stream of cash inflows terminal year.  
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• MIRR is obtained by assuming a sing e outflow in year zero and the terminal cash 

inflows as mentioned above.  

• The discount rate which equates the present value of terminal cash inflows to the 

Zeroth year outflow is called MIRR 

 

Question 3: Write a short note on internal rate of return. 

• Internal Rate of Return: It is that rate at which discounted cash inflows are equal 

to the discounted cash outflows. In other words, it is the rate which discounts the cash flows 

to zero. It can be stated in the form of a ratio as follows: 

• Cash inflows/ Cash outflows 

• This rate is to be found by trial and error method. This rate is used in the 

evaluation of investment proposals. In this method, the discount rate is not known but the cash 

outflows and cash inflows are known. 

• In evaluating investment proposals, internal rate of return is compared with a 

required rate of return, known as cut-off rate. If it is more than cut-off rate the project is 

treated as acceptable; otherwise project is rejected. 

Question 4. Write a short note on “Cut-off Rate”. 

CutCutCutCut    ----    offoffoffoff    Rate:Rate:Rate:Rate:    It is the minimum rate which the management wishes to have from any project. 

Usually this is based upon the cost of capital. The management gains only if a project gives 

return of more than the cut - off rate. Therefore, the cut - off rate can be used as the discount 

rate or the opportunity cost rate. 

Question 5: “NPV and IRR may give conflicting results in the evaluation of different 

projects" comment. (or) Write the superiority of NPV over IRR in project 

evaluation.  

Answer 

Causes for Conflict: Generally, the higher the NPV, higher will be the IRR. However, 

NPV and IRR may give conflicting results in the evaluation of different projects, in 

the following situations- 

a) Initial Investment Disparity - i.e. different project sizes, 

b) Project Life Disparity - i.e. difference in project lives, 

c) Outflow patterns - i.e. when Cash Outflows arise at different points of time during 

the Project Life, rather than as Initial Investment (Time 0) only, 

d) Cash Flow Disparity - when there is a huge difference between initial CFAT and later 

year's CFAT. A project with heavy initial CFAT than compared to later years will have 

higher IRR and vice-versa.  
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Superiority of NPV: In case of conflicting decisions based on NPV and IRR, the NPV 

method must prevail. Decisions are based on NPV, due to the comparative 

superiority of NPV, as given from the following points - 

a) NPV represents the surplus from the project, but IRR represents the point of no 

surplus-no deficit. 

b) NPV considers Cost of Capital as constant. Under IRR, the Discount Rate is 

determined by reverse working, by setting NPV=0. 

c) NPV aids decision-making by itself i.e., projects with positive NPV are accepted, IRR 

by itself does not aid decision 

d) IRR presumes that intermediate cash inflows will be reinvested at that rate (IRR), 

whereas in the case of NPV method, intermediate cash inflows are presumed to be 

reinvested at the cut-off rate. The latter presumption viz. Reinvestment at the Cut-

Off rate, is more realistic than reinvestment at IRR.  

e) There may be projects with negative IRR / Multiple IRR etc. if cash outflows arise at 

different points of time. This leads to difficulty in interpretation. NPV does not pose 

such interpretation problems. 

Question 6: Discuss the need for social cost benefit analysis. 

Answer:  

1. Several hundred Crores of rupees are committed every year to various public 

projects Analysis of such projects has to be done with reference to social costs and 

benefits. They cannot be expected to yield an adequate commercial return on the 

funds employed, at least during the short run. 

2. Social cost benefit analysis is important for the private corporations also who have 

a moral responsibility to undertake social benefit projects. 

3. The need for social cost benefit arises due to the following:  

a. The market prices used to measure costs & benefits in project analysis, may not 

represent social values due to market imperfections. 

b. Monetary cost benefit analysis fails to consider the external positive & negative 

effects of a project 

c.  The redistribution benefits because of project need to be captured. 
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Chapter 4: Cost of Capital 
 

Question 1: Why debt funds are cheaper than equity? Or advantages of debt 

financing? 

Answer: Financing a business through Debt is cheaper than Equity due to the 

following reasons: 

1. Risk & Return: The higher the risk, the higher the return expectations. Lenders / 

Debenture holders have prior claim on interest and principal repayment, whereas 

Equity Shareholders are entitled to Residual Earnings only. Hence, the expectations 

of Equity Shareholders are higher than that of Debt holders and Preference 

Shareholders.  

2. Tax Effect: Interest on Debt can be deducted for computing the taxable income. 

Hence, use of debt reduces the corporate tax payment. Thus, Debt is cheaper than 

Equity,' due to the Tax — Shield.  

3. Issue Costs: Issuing and Transaction costs associated with raising and servicing Debts 

are generally less than that of equity shares. 

 

Question 2: Discuss the dividend-price approach, and earnings price approach to 

estimate cost of equity capital.  

Answer: In dividend price approach, cost of equity capital is computed by dividing 

the current dividend by average market price per share. This ratio expresses the cost 

of equity capital in relation to what yield the company should pay to attract 

investors. It is computed as: 

K= D1/P0 

Where, D1 = Dividend per share in period 1  

 Po = Market price per share today  

Whereas, on the other hand, the advocates of earnings price approach co-relate the 

earnings of the company with the market price of its share. Accordingly, the cost of 

ordinary share capital would be based upon the expected rate of earnings of a 

company. This approach is similar to dividend price approach, only it seeks to nullify 

the effect of changes in dividend policy. 

 

Question 3: Write a short note on Capital Asset Pricing Model (CAPM) and state its 

assumption? 

Answer: 

1. CAPM was developed by sharp Mossin and Linter in 1960. 
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2. Main Contention of CAPM: The Required Rate of Return on a security is equal to a 

Risk Free Rate plus the Risk Premium.  

3. Risk Free Rate is the rate of return on risk — free security. The risk — free security 

is the security which has no risk of default or which has zero variance or standard 

deviation. For example, Government Treasury Bills or Bonds are usually considered 

risk — free securities because normally they do not have risk of default.  

4. As diversifiable risk can be eliminated by an investor through diversification, the non- 

diversifiable risk in the only element risk, therefore a business should be concerned 

as per CAPM method, solely with non-diversifiable risk. The non-diversifiable risks 

are assessed in terms of beta coefficient (b or p) through fitting regression equation 

between return of a security and the return on a market portfolio. 

