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Message from the Chairman, Board of Studies

Dear Students,

At the onset I wish to convey my best wishes for festival season.
November is also month of examinations. Completion of
examinations will bring much awaited respite. However, take care
that the moments of fun and recreation does not take away too
much of your precious time. It is crucial for you to use your time
constructively. To clear future examinations you must put in
continuous and concerted efforts. In my message for this issue I
wish to give you a few tips as to how to successfully pass CA examinations. These are
based on the experiences of several students like you. The points are not exhaustive,
and you need to evolve a study plan that is best suited to you. However, any plan
must adequately cover these points.

First of all start early. It is a nommal tendency of several students to put off their study
efforts endlessly. This leads to accumulation of the studies required to render them
unmanageable. The sooner you start, the better will be your preparation. Do not
waste even a single day.

Secondly, yournust write. It is often found that many students are not able to express
correctly the answers they happen to actually know. This can be improved if you
practise onpaper. Sare students are canfortable with numerical prablems and restrict
themselves to attempting the same. This is not a healthy practice. You need to write
down theoretical concepts. Prepare notes and summaries that will make revision
simpler. Attempt the question papers of earlier examinations. You will be delighted
to learn that Board of Studies is bringing out canpilations of questions set in previcus
examinations. Likewise, campilation of questions and answers are separately brought
out. You may go through the announcement printed on page 28.

Next, you should take assistance. If you think that you need a little help, do not
hesitate. The help is available very close to you. Youmay discuss difficult topics with
your college or university teacher. You can always write to Board of Studies and take
the guidance fram subject experts available with the Institute.

Justify all the subjects. It is also noticed that sare students try to carplete studying
for one subject and then move on to another subject. In the process many of them
tend to forget the initial subject studied. It is suggested that you should prepare plans
in such a manner that sufficient time is given to all subjects on a continuous basis—
theoretical as well as nurerical.

Take a break. It is often said that all work and no play makes jack a dull boy. Course of
chartered accountancy is no exception. Students need to take time offs, tomaintain
the interest in the studies. Studying continuously for a long number of hours will
render it boring and reduce the level of assimilation. Take a 15-20 minutes break
after every hour or two depending upon your capabilities.



Lastly, be wary of myths prevailing around you. Do not harbour feelings that the course is unmanageable. Or the Institute
restricts the pass percentages. Such baseless myths will only reduce your confidence and discourage you. Younust believe in
yourselves. To quote Swami Chirmayananda — Incanpetency in life generally springs fram our false and hasty conclusions that we

are inpotant, insignificant ard ineffective.
With best wishes,

OV e

Jaydeep Narendra Shah
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Prem J Bhutani

The Reserve Bank of India (RBI) recently announced its Mid-
Term Review of the Monetary Policy 2005-06. In the
following paragraphs, we will highlight itsmain points.

¢ The Indian econany recorded an inpressive perfornmance
during the first quarter of 2005-06. The real @P growth
in the first quarter of 2005-06 accelerated to 8.1% fran
7.6% in the corresponding period of the preceding year.
Encouraged with improved performance, the RBI has
regged the GDP growth targets at 7-7.5% for the year
2005-06 raised fram 7% kept earlier.

¢  Tre index of indistrial production (ITP) increasedly 8.8%
during April-August 2005 as canpared with the increase
of 8% in the corresponding period of the previocus year.
There are signs of sustained growth in the production of
basic goods, capital goods and consurer goods.

4  Excess tonommal rainfall wes doserved in the country as

lower than headline inflation. During 2005-06 so far,
0il prices in the intemational markets have continued
to ramain high and volatile. The full effects of the pass—
throuch of the increase in intermational oil prices have
so far been dulled and the uncerlying inflation pressures
have een contained. In the remaining part of the year,
inflation conditions will warrant continuous vigil.
Inflation as measured by variations in the consurer price
index (CPI) for industrial workers on an annual average
basis was 4.1% in August 2005 as against 3.4% a year
ap.

India’ s exports during April-Septemboer 2005 increased
by 20.5% in U.S. dollar terms as campared with 30.8%
in the corresponding period of the previous year. India’s
merchandise export growth surpassed that of most Asian
countries during this period. Imports rose by 33.1% as

awhole. Tt augers well for the Kharif output.

¢ Ilead information on the major
indicators of services sector
indicates continued buoyancy in
the second quarter of 2005-06.

4 Inflation, on an average basis,

based on the WPI was 5.3% as
on October, 2005 as compared
with 6.2% a year ago. At a
disaggregated level, the prices of
primary articles increased by
2.5% as compared with an
increase of 3.8% in the previous
year. Prices of manufactured
products increased by 2.6% as
compared with 7.2% a year ago.
The annual increase in prices of
the ‘fuel, power, light and
ITubricants’ group at 12 percent
was higher than 10.7 percent a
however, inflation on an annual
basis at 2.1% was significantly

The author is Assistant Director of Studies, ICAI.

against an increase of 37.3% in the corresponding period
last year. During 2004-05, the current account recorded

Bank Rate

Bank Rate is the official minimum rate at which the Central Bank (RBI) is prepared to
rediscount the approved bills of exchange held by banks or to lend on approved
securities tolanks.

Cash Reserve Ratio

Cash Reserve Ratio refers to that portion of total deposits of a camercial bank which
it has to keep with the RBT in the form of cash reserves.

Repo

Repo is a transaction in which two parties agree to sell and repurchase the same
security. Under such an agreament the seller sells specified securities with an agreement
to repurchase the same at a mitually decided future date and a price. Similarly, the
buyer purchases the securities with an agrearent to resell the same to the seller cn an
agreed date in future at a predetermined price. Such a transaction is called a Repo
when viewed fram the prospective of the seller of securities (the party acquiring fund)
and Reverse Repo when described from the point of view of the supplier of funds.
Effectively the seller of the security borrows money for a period of time (Repo period) at
a particular rate of interest mutually agreed with the buyer of the security who has
lent the funds to the seller. The rate of interest agreed upoon is called the Repo rate. The
Repo rate is negotiated by the counterparties independently of the coupon rate or
rates of the underlying securities and is influenced by overall money market conditions.
The Repo/Reverse Repo transaction can only e done between parties approved by
RBT and in securities as aoproved by RBI (Treasury Bills, Central/State Govt securities)



adeficit of U.S. $ 6.4billion after ramining in surplus
over the preceding three years beginning 2001-02. A
key factor underlying the phenomenon of current
account surplus has been the buoyancy in net invisible
eamings. Net capital inflows also ramained buoyant in
Poril-June 2005.

Gldoal econany ramained slackened in the second quarter
of 2005, stalled by weak growth in the Euro area and
Japan though domestic demand was sustained in the
US. Inemerging Asia — led by China and India — as well
as in several developing countries inIatin Arerica, the
Middle Fast and Russia, growth has lbeen rdoust. Oil prices
remain the single largest risk to the gldoal econony,
exacerbated by the continued increase in gldoal damand,
geopolitical uncertainties and a series of supply
The Policy recognizes several factors which pose risks to
the outlock of growth. These include, infrastructural
bottlenecks, hich inflation rate of assets especially
housing prices, contimucus andvolatile increase in cruce
oil prices in the intemational market, widening trade
deficit and erratic behaviour of international interest
rates. All these factors warrant close monitoring for
sustaining the growth process with a tolerable level of

There has leen no change in the Rank Rate . It has been
left unchanged at 6%.

The Cash Reserve Ratio has also been kept unchanged
at itspresent level of 5%.

In view of the current macro—economic and over all
monetary conditions, the fixed reverse repo rate under
the liquidity adjustment facility (IAF) of the RBI has
Peen increased by 25 basis points w.e.f. Qctdoer 26, 2005
to 5.25 % from 5%.

The fixed repo rate under the IAF will ke 6.25% effective
October 26, 2005 increased from 6%. The increase in
the repo and reverse repo rates could translate into an
increase in dgposit and lending rates.

The interest rates continue tole regulated and the Indian
Banks’ Association (IRA) has been asked to constitute
tedhnical graups for aonsidering deregulation of interest
rate on savings and lending rates on small loans ucto Rs
2 lakh.

