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Advanced Financial Reporting 

Suggested 
 

Roll No…………….   Maximum Marks - 100 
 

Total No. of Questions - 6   Total No. of Printed Pages - 8 
 

Time Allowed - 3 Hours    Marks 
 

             Attempt all questions. Working notes should form part of the answers. 
 

1. On October 1, 2015, Emerald Ltd. acquired 80% share capital of Pearl Ltd. and 

immediately paid cash of Rs. 23 per share. At this date, the market value of share of 

Pearl Ltd. was Rs. 19 per share. The summarized statements of financial positions of 

both companies as on December 31, 2015 are given below: 

 (Rs.in '000) 

Particulars Emerald 

Ltd. 

Pearl 

Ltd. 

Non-current Assets 

 Property, plant and equipment 

 Investment- Pearl Ltd. 9,200 

  - Diamond Ltd. 500 

 Financial Assets 

 

35,100 

 

9,700 

10,000 

 

11,000 

 

- 

- 

 54,800 11,000 

Current Assets 

 Inventory 

 Trade Receivables 

 Cash and Bank Balances 

 

10,000 

3,000 

2,200 

 

2,000 

800 

500 

 15,200 3,300 

 70,000 14,300 

Equity 

 Share Capital: Shares of Rs. 10 each 

 Reserves 

 

Current Liabilities 

 

30,000 

30,000 

60,000 

10,000 

 

5,000 

7,500 

12,500 

1,800 

 70,000 14,300 
  

Additional information: 

a) At the date of acquisition, Emerald Ltd. also offered to pay a further amount in 

cash on December 31, 2016 if Pearl Ltd. returns to profitability by that date.  The 

value of contingent consideration was Rs. 1 million at the date of acquisition and 

reduced to Rs. 0.80 million on reporting date due to losses in current year. This 

consideration has not been recorded yet.  

b) At the beginning of the year, January 1, 2015, retained reserve of Emerald Ltd. 

and Pearl Ltd. were as follows:  

Emerald Ltd. ( Rs.in '000)   27,500 

 Pearl Ltd.      ( Rs.in '000)  10,000 

c) All revenues and expenses of Pearl Ltd. deemed to accrue evenly over the year. 

d) On June 1, 2015, Emerald Ltd. and Sapphire Ltd. (an unrelated company) set up a 

new company Diamond Ltd. Diamond Ltd. issued 100,000 shares of Rs. 10 per 

share (at par) for cash to both Emerald Ltd. and Sapphire Ltd. in equal proportion 

i.e. 50,000 shares to each company. Diamond Ltd. reported a profit of Rs. 400,000 

for the year ended December 31, 2015. Emerald Ltd. and Sapphire Ltd. have 

contractual agreement that they will jointly make all major operational and 

financial decisions concerning Diamond Ltd.  
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e) Emerald Ltd. recorded the investment of 50,000 shares in dimond Ltd. at par  at 

Rs. 10 each in its financial statements. 

f) On January 1, 2015, Emerald Ltd. issued 5 years loan of Rs. 10 million to a 

hospital for construction of wards. The company agreed to charge interest at 

subsidized rate of 2% per annum instead of 8% per annum market rate. The 

interest will be received in arrears on January 1 of every year. Emerald Ltd. 

treated this project a CSR (Corporate Social Responsibility) activity. This amount 

of loan has been recorded as financial assets in the books of Emerald Ltd. 

g) It is Group's policy to value non-controlling interest (Minority) at fair value at the 

date of acquisition and use equity method of accounting for its joint ventures and 

associates. 

Required:  20 

Prepare consolidated statement of financial position for the Emerald Group as at 

December 31, 2015 as per relevant International Financial Reporting Standards 

and NAS. 

Answer 

Emerald Ltd. 

Consolidated Statement of Financial Position 

As at December 31, 2015 

Particulars Working 

Notes 

Rs.'000 

Non-Current Assets 

Property plant and equipment (35,100 +11,000) 

Investment -Diamond Ltd. 

Financial Assets 

 

Current Assets 

Inventories (10,000+2,000) 

Trade Receivables (3,000+800) 

Interest Receivable 

Cash and Bank Balances (2,200+500) 

 

Total Assets 

 

Equity and Liabilities 

Share capital @ Rs. 10 each 

Reserves 

 

Non-controlling interest 

 

Current liabilities (10,000 +1,800) 

Contingent consideration (1,000-200) 

 

 

WN-4 

WN-5 

 

 

 

 

WN-5 

 

 

 

 

 

 

WN-2 

 

WN-3 

 

 

WN-2 

 

46,100 

700 

8.017 

54,817 

 

12,000 

3,800 

200 

2,700 

18,700 

73,517 

 

 

30,000 

29,142 

59,142 

1,775 

60,917 

11,800 

800 
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Total Equity and Liabilities 73,517 

Working Notes: 

Date of acquisition October 1, 2015 

Acquisition 80% 

 

 Rs. '000' 

WN -1)   Goodwill 

Immediate cash paid (Rs. 23 x 500,000 x 80%) 9,200  

Contingent consideration 1,000  

Non-controlling interest (Rs. 19 x 500,000 x 20%) 1,900  

 12,100 

Net Assets 

Share capital 5,000   

Reserves 7,500   

Add: Post acquisition losses {(10,000- 7,500)/4} 625 13,125  

Negative Goodwill (Capital Reserve)  (1,025)   

WN-2 ) Group Retained Earnings: 

Emerald Ltd.  30,000  

Loss on financial assets ( WN 5 )  (2,392)  

Interest on financial assets  609  

Post -acquisition adjusted losses of Pearl Ltd. {(2,500 x 80%)/4}  (500)  

Negative Goodwill  1,025  

Decrease in contingent consideration (1.0 million - 0.8 million)  200  

Share of profit from Diamond Ltd.  200  

  29,142 

WN-3 Non-controlling Interest in Statement of Financial Position 

At date of acquisition   1,900  

Post-acquisition losses (2,500 /4 x 20%)  (125)  

  1,775 

WN-4: Investment in Diamond Ltd. 