5. Risk Premium:  

a. Risk Premium is the premium for systematic risk. 

b. Systematic risk (or market risk or non — diversifiable risk) is the risk which cannot 

be eliminated through investing in well — diversified market portfolio. 

c. Systematic risk is measured by beta (b)  

d. Beta (b) is a measure of volatility of an individual security return relative to the 

returns of a broad based market portfolio. It indicates — how much individual 

security's return will change for a unit change in the market return. 

e. Risk Premium = Beta x Expected rate of market returns - Risk Free Rate of return = 

[b(Rm-Rf.) 

f. The value of Beta (b) can be zero or more than 1 or less than 1.  

Value of Beta Interpretation 

1.Beta equal to1 Beta equal to 1 indicates that systematic risk is equal to the 

aggregate market risk. It means that the security's returns 

fluctuate equal to market returns.  

2 Beta Greater 

than 1 

Beta greater than 1 indicates that systematic risk is greater than 

the aggregate market risk. It means that the security's returns 

fluctuate more than the market returns. 

3.Beta less than 

1 

Beta less than 1 indicates that systematic risk is less than the 

aggregate market risk. It means that the security's returns 

fluctuate less than the market returns. 

4. Zero Beta Zero Beta indicates no volatility. 

 

6. Therefore, Rate of Return on Securities (Ke) = Risk free rate + Risk Premium 

 

7. Assumptions of CAPM: The CAPM is based on the following eight assumptions 
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a. Maximization Objective: The investor objective is to maximize the utility of 

terminal wealth;  

b. Risk Averse: Investors are risk averse. Investors make choices on the basis of 

risk and return;  

c. Homogenous Expectations: Investors have homogenous expectations of risk 

and return;  

d. Identical Time Horizon: Investors have identical time horizon;  

e. Free Information: Information is freely and simultaneously available to 

investors 

f. No Taxes etc.: There are no taxes, transaction costs, restrictions on short rates 

or other market imperfections 
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Chapter 5: Capital Structure 
 

Question 1: What is meant by capital structure? What is optimum capital 

structure? 

Answer: 

1. Capital Structure: Capital structure refers to the mix of source from where, the long 

-term funds required in a business may be raised. It refers to the proportion of Debt, 

Preference Capital and Equity. 

2. Capital Structure refers to the combination of debt and equity which a company uses 

to finance its long-term operations. It is the permanent financing of the company 

representing long-term sources of capital I. e. owner's equity and long-term debts 

but excludes current liabilities. On the other hand, Financial Structure is the entire 

left-hand side of the balance sheet which represents all the long-term and short4erm 

sources of capital. Thus, capital structure is only a part of financial structure;  

3. Optimum Capital Structure: One of the basic objectives of financial management is 

to maximise the value or wealth of the firm. Capital structure is optimum when the 

firm has a combination of Equity and Debt so that the wealth of the firm is maximum. 

At this level, cost of capital is minimum and Market price per share is maximum. 

 

Question 2: Discuss the major considerations in capital structure planning? 

Answer: The 3 major considerations in Capital structure planning are - (1) Risk (2) 

Cost & (3) Control. These differ for various components of Capital i.e., Own Funds & 

Loans Funds. A comparative analysis is given below: 

Type Risk Cost Control 

Equity Capital Low Risk- No 

question of 

repayment of capital 

except when the 

company is Under 

liquidation. Hence 

best from risk point 

of view. 

Most expensive 

Dilution of control 

since because 

dividend 

expectations of 

shareholders are 

higher than interest 

rates. Also, dividends 

are not tax 

deductible. 

The capital base 

might be expanded 

and new 

shareholders / 

public are involved. 

Preference 

Capital 

Risk is slightly higher 

when compared to 

Equity Capital 

because principal is 

redeemable after a 

Slightly cheaper than 

Equity but higher 

than interest on loan 

funds. rather, 

No dilution of 

control since voting 

has is restricted to 

preference 

shareholders. 
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certain period even if 

dividend payment is 

based on profits. 

Preference Dividend 

is not tax deductible. 

Loan Funds Risk is high since 

capital should be 

repaid as per 

agreement and 

interest should be 

paid irrespective Of 

profits. 

Comparatively 

cheaper since 

prevailing interest 

rates are considered 

only to the extent of 

after tax impact. 

No dilution of 

control but some 

financial institutions 

may insist on 

nomination of their 

representatives in 

the Board of 

Directors. 

 

 

Question 3: What are the general assumptions in capital structure theories?  

Answer: 

1. There are only two sources of funds viz. Debt and Equity. (No Preference share 

capital). 

2. The Total assets of the firm and its Capital Employed are constant. (No Change in 

Capital Employed). However, debt equity mix can be changed. This can be done by 

a. Either by borrowing debt to repurchase (redeem Equity shares) or 

b. By raising Equity Capital to retire (repay) debt 

3. All residual earnings are distributed to Equity shareholders. (No retained earnings). 

4. The Business Risk is assumed to be constant and is not affected by the financing mix 

decision. (No change in fixed costs operating risks). 

5. There are no corporate or personal taxes. (No taxation). 

6. Cost of Debt Kd (referred to as Debt Capitalisation Rate) is less than Cost of Equity Ke 

(referred to as equity capitalisation rate). 

Question 4: What is Net Operating Income (NOI) theory of capital structure? 

Explain the assumptions of Net Operating Income approach theory of capital 

structure. 

Answer: Net Operating Income (NOI) Theory of Capital Structure 

According to NOI approach, there is no relationship between the cost of capital and 

value of the firm i.e. the value of the firm is independent of the capital structure of 

the firm. 

Assumptions 

(a) The corporate income taxes do not exist. 

(b) The market capitalizes the value of the firm as whole. Thus the split between debt 

and equity is not important. 

(c) The increase in proportion of debt in capital structure leads to change in risk 

perception of the shareholders. 
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(d)  The overall cost of capital (Ko) remains constant for all degrees of debt equity mix. 

 

Question 5: Explain in brief the assumptions of Modigliani-Miller theory. 

Answer: Assumptions of Modigliani-Miller Theory 

A. Capital markets are perfect. All information is freely available and there is no 

transaction cost.  

B. All investors are rational.  

C. No existence of corporate taxes. 

D. Firms can be grouped into "Equivalent risk classes" on the basis of their business 

risk. 

Question 6: Discuss the proposition made in Modigliani and Miller approach in 

capital structure theory. 