The Benchmark Prime Lending Rate (BPLR) system,
which has been followed by banks since Novener 2003,
iskeing reviewed. It isbeing felt by the RBI that the
axrat BPIRs do not truly reflect the trie cost structures.
Most of the banks are charging interest much below their
BPIRs especially on auto loans and credit cards. On the
other hard, portfolios, such as persomal loans are sitting
on fat margins. There is a need to standardize this
discrepancy in pricing, feels RBI. That is why it is
reviewing the existing system and trying tomake it more
transparent and clear.

The Banks are being allowed to increase their consolidated
exposure to the capital market to 40% of their net worth
from 20% with the earlier ceiling of 5% of total
outstanding advances as on March 31 of the previous
year being scrapped. This would align the banks’ risk
taking capacity with their net worth. Banks having
sound internal control and robust risk management
systems can aoproach the RBI for higher limits.

Banks have been advised to step up credit to small and
medium enterprises. They have also been asked to
formulate liberal and comprehensive policies for
extending loans to the small and medium enterprises
Sssdor.

Public sector banks have again e asked to look into the
nesds of priority sectors especial ly agriculture. They have
Ieen asked to formulate special agricultural credit plans
in order to achieve distinct improverent in the flow of
credit to agriculture.

An intermal group was set by the RRI for strengthening
Regional Rural Banks (RRBs) and making them viable.
The Group recommended merger/amalgamation of RRBs
to inprove geerational vidbility, change of sponsor banks
to enhance carpetitiveness, regulatory and supervisory
strengthening and sooce for improving profitaoility. The
mid-termpolicy reiterated these recamendations.

The general provisioning requirement for ‘standard
advances’ has been raised from 0.25% to 0.4%. This
means banks will need to make an additional provision
of Rs. 800 crore. This decision has leen taken to ensure
good growth in consurer lending.

In orcer to improve liquidity in security market, the RRI
has permitted intra day short sales. Short sales are sales
of securities that the seller does not ownbut needs to



borrow to deliver to the buyer. Currently, this Negotiated
Dealing System (NDS) is exclusively for banks and
primary dealers. Financial Institutions are not
participating in the system at present. The mechanism
would allow the banks or the SGL account holders to
sell the seaurities onbehalf of the clients and later take
delivery of the securities during the day from their
respective custarers.

The Reserve Bank of India has decided to extend
electronic trading in gilts to insurance caeanies. This
move is likely to make their transactions easy. This
system provides for less price manipulation, minirmum
impact cost and quotes being available on a real time
kzsis.

The RRI said that special purpose vehicles (SPVs) or any
other entity notifiedby the cantral bank, that are set wp
to finance infrastructure canpanies and projects would
be treated as financial institutions and External
Camrrercial Borrowings (ECBs) raised by such entities
would e considered under the approval route.

With a view to facilitate capacity expansion and
technological upgradation in the Indian textiles units

after phasing out of the Multi-Fiber Agreement, it is
proposed to allow banks to issue guarantees or standoy
letters of credit in respect of ECBs raised by textile
axpanies for modemization or expansion of textile unit.
Such applications would be considered under the
aoproval route subject to prudential nonrs.

The RRBI has issued guidelines to banks with regard to
relief measures tole provided in areas affected oy natural
calamities framtime to time.

The RBI would initiate a supervisory review process with
selected banks having significant exposure to some
sectors, nanely real estate, highly leveraged NBECs,
venture capital funds and capital markets, in order to
ensure that effective risk mitigants and sound intermal
controls are in place for managing such exposures.

The RBI has asked banks to check the credit quality in
the back drop of the high expansion in non—food credit
so that a positive climate prevails with minimum risks
and constraints. The rising share of housing and real
estate, inparticular, has warranted precautionary policy
action to ensure credit quality.

Q



“Without a strategy the organisation is like a ship
without a rudder”

— Joel Ross and Michael Kami

In a hyper competitive marketplace, campanies can operate
successful ly by creating and delivering sucerior value to target
custarers and also learning how to adopt to a continuously
changing business environment. So to meet changing
conditions intheir industries, carpanies need to e farsighted
and visionary, andmust develoo long-term strategies. Strategic
plamning involves developing a strategy to meet carpetition
and ensure long-term survival and growth. The overall
dojective of strategic planning is two fold:

4 To create carpetitive advantage, so that the company
can outperform the competitors in order to have
dominance over the market

¢ To quide the campany successfully through all changes
in the environment

The present organizational cperations are highly influenced
by the increasing rate of change in the environment and the
increasing turbulence of that change. Changes can ke extermal
to the fim or it may be change introduced to the firms by
the managers. It may be manifest in the blurring of industry
and firmboundaries, driven by technology, deregulation, or,
indeed, gldoalization itself. As consequence, a vital task for
management of the firm is to create and respond to change.
Change management will become increasingly important,

Basic Framework

Saroj Datta

and all managers will need to become
accomplished in the management of
change.

Managing for today typically irvolves fine—
tuning current operations, introducing
incremental changes with strategy staying
reasonably fixed. Managing for tomorrow

requires different skills. To have the

foresight and knowledge to imagine how the firmwill look
in the future requires creating a vision of what the firm and
its enviroment is likely to look like. Tomove toward realizing
such a vision demands not only good leadership skills but
also an understanding of what capabilities will e required
and specific planning to acquire or develop them.

Thus strategic planning consists of developing a company
mission (togive it direction), dojectives andgoals (to give it
means and methods for accanplishing its mission), business
portfolio (to allow management to utilise all facets of the
organisation), and functional plans (plans to carry out daily
cperations franthe different functional disciplines).
No matter how well the strategic planning process has been
designed and implemented, success depends on how well each
Jepartment performs its custarer-value-adding activities and
how well the departments work together to serve the
customer. Value chains and value delivery networks have
becare popular with organisations that are sensitive to the
wants and needs of consumers.
Ultimately the aim of strategic

. Introduction planning is to save the company’ s
cF”fI Strgteglc Stage One business products, services and
anning Where are we now? communications so that they
(Beginning) achieve targeted profits and growth.
Management Philosophy
Stage Five Stage Two Tt is more important to do what is
How can we Where are we strategically right than what is
ensure arrival? want to be? . . .
(Cartrol) ) immediately profitable.
Framework
Stage Four Stage Three The basic framework of strategic
Which way is best? How might we get there 1. . rocess can be descr
(Evaluation) (Means) planmng p 1oed

in a sequence of five stages as shown

The author is professor of Marketing & Strategic Management. IMT, Ghaziabad

in the picture.



Stage (ne: This is the starting point of strategic planning
and consists of doing a situational analysis of the firm in the
environmental context. Here the firmmust find out its
relative market position, corporate image, its strength and
weakness and also envirommental threats and opgoortunities.
This is also known as SWOT (Strength, Weakness,
Qoportunity, Threat) analysis.

Stage Two: This is a process of goal setting for the
organisation after it has finalised its vision andmission. A
strategic vision is a road map of the company’ s future —
providing specifics about technology and custarer focus, the
geographic and product markets to be pursued, the capabilities
it plans to develop, and the kind of company that
management is trying to create.

An organisation’s Mission states what custarers it serves,
what need it satisfies, andwhat typee of product it offers.

Stage Three: Here the organization deals with the various
strategic altematives it has.
Stage Faur: Ot of all the altermatives generated in the earlier

stace the organization selects the best suitable alterrative in
line with its SWOT analysis.

Stage Five: This is a implementation and control stage of a
suitable strategy. Here again the organization continuously
does situational analysis and repeats the stages again.

An Example

The Company — Continental Airlines, amajor U.S. airline in
1994

Stage One: Situational Analysis

¢ Performance - worst, among all major U.S. airlines.
¢ Profitability — least, amongall major U. S. airlines.
Ma jor Drawback

¢ Iackof relidbility.

In 1994, Continental planes arrived on time only 61 percent
of the time, placing it dead last inthe influential Air Custarer
Satisfaction Study produced by J. D. Power & Associates.
Custarer’s Qoinion

Airline travelers ranked on-time performance as the most
important factor in decidingwhich airline to fly on. Religbility
was the primary metric passengers used to determine an
airline’s quality. Continental Airlines was rated worst by
the custarer’s on the basis of this parameter.