Investment (50,000 x 10)  500  

Share of profit for the year (Rs. 400,000 x 50%)  200  

  700 

WN-5: Financial Assets 

Dates Cash Flows Discount Factors @ 8% Present Value 

Jan 1, 2015 10,000 

Jan 1, 2016 200 0.926 185  

Jan 1, 2017 200 0.857 171  

Jan 1, 2018 200 0.794 159  

Jan 1, 2019 200 0.735 147  
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Jan1, 2020 10,200 0.681 6,946  

PV of Financial Assets   7,608  

Loss on value of Financial assets ( 10,000 – 7608)  2,392  

Financial Assets at Year end 

Financial Assets at Jan 1, 2015  7,608 

Interest @ 8%  609 

Less Interest @ 2%  (200) 

Financial Assets Balance at Dec 31, 2015 8,017   

2.  

a) Consider the following information of ABC Development Bank Ltd. as on 

Ashadh end 2072:  
 

Particulars Amount in Rs. 

Cash balance 2,210,000 

Balance with Nepal Rastra Bank  3,190,000 

Balance with other bank and financial institutions 140,000 

Money at call and short notice 12,890,000 

Investment 290,000 

Loans and advances 50,000,000 

Fixed assets 1,230,000 

Other assets 550,000 

Bid bond 11,000 

Performance guarantee 12,000 

Advance payment guarantee 5,000 

Additional information:  

i) The balance confirmation statement reflects balance with other bank and 

financial institutions of Rs. 160,000. The differences between the two 

balances are of the cheque issued but not presented for payment.  

ii) Investment includes investment in share of unlisted company amounting to 

Rs. 100,000, investment in government security bond Rs.50,000 and inter 

bank lending to XYZ Development Bank Rs. 75,000.  

iii) Loans and advances excludes loan written off but not recovered amounting to 

Rs. 200,000.  

iv) Similarly, the loans and advances given above includes Rs. 6,000,000 loan to 

land and land development sector and business loan of Rs. 1,000,000 secured 

against own fixed deposit.  

v) Fixed assets include land with cost of Rs. 200,000 which was revalued 

upwards by Rs. 50,000 during the fiscal year 2069/70. 

vi) Other assets included preliminary expenses not written off of Rs. 20,000 and 

excess of advance tax against income tax liability of Rs. 5,000.  

vii) Performance guarantee includes a guarantee amounting Rs. 5,000 against 

which the claim has been received from the beneficiary.  

viii) The Inland Revenue Department has recently completed the income tax 

assessment of the bank for fiscal year 2068/69 and has assessed additional 

tax liabilities including fine and interest of Rs. 5,000. The bank has not 

accepted the assessment and has filed for administrative review. 
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Required: 8 

Calculate the amount of risk weighted assets of ABC Development Bank Ltd. 

b) C Company Ltd. has the following balance sheet as on 31
st
 Ashadh, 2072:   

 Balance Sheet  

as on 31
st
 Ashadh, 2072 

 

(Rs. in million) 

Property, plant, and equipment                          14,000  

Goodwill                             6,000  

Intangible assets                             4,000  

Financial assets                          12,000  

Total non-current assets                          36,000  

 

 Trade receivable                           14,000  

Other receivable                             3,200  

Cash and cash equivalent                            1,400  

Total current assets                          18,600  

Total Assets                          54,600 

  Issued capital                          12,000  

Revaluation reserve                            3,000  

Retained earnings                          12,260  

Total equity                          27,260  

  Interest bearing loans                          16,000  

Trade and other payables                            8,000  

Employee benefits                            2,000  

Current tax liability                                140  

Deferred tax liability                            1,200  

Total liabilities                          27,340  

Total equity and liabilities                          54,600  

 

i) Tax bases of the above assets and liabilities are the same as their carrying 

amounts except for 

  Tax base (Rs. in million)  

Property, plant, and equipment                 2,800  

Trade receivable                15,000  

Interest bearing loans               17,000  

Financial assets               14,000  
 

ii) The intangible assets are development costs that are allowed for tax purposes 

when the cost is incurred. The costs were incurred in the year 2070. 

 

iii) Included in trade and other payables is an accrual for compensation to be paid 

to employees. It is allowed for taxation when the payment is made and totals 

Rs. 400 million. 
 

iv) During the year 2071, a building was revalued. As 31
st
 Ashadh, 2072, there 

was Rs. 3,000 million remaining in the revaluation reserve in respect of this 

building. 
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v) The following adjustments to the financial statements need to be made to 

comply with NFRS 1, first time adoption of  NFRS, on 31
st
 Ashadh,  2072: 

 Intangible assets of Rs. 800 million do not qualify for recognition under 

NFRS 1. 

 The financial assets are all classified as at fair value through profit or loss 

and their fair value is Rs. 13,000 million, which is to be included in the 

NFRS accounts. 

 A pension liability of Rs. 100 million is to be recognized under NFRS 1 

that was not recognized. The tax base of the liability is zero.  
 

vi) The entity is likely to be very profitable in the future. 
 

Required: 8 
 

Calculate the deferred tax provision as at 31
st
 Ashadh, 

  
2072, showing the amount 

of the adjustment required to the deferred tax provision and any amounts to be 

charged to revaluation reserve, (Assume a tax rate of 30%). 

Answer 

a) 

ABC Development Bank Ltd. 

Computation of Risk Weighted Assets (RWA) 

As on Ashadh end 2072 

 

S. 

No. 

On-Balance Sheet Assets Weight 

(%) 

Amount (Rs.) RWA (Rs.) 

1 Cash Balance 0 2,210,000 - 

2 Balance with Nepal Rastra Bank 0 3,190,000 - 

3 Investment in Government Securities 0 50,000 - 

4 Loan disbursed against the security of 

own fixed deposit 

0 1,000,000 - 

5 Balance with other Bank and Financial 

Institution.  