Answer: Three Basic Propositions made in Modigliani and Miller Approach in Capital 

Structure theory  

(i)  The total market value of a firm and its cost of capital are independent of 

its capital structure. The total market value of the firm is given by capitalizing the 

expected stream of operating earnings at a discount rate considered appropriate for 

its risk class. 

(ii)  The cost of equity (Ke) is equal to capitalization rate of pure equity stream 

plus a premium for financial risk. The financial risk increases with more debt content 

in the capital structure. As a result, Ke increases in a manner to offset exactly the use 

of less expensive source of funds.  

(iii) The cut-off rate for investment purposes is completely independent of the 

way in which the investment is financed. This proposition along with the first implies 

a complete separation of the investment and financing decisions of the firm. 

 

Question 7: What is Over Capitalisation? State its causes and Consequences 

Answer: Over capitalization and its Causes and Consequences 

It is a situation where a firm has more capital than it needs or in other words assets 

are worth less than its issued share capital, and earnings are insufficient to pay 

dividend and interest. Causes of Over Capitalization 

Over-capitalisation arises due to following reasons: 

(i) Raising more money through issue of shares or debentures than company can 

employ profitably. 

(ii) Borrowing huge amount at higher rate than rate at which company can earn. 

(iii) Excessive payment for the acquisition of fictitious assets such as goodwill etc. 

(iv) Improper provision for depreciation, replacement of assets and distribution 

of dividends at a higher rate. 
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(v) Wrong estimation of earnings and capitalization. 

Consequences of Over-Capitalisation 

(i) Considerable reduction in the rate of dividend and interest payments. 

(ii) Reduction in the market price of shares. 

(iii) Resorting to "window dressing". 

Some companies may opt for reorganization. However, sometimes the matter gets 

worse and the company may go into liquidation. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 6: Leverages 
 

1. "Operating risk is associated with cost structure, whereas financial risk is 

associated with capital structure of a business concern." Critically examine this 

statement. 

Answer: "Operating risk is associated with cost structure whereas financial risk is 

associated with capital structure of a business concern". 
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Operating risk refers to the risk associated with the firm's operations. It is 

represented by the variability of earnings before interest and tax (EBIT). The 

variability in turn is influenced by revenues and expenses, which are affected by 

demand of firm's products, variations in prices and proportion of fixed cost in total 

cost. If there is no fixed cost, there would be no operating risk. Whereas financial 

risk refers to the additional risk placed on firm's shareholders as a result of debt and 

preference shares used in the capital structure of the concern. Companies that issue 

more debt instruments would have higher financial risk than companies financed 

mostly by equity. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 7: Working Capital Management 

 
Question 1: What is Treasury management? What are its Functions or responsibilities? 

Answer: Treasury management refers to efficient management of liquidity and 

financial risk in business. The responsibilities of Treasury Management Include- 

1. Management of Cash, while obtaining the optimum return from Surplus funds 

2. Management of Foreign exchange rate risks in accordance with the Company policy 
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3. Providing long term and short term funds as required by the business, at the 

minimum cost. 

4. Maintaining good relationship and liaison with financiers, Lenders, Bankers and 

investors (shareholders)  

5. Advising on various issues of corporate finance like capital structure, buy-back, 

mergers, acquisitions. 

 

Question 2: State the advantage of Electronic Cash Management System.  

Answer: Advantages of Electronic Cash Management System 

(i) Significant saving in time. 

(ii) Decrease in interest costs. 

(iii) Less paper work. 

(iv) Greater accounting accuracy. 

(v) Supports electronic payments. 

(vi) Faster transfer of funds from one location to another, where required 

(vii) Making available funds wherever required, whenever required. 

(viii) It makes inter-bank balancing of funds much easier. 

(ix) Reduces the number of cheques issued. 

 

Question 3: What is Virtual Banking? State its advantages. 

Answer: Virtual Banking and its Advantages 

Virtual banking refers to the provision of banking and related services through the 

use of information technology without direct recourse to the bank by the customer. 

The advantages of virtual banking services are as follows: 

 Lower cost of handling a transaction.  

 The increased speed of response to customer requirements.  

 The lower cost of operating branch network along with reduced staff costs leads to 

cost efficiency. 

 Virtual banking allows the possibility of improved and a range of services being made 

available to the customer rapidly, accurately and at his convenience. 

 

Question 4: Write short note on different kinds of float with reference to 

management of cash 

Answer: Different kinds of float with reference to management of cash: The term 

float is used to refer to the periods that effect cash as it moves through the different 

stages of the collection process four kinds of float can be identified: 
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1. Billing Float: An invoice is the formal document that a seller prepares and 

sends to the purchaser as the payment request for goods sold or services provided. 

The time between the sale and the mailing of the invoice is the billing float. 

2. Mail Float: This is the time when a cheque is being processed by post office, 

messenger service or other means of delivery. 

3. Cheque processing float: This is the time required for the seller to sort, 

record and deposit the cheque after it has been received by the company. 

4. Bank processing float: This is the time from the deposit of the cheque to the 

crediting of funds in the seller's account. 

Question 5: Describe the three principles relating to selection of marketable 

securities. 

Answer: Three Principles relating to selection of Marketable Securities 

The three principles relating to selection of marketable securities are: 

(i) Safety: Return and risk go hand-in-hand. As the objective in this investment 

is ensuring liquidity, minimum risk is the criterion of selection. 

(ii) Maturity: Matching of maturity and forecasted cash needs is essential. 

Prices of long- term securities fluctuate more with changes in interest rates and are, 

therefore, riskier. 

(iii) Marketability: It refers to the convenience, speed and cost at which a 

security can be converted into cash. If the security can be sold quickly without loss 

of time and price, it is highly liquid or marketable. 

 

Question 6: “Management of marketable securities is an integral part of 

investment of cash” Comment. 

Answer:  “Management of marketable securities is an integral part of invest of 

cash” 

Management of marketable securities is an integral part of investment of cash as it 

serves both the purpose of liquidity and cash, provided choice of investment is made 

correctly. As the working capital needs are fluctuating, it is possible to invest excess 

funds in short term securities, which can be liquidated when need for cash is felt. 

The selection of securities should be guided by three principles namely safety, 

maturity, marketability. 

 

Question 7: Discuss Miller-Orr Cash Management model. 