Reason

¢ Service hampered severely due to improper cost cutting.
¢ Upredictable and unrelisble.

Results

¢ A lot of ampty planes.

4 Iousy product.

¢ Nobody particularly wanted to buy the product.
Stage Two: Goal Setting

4 To rank among the first three major U.S. airlines.
Stage Three: Strategic Alternatives

¢ Airlines on—time performance: to be improved.

¢ Reliability: toke increased.

¢ Erployee satisfaction level: tobe increased.

Stage Four and Five: Implementation and Control

¢ Every employee would receive a bonus of $65. The total
cost to the airline would e $2.6 million. The idea was
to improve the performance by spending more money
and it worked.

4 Employees were to be better managed to increase
reliability. Hence, a new set of guidelines were framed
to replace enployee manual. Under these guidelines,
frontline employees were given significant decision—
making power to fix custamer prablems. For exanple, if
a flight is canceled, a custarer service agent might have
to decide which passengers should receive priority to get
on the next flight. Under the old system, the employee
would have had to refer to the rule bock, and if that did
not provide an answer, ask a higher-level manager. This
inflexible gpproach led to significant frustration among
both passengers and enmployees.

¢ Decision-making power to be concentrated in the hands
of arployees. This meant giving them the ability to solve
customer problems in creative ways, which has had a
dramatic impact on custarers’ perception of the quality
of service they get at Continental Airlines.

The Final Result

¢ In 1995, Continental Airlines was rated fifth for its on-
time performance.

¢ In 199, the airline finished second.

4 Since then the airline has not dropped out of the top
three. a



Sec. 264 (1) provides that the Commissioner may, either on
his own motion or on an application made by the assessee
for revision,

4 call for the record of any proceeding under this Act,

4 in which such order has been passed by an authority
subordinate to him; and

¢ may make such inquiry or cause such inquiry to be made,
and

4  subject to the provisions of this Act,
¢ may pass such orders thereon,

¢ 1ot being an order prejudicial to the assessee, as he thinks
fit.

However, Explanation 1 to Sec. 264 provides that an order
by the CIT declining to interfere shall not deemed to be an
order prejudicial to the assessee.

Sec. 263 vis-a—vis Sec. 264

The revisionary powers u/s 263 and 264 are mutually
exclusive. While Sec. 263 applies to revision of an order
prejudicial to the interest of revenue, Sec. 264 pertains to
revision of other orders. An order passed u/s 263 is intended
to protect the interests of the revenue while an order u/s 264
cannct ke prejudicial to the assessee.

Time Limits

The CIT, acting on his own motion, cannot revise an order
after a period of one year from the date when the order was
passed. Where the assessee makes such application before
the CIT, the application should be made within one year
from the date when the order in question was communicated
to him.

However, the Comissioner may, if he is satisfied that the
assessee was prevented by sufficient cause frommaking the
application within that period, admit an application made
after the expiry of limitation period of one year, or on the
date on which he otherwise came to know of it, whichever
isearlier.

In Priyanka Metals (P.) Ltd. Vs. Asst. CIT (2003) 133
TAXMAN 423 the demand notice was sent to the assessee
even though the assessment order was not sent. Thus, the
assessee had the knowledge that the assessment order was
passed. The assessee applied for obtaining the copy of
assesgrent orders belatedly and after filling the goplication,
dotained the certified copy only after three years.

The author is a Kolkata based practising chartered accountant.

Arindam Lahiri

Thus, the petitioner failed to pursue the
case sericusly. As per the provisions of Sec.
264 (3), no case was set out to the effect
that the petitioner after knowledge as per
the demand notice was prevented by any
cause fram filing revision within one year.
Tt was a case of callous negligence of the
pretitioner and the petitioner himself was
regponsible for belated filing of the revision after five years of
having intimation of the passing of the assessment orders.
Thus, the order dismissing revision on the ground of
limitation was in accordance with law.

The Caonmissioner shall not revise any order under this section
in the following cases:

@ Where an appeal against the order lies to the
Commissioner (RAppeals) or to the Appellate Tribunal
but has not been made and the time within which such
appeal may be made has not expired; or

O 1inthe case of agpeal to the CIT (Apeals) or the Aopellate
Trilbunal the assessee has not waived his right of appeal;
a

© Where the order is pending on an appeal before the
Commissioner (Appeals); or

©@ Where the order has been made the subject of an appeal
to the Commissioner (Appeals) or to the Appellate
Tribunal .

Circular No. 367 dated 26.7.1983

An order cannot be said to have been made subject of an
appeal if the ageeal has been disposed of by the CIT (Ageeals)
or the Appellate Tribunal without passing an order u/s 251 (1)
or 254 (1) onmerits.

The Calcutta High Court has held in Nicco Corporation Litd.
Vs. CIT (2003) 129 TAXMAN 875 that under the provision
of Sec. 14 of the Limitation Act, in a civil proceeding the
time taken for unsuccessful proceeding with a particular civil
litigation is always excluded and ignored so nmuch so that
the litigant can approach before the appropriate forum for
appropriate remedy.

Hence, where assessee’ s application has been rejected by CIT
(Appeals) or ITAT without passing an order thereon onmerits
and during this process, the time limit of one year expires,
this will be a sufficient cause by which the assessee was
prevented from taking out the application for revision as it
proceeded bona fide with such appeal previously.



A fee of Rs. 500 is payable while making an application u/s
264. Where an application has been made by the assessee
for revision, the CIT must pass on order thereon within one
year from the end of the financial year in which the
application has been made. However, in computing the
limitation period of one year, the time taken by the CIT for
re-hearing under the proviso to Sec. 129 and any period during
which any proceeding under this section is stayed by an order
or injunction of any court shall be excluded.

For exanple, suppose the assessee makes the application for
revision on 15% April, 2005. The CIT should pass the order
u/s 264 within 31%t March, 2007. However, if there was a
stay of 3 months from 1% May, 2005 to 31 July, 2005, this
period shall be additionally allowed for passing the order.
Hence, the time limit for passing the order will expire on 1%
July, 2007.

However, where the CIT is directed by the ITAT, High Court
or Supreme Court to pass an order under this section, there
shall be no time limit for passing such order.

Ex parte order should be passed only where assessee
acts mala fide

In Smt. Rani Agrawal Vs. Asst. CIT (2004) 135 TAXMAN
418 the Allahabad High Court held that a dispute as far as
possible should be decided onmerits after affording reasonable
opportunity of hearing to the parties. In such matters, the
Court should adopt a liberal and justice-oriented approach.
In this case, the Camissioner decided revisions filed by the
assessee U/s 264 ex parte saying that on the appointed date
none on behalf of assessee appeared before him. Assessee
alleged that her counsel filed adjournment application on
such date. The High Court, under a writ petition filed before
it, held that there was no allegation of mala fides against
assessee seeking adjournment or in any way delaying hearing
of revisions. The High Court quashed the impugned order
passed by the CIT and the commissioner was asked to hear
and decide the revision afresh and after providing an
opportunity of hearing to the assessee.

Partial Merger Vs. Complete Merger

The Supreme Court has held in Hindustan Aeronautics Litd.
Vs. CIT (SC - 2000) 110 TAXMAN 311 that the
Commissioner has no power to revise any order u/s 264 if
the order has been made subject to an appeal before the
Trilbunal, even if the relief claimed in the revision is different
from the relief claimed in the appeal and irrespective of the
fact whether the appeal is by the assessee or by the
department.

This is because Sec. 264 (4) provides that the Cormissioner
shall not revise any order under this section in a case where
the order has been made the subject of an appeal to the
Tribunal.

Sec. 263(1), where a revision is permissible in case of orders
which are prejudicial to the interest of revenue, provides in
Explanation (c) thereof that where any order referred to in
this sub-section and passed by the Assessing Officer had lbeen
the subject-matter of any appeal, the powers of the
Camissioner under this sub-section shall extend to matters
as had not been considered and decided in such appeal.