20 140,000 28,000 

6 Money at Call 20 12,890,000 2,578,000 

7 Interbank Lending 20 75,000 15,000 

8 Investment in Share, Debenture and Bond 100 165,000 165,000 

9 Loans and Advances (WN 2) 100 48,000,000 48,000,000 

10 Fixed Assets 100 1,230,000 1,230,000 

11 Other Assets (WN 3) 100 525,000 525,000 

12 Real Estate Lending in excess of Limit 

(WN 1) 

150 1,000,000 1,500,000 

Total On-Balance Sheet Assets (A)  70,475,000 54,041,000 

 

S. 

No. 

Off-Balance Sheet Assets Weight Amount (Rs.) RWA (Rs.) 

1 Bid Bond, Performance Bond and 

Underwriting Commitment 

50 18,000 9,000 

2 Advance Payment Guarantee 100 5,000 5,000 

3 Contingent Liability against Income Tax 100 5,000 5,000 

4 Guarantee for which claim has been 

received 

200 5,000 10,000 

Total Off-Balance Sheet Assets (B)  33,000 29,000 

5 Amount to be maintained for Operational 

Risk (5% of On-Balance Sheet Assets) 

(C) 

100 3,523,750 3,523,750 

Total Risk Weighted Assets (A+B+C)  74,031,750 57,593,750 
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WN 1) Calculation of loan to land and land development in excess of the specified ceiling.  

As per the provision of clause 10 (2) (4) (kha) of NRB Directives 03/71, the licensed financial 

institutions should maintain lending to land and land development i.e. land purchase and 

plotting within 10% of its loans and advances. The provision of above clause also states that if 

the lending to real estate loan exceeds the specified ceiling, then the loan to the extent which is 

in excess of the specified ceiling should be given the weight of 150% while calculating the 

Risk Weighted Assets.  

Based on above provision, the loans and advances to land and land development of ABC Bank 

Ltd. as on Ashad end 2072 is calculated as below:  

Total Loans and Advances as on Ashad end 2072 Rs. 50,000,000 

Highest ceiling to Land and Land Development Rs.   5,000,000 

Actual loan to Land and Land Development Rs.   6,000,000 

Lending in excess of the limit Rs.   1,000,000 

 

WN 2) Calculation of loans and advance under 100% Risk Category. 

Total Loans and Advances as on Ashad end 2072 Rs. 50,000,000 

Less: Loan against own fixed Deposit 1,000,000 

         Real Estate Loan in excess of ceiling(WN 1) 1,000,000 Rs.   2,000,000 

Loans and Advances under 100% risk category  Rs. 48,000,000 

 

WN 3) Calculation of other assets under 100% Risk Category. 

Other Assets as on Ashad end 2072 Rs.  550,000 

Less: Preliminary Expenses 20,000 

         Excess of Advance Tax   5,000 Rs.    25,000 

Loans and Advances under 100% risk category  Rs. 525,000 

 

WN 4) 

a. RWA are to be calculated on the basis of book value of assets. The difference in book 

balance and balance confirmation certificate will have no impact.  

b. As per the provision of NRB Directives 08/71, if investment in unlisted companies does 

not meet the specified criteria, then investment adjustment fund to be created. It will have 

no impact on RWA calculation.  

c. Loans and advances written off will have no impact in RWA calculation.  

d. Revaluation of fixed assets will have no impact in RWA calculation. The revaluation 

reserve upto 2% of total supplementary capital could be incorporated under 

supplementary capital calculation.  

e. There is no mentioned in NRB Directives regarding excluding the figure of preliminary 

expenses from RWA. However, as the same is to be deducted while calculating the 

capital fund, the same is excluded above.  
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b)  

 As given Adjustment Tax base Temporary 

    Difference 

 Rs. In 

million 

Rs. In 

million 

Rs. In million Rs. In 

million 

Property, Plant, and 

equipement 

14,000  2,800 11,200 

Goodwill 6,000  NR - 

Intangible Assets 4,000 (800) - 3,200 

Financial Assets 12,000 1,000 14,000 (1,000) 

Total non-current Assets 36,000 200 16,800  

     

Trade receivable 14,000  15,000 (1,000) 

Other receivable 3,200  3,200 - 

Cash and cash equivalent 1,400  1,400 - 

Total current Assets 18,600  19,600  

     

Total Assets 54,600 200 36,400 12,400 

     

Interest bearing loans 16,000  17,000 1,000 

Trade and other payables 8,000  7,600 (400) 

Employee benefits 2,000 100 2,000 (100) 

Current tax liability 140  140 - 

Deferred tax liability 1,200  1,200 - 

Total liabilities 27,340 100 27,940 500 

     

Issued Capital 12,000    

Revaluation Reseve 3,000 (100)   

Retained Eaenings 12,260 1000 - (800)   

Total Equity 27,260 100 - 12,900 

 

Tax Rate         30% 

Deferred Tax liability        3,870 

Less: opening balance        (1,200)  

Deferred Tax expenses for the year (Additional provision required)  2,670 

 
 

3.  

a) The following is the profit and loss account of Nirmana Udhyog Ltd. for the year 

2071/72. 

                  

Particulars  Schedule Rs. 

Income: 

Sales                                       1,248,000 

Other  income                              11,000 

Expenditure: 

Factory and operational expenses  

Administrative expenses 

Financing expenses and charges 

Depreciation  

Profit before taxation (PBT) 

Less, provision for taxation 

Profit after taxation 

 

 

 

 

1 

2 

3 

 

 

 

1,259,000 

 

(864,000) 

(36,000) 

(124,800) 

(3,200) 

231,000 

(11,000) 

220,000 
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Add, opening credit balance of P&L account 

Profit available for appropriation 

Less, Transferred to fixed assets replacement 

reserve 

Less, Dividend paid 

12,000 

232,000 

 

(80,000) 

(32,000) 

Closing profit and loss account   120,000 
 

Schedules 

1. Factory and operational expenses 

Particulars  Rs. 