Miller – Orr Cash management model: 

1. According to this model the net cash flow is completely stochastic. When changes 

in cash balance occur randomly, the application of control theory serves a useful 

purpose. 
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2. The Miller – Orr model is one of such control limit models. This model is designed 

to determine the time and size of transfers between an investment account and 

cash account. 

3. In this model, control limits are set for cash balances. These limits may consist of 

‘h’ as upper limit and ‘z’ as return point and zero as the lower limit. 

4. When the cash balance reaches the upper limit, the transfer of cash equal to ‘h-z’ 

is invested in marketable securities account. 

5. When it touches the lower limit, a transfer from marketable securities account to 

cash account is made. 

6. During the period when cash balances stays between (h,z) and (z,0) i.e. high and 

low limits, no transactions between cash and marketable securities account is 

made. The high and low limits of cash balance are set up on the basis of fixed cost 

associated with the securities transaction, the opportunities cost of holding cash 

and degree of likely fluctuations in cash balances. 

7. These limits satisfy the demands for cash at the lowest possible total costs. 

8. The formula for calculation of the spread between the control limits is: 

Spread = 3 (3/4 X transaction cost X variance of outflows) 1/3 

                                                    Interest rate 

 

 

                                                        

 

 

 

 

Chapter 8: Ratio Analysis 
 

Question1. Discuss the financial ratios for evaluating company performance on 

operating efficiency and liquidity position aspects? 

Answer: Financial ratios for evaluating performance on operational efficiency and 

liquidity position aspects are discussed as: 

Operating Efficiency: Ratio analysis throws light on the degree of efficiency in the 

management and utilization of its assets. The various activity ratios (such as turnover 

ratios) measure this kind of operational efficiency. These ratios are employed to 

evaluate the efficiency with which the firm manages and utilises its assets. These 



 

 CA KRISHNA KORADA (9030557617)   COSTING & FM THEORY GUESS QUESTIONS   PAGE NO: 49 
 

ratios usually indicate the frequency of sales with respect to its assets. These assets 

may be capital assets or working capital or average inventory. In fact, the solvency 

of a firm is, in the ultimate analysis, dependent upon the sales revenues generated 

by use of its assets - total as well as its components. 

Liquidity Position: With the help of ratio analysis, one can draw conclusions 

regarding liquidity position of a firm. The liquidity position of a firm would be 

satisfactory, if it is able to meet its current obligations when they become due. 

Inability to pay-off short-term liabilities affects its credibility as well as its credit 

rating. Continuous default on the part of the business leads to commercial 

bankruptcy. Eventually such commercial bankruptcy may lead to its sickness and 

dissolution. Liquidity ratios are current ratio, liquid ratio and cash to current liability 

ratio. These ratios are particularly useful in credit analysis by banks and other 

suppliers of short-term loans. 

 

Question 2: Discuss any three ratios computed for investment analysis. 

 

Three ratios computed for investment analysis are as follows: 

2. Earnings per share: Earnings available to equity shareholders 

                                                   Number of equity shares outstanding 

3. Dividend Yield ratio = (Equity dividend per share/Market price per share) *100 

4. Return on capital employed = Net profit before interest and tax (EBIT) *100 

                                                                        Capital employed 

 

 

Question 3: How is Debt service coverage ratio calculated? What is its significance? 

Answer: Calculation of Debt Service Coverage Ratio (OSCR) and its Significance 

The debt service coverage ratio can be calculated as under: 

 

Debt service coverage ratio =  

 

Debt service coverage ratio indicates the 

capacity of a firm to service a particular 

level of debt i.e. repayment of 

principal and interest. High credit rating firms target DSCR to be greater than 2 in 

its entire loan life. High DSCR facilitates the firm to borrow at the most competitive 

rates. 

 

 

Question 4: Discuss the composition of Return on Equity (ROE) using the DuPont 

model. 

Answer: Composition of Return on Equity using the DuPont Model: There are three 

components in the calculation of return on equity using the traditional DuPont 

model- the net profit margin, asset turnover, and the equity multiplier. By examining 

Earnings available for debt service 

 Interest + Instalments    
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each input individually, the sources of a company's return on equity can be 

discovered and compared to its competitors 

a)Net Profit Margin: The net profit margin is simply the after-tax profit a company 

generates for each rupee of revenue. 

Net profit margin = Net income/ Revenue 

(b) Asset Turnover: The asset turnover ratio is a measure of how effectively a 

company converts its assets into sales. It is calculated as follows 

Asset Turnover = Revenue / Assets 

The asset turnover ratio tends to be inversely related to the net profit margin; i.e., 

the higher the net profit margin, the lower the asset turnover. 

 (c) Equity Multiplier: It is possible for a company with terrible sales and margins to 

take on excessive debt and artificially increase its return on equity. The equity 

multiplier, a measure of financial leverage, allows the investor to see what portion 

of the return on equity is the result of debt. The equity multiplier is calculated as 

follows: 

Equity Multiplier = Assets / Shareholders' Equity. 

Calculation of Return on Equity 

To calculate the return on equity using the DuPont model, simply multiply the three 

components (net profit margin, asset turnover, and equity multiplier.) 

Return on Equity = Net profit margin x Asset turnover x Equity multiplier 

 

Question 5: Explain briefly the limitations of Financial ratios 

Answer: Limitations of Financial Ratios 

The limitations of financial ratios are listed below: 

a) Diversified product lines:    Many businesses operate a large number of divisions in 

quite different industries. In such cases, ratios calculated on the basis of aggregate 

data cannot be used for inter-firm comparisons. 

b) Financial data are badly distorted by inflation: Historical cost values may be 

substantially different from true values. Such distortions of financial data are also 

carried in the financial ratios. 

c) Seasonal factors may also influence financial data. 

d) To give a good shape to the popularly used financial ratios (like current ratio, debt- 

equity ratios, etc.): The business may make some year-end adjustments. Such 

window dressing can change the character of financial ratios which would be 

different had there been no such change. 

e) Differences in accounting policies and accounting period: It can make the accounting 

data of two firms non-comparable as also the accounting ratios. 

f) There is no standard set of ratios against which a firm's ratios can be compared: 

Sometimes a firm's ratios are compared with the industry average. But if a firm 

desire to be above the average, then industry average becomes a low standard. On 



 

 CA KRISHNA KORADA (9030557617)   COSTING & FM THEORY GUESS QUESTIONS   PAGE NO: 51 
 

the other hand, for a below average firm, industry averages become too high a 

standard to achieve. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 9: Cash Flow and Funds Flow 

Statement 
Question 1:  Distinguish between Cash Flow and Fund Flow statement. 
Answer: The points of distinction between cash flow and funds flow statement are 

as below: 

 

Cash Flow statement Fund Flow Statement 

1.It ascertains the changes in balance of 

cash in hand and bank 

1. It ascertains the changes in Financial 

position between two Accounting 

Periods. 
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2. It analyses the reasons for changes in 

balance of cash in hand  and bank 

2.It analyses the reasons for change in 

financial position between two balance 

sheets 

3. It shows the inflows and outflows of 

cash 

3. It reveals the sources and application 

of finds. 