Hence, the legislative intent in case of Sec. 263 is partial
merger and the issues not raised in appeeal can be considered
by the CIT u/s 263. However, Sec. 264 incorporates the
concept of complete merger and if the assessment or penalty
order has been made the subject-matter of appeal before the
CIT (Appeals), the assessee cannot make an application u/s
264 even though the relief claimed in revision is different
from that claimed in appeal .

The Madras High Court has held in Kadri Mills (Coimbatore)
Ltd. Vs. CIT (2003) 131 TAXMAN 215 that the remedy u/
s 264 is not meant to serve as a supplement to remedy
available by way of an appeal to the assessee. Hence, an
assessee has either to choose appellate forum or revisional
forum and should not avail of both forums with regard to
the same order. Where the assessee has chosen to file an
aoceal, it is for assessee to seck all its remedies in respect of
matters which can be considered by appellate forum, before
such forum and his omission to do so cannot afford a
Jurisdiction for invoking revisional jurisdiction.

Relief u/s 264 is mandatory

If the assessee has een over-assessed under the provisions of
the Act, regardless of whether the over-assessment is a result
of assessee’s own mistake or otherwise, the Commissioner
has the power to correct such an assessment u/s 264 (1) . If
the Commissioner refuses to give relief to the assessee, in
such circumstances, he would be acting de hors the powers
under the Act and the provisions of the Act.

Order u/s 179 is revisable u/s 264

Sec. 179 deals with personal liability of directors of private
company in liquidation. The Allahabad High Court has held
in Afzal Ahmed Vs. UOI (2004) 136 TAXMAN 201 that
even if an order u/s 179 is not appealable, it is certainly
revisable u/s 264.

Remedy against order u/s 264

An order passes by the Commissioner u/s 264 is not
appealable. However, a writ petition can be filed. The
Allahabad High Court has held in State of Uttar Pradesh Vs.
UOI (2004) 139 TAXMAN 413 that where a revision petition
against an order is maintainable u/s 264, writ petition
cannot be entertained.

a



Bala S Vaithya

In Practice, demand or usage of stocks is not known with
certainty. Inaddition, there is usually a degree of uncertainty
associated with the placament of an order and delivery of stocks.
To protect itself from conditions of uncertainty, a firmwill
maintain a level of SAFETY STOCKS for Raw mat. WIP, FG stk.
Thus SAFETY Stocks are the amount of stocks that are carried
in excess of expected use during lead time to provide a cushion
against running out of stocks.

Take this Example: A firm that sets its re-order point on the
assumption that avg.lead time will be 2 weeks with an
avg.weekly usage of 120 units.

Now the company will re—order [without safety stk] when the
stock comes to 240 units. [120 5 2]

Stock aut situation: There are 2 possible ways for stock out
situation: They are:

(1) DEMAND is uncertain:— from the above example, if the
avg.weekly usage increases to 140 units per week. Then, there
will ke a stock out situation; the canpany should re-order when
stock reaches 280 units [140 5 2] .1i.e the company should
have safety stocks of 40 units than kefore.

Simply we can say that RE-ORDER Pt.
= {avg.usage x avg.lead time} + Safety stock
In the above example: “= {120 5 2}+ 40 = 280 units

(1i) LEAD TIME is uncertain:— from the above example, if the
avg.lead time increases to 3 weeks. Then there will be a stock
out situation; the campany should re—order when stock reaches
360 units[120 5 3] i.e the company should have safety stocks
of 120 units.

Simply, we can say that RE-CRDER Pt.

= {avg.usage x avg.lead time} + Safety stock

In the above example: = {120 52 } + 120 = 360 units
A
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[Note: Both demand & lead time may increase sinmultaneously
then you should work accordingly]

Explanation of graph
Take this example: The firm has ordered 600 units where the
consumption of theses units is 5 weeks.

A fimmthat sets its re-order point on the assurption that avg. lead
time will be 2 weeks with an avg.weekly usage of 120 units.

In graph A: the demand is known with certainity i.e 120 units
is consumed per week. So, now the company will re—order
[without safety stock] when the stock cares to 240 units. [120
x 2] . So there is no need of safety stock.

In graph B: the demand is uncertain i.e weekly usage is not
consured evenly in all 5 weeks. If there is excess usage than
average weekly usage, then it leads to stockout situation. Say if
weekly usage goes to 140 units per week for 2 weeks then
there will e a stockout situation of 40 units i.e say eg 140 in
week 1 & 2, 120 in week 3. Then our usage is [140 + 140 +
120 = 400] . But in 4™ & 5" week we need [120 + 120 = 240]
but we have only 200 units. so there arises stockout of 40
units. Hence, we should keep 40units as safety stock.

Maintaining hich safety stock may sare time lead to high holding
cost.. so in such a case the company should conpare cost of
holding high safety stock and cost of stock cut. Campany shall
adopt the least. The level should be set to where the cost of a
stockout plus cost of holding the safety stocks are
minimized.

Once the stock out costs have een estimated, the cost of holding
safety stocks should be conpared for various demand levels.
However it is preferable to use prababilities to different
potential demand levels and to decide on the appropriate



quarttity of safety stocks. Avg.usage|Safety stock | Re—order | Stockout | Stockout | Praoability| Expected |Holding [Total
[units] [units] Points [units] Cost Stockout |Cost Cost
A B=C-A C D E=D55 F=given G=E 5 F |[H=B51 |TC=G+H
240 180 420 0 0 0 0 180 180
fqs 240 120 360 60 300 0.07 21 120 141
Why probability?
. - 240 60 300 120 600 0.07 42
By using praoability theory, 60 300 0.08 24=66 |60 126
it ispossible to caladlate the [ 0 240 180 900 0.07 63
expected values for various 120 600 0.08 48
safety stock levels. 60 300 0.20 60=171 |0 171
How the probability can then you keep a safety stock of 180units i.e as you know the
be ascertained?

Take the example given below, in which 240 units have a
praobability of 0.30., i.e., 0.30 may have been ascertained as
follows: 52 weeks 5 0.30 = 15.6 weeks that means out of 52
weeks in a year 240usage units has arose for 15.6 weeks.
Similarly, computations can be made for 300, 340, 420, 65,
125, 185 units respectively.

When the cost of a stockout plus cost of holding the safety
stocks are minimized?

By using probability theory we can ascertain when the cost of
a stockout plus cost of holding the safety stocks are minimized.
Iet e i1lustrate the process:

Exanmple. The total usage for an item for stock over a 2 week
lead time is expected tobe as follows:

Usage [units] 65 | 125( 185 | 240 | 300 (360 | 420
Prdogbility .07 Jde | 12 .30 .20 | .08 | .07

Assume that the stockout cost is Rs.5 p.u and holding cost
isRe.lp.u

Answer: the avg.usage during the 2 week lead time is 240.
[Because it has more praoability of .30]

If the firm carries no safety stock, the re-order level will ke set @
240 units.

There will be no stockouts if actual usage is 240 units or less.

However if usage is more than 240 units i.e. say 300 units
then 60 units is stockout. And the praoability of this occurring
is 0.20. If usage goes to 360 then 120 units is stockout—
praoability of this is 0.08. Similarly for 420 units —prdo =0.07.

Given, the stockout cost is Rs.5 p.u and holding cost is
Re.1 p.u. then expected costs for various stocks is given in the
box (see tcp) .

As we have said before if actual usage is less than or equals
240 units then there will be no stock out situation. So we should
take the gptions of usage above 240 units i.e as in the prablem
420,360,300 are the options.

So, first situatian, if you re-order when 420 units is in stock,

formula

Re-order Point = Average usage + Safety stock

=420 [240 + Safety stock].

If you have 420units in stock there will be no stock out situation
because you have stock of maximum usage. But there will be
holding cost of 180 units x Rs.1 =Rs. 180. were the total cost
incurred if you have safety stock of 180units will be Rs.180
only, as there is no stockout costs.