Consumption of raw materials  

Consumables  

Local taxation 

Salaries to administrative staffs 

Other manufacturing expenses 

642,000 

8,000 

1,600 

124,000 

88,400 

Total 864,000 
 

2. Administrative expenses 

Particulars  Rs. 

Directors remuneration 

Other administrative expenses 

1,000 

35,000 

Total 36,000 
 

3. Financing expenses and charges  

Particulars  Rs. 

Interest on short term overdraft loan from bank 

Interest on working capital loan from bank 

Interest from term loan from bank 

Excise duty 

 

21,800 

4,000 

10,200 

One tenth of the value 

added from 

manufacturing and 

trading activities 

 

Required: 8 

Prepare a value added statement and value addition application statement for the 

F/Y 2071/72 and also prepare the reconciliation statement between profit before 

taxation and gross value added. 
 

b) Nepal Board Ltd. is engaged in import, manufacture and supply of wooden sheets 

for furniture and wooden flooring. Three years ago, the company hired a director 

for business development having experience of international market. He brought 

new ideas in wooden furniture and flooring resulting significant increase in 

growth rate. Below is the summary of annual sales of the company: 
 

Year  Annual sales (Rs. in million) 

2012  500 

2013  600 

2014  750 

 In January 2015, the management of the company was expecting similar growth 

as in the previous years. The budgeted sales and profit for the year 2015 was Rs. 

950 million and Rs. 114 million respectively. Below are statements of profit and 

loss of the company: 
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 December 31, 2015 December 31, 2014 

(Rs. in million) 

Revenue 

Opening inventory 

Purchases/Manufactured 

Closing Inventory 

Cost of sales 

Gross Profit 

Operating Expenses 

Profit/(Loss) before tax 

Income Tax 

Profit/(Loss) after Tax 

  

75.00 

610.00 

(130.00) 

900.00 

 

 

 

(555.00) 

345.00 

(200.00) 

145.00 

(50.75) 

94.25 

  

100.00 

446.43 

(75.00) 

750.00 

 

 

 

(471.43) 

278.57 

(150.00) 

128.57 

(38.57) 

90.00 
 

 During the annual review meeting of the company, the directors raised following 

issues: 

i) Sales increased by Rs. 150 million while profit increased by Rs. 4.25 million 

only. 

ii) Closing inventory of last year was only 10% of sales while for the current year 

it is 14% . 

iii) Actual sales decreased by Rs. 50 million as compared to budgeted sales and 

net profit is decreased by Rs. 20 million which is 40% of differential sales, 

which is too high as compared to actual net profit percentage of 2014. 

 Required: (3+5=8) 

(a) Calculate the gross profit ratio, net profit ratio, inventory holding period and 

sales growth trend including for budget. 

(b) As a financial controller, prepare a report to directors replying the issues 

highlighted in annual review meeting. 

Answer 

a) Gross Value Added Statement of Nirmana Udhyog Ltd. for the F/Y 2071-72 
 

Particulars Amount in Rs. 

Sales 

Other Income (direct) 

Total 

Cost of Bought in Materials and Services (BIMS) 

Factory & Operational Expenses (8,64,000 – 1,24,000 – 1,600) 

Excise Duty (WN1) (Assume x) 

Administrative Expenses (36,000 – 1,000) 

Financing Expenses and Charges (1,24,800 – 10,200 – x)  

Cost of BIMS 

12,48,000 

                 - 

12,48,000 

 

7,38,400 

36,000 

35,000 

78,600 

8,88,000 

Value addition from trading and manufacturing activities 

Add, Other Income ( Indirect) 

3,60,000 

11,000 

Gross Value Addition 3,71,000 

 

Working Note 1 

Calculation of Excise Duty 

Excise Duty (x)= 1/10 [12,48,000-7,38,400-x-(1,24,800-10,200-x)-35,000] 

Therefore Excise Duty (x) = Rs. 36,000 
 

Value addition application statement 

Stakeholders Amount in Rs. Percentage (%) 
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Employees 

Directors 

Financial Institutions 

Government (11,000+1,600) 

Shareholders 

Company (80,000+3,200+1,20,000- 12,000) 

1,24,000 

1,000 

10,200 

12,600 

32,000 

1,91,200 

33.42 

0.27 

2.75 

3.40 

8.63 

51.53 

Total 3,71,000 100.00 

 

Reconciliation of Gross Value Added and Profit before Taxation 

          (Amount in Rs.) 

Gross Value Addition 3,71,000 

Less, Salary to Administrative staffs 

Less, Directors Remuneration 

Less, Local Taxation 

Less, Interest on Term Loan from NBL 

Less, Depreciation 

(1,24,000) 

(1,000) 

(1,600) 

(10,200) 

(3,200) 

Profit Before taxation 2,31,000 
 

b)   

(a) Ratio Analysis Statement 

 December 

2015 

December 

2014 

GP % ( GP/ Sales) 

Net Profit % ( NPAT/ Sales) 

Inventory in days (CI/CoS)×365 

38.33% 

10.47% 

86 

37.14% 

12% 

58 
 

Growth rate over previous year 

2013 ( 600-500)/500  20%    

2014 (750-600)/600  25%    

2015 (900-750)/750   20%    

2015 (as compared to budget)(900-950)/950       -5.26%    

 

(b)  

To:  Director 

From : Finance Controller 

Date:  ……. 2016 

With reference to subject mentioned above, I herewith submit the summarized report on 

queries raised by you.     

Sales and Profit 

 During the last three years our sales growth rate remained around 20% to 25% and on 

the other hand our cost increased significantly. 

 Our operating expenses increased by 33% (50/150 x 100) over last year and our gross 

profit ratio also decreased by 1% as compared to last year. 

 Further government has imposed additional tax of 5% 

 Due to above mentioned reason our net profit reduced to 10% as compared to 12% of 

last year.     

Inventory 

 During the year inventory increased by 55 million and holding period from 58 days to 

86 days, this is another reason of increase in holding cost of inventory. 
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 Another reason of holding excess inventory may be to achieve sales target of 950 

millions, but said target have not been achieved.    