4.It is an important tool for short term 

analysis 

4.It helps to test whether working capital 

has been effectively used or not 

 

 

 

 

 

 

 

 

 

 

 

 

Chapter 10: Sources of finance 
 

Question 1: What do you mean by bridge finance? 

Answer: 

1. Meaning: Bridge Finance refers to loan by a company usually from commercial 

banks, for a short period, pending disbursement of loans sanctioned by Financial 

Institutions. 

2. Sanction: 

a. When a promoter or an enterprise approaches a financial institution for a long-

term loan, there may be some normal time delays in project evaluation, 

administrative &procedural formalities and final sanction.  
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b. Since the project commencement cannot be delayed, the promoter may start his 

activities after receiving "in-principle" approval from the lending institution.  

c. To meet his temporary fund requirements for starting the project, the promoter 

may arrange short-term loans from commercial banks or from the lending institution 

itself.  

d. Such temporary finance, pending sanction of the loan, is called as "Bridge 

Finance". 

e. This Bridge Finance may be used for - (i) Paying advance for factory land / 

Machinery acquisition, (ii) Purchase of Equipment etc. 

3. Terms:  

a) Interest: The interest rate on Bridge Finance is higher when compared to term loans.  

b) Repayment: These are repaid or adjusted out of the term loans as and when the 

loan is disbursed by the concerned institutions.  

c) Security: These are secured by hypothecating movable assets, personal guarantees 

& Promissory notes.  

 

Question 2: Write a short note on venture capital financing. 

Answer: 

1. Venture Capital Financing refers to financing of high risk ventures promoted by 

new, qualified entrepreneurs who require funds to give shape to their ideas. 

2. Here, a financier (called venture capitalist) invests in the equity or debt of an 

entrepreneur (Promoter / venture capital undertaking) who has a potentially 

successful business idea, but does not have the desired track record or financial 

backing. 

3. Generally, venture capital funding is associated with heavy initial investment 

businesses. 

 

 

4. Methods of Venture Capital Financing: 

a. Equity Financing: VCU's generally require funds for a longer period but may not 

be able to provide returns to the investors during initial stages. Hence, equity share 

capital financing is advantageous. The investor's contribution does not exceed 49% 

of the total equity capital of the VCU. Hence, the effective control and ownership 

remains with the entrepreneur. 

b. Conditional Loan: A conditional Loan is repayable in the form of a royalty the 

venture is able to generate sales. No interest is paid on such loans. The rate of royalty 

(say 2% to 15 %) may be based on factors like (i) gestation period, (ii) cash flow 

patterns, (iii) extent of risk, etc. 

Sometimes, the VCU has a choice of paying a high rate of interest (say 20%) instead 

of royalty on sales once the activity becomes commercially sound. 
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c. Income Note: It is a hybrid type of finance, which combines the features of both 

conventional loan & conditional loan. The VCU has to pay both interest and royalty 

on sales but at substantially low rates. 

d. Participating Debentures: Interest on such debentures is payable at three 

different rates based on the phase of operations i.e., 

 Start-up and commissioning phase –NIL interest. 

 Initial Operations stage -Low rate of interest and 

 After a particular level of operations - High rate of interest. 

 

Question 3: Write a short note on lease finance. 

1. Lease finance: 

a) Leasing is a general contract the owner and user of the asset over a specified 

period of time. 

b) The asset is purchased initially by the lessor (leasing company) and thereafter 

leased to the user (lessee company) which pays a specific rent at periodic 

intervals. 

c) Thus, leasing is an alternative to the purchase of asset out of own or borrowed 

funds. Moreover, lease finance can be arranged mush faster as compared to term 

loans from financial institutions. 

2. Types of lease contracts: 

a) Operating lease 

i) A lease is classified as an operating lease if it does not secure for the lessor the 

recovery of capital outlay plus a return on the funds invested during the lease 

term. 

ii) Normally these are callable lease and are cancellable with prior notice. The term 

of this type of lease is shorter than asset’s economic life. 

iii) The lessee is obliged to make payment until the lease expiration, which 

approaches useful life of asset. 

iv) An operating lease is particularly attractive to companies that continually update 

or replace equipment and want to use equipment without ownership, but also 

want to return equipment at lease end and avoid technological obsolescence. 

b) Finance lease 

i) A financial lease is longer term in nature and non-cancellable. 

ii) It is a leasing arrangement that is to finance the use of equipment for major parts 

of its useful life. The lessee has the right to use the equipment while the lessor 

retains the legal right. 

iii) It is also capital lease, as it is nothing but a loan in disguise. 
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iv) Thus it can be said, a contract involving payments over an obligatory period of 

specified sums sufficient in total to amortise the capital outlay of the lessor and 

give some profit 

 

 

Question 4: What are the different types of leases? 

1. Sales-Aid lease: 

A. Under this lease contract, the lessor enters into a tie up with the manufacturer 

for marketing the latter’s product through his own leasing operations.  

B. In consideration of the aid in sales, the manufacturer may grant either credit, or 

a commission to the lessor. Thus, the lessor earns from both the sources i.e. from 

lessee as well as from manufacturer. 

 

2. Close ended and open ended leases 

A. In the close ended lease, the assets get transferred to the lessor at the end of 

lease and the risk of obsolescence, residual value etc., remain with the lessor being 

the legal owner of the asset. 

B. In the open ended leases, the lessee has the option of purchasing the asset at the 

end of the lease period. 

 

3. Leveraged lease 

1. Leveraged lease involves lessor, lessee and financier 

2. 2 In leveraged lease, the lessor makes a substantial borrowing, even upto 80 %of the 

assets  purchase price. He provides remaining amount- about20% or so-as equity to 

become the owner 

3. 3. The lessor claims all tax benefits related to the ownership of the assets. 