2¢ gituation, if you re-order at 360units, then you keep safety
stock of 120units, but there is a chance of stockout situation
when actual usage goes to 420units stockout units is 60 but
the chance of occurrence is only 0.07. So the expected stockout
oosts is 60unit x Rs.5 x 0.07 =Rs.21. and holding cost is Rs.120
x Re.1 =Rs.120 therefore total cost incurred if you have safety
stock of 120units is Rs.141.

3 situation, if you re—order when stock is at 300 units, then
you keep safety stock of 60units, but there are two chances of
stockout situation — one is if actual usage goes to 420 units
and other is if actual usage goes to 360 units. Inthe first chance
there will be stockout of 120 units and the chance of occurrence
i1s 0.07 so the costs works out to 120 x 5 x 0.07 =Rs.42. In
the second chance there will be stockout of 60 units and the
chance of occurrence is 0.08 so the costs works out to 60 x 5
% 0.08 =Rs.24 therefore total stockout costs works out to Rs.42
+ Rs.24 =Rs.66. The holding cost is 60 units x Rs.1=Rs.60
therefore total cost incurred if you have safety stock of 60units
isRs.126.

Similarly you can work out for last situation re-ordering at
240units. That’s works out to total cost of Rs.171.

[note: the above sum is worked with only one number of
order. But in sum you can have more than one order.
Then you should multiply No. of orders to get expected
stockout costs]

From the above table, we can say that, when Re-order point is
300 units the stockout cost & holding cost is MINIMM. So it is
better to have safety stock of 60 units. [300 — 240] a



Fimms need cash to pay for all their day-to—day activities. They
have to pay wages, pay for raw materials, pay bills and so on.
The money available to them to do this is known as the firms
working capital. The main sources of working capital are the
current assets as these are the short—-term assets that the firm
can use to generate cash. However, the firm also has current
liabilities and so these have to be taken account of when
working out how much working capital a firmhas at its disposal.

Working capital is therefore:—
WC = current Assets— current liabilities

Thus working capital is the same as net current assets, and is
an important part of a firm’s balance sheet.It is vital to a
business to have sufficient working capital to meet all its
requirements. Many businesses have gone under, not because
they were unprofitable, but because they suffered fram shortages
of working capital.

Working capital is vital to a business. They have to have funds
available to pay their day to day bills, wages and so on. The
working capital is made up of the current assets net of the
current liabilities. It is very important to a company to
manage its working capital carefully. This is particularly true
where there is a substantial time lag between making the product
and receiving the money for it. In this situation the company
has paid out all the costs associated with making the product
(labour, raw materials and so on) but not yet got any money
for it. They must therefore ensure they have enough cash to
dothis.

The way working capital moves around the business is modelled
by the working capital cycle. This shows the cash coming
into the business, what happens to it while the business has it
and then where it goes. A simple working capital cycle may
look sarething like:

Between each stage of this working capital cycle there is a time
delay. For sore businesses this will e very long where it takes
them a long time to make and sell the product. They will need
a substantial amount of working capital to survive. Others
though may receive their cash very quickly after paying out
for rawmaterials etc., they will need less working capital.

The above is a traditional view of working capital. What the
authors propose is an alternate method of calculating working
capital for any type of industry and also determine how much

The author GBK Prasad is an engineer and Post-graduate in financial
management. The author Dr. S. C. Rastogi is an engineer and has held
several important positions in both academic world and industry.
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of the working capital
is going to be financed
thru long term funds.
So far the theory
developed says that
working capital to be
financed thru long
term funds be defined
as permanent current assets and temporary/seasonal
requirements to be financed thru short—term funds. In the book
on Management finance by Varanasy S Murty, the author
proposes a way of calculating the working capital required in
the business using the operating cycle concept. The formula is

el =
\ -/ w

s

W C = Operating cycle 5 (1 —z) 5 Sales —D
Where

S = Sales per day

Z = Net profit margin

D = Depreciation per day

The above formula does not consider the effect of vendor
payment terms on the working capital required and therefore ,
the authors propose this method of calculation as superior and
provides significant insight into the company’ s requirement of
working capital.

Defining
R M = raw materials consumption per day
Cost added = cost added in business per day (other than

depreciation)

Working capital required can be estimated as

Injection of cash Cash withdrawls

GOODS SOLD PAYMENTS
debtor generated to supoliers
& then cash received for rawmaterials
to workers—wages
GOODS
PRODUCED




N = gross operating cycle

F‘=p?1.--nen—1pﬂ1.fld to suppliers
FF 5 & 1 f
Cost added per day
t o+t

Raw materials value per da;.-—-—'/;
WC= RM 5 (N-p) + cost added 5 N

[
*

Cost added
Defining alpha = TRrRM
We can write it as:

W C =RM 5N (ltalpha) —RM 5 p
Further this can be written as

W C =RM5N+RM5 (N5 alpha — p)
As one can see the equation 1 has two elements and the first
element depends on type of company and the second element
depends on vendor payment terms policy of the company. The
second element can be eliminated if we fix payment terms as

P =N5alpha « oo ittt ittt 2

If we exceed this cutoff point in terms of payment terms to
vendors , the working capital requirement can be brought down
suostantially. Therefore this cut off point is important.

Ancther insight that this model gives if we fix
P =N5 (l+alpha) . ...t ii i 3

The theoretical working capital becares zero, .therefore this is
another cut off point that companies can use to plan their
working capital and decide on the vendor payment terms to
suplier.

Ancther insight thismodel gives is that we can classify industries
as of two categories:

Industries wherein cost added is < raw materials consumed
such as automobiles and another industry as cost added is >
raw materials consumed such as pharmaceuticals. Based on
the above equation 1, the decision to fix payment terms to
suppliers for both types of industries can be decided. In the
industry category 1, the payment terms to suppliers would be
less than gross operating cycle and can be fixed by equation 2
and a feasible and practical decision can be taken for these
types of industries.

For the industry type 2, the formula suggested by equation 2
gives the vendor payment terms shouldbe fixed at greater than
gross operating cycle .This becomes a problem when gross
operating cycle itself is a high figure.Therefore , what one can
draw the inference is that for these types of industries payment
terms have to e longer and fixed on sare practical considerations.
A comparison of the model working for Automobiles and
Pharmaceuticals industry wherein 2 companies from each type
have been analysed is reproduced below:

The table below suggests a way of calculating working capital
efficiency by calculating a ratioWC , /WC , Fromthe table it
can be seen that even reputed companies are operating at
different levels of efficency in their working capital management.

What the authors propose is for any company in equation 1,
RM 5 N is a constant term and this is the amount that has to
e financed out of long—term funds. And the second term is one
which should be financed out of short term funds. If the above
concept is accepted , .One can determine the conditions when
long term funds can be greater than short term financing of
working capital in the above equation .

We want the conditions when

RM5N>RM5 (N5 alpha — p)

This leads to
Mahindra &| Telco Ranbaxy | Dr. Reddy's p
Mahindra N> T
alpha -1
Raw material conversion period 24 days 16 days 74 days 77
WiP conversion period 3 days 6 days 21 days 38 Thlerefore we can always select
FG conversion period 16 days 27 days 35 days 17 pin S uch a Way that the above
. . working capital can always be

Debtors conversion period 52 days 38 days 96 days 104 financed more thru long term
Current payment period 108 days 119 days | 79 days 141 funds rather than short term
Cost added (Rs. Croes) 1000 2243 1100 686 funds even in industries where
Raw materials consumption (Rs crores) 2500 5338 1000 332 cost added > RM.
Payment terms suggested by model 38 days 37 days | 274 days | 488 days The above approach, authors

- - - - feel is a better way to estimate
Theoretical workin tal Rs. Crores 170 67 1083 402

= - glcapl reqm_ted (. ) the long term funds requirement
Actual working clapltal cailsh+mventorles+ 443 617 1153 1175 to finance working capital and
receivables—creditor) Rs. in Crores puts us on a solid ground and
Working capital efficiency 0.38 0.14 0.92 0.34 apractical way of achieving this
Payment terms to make working capital ZERO 142 days 124 days | 523 days | 725 days can be seen to exist. a




Dr. S.Z.H. Zaidi

Introduction

The last few years have witnessed dramatic changes in the
landscape of Indian capital market. The introduction of
option trading is one of the important milestone in this
direction. Even though option trading had been prevalent in
a limited way during the ancient Greece and Rare. However,
in India, derivatives trading on NSE commenced on June
12, 2000 with futures trading on S & P CNX Nifty Index.
Subsequent 1y the product base has Ieen increased to include
trading in options on S & P CNX Nifty Index, futures and
ootions on X IT Index, futures and options on single stocks
(118 stocks with effect fromMay 27, 2005) and futures on
interest rates. The turnover in the derivatives segrent has
witnessed considerable growth since inception.