Actual Vs Budget 
The budgeted sales and profit for the year were Rs. 950 million and Rs. 114 million showing 

expected profit of 12% same as last year, but due to above reasons i.e. increase in cost of 

sales, operating expenses, tax rate and low achievement ratio resulted decrease in profit as 

compared to budget. 

I hope the above report would clear the reason on decrease in profit.   

Regards 

Financial Controller 

 

4.  

a) "G", a public listed company, is considering raising Rs. 5 crore of finance required 

for a major and vital long term asset renewal scheme to be undertaken during the 

current year to 31
st 

Ashadh, 2072. The company is particularly concerned about 

how analysts are likely to react to its financial statements for the year to 31
st 

Ashadh, 2072. Present forecast suggests that the company's earnings per share and 

its financial gearing ratios may be worse than market expectations. Mr. Bachan, 

the finance director of the company, is in favour of raising the finance by issuing a 

convertible loan with the coupon (interest) rate of 6%. This rate is below the 

current market rate of 10% for this type of loan. In order to make the stock 

attractive to investors, the terms of conversion into equity would be very 

favourable to compensate for the low interest rate. 
 

Required:  (4+4=8) 
 

i) Explain why the finance director believes the above scheme may favourably 

improve G‘s earnings per share and gearing.  

ii) Describe how the requirements of NAS 33 Earnings Per Share and NAS 32 

Financial Instruments: Presentation are intended to prevent the above effects. 
 

b) In order to create a sense of loyalty among the employees, the management of 

Uttam Ltd. decided to grant cash share appreciation rights (SARs) to all of its 

employees on January 1, 2010. As per this scheme, 200 SARs were granted to 

each of 400 employees. In order to be eligible for the SARs, employees were 

required to be in employment till December 31, 2012. 

 For the year ended December 31, 2010, 25 employees left the company and it 

was estimated that another 50 employees will leave during next two years. 

 During 2011, 20 employees left and a further 15 employees were expected to 

leave the organization next year. 

 In 2012, 10 employees left the company. 
 

Following are fair values and intrinsic values of each SAR: 

Year Fair value for the year (Rs.) Intrinsic value at exercise date  (Rs.) 

2010 10.5 - 

2011 12.0 - 

2012 14.5 13.0 

2013 16.5 15.5 

2014 - 18.0 
 

Only 160 employees exercised SARs on December 31, 2012. On December 31, 

2013, 120 employees exercised SARs and remaining employees exercised their 

SARs on December 31, 2014.  
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Required: 8 

Compute the amount of expenses and liabilities to be recorded in the                     

(i) Statement of profit or loss, and (ii) Statement of financial position for the years 

ended to December 31, 2010 to 2014. 

Answer 

a) 

(i) One could speculate that the Finance Director‘s intentions are that G‘s earnings may 

be increased from the improvements to the company‘s long-term asset base, although 

it may be that such benefits take some time to feed through to earnings. The cost of 

financing the asset is at a commercially unrealistic rate of 6% instead of 10%. This 

would improve G‘s earnings. In relation to the balance sheet, the Finance Director may 

be intending to classify the convertible loan as equity. This may be based on the 

assumption that the conversion is almost certain to take place and thus ultimately the 

finance will be in the form of equity shares.  

(ii) The regulations for the calculation of the basic earnings per share (EPS) in NAS 33, 

Earning per share do not attempt to frustrate the intentions of the Finance Director. 

The earnings, in the absence of NAS 32 Financial instruments; presentation, would be 

based on interest payments of 6% and the issuing of the loan stock would not increase 

the number of shares. However a further requirement of NAS 33 is the disclosure of 

the diluted EPS figure. This calculation is based on the assumption that conversion has 

taken place. The earnings would be increased by adjusting for the interest on the loan 

(allowing for tax effects where appropriate) and the number of shares would be 

increased in line with the conversion terms. The diluted EPS is likely to be lower than 

the basic EPS, in fact it is only disclosed if it is lower. In one sense the diluted EPS 

acts as a warning to shareholders of what lies in the future. 

NAS 32 also has an impact on this situation. Firstly it seeks to look at the substance of 

the cost of the financing. In reality the 6% coupon rate is not the true cost of financing. 

This figure is artificially low because it is being compensated for by ‗generous‘ terms 

of conversion into ordinary shares. As such NAS 32 states that G must account for the 

difference between the coupon rate of interest and the true market rate. This is 

achieved by charging the difference to the income statement as interest costs and 

accruing it in the balance sheet. By applying this requirement the earning cannot be 

manipulated by the use of discounted bonds/loan stock. 
 

A further aspect of NAS 32 is that it requires financial instruments such as the one in 

question to be disclosed as debt on the balance sheet until such times as the conversion 

occurs. This requirement means that this convertible loan cannot be ‗hidden‘ in equity 

and will therefore cause G‘s gearing to increase.  

b) 

Year  Liability at 

year end 

(Rs.) 

Expenses for the year 

(Rs.) 

2010 (400-25-50) x 200 x 10.5 x 1/3 227,500  227,500 

2011 (400-25-20-15) x 200 x 12 x 2/3 

(544,000-227,500) SARs not exercised 

544,000   

316,500 

2012 (400-25-20-10-160) x 200 x 14.5 x 3/3 

(536,500-544,000) 

SARs exercised: (160 x 200 x 13) 

536,500  

(7,500) 

416,000 

 

 

408,500 

2013 SARs not yet exercised: 

(400 - 25 - 20 - 10 -160 - 120) x 200 x 

16.5 

(214,500 - 536,500) 

 

214,500 

 

 

(322,000) 
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SARs exercised: (120 x 200 x  15.5 ) 372,000 50,000 

2014 SARs not yet exercised: 

(Nil - 214,500) 

SARs Exercised: (65 x 200 x 18) 

  

(214,500) 

234,000 

 

 

19,500 

 Total   10,22,000 

 

5.  
a) ABC Construction Pvt. Ltd. enters into followings different contracts with XYZ 

Education Network Pvt. Ltd. related to construction of building of XYZ Education 

Network Pvt. Ltd.:  

Particulars (Rs.) 