4. Lenders, generally large financial institutions, provide loans on a non-recourse basis 

to the lessor. Their debt is served exclusively out of lease proceeds. 

5. To secure the loan provided by the lenders, the lessor also agrees to give them a 

mortgage on the asset. 

6. Leveraged lease is called so because the high non-recourse debt creates a high 

degree of leverage. 

Question 5: Write short notes on global depository receipts (GDR'S)  

Answer: Global Depository Receipts: (GDR's): 

a) A Depository Receipt (DR) is basically a negotiable certificate, denominated 

in US Dollars that represents a Non-US Company Publicly trade local currency (Say 

Indian Rupee) Equity Shares. 
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b) DR's are created when the local currency shares of an Indian Company are 

delivered to the depository's local custodian bank, against which the Depository 

Bank issues DR's in US Dollars.  

c) These DR's may be freely traded in the overseas markets like any other Dollar 

denominated security through either a Foreign Stock Exchange or through Over the 

Counter(OTC) market or among a restricted group like Qualified Institutional 

Buyers(QIB's)  

d) GDR with Warrants is more attractive than plain GDRs due to additional 

Value of attached warrants. 

Characteristics of GDRs:  

a. Holders of GDR's participate in the economic benefits of being ordinary 

shareholders, though they do not have voting rights.  

b. GDRs are settled through Euro-Clear International book entry systems. 

c. GDRs are listed on the Luxemburg stock exchange. (European Market) 

d. Trading takes place between professional market makers on an OTC (Over 

the Counter) basis. 

e. As far as the case of liquidation of GDRs is concerned, an investor may get 

the GDR cancelled any time after a cooling period of 45 days. 

 

Question 6: Write short notes on American depository receipts (ADRS) 

Answer: 

Meaning: Depository Receipts issued by a company in the United States of America 

(USA) is known as American Depositary Receipts (ADRs). Such receipts have to be 

issued in accordance with the provisions of the Securities and Exchange Commission 

of USA (SEC) which are very stringent.  

 Characteristics of ADRs:  

a. An ADR is generally created by deposit of the securities of a Non-United States 

company with a custodian bank in the country of incorporation of the issuing 

company.  

b. ADRs are US dollar denominated and are traded in the same way as are the securities 

of United States companies.  

c. The ADR holder is entitled to the same rights and advantages as owners of 

underlying securities in the home country': 

d. Several variations of ADRs have developed over time to meet more specialized 

demands in different markets.  

e. One such variations is the GDRs which are identical in structure to an ADR, the only 

difference being that they can be traded in more than one currency and within as 

well as outside the united states. 
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 Advantages of ADRs: 

a) The major advantage of ADRs to the investor is that dividends are paid promptly and 

in American dollars. 

b) The facilities are registered in the United states so that some assurances is provided 

to the investor with respect to the protection of ownership rights.  

c) These instruments also obviate the need to transport physically securities between 

markets.  

d) In general, ADRs increase access to United states capital markets by lowering the 

cost of investing in the securities of Non-United states companies and by providing 

the benefits of a convenient, familiar, and well-regulated trading environment.  

e) Issues of ADRs can increase the-liquidity of an emerging market issuer's shares, and 

can potentially lower the future cost of raising equity capital by raising the 

company's visibility-and international familiarity with the company's name, and by 

increasing 'the size of the potential investor base. 

Disadvantages of ADRs:  

a) High costs of meeting the partial or full reporting requirements of the Securities and 

Exchange Commission: Like the cost of preparing and filling US GAAP account, legal 

fee for underwriting. 

b) The initial Securities Exchange Commission registration fees which are based on a 

percentage of the issue size as well as 'blue sky' registration costs are required to be 

met.  

c) It has further been observed that while implied legal responsibility lies on a 

company's directors for the information contained in the offering document as 

required by any stock exchange.  

d) The US is widely recognized as the 'most litigious market in the world’ 

 

Question 7: What are the other types of international issues/ List some Financial 

Instruments in International Market?  

Answer: 

1. Foreign Euro Bonds: In domestic capital markets of various countries the Bond 

issues referred to above are known by different names e.g. Yankee Bonds in the US, 

Swiss Finance in Switzerland, and Samurai Bonds in Tokyo and Bulldogs in UK.  

2. Euro Convertible Bonds:  

a. It is a Euro-Bond, a debt instrument which gives the bond holders an option to 

convert them into a pre-determined number of equity shares of the company. 

b. Usually the price of the equity shares at the time of conversion will have a premium 

element. 
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c. These bonds carry a fixed rate of interest 

d. These bonds may include a call option where the issuer company has the option of 

calling buying the bonds for redemption prior to the maturity date) or a Put Option 

(which gives the holder the option to put / sell his bonds to the issuer company at a 

pre-determined date and price)  

3. Plain Euro Bonds: Plain Euro Bonds are mere debt instruments. These are not very 

attractive for an investor who desires to have valuable additions to his investment.  

4. Euro Convertible Zero Bonds: These bonds are structured as a convertible bond. 

No interest is payable on the bonds. But conversion of bonds takes place on maturity 

at a pre-determined price. Usually there is a five years maturity period and they are 

treated as a deferred equity issue.  

5. Euro Bonds with Equity Warrants: These bonds carry a coupon rate determined 

by market rates. The warrants are detachable. Pure bonds are traded at a discount. 

Fixed income funds may like to invest for the purpose of earning regular income / 

cash flow. 

 

Question 8: What are the various forms of bank credit towards working capital 

needs of a business?  

Answer: Bank credit towards working capital may be in the following forms: 

1. Cash Credit: This facility will be given by the bank to the customer by giving certain 

amount of credit facility on continuous basis. The borrower will not be allowed to 

exceed the limits sanctioned by the bank. Cash Credit facility generally granted 

against primary security of pledging of stocks.  

2. Bank Overdraft: It is a short-term borrowing facility made available to the 

companies in case of urgent need of funds. Banks will impose limits on the amount 

lent. When the borrowed funds are no longer required they can quickly and easily 

be repaid. Banks grant overdrafts with a right to call them in a short notice. 

3. Bills Acceptance: To obtain fin under this type of arrangement, a company may 

draw a bill of exchange on the bank. The Bank accepts the bill thereby promising to 

pay out the amount of the bill at some specified future date.  