Options have proved to be a good risk management
mechanism now. An attempt has therefore been made here
to explain the concept of options and their relevance in a
lucid way keeping in view the requirements of students’
fraternity. It is worth mentioning that questions on basic
concepts of options have appeared in the examination
previausly.

What is an option?

An option is a legal contract in which the writer of the
contract grants to the buyer, the right to purchase fram or
sell to the writer a designated instrument or a scrip at a
specified price within a specified pericd of time.

For instance a writer of an option writes a contract which
conveys or grants to the buyer a right to buy 100 shares of
PrismItd. franhimi.e. the writer @ Rs. 100 per share. This
oction is called a call option and designated as 100 Prism 100
all

Similarly, if awriter writes an option which grants to the
buyer a right to sell to the writer 100 shares of PrismILid.
@ Rs. 100 per share such an option is called a put option
and is designated as 100 Prism 100 put.

An gption contract must have following four essentials:

L  The name of the company on whose stock the option
contract has been written.

The author is Deputy Director of Studies, ICAI.

2. The quantity of the stock required tobe delivered in the
case of exercise of the ootion.

3. The price at which the stock would be delivered, called
the exercise price or strike price.

4.  The date on which the contract expires, called the
expiration date.

Difference between stock and option

The lasic difference between stock and the gotion is that the
stock bestow upon the rights of ownership to an individual
in the campany while options are just contracts that gives
the right to buy or sale the stock at a specific price by a
specified date. It is important to remember that there are
always two sides for every option transaction, abuyer and a
seller. So for every call or put gption purchased, there is
always sare one else selling it.

Basic concepts of option
Gall ardput gotions

There are basically two types of options known as call and
put options. Call gotion grant a right but not the doligation
to purchase an underlying security at the strike price at any
time before the expiration of gotion whereas in a put gotion,
you have the right but not the doligation to sell a stock at
the strike price at any time before the expiration date.

Octions are basically — Anerican gotion and Eurgoean gotion.
In the case of forrer style, option can be exercised at any
time between the date of purchase and the expiration date
whereas in the latter case i.e. the Eurgoean style, gotion can
only be exercised on the expiration date. Most of the exchancge
traded options are American style whereas many index
options are Furcpean style.

The strike price (also known as exercise price) isthe price at
which the transaction is to be executed between the writer
and the buyer of an option. When the strike price of a call
option is above the current price of the stock, the call is aut
of the money and when the strike price is below the stock
price it is in the money. Put gotions are exact ggeosite, being
out of money when the strike price is below the stock price,
and in the money above it.

Premium: The price of an option is called its premium. The



buyer of an gption cannot loose more than the initial premium
paid for the contract, irrespective of the fact what happens
to the underlying security. Sothe risk totheluyer is limited
to the amount paid for the gption. The profit potential, on
the other hand, is, however, unlimited. The writer of an
option in return for the premium received from the buyer,
assures the risk of having to deliver (in case of call gotion)
or taking delivery ( in case of put option) of underlying
security. Unless that gotion is covered by ancther ootion or a
position in the underlying security, the seller’s loss canbe
open ended, meaning thereby that the seller can lose much
more than the original premium received by him. The
premium of an option is usually a function of a number of
variables like current stock price, strike price, time to
expiration, volatility of stock and the interest rates etc.

Options can ke exchange traded as well as they can be traded
over the counter (OIC). Exchange traded options are
standardised and traded on organized exchanges whereas over
the counter options are custamized.

In option terminology going long a stock means buying the
stock, selling longmeans that the seller owns the stock he is
supposed to deliver to the buyer. Selling short means that
the seller does not own the stock he is supposed to deliver
and will have to borrow the stock now for delivering to the
buyer and buy the stock latter to set off the borrowing.

An option contract is called covered when the writer owns
the underlying asset or has ancther offsetting gotion position.
In the absence of ore of these conditions, the writer is excosed
tothe risk of having to fulfill the contractual doligations by
buying the asset at the time of delivery at an unfavourable
e,

The call writer may have to purchase the underlying asset at
aprice i.e. higher than the strike price. The put writer may
have to buy the asset framthe holder at a price that creates
a loss. When they face such a risk, writers are set tobe
uncovered or naked.

Call writers are generally considered to be coveredif they
have any of the following positions.

(1) A longposition in the underlying asset.

@) An escrow receipt from the bank.

@ Asecurityi.e. cowvertible into requisite muber of shares
of the underlying security.

@) Awarrant exercisable for requisite nmuroer of shares of
the underlying security.

© A longposition inacall onthe same security that has
the sane or a lower strike price and that expires at the
samre time or latter than the option being written.

As far as the covered put is concerned there is only one way
for put writers to be covered. They must own a put on the
same underlying asset with the same or latter expiration
month and the same or higher strike price than the option
being written.

Intrinsic value of an gotion and the Time value of an gotion
are primary determinants of an ootion price. By being familiar
with these terms and knowing how to use them, any one
will find himself in a much better position to choose the
option contract that best suits his particular investment
requirements.

Intrinsic Value: This is the value that any given option would
have if it were exercised today. It is defined as the difference
between the gption’s strike price (X) and the stock’ s actual
current price (CP). In the case of a call option, you can
calaulate this intrinsic value by taking CP-X. If the result is
greater than zero (in other words, if the stock’ s current price
is greater than the ogotion’s strike price), then the amount
left over after subtracting (P-X is the gotion’ s intrinsic value.
If the strike price is greater than the aurrent stock price, than
the intrinsic value of the gotion is zero— it would not ke worth
anything if it were tobe exercised today (please note that an
oetion’ s intrinsic value can never be below zero) . To determine
the intrinsic value of a put option, simply reverse the
calculation to X-CP.

To illustrate, let’s say PrismItd. stock ispricedat Rs.105. In
this case, a Prism 100 call gption would have an intrinsic
value of Rs. 5 (Rs.105 —Rs.100 =Rs. 5). However, a Prism
100 put getion would have an intrinsic value of zero (Rs.100
—Rs.105=-Rs.5) sincethis figure is less than zero, the intrinsic
value is zero. Again, intrinsic value can never be negative.
On the other hand, if we were to look at a Prism put option
with a strike price of Rs. 120, then this particular getion
would have an intrinsic value of Rs.15 (Rs.120 — Rs.105 =
Rs.15).

Time value: This is the second canponent of an option’ s price.
Tt is defined as any value of an gotion other than its intrinsic
value. Looking at the example above, if Prism is trading at
Rs.105 and the Prism 100 call option is trading at Rs.7,
then we would say that this option has Rs.2 of time value
(Rs.7 option price — Rs.5 intrinsic value =Rs.2 time value) .
Options that have zero intrinsic value are carprised entirely



of time value. Time value is basically the risk pramium that
the seller requires to provice the gotion buyer with the right
tobuy / sell the stock up to the expiration date or this
camponent may be regarded as the insurance premium of the
option. This is also known as extrinsic value. Time value
decays over time. In other words the time value of an ootion
is directly related to how much time an option has until
expiration. The more time an option has until expiration
the greater the chance of option ending up in the money.

In nutshell we can say that intrinsic value and time value
are two of the primary determinants of an option price.
Intrinsic value can be defined as the amount by which the
strike price of an gotion is in the money. It is actually the
portion of an ootion’ s price that is not lost due to the passace
of time. The time value of a stock gption is always sarewhere
between zero and exercise price of the gotion.

The following equations will enable you to calculate the time
and intrinsic value of call and put gotions.

Gll getians
Intrinsicvalte = Underlying stock’s current price —call
4 .