Civil construction including land development 90,000,000 

Sanitary and electrification of the building 15,000,000 

Furnishing including false ceiling, carpeting, curtaining etc.  10,000,000 

Networking, CCTV camera etc.    2,000,000 

Supply of office furniture and fixtures 15,000,000 

Construction of seminar hall on top of building   5,000,000 

Separate Bill of Quantity (BOQ) has been prepared for each of the above six 

contracts and the cost of each contract is separately identifiable. Though separate 

proposals have been asked for each of the contract from different parties, all the 

contract, except construction of seminar hall were awarded to ABC Construction 

Pvt. Ltd. on 1
st 

Shrawan, 2071 under five different contract documents. The 

contracts were negotiated as a single package. The contract for construction of 

seminar hall was signed on 1
st
 Magh, 2071. Excepting supply of furniture and 

fixture, other contracts can be performed concurrently or in a continuous sequence 

based on the nature of job. With regards to supply of furniture, the same should be 

done after completion of construction of building and on confirmation by XYZ 

Education Network Pvt. Ltd.   

Required: 

Explain, which of the above contracts should be treated as single contract and 

which as a separate contract.   4 
 

b) The following data apply to X Ltd's defined benefit pension plan for the F/Y 

2071/72: 

Benefits paid     Rs. 100,000 

Employer‘s contribution    Rs. 140,000 

Fair market value 

As on 1
st
 Shrawan, 2071  Rs. 400,000 

As on Ashadh end 2072   Rs. 570,000. 

Required: 4 

Calculate the actual return on the plan assets and rate of return on the basis of 

average fair value of plan assets. 
 

c) National Ltd. is developing a new production process. During the financial year 

ended Ashadh, 2071, the company has incurred total expenditure of Rs. 60 lakhs 

on the process. On 15
th

 Falgun 2070, the process has met the norms to be 

recognized as 'intangible assets' and the expenditure incurred till that date is Rs. 

24 lakhs. During the financial year ending on Ashadh end 2072, the company has 
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further incurred Rs. 105 lakhs. The recoverable amount as on Ashadh end 2072 of 

the process is estimated to be Rs. 93 lakhs.  
 

Required: 4 

i) Calculate expenditure to be charged to profit and loss account for the financial 

year ending on Ashadh, 2071 and Ashadh, 2072. (Ignoring depreciation). 
 

ii) Calculate carrying amount of the 'intangible asset' as on Ashadh end 2071 and 

2072.  

d) The M group, merchant bankers, has a number of subsidiaries, associates and joint 

ventures in its group structure. During the financial year to 31
st
 Chaitra, 2072 the 

following events occurred: 

On 1
st
 Poush, 2072, M sold a wholly owned subsidiary, A, a limited company, to 

B, a public limited company. During the year M supplied A with second hand 

office equipment and A leased its factory from M. The transactions were all 

contracted for at market rates.  

Required: 

Explain whether the above events would require disclosure in the financial 

statements of the M group, a public limited company under NAS 24 Related Party 

Disclosures. 4 

Answer 

a) 

The provision of para 8 of NAS 13 on ‗Construction Contract‘ states that when a contract 

covers a number of assets, the construction of each asset shall be treated as a separate 

construction contract when: 

(a) Separate proposals have been submitted for each asset; 

(b) Each asset has been subject to separate negotiation and the contractor and customer have 

been able to accept or reject that part of the contract relating to each asset; and 

(c) The costs and revenues of each asset can be identified. 

 

Similarly, the provision of para 9 of NAS 13 states that a group of contracts, whether with a 

single customer or with several customers, shall be treated as a single construction contract 

when: 

(a) The group of contracts is negotiated as a single package; 

(b) The contracts are so closely interrelated that they are, in effect, part of a single project 

with an overall profit margin; and 

(c) The contracts are performed concurrently or in a continuous sequence. 

 

The provision of para 10 of NAS 13 further states that a contract may provide for the 

construction of an additional asset at the option of the customer or may be amended to include 

the construction of an additional asset. The construction of the additional asset shall be treated 

as a separate construction contract when: 

(a) The asset differs significantly in design, technology or function from the asset or assets 

covered by the original contract; or 

(b) The price of the asset is negotiated without regard to the original contract price. 
 

Though each of the contract of ABC Construction Pvt. Ltd. fulfills the major conditions 

mentioned in para 8 of NAS 13, the contracts other then supply of furniture should be 

treated as a single contract as the activities under the contract was negotiated as a single 

package, the five contracts are closely interrelated and are part of a single project and the 

contracts can be performed concurrently or in a continuous sequence. With regard 
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additional contract for construction of seminar hall on the top of the building, it does not 

meet the first condition set in para 10 of NAS for recognition as a separate contract as 

the same does not differs significantly in design, technology or function from the 

original contract and hence should be treated as a single contract. The contract related to 

supply of furniture though related to the project does not meet the second two conditions 

set out in para 9 and hence should be treated as a separate contract.    
 

b)  Calculation of the actual return on plan assets as on F/Y 2071-72 end, 

Closing Fair market Value of the plan Assets   =  5,70,000 

Less, Opening Fair Market Value of Plan assets   = (4,00,000) 

Less, Employer‘s contribution           (1,40,000) 

Add, Benefits paid to employees           1,00,000 

Actual return on plan assets      Rs. 1,30,000 

 

The rate of return on average value = Rs. 1,30,000*100/[(5,70,000+4,00,000)/2]= 

26.81% p.a. 
 

c) Statement showing amount to be charged to Profit and Loss Account and Carrying 

Amount of an intangible asset. 

 Rs. in lakhs 

S.N. Details For the year ended 

Ashadh end 2071 

For the year ended 

Ashadh end 2072 

(i) 

 

(ii) 

Expenditure to be charged to Profit 

and Loss Account. 