4. 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. 

5. Letter of Credit: It is an arrangement by which the issuing Bank on the instruction 

of a customer or on its own behalf undertakes to pay or accept or negotiate or 

authorizes another Bank to do so against stipulated documents subject to 

compliance with specified terms and conditions.  

6. Bank Guarantees: Bank Guarantees may be provided by commercial banks on 

behalf of their clients / borrowers in favour of third parties, who will be the 

beneficiaries of the guarantees. 
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Question 9: List the facilities extended by banks to exporters, in addition to pre & 

post shipment finance.  

Answer:  

1. Letters of Credit: On behalf of approved exporters, banks establish letters of credit 

on their overseas or up country suppliers. 

2. Guarantees: Guarantees for waiver of excise duty, due performance of contracts, 

bond in lieu of cash, security deposit, guarantees for advance payments, etc., are 

also issued by banks to approved clients.  

3. Deferred Payment Finance: Banks provide finance to approved clients 

undertaking exports on deferred payment terms. 

4. Credit Reports: Banks also try to secure for their exporter--customers, status 

reports of their buyers and trade information on various commodities through 

correspondents 

5. General information: Banks may also provide economic intelligence on various 

countries, currencies, etc., to their exporter clients, on need basis 

 

Question 10: Write short notes on inter corporate Deposits (ICD’s), Public Deposits 

& certificate deposits (CD's)? 

Answer: 1. Inter Corporate Deposits: (ICD'S) 

a. Companies can borrow funds for a short period, for example 6 months or less, from 

other companies which have surplus liquidity. 

b. Such Deposits made by one company in another are called Inter-Corporate Deposits 

(ICD's) and are subject to the provisions of the companies Act, 1956. 

c. The rate of interest on ICD's varies depending upon the amount involved and time 

period. 

2. Public Deposits: 

a. Public deposits are a very important source for short-term and medium term 

finance. 

b. A company can accept public deposits from members of the public and 

shareholders, subject to the stipulations laid down by RBI from time to time. 

c. The maximum amounts that can be raised by way of Public Deposits, 

maturity period, procedural compliance, etc. are laid down by RBI, from time to time.  

d. These deposits are unsecured loans and are used for working capital 

requirements. They should not be used for acquiring fixed assets since they are to 

be repaid within a period of 3 years. 

Merits of Public Deposits from Company's Point of View: 

 • No security: The deposits are not required to be covered by securities by 

way of mortgage, hypothecation etc.  
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 • Easy Invitation: The deposits can be easily invited by offering a rate of, 

interest higher than the interest on bank deposits 

 

3. Certificate of Deposit (CD): 

a. The CD is a document of title similar to a Fixed Deposit Receipt (FDR) issued by a 

bank. 

b. There is no prescribed interest rate on such CD's. It is based on prevailing market 

conditions. 

c. The main advantage is that the banker is not required to encash the CD before 

maturity. But the investor is assured of liquidity because he can sell the CD in 

secondary market. 

 

Question 11: Explain features of commercial paper, what are the advantages of 

commercial paper?  

Answer: Meaning: 

a) A Commercial paper is an unsecured Money Market Instrument issued in the form 

of Promissory Note.  

b) Since the CP represents an unsecured borrowing in money market, the regulation of 

CP comes under the purview of RBI which is based on recommendations of Vaghul 

Working Group 

c) These guidelines were aimed at: 

a. Enabling the highly rated corporate borrowers to diversify their sources of short 

term borrowings, 

b. To provide an additional instrument to the short term investors. 

d) The difference between the initial investment and the maturity value, constitutes 

the income of the investor.  

e) Example: A company issue a Commercial Paper each having maturity value of 

Rs.5,00,000. The investor pays (say) Rs.4,82,850 at the time of his investment. On 

maturity, the company pays Rs.5,00,000 (maturity value or redemption value) to the 

investor. The commercial paper is said to be issued at a discount of Rs.5,00,000-

Rs.4,82,850 = Rs. 17,150. This constitutes the interest income of the investor.  

 

f) Advantages: 

a. Simplicity: Documentation involved in issue of Commercial Paper is simple and 

minimum.  
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b. Cash flow management: The issuer company can issue Commercial Paper with 

suitable maturity periods (not exceeding one year), tailored to match the cash flows 

of the company. 

c. Alternative for bank finance: A well-rated company can diversify its source of 

finance from banks to short-term money markets, at relatively cheaper cost. 

d. Returns to investors: CP's provide investors with higher returns than the banking 

system. 

e. Incentive for financial strength: Companies which raise funds through CP becomes 

well-knows in the financial world for their strengths. They are placed in a more 

favourable position for raising long-term capital also. 

 

Question 12: Discuss the eligibility criteria for use of commercial paper?  

Answer: Companies satisfying the following conditions are eligible to issue 

commercial paper.  

a) The tangible net worth of the company is Rs.5 crores or more as per the audited 

balance sheet of the company.  

b) The fund base working capital limit is not less than Rs.5 crores.  

c) The company is required to obtain the necessary credit rating from the rating 

agencies) such as CRISIL, ICRA, etc.  

d) The issuers should ensure that the credit rating at the time of applying to RBI should 

not be more than two months old. 

e) The minimum current ratio should 1.33:1 based on the classification of current 

assets and liabilities. 

f) For public sector companies there are no listing requirements but for companies 

other than public sector, the same should be listed in one or more stock exchanges. 

g) All issue expenses shall be borne by the company issuing commercial paper. 

 

Question 13: Write short notes on the following 

a) Seed Capital Assistance b) Deep Discount Bonds (DDB’s)  

c) Secured Premium Notes (SPN’s) d) Zero Coupon Bonds 

e) Double Option Bonds f) Inflation Bonds g) Floating Rate Bonds 

Answer: 

(a) Seed Capital Assistance 

i.  Applicability: Seed capital assistance scheme is designed by IDBI for professionally  

or technically qualified entrepreneurs and / or persons possessing relevant 

experience, skills and entrepreneurial traits. All the projects eligible for financial 

assistance from  

IDBI directly or indirectly through refinance are eligible under the scheme.  
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ii. Amount of finance: The project cost should not exceed Rs.2 Crores. The maximum 

assistance under the scheme will be- 

a. 50% of the required Promoter's contribution, or 

b. Rs.15lakhs, whichever is lower. 

iii. Interest and charges: The assistance is initially interest free but carries a charge of 

1% p.a. for the first five years and at increasing rate thereafter. When the financial 

position and profitability is favourable; IDBI may changer interest at a suitable rate 

even during the currency of the loan. 

iv.  Repayment: The repayment schedule is fixed depending upon the repaying capacity 

of the unit with an initial moratorium of upto five years. 

v. Other agencies: In case of existing profit making companies, which undertake an 

expansion or diversification program, the surplus generated from operation after 

meeting all the contractual, statutory working requirement of funds is available for 

financing capital expenditure. 

(b) Deep Discount Bonds 

i. Deep Discount Bond is a form of Zero-Interest Bond, which are sold at a discounted 

value (i.e. below par) and on maturity the face value is paid to investors.  

ii. For example, a bond of a face value of Rs.1 lakh may be issued for Rs. 2,700 initially. 

The investor pays Rs. 2,700 at first. He gets the maturity value of Rs.1Iakh at the end 

of the holding period, say 25years.  

iii. Sometimes, the issuing company may give options for redemption at periodical 

intervals say, after 5 years, 10 years, 15 years, 20 years, etc.  

iv. There is no interest payment during the lock-in / holding period.  

v. These bonds can be traded in the market.  

vi. Hence, the investor can also sell the bonds in stock market and realize the difference 

between face value and market price as capital gains. 

(c.) Secured Premium Notes (SPN's):  

i. Secured Premium Notes are issued along with a detachable warrant and is 

redeemable after a specified period, say 4 to 7 years.  

ii. There is an option to convert the SPN's into equity shares.  

iii. The conversion of detachable warrant into equity shares will have to be done 

within the time period specified by the company. 

(d) Zero Coupon Bonds:  

i. Zero coupon bonds do not carry any interest.  

ii. It is sold by the issuing company at a discount. The difference between the 

discounted value and maturing or face value represents the interest to be earned by 

the investor on such bonds.  
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iii. It operates in the same manner as a DDB, but the lock-in period is comparatively 

less. 

(e.) Double Option Bonds:  

i. These were first issued by the IDBI.  

ii. The face value of each bond is Rs. 5,000. The bond carries interest at 15% p.a. 

compounded half-yearly from the date of allotment. 

iii. The bond has a maturity period of 10 years.  

iv. Each bond has two parts in the form of two separate certificates, one for principal 

of Rs. 5,000 and other for interest (including redemption premium) of Rs. 16,500. 

both these certificates are listed on all major stock exchanges.  

v) The investor has the facility of selling either one or both parts at any time he 

wishes so.  

(f) Inflation Bonds:  

i.  Inflation bonds are bonds in which interest rate is adjusted for inflation.  

ii. Thus, the investor gets an interest free from the effects of inflation.  

iii. For example, if the interest rate is 11% and the inflation is 3%, the investor will 

earn 14% meaning thereby that the investors protected against inflation. 

 

(g) Floating rate bonds: 

i. In this type of bond, the interest rate is not fixed and is allowed to float depending 

upon the market conditions.  

ii. This is an instrument used by issuing companies to hedge themselves against the 

volatility in the interest rates.  

iv. Financial institutions like IDBI, ICICI, etc. have raised funds from these 

bonds. 

Question 14: Differentiate between Factoring and Bills discounting.  

Answer: Differentiation between Factoring and Bills Discounting  

The differences between Factoring and Bills discounting are: 

a. Factoring is called as ''Invoice Factoring' whereas Bills discounting is known as 

'Invoice discounting. 

b. In Factoring, the parties are known as the client, factor and debtor whereas in Bills 

discounting, they are known as drawer, drawee and payee. 

c. Factoring is a sort of management of book debts whereas bills discounting is a sort 

of borrowing from commercial banks.  

d. For factoring there is no specific Act, whereas in the case of bills discounting, the 

Negotiable Instruments Act is applicable. 

Question 15: What do you mean by asset securitisation/debt securitisation? 

Asset securitisation/Debt securitisation: 
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Securitisation is the process by which financial assets such as loan receivables, lease 

receivables, hire purchase debtors, trade debtors etc.., are transformed into 

securities. 

Under this process, assets generating steady cash flows are packaged together and 

against this asset pool, securities can be issued. 

 

Parties to asset securitisation: 

The following are the parties involved in asset securitisation process. They are: 

 

a) Originator/Owner: Owner/Originator is the person who grants a loan or 

undertakes a transaction that gives rise to a financial asset. 

b) Obligor: Obligor is the person who receives the loan or enters into a transaction 

with the owner that give rise to a financial asset. 

c) Special purpose vehicle: SPV is an independent entity who takes the asset pool 

from owner/obligator and issues securities to investors against such asset pool. 

d) Servicer: Servicer is the person who makes periodical collections from obligors 

and makes over the payment to SPV. Owner can also be a servicer. 

e) Investor: Investor is the person who invests in the asset securitized which are 

with the SPV. 

 

Features of asset securitisation: 

1. Owner will transfer the asset securitised to SPV for a valuable consideration. 

2. Consideration depends upon the quality of receivables, maturity period involved 

and collateral securities available etc., 

3. The assets so transferred by the owner for securitisation is known as securitized 

assets whereas assets retained by the owner are known as retained assets. 

4. SPV on collection of financial assets raises funds from investors by showing the 

assets securitized. SPV issued pass through certificates (PTCs) to investors. 

Generally, PTCs are transferable. 

5. The repayment of principal and interest are linked to the realisation from 

securitised asset. 

6. On maturity, servicer will collect the receivables and makes over the payment to 

SPV. SPV in turn will make the payment to investor who invested in securitised 

assets. 

7. The arrangement is being made between owner and SPV in case if any shortfall 

in collections, mismatches in cash flows are attributable to owner so as to protect 

the interest of investors. 

 

*PTCs is an acknowledgement provided to the investor showing that repayment 

of interest and principles are subject to realisation from securitised asset. 

 

Methods of protecting investors/ Protection of investors: 
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a) The owner may provide a specified amount as security to be accessed in times 

of need. 

b) The realisations from securitised assets in excess of the value for which it is 

securitized. 

c) In case the realisations from securitised assets not being sufficient resource 

can be had to him. 

d) The owner may take upon himself the assets securitised. 

 

All the very best………... 
 

No one can separate the best pair in this world 

– “SUCCESS and HARD WORK” 

- CA Krishna Korada 