Time value = call pramiumn — intrinsic value

Put gotians

Intrinsicvalte = put strike price — underlying stock’s

current price
Time value = put premium - intrinsic value

Current scenario in India

In the global market NSE ranks first in terms of nurber of
contracts traded in the single stock futures, second in Asia in
terms of nunber of contracts traded in equity derivatives
instrurents. Since inosption, NSE established itself as the
stock market leader in this segrent in the country with more
than 99% market share.

The trading terminals of Futures and Qctions (F & O) segment
are at present available in 316 cities as at the end of March,
2005. Besides, the trading can also be carried through the
internet by investors. Uhile the index gotions are Eurcpean
style, stock gotions are Arerican style.

At any point of time there are three contract months
available for trading, with 1 month, 2 months and 3 months
to expiry. These contracts expire on last Thursday of the
expiry month and have a maximum of 3 month expiration
cycle. Anew contract is introduced on the next trading day

Nifty Index ILevel Strike Scheme of strikes

Interval to be
introduced
(ITM—ATM—-OTM)

Upto 1500 10 3-1-3
>1500 upto 2000 10 5-1-5
>2000 upto 2500 10 7-1-7
>2500 10 9-1-9

(Source: www.nseindia.can)

following the expiry of the near month contract. All the
derivatives contracts are presently cash settled.

Introduction of strike prices for option contracts
NSE introduces gption strikes on a daily basis based on the
price of the underlying.

With regard to options on stocks and CNX IT index the
Exchange provides a minimum of seven strike prices of every
option type (i.e. Call & Put) during the trading month. At
any time, there are atleast three strikes in—the-money (ITV),
three strikes out—-of-the money (OIM) and one strike at—the—
money (ATM) .

The nunber of strikes provided in options on Nifty index is
related to the range in which previous day’ s closing value of
Nifty index falls as per the table (Seebox) .

Trading Value

The F & O segment reported a total trading value (notional)
of Rs. 2,547,053 crores during 2004-05 as against Rs.
2,130, 649 crores, a rise of more than 19.54% in the past
one year. The trading volumes in the F & O segment indicate
that futures are more popular than options; contracts on
securities are more popular than those on indexes; and call
options are more popular than put options.

The F & O segment provides a nationwide market. The
turnover of the top ‘5’ and ‘10’ members accounted for
24.39% and 40.51% respectively in 2004-05 in the Futures
57 and ‘10’
menmbers in the options segment accounted for 39.26% and

segrent. However, the turnover of the top

60.43% respectively in the same period.
All futures and options aontracts are cash settled i.e. through
exchange of cash.

After campletion of daily settlement computation, all the
gpen positions are reset to the daily settlement price. Such
positions becare the goen positions for the next day.

Q



R K Srivastava

Abstract

The theory of Cost Accounting has seen rapid changes in the
19" and the 20" century. Academia world over have argued
over the relevance of cost and management accounting for
decision-making and product costing
purposes. They contend that while

and its increasing importance ever since, product costing
systems have increasingly concentrated on the production
portion of the value chain (See box),

This is also understandable since during the
first half of the nineteenth century and

. . RESEARCH perhaps till a couple of decades later ,
managgment acgountlng was an lmpor’.cant manufacturing costs accounted for the bulk
tool 1.1'1 thfe nllneteenth .amd twentieth of total costs in by the i ry. The
centuries, its importance in terms of both ] T
soope and dbjectives has been daminated by DEVELOPMENT reason being .the. lack of comp.et?ltlve
the requirements of financial accounting, markets resulting in less advertising and
with product costing systems increasingly distribution costs coupled with very little
concentrating on manufacturing costs for B e marketing and customer support.
stock valuations. It is widely kelieved that Manufactures worked in a monopolistic or
the fall of the UK and the US industry during a near monopolistic environment and so did
the 1980’ s and the 1990’ s was caused due MARKETING not require incurring large quantum of
to wrong Product Costing, which provided expenditure on the above-mentioned
with misleading inputs to managers thereby functions. With most of the money being
resulting in wrong and detrimental decision R e expended on the production function,
making. reports provided by financial accountants
The focus of this article is to review the ST for inventory valuation purposes gave
current scenario frana historical perspective enough information to the management
so as to help students understand the need SUPPORT about the majority of expenses being

of the emergence of modern concepts like

Target and Activity Based costing. The

article considers four paradigms that cover the history of cost
and management accounting in the context of both product
costing and the determination of selling price.

The traditional framework (Paradigm 1 and 2)

Since the time of industrialisation, Cost and Management
Reporting has always been the responsibility of either Cost
or Financial Accountants or both. Apart from the statutory
Balance Sheet, Profit and Loss Account and the Cash Flow
statements, the financial accountants of companies would
provide other detailed reports to the management using the
same set of historical data. However allocation and
apportiomment of expenses over cost centres and finally their
absorption on the Finished Product continued to be the
responsibility of the Costing professicnals. Many campanies
adapted the Integrated Model to combine the Costing and
the Accounting functions and get real time information,
which would be of a greater use than the historical data
provided by financial accounts.

However, with the advent of financial audit (early 1900s)

The author is Deputy Director, ICAI.

incurred by the company. Many of the other
costs incurred in the other than production function of the
value chain were considered discretionary and since the total
quantum of such costs would not be huge, frequently they
were excluded from decision-making purposes.

However, manufacturing costs computed then were typically
characterised by simplistic assurptions, the use of ‘blanket’
overhead rates and simple labour overhead recovery bases
being the common practice. This would result in wrong
product costs, the detrimental effect of which was understood
only during times of fierce competition and growth,
beginning 1980s.

The traditional era of cost and management

accounting

The traditional era of cost accounting can be divided into
the following two phases;

¢ Pre 1940, s — Costs were classified as Direct Costs and
Manufacturing overheads. (Paradigm 1)

¢ Post 1940, s— Costs were classified as Direct Costs, Fixed
overheads and Variable overheads. (Paradigm 2)



CONTENTIOUS ISSUES (Paradigm 1)

A pre 1940 Product Cost Sheet appeared to be as shown
elow;

Pre 1940 Cost Sheet (Paradigm 1)
Cost Sheet
Rs per Uhit
Direct materials
Direct labour
Manufacturing overhead
Marketing and administrative overhead
Total cost per unit
Desired profit (mark-up)
Target selling price per unit
There are two issues of contention which immediately cross
ones mind on looking at the cost sheet shown above. They
as;
1. What volume of activity should be used to project
overheads so as to arrive at unit cost?

2. TUhat should be the criteria to detemine desired profit?
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Possible answers to the volume of activity* question, which
needs to e addressed to determine the total unit cost, usually
lean in the direction of expected volume, normal level of
production or capacity of the plant.

The answer to the second question is generally subjective.
However, the use of ‘cost of capital’ concepts remains the
most widespread.

#  Incase one looks carefully at the Cost Sheet drawn above, it
shall be clear that whose ever precares the Cost Sheet has got
enocugh information on the volure of activity to be conducted
by the concerned canpany, because only if this information
is available can one actually predict the amount of
manufacturing overheads to be incurred in a future pericd. In
a canpetitive market, it may be safely arqued that one can
only know the volume of activity to be performed by having
in hismind a tentative Market Price. Strangely, however,
this is ane of the primary dbjective of a Cost Sheet. Similarly
the issue of cesiredprofit, the calculation and capoutatian of
which is extrarely subjective and hence contentious.

Post 1940 Cost Sheet (Paradigm 2)

As mentioned above, there are very subtle differences in the
Pre and Post 1940s period. Unlike Pre 1940s, post 1940
Cost Sheets were characterised by the fixed and variable
concepts. By doing so, they answered, to a certain extent,
one of the contentious issues mentioned during the Pre 1940
era, that is;

¢ Since variable cost of units is determined by engineering

standards and other analytical techniques, they do away
with the volure of activity question, which essentially
then pertains to fixed costs.