Carrying amount of an intangible 

assets 

 

 

24 

 

36 

(W.N.1) 

 

48 

(W.N.2) 

93 

   

 Working Notes: 

 1. Carrying amount as on Ashadh end 2071will be the expenditure incurred after 15
th

 

Falgun 2070 till Ashadh end 2071. 
  

 Rs. in Lakhs 

Total expenditure incurred 

Less: Expenditure incurred till 15
th

 Falgun 2070 to be expensed off 

Expenditure incurred from 15
th

 Falgun 2070 to Ashadh end 2071 

to be capitalized 

60 

(24) 

 

36 

    

 2. Total cost of an intangible asset till Ashadh end 2072 

  Rs. in Lakhs 

Capitalized cost as on Ashadh end 2071 

Add: Further capitalized cost till Ashadh end 2072 

Total book cost of an intangible asset till Ashadh end 2072 

36 

105 

141 

  

3. Impairment loss 

  Rs. in Lakhs 

Book cost as on Ashadh end 2072 (W.N.2) 

Less: Recoverable amount as estimated  on Ashadh end 2072 

Difference to be charged to P/L account as impairment loss.  

141 

(93) 

48 

  

 Therefore, carrying amount as on Ashadh end 2072 = Rs. 141-Rs. 48 = Rs. 93 lakhs. 

d) NAS 24 does not require inter group transactions and balances eliminated on 

consolidation to be disclosed. NAS 24 does deal with the situation where an undertaking 

becomes, or cease to be, a subsidiary during the year.  

 Best practice indicates that related party transactions should be disclosed for the period 

when A was not part of the group. Transactions between M and A should be disclosed 
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between 1 Poush 2072 to 30th Chaitra 2072 but transactions prior to 1st Poush will have 

been eliminated on consolidation.  

 There is no related party relationship between M and B since it is a normal business 

transactions unless either parties interests have been influenced or controlled in some way 

by the other party.  
 
 

6. Write short notes/ answer to the following:  (4×4=16) 

a) Investment property and de-recognition of investment property. 

b) Effect of uncertainties on revenue recognition.  

c) Sustainability reporting.   

d) Differentiate between forward contract and futures contract 

Answer 

a) 

Investment Property & De-recognition of Investment Property:- 

Nepal Accounting Standard-19, ‗Investment Property‘ states that Investment Property is 

property being land or building or both or part of building held by the owner or by the lessee 

under the financial lease to earn rentals or for capital appreciation or both, rather than for; 

- Use in the production or supply of goods or services or for administrative purposes or 

- Sale in ordinary course of business. 

As per the relevant provisions of the said NAS, Investment property shall be de-recognized 

on disposal or when the investment property is permanently withdrawn from use and no 

future economic benefits are expected from its disposal. Gains or losses arising from the 

retirement or disposal of investment property shall be determined as the difference between 

the net disposal proceeds and carrying amount of the asset and shall be recognized in profit 

or loss in the period of disposal or retirement.  
 

B) Effect of Uncertainties on Revenue Recognition 

NAS 18 on "Revenue" deals with the effect of uncertainties on Revenue Recognition. The 

para states:1. Recognition of revenue requires that revenue is measurable and at the time 

of sale or the rendering of the service it would not be unreasonable to expect ultimate 

collection. 

2. Where the ability to assess the ultimate collection with reasonable certainty is lacking 

at the time of raising any claim, e.g., for escalation of price, export incentives, interest etc. 

revenue recognition is postponed to the extent of uncertainty involved. In such cases, it 

may be appropriate to recognise, revenue only when it is reasonably certain that the 

ultimate collection will be made. When there is uncertainty as to ultimate collection, 

revenue is recognised at the, time of sale or rendering of service even , though payments 

are made by installments. 

3. When the uncertainty relating to collectability arises subsequent to the time of sale or 

rendering of the service, it is more appropriate to make a separate provision to reflect the 

uncertainty rather than to adjust the amount of revenue originally recorded.  

4. An essential criterion for the recognition of revenue is that the consideration receivable 

for the sale of goods, the rendering of services or from the use by others of enterprise 

resources is reasonably determinable. When such consideration is not determinable within 

reasonable limits; the recognition of revenue is postponed. 
 

5. When recognition of revenue is postponed due to the effect of uncertainties, it is 

considered as revenue of the period in which it is properly recognized. 

C) Sustainability reporting 

i) Sustainability is the process of conducting business in such a way that it 

enables an entity to meet its present needs without compromising the ability 

of future generations to meet their needs. 
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ii) In a corporate context, sustainability means that a business entity must 

attempt to reduce its environmental impact through more efficient use of 

natural resources and improving environmental practices. 

iii) Reporting sustainability is sometimes called reporting the 'triple bottom line' 

covering environmental, social and economic reporting. 

d)  Difference between Forward and Futures contract 

Difference between Forward and Futures contract 

 

Point Forward Contract Futures Contract 

Meaning Agreement between two parties to 

buy or sell an asset at a certain 

time in future for an agreed price 

(called Delivery Price).  

Agreement between two parties to buy 

or sell an underlying asset (generally 

Equity Index) at a certain time in 

future for an agreed price. 

Trading 

Place 

There is no specific place for 

trading. It can be traded like any 

other commodity. 

Normally traded on an Exchange. 

Settlement At maturity, the contract is settled 

by delivery of the asset by the 

seller to the buyer in return for 

payment of the Delivery Price. 

EIF contract is settled by payment of 

difference between the price per unit 

as agreed in the contract and the value 

of the index on the maturity date. 

There is no “delivery” as such. 

Regulation Stock Exchange may not prescribe 

detailed regulations/ features for 

Forward Contracts. 

Stock Exchange may prescribe certain 

standardized features for a Futures 

contract, including guarantee 

mechanism in order to minimize the 

risk of default by parties. 
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Advanced Financial Management 

Suggested Answer 
 

Roll No…………….   Maximum Marks – 100 
 
 

Total No. of Questions - 6   Total No. of Printed Pages – 6 
 
 

Time Allowed - 3 Hours   

    Marks 

Question No. 1 is compulsory and choose ANY FOUR out of the remaining questions. 

Working notes should form part of the answers. Make assumptions wherever necessary. 

1.  

a) Excel Ltd. manufactures a special chemical for sale at Rs. 30 per kg. The Variable 

Cost of manufacture is Rs. 15 per kg. Fixed Cost excluding depreciation is Rs. 

250,000. Excel Ltd is currently operating at 50% capacity. 
 

It can produce a maximum of 100,000 kg chemicals at full capacity. 

The production manager suggests that if the existing machines are fully replaced, 

the Company can achieve maximum capacity in the next five years, gradually 

increasing the production by 10% per year. 
 

The Finance Manager estimates that for each increase in capacity, the additional 

increase in Fixed Cost will be Rs. 50,000. The existing machines with a Current 

Book Value of Rs. 1,000,000 can be disposed for Rs. 500,000. The Vice-President 

(Finance) contemplates that the existing machines cannot be used any more for 

production, and is willing to replace the existing machines, provided the NPV on 

replacement is about Rs. 453,000 at 15% Cost of Capital after Tax. 
 

You are required to compute the Total Machines necessary for replacement. 

For your exercise, you may assume the following: 

 The Company follows the Block Assets Concept, and all the assets are in the 

same block. Depreciation will be on straight-line basis and the same basis is 

allowed for tax purposes. 

 There will be no Salvage Value for the machine newly purchased. The entire 

cost of the assets will be depreciated over five year period. 

 Tax Rate is at 40%. 

 Cash Flow will arise at the end of the year. 

 Replacement Outflow will be at the beginning of the next year. 
 

PV Factors for different years- 

Year 0 1 2 3 4 5 

Discounted Factor at 15% 1.00 0.87 0.76 0.66 0.57 0.50 

 

On the basis of the data given above, the Managing Director feels that the 

replacement, if carried out, would at least yield post-tax return of 15% in the three 

years, provided the capacity build up is 60%, 80% and 100% respectively. Do you 

agree? 15  

 

b) Write a brief note on project appraisal under inflationary conditions. 5 
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Answer: 

a)  

Computation of Annual Depreciation (Rs. 000’s) 

In the given case, it is stated that the Company follows Block of Assets and all the Assets 

are in the same block. Therefore, it would be inappropriate to compute the gain or loss on 

individual asset and the resultant tax outgo or savings. Since, whole of the block is not 

transferred; there will not be any tax impact due to the sale of old/existing machine. 
 

Since all the assets are in the same block, Tax Savings on account of depreciation will be 

restricted to Depreciation on Net Increase in the Block, i.e. Value of New Machine Less 

Proceeds on Sale of Existing Machine. 
 

 

Particulars Value 

(Rs. 000’s) 

Value at which new Plant and Machinery is to be acquired 

Less: Value at which existing Plant and Machinery is transferred 

X 

(500) 

Incremental Depreciable Block at the end of the Year X – 500 

Useful Life(assumed to be equal to 5 Years, i.e. period under 

consideration) 

5 Years 

Annual Depreciation 0.2X – 100 

Tax Savings on Annual Depreciation @ 40% 0.08X - 40 

 

Note: Under the ―Block of Assets‖ concept, Gains or Losses are measured for 

the Block as a whole, and not for the independent assets. This means –  

 There can be a Gain, only if an asset of the Block or the Entire Block has 

been transferred at a value higher than the Book Value of the Block 

 There can be loss, only if the entire block is transferred or sold at a value 

lower than the Current Book Value. 

 

Computation of Cash Flows (Rs. 000’s) 

Particulars Year 1 Year 2 Year 3 Year 4 Year 5 

Capacity Utilization 60% 70% 80% 90% 100% 

Production(Kgs) 60,000 70,000 80,000 90,000 1,00,000 

Contribution (Production x Rs.15) 

Less: Fixed Costs 

900 

250+50 

=300 

1,050 

300+50 

=350 

1,200 

350+50 

=400 

1,350 

400+50 

=450 

1,500 

450+50 

=500 

Profit Before Depreciation and Tax 

Less: Tax at 40% 

600 

(240) 

700 

(280) 

800 

(320) 

900 

(360) 

1000 

(400) 

Profit After Tax (Cash Inflow) 

Add: Tax Benefit on Depreciation 

(WN1) 

360 

0.08X – 

40 

 

420 

0.08X – 

40 

 

480 

0.08X – 

40 

 

540 

0.08X – 

40 

 

600 

0.08X – 40 

 

Cash inflow after tax 320 + 

0.08X 

380 + 

0.08X 

440 + 

0.08X 

500 + 

0.08X 

560 + 

0.08X 

Or 0.08X + 320 380 440 500 560 
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Computation of Initial Investment 

Particulars Value 

Value at which New Plant and Machinery is to be acquired 

Less: Proceeds on Sale of Old Plant and Machinery 

X 

(500) 

Net Investment (Cash Outflow at Year 0) X – 500 

 

Computation of NPV (Determination of Value of New Plant) 

Particulars Cash 

Flow 

Year Disc. 

Factor 

Disc. Cash 

Flow 

Annual Cash Inflow After Tax 

 

 

 

 

Common factor for Y1 to Y5 

320 

380 

440 

500 

560 

0.08X 

1 

2 

3 

4 

5 

1 – 5 

0.87 

0.76 

0.66 

0.57 

0.50 

3.36 

278.4 

288.8 

290.4 

285.0 

280.0 

0.269X 

Present Value of Inflows 

Less: Net Investment in Plant and 

Machinery 

 

 

X – 500 

 

 

0 

 

 

1.00 

1422.6 + 

0.269X 

X – 500 

Net Present Value (required)    453 

 

From the Table, Present Vale of Inflows Less Net Investment = 453 (required) 

(1,422.6 + 0.269X) – (