A post 1940 Product Cost Sheet appeared to be as shown
elow;

Cost Sheet Rs per Unit
Variable costs

Direct materials

Direct labour

Variable manufacturing overhead
Variable marketing and administrative
Total variable cost per unit

Fixed cost

‘35%2%282%2

Fixed manufacturing overhead
Fixed marketing and administrative
Total fixed cost per unit

Grand total cost per unit

Desired profit (mark up)

Target selling price per unit

The post 1940 era 1s pooularly known as the era of ‘Cost Volume
Profit Analysis’, in which the manufacturing overheads were
segregated into fixed andvariable. hhereas variable overheads could
be identified with the production pattermn with ease, the fixed
overheads needked to be inputed over the products. This used to be
done by identifying appropriate Cost Centres and Overhead
absorption rates. Fixed manufacturing overheads were initially
allocated over the Cost Cantres and then finally absorbed over the
output at the rates, which were pre—established. The overhead
rates were established considering the maximum output, which
could be achieved by the specific cost centres as cancared to the
hudbeted costs, which wouldbe inaurred for that level of activity.
The result was, that in case a aapany did not produce to potential,
certain amount of these fixed overheads would not be absorbed
over the products and hence ramain unabsorbed. Such overheads
were subsequent Ly charged to the Profit and Loss Acoount and also
proviced the managament with information about the productivity
of the workers on the shap floor. However, Product Costing done
onthebasis of Inmputing fixed aosts gives gooroximate results and
is anly useful in case the product has a layg life gele in themarket.
In the present canpetitive scenario, where innovation is the rule
of the day, product 1ife cycles have shortened and the canpetition
has increased amongst companies at an unprecedented level.
Traditional costingmay not be goorceriate today as what it was
when the market conditions were different.

Activity Based Costing (Paradigm 3)
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The contentious issue of volure of activity remained in the



post 1940 era although it then concerned only the fixed
overheads. As pointed out above, the concept of imputing
fixed cost per unit had its own shortcomings.

To a large extent, such anomalies are done away with the
use of Activity Based Costing (ARC) . A Cost Sheet prepared
with ABC concepts is shown below;

Cost Sheet (ABC) Rs per Unit

Variable costs
Direct materials XX
Direct labour XX
Variable manufacturing overhead

Variable with number of units XX

Variable with product complexity XX

(number of batches)

Variable with product diversity XX

(number of products)

Variable marketing and administrative XX
Total variable cost per unit XX
Fixed cost
Fixed manufacturing overhead XX
Fixed marketing and administrative XX
Total fixed cost per unit xx
Grand total cost per unit XX
Desired profit (mark up) XX
Target selling price per unit _xx

A careful study of the differences in the post 1940 era and
the Activity Based Cost Sheet shows that ABC recognises
two additional variable costs and is essentially designed to
improve the accuracy of the total unit cost thereby inmpacting
favourably the fixation of selling price. These two additional
variable costs are as follows;

4 Costs, which vary with product complexity, such as
nurber of batches.

4 Costs that vary with product diversity, such as nurber
of products.

Although, there are many critics of ABC who contend that
the technique is nothing but an improvement over the
traditional concepts, it is easy to see how ABRC would be a
better tool during times when customers become demanding
in termms of ‘features’ of products because of which canpanies
have to cater to slightly different types of production processes
for essentially the same product. The Textile Machinery and
Picture Tube industry in India faced such a situation during
the mid 1990s when the government had allowed foreign
campanies to enter the Indian markets and the import duties

on second hand goods, SKDs and CKDs were reduced
drastically. Customers then had more choices; product
diversity and complexity were the need of the hour. The
benefits of ARC during such times are immense.

Market driven standard costs (Paradigm 4)

Unlike traditional costing concepts where a target selling
price is established after camputing the cost of a product,
paradigm 4 uses the selling price it believes the market will
allow in order to determine the allowable cost. Hence, the
allowable or target cost per unit is a market driven standard
cost that has tolkemet if the desired profit are tole achieved.

Cost per unit under paradigm 4 is computed as follows;

Target Cost Sheet Rs per Unit
Selling price (prevailing in a canpetitive setting) Xx
Less desired profit XX
Target or allowable cost XX

In Target Costing what counts is the need to produce at an
allowable cost. This idea may mean that now the distinction
between fixed and variable conponents is inmaterial. It also
implies that in case one intends to continuously improve,
this allowable target cost should e reduced over time. Such
reductions shall need an empowered workforce because it is
the one, which is nearest to the action and so in the best
position to lead towards a path of continuous improvement.

Conclusion

The scope and objective of cost and management accounting
has changed over a period of time. New tools and techniques
like ABC and Target Costing have been introduced, keeping
in mind the changing economic environment, which has
increased caonpetition. Activity Based Costing is a substantial
improvement over the traditional costing techniques because
of its identifying more variability in expenses incurred in the
production process. However, it is unable to do away with
the contentious issue of computing the ‘desired profit’. In
today’ s competitive environment , Target Costing, with its
emphasis on market driven costs is perhaps the best way to
survive productively.
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L The Council of the Institute of Chartered Accountants of
India has issued an Announcement (see ‘The Chartered
Accountant’, Novermber 2003 (pp. 480-489)) on ‘Applicability
of Accounting Standards’ with a view to lay down the scheme
of applicability of Accounting Standards to Small and Medium
Sized Enterprises (QEs) . As per the said schere, all accounting
stanchards are goolicable to Level T enterprises. Level T enterprises,
Iinter alia, include (1) enterprises whose equity or deot securities
are listed whether in India or cutsicde India, and (ii) holding or
a suosidiary of a Ievel I enterprise.

2. With regard to above, an issue has been raised as to
whether, as per the above scheme, a foreign campany which is
incorporated and 1listed cutside India would also be considered
as a Level I enterprise and consequent to this, whether an
unlisted Indian campany, which is a subsidiary of this foreign
campany, would becare a Level I enterprise merely because of
it being a subsidiary of the said foreign campany.

3 It is clarified that, in the above-stated scheme, the term
‘erterprise’ includes all entities that are required to prepare their

financial statements as per the Indian GAAPs. Accordingly, all
Indian entities, i.e., the entitieswhich are incorporated in India,
are covered in the said scheme. The scheme also covers those
foreign entities which are required to prepare their financial
statements as per the Indian GARPs. Thus, in case a foreign
conpany, which is incorporated and listed outside India, is
required to prepare its financial statements as per the Indian
GARPs, it will be considered as a Level I enterprise. In such a
case, the Indian carpany, which is a subsidiary of the aforesaid
foreign company, would also be considered as a Level I
enterprise for the reason that it is a suosidiary of ancther Ievel
T enterprise. In case the parent foreign conpany is not required
to prepare its financial statements as per the Indian GAAPs, its
Indian subsidiary would not be considered to be a Level I
enterprise provided it does not meet any other criteria for
becaomning Ievel T enterprise as per the said scheme. Thus, in
such a situation, the status of the Indian conmpany under the
above scheme will be determined independent of the status of

its parent foreign campany.
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Date: 34 & 4" December, 2005

Venue: IMA Hall, North Ambazari
Road, Nagpur

Registration Fees: Rs. 500

Chief guest: Shri T.N. Manoharan, Vice-

President, ICAT

Students are requested to register as delegate for C.A. Students'
Regional Conference.
Interested Students may suamit papers on the subjects given
below on paper and on electronic Media at the earliest.
List of praposed tagpics:
Accounting & Auditing
Corporate Law & Finance
Direct & Indirect Taxes
Economics
Education & Training
Roout the Profession

Cultural Evening By Students on 3 Dec. 2005
For firther citai Is please aatact.

Chairman Nagpur Branch:

o U N

Shri Anil Mardikar
Mobile 9422105733
Shri P.R. Risbud
Mobile—-9823148503

Chairman WICASA:

e N

The Board of Studies conducted its third virtual class on
business taxation through twenty one Reliance Webeword
CeTers.

Shri Jayant N. Shah, Chairman Board of Studies highlighted
the benefits of virtual class in his cpening ramarks fram Nagour
centre and aopreciated the efforts of Board of Studies to bring
the expertise of eminent faculties to the door steps of the
students through this technology.

Mr. T. N. Mancharan, Vice-President of the ICAT, inhis special
address fram Cochin, outlined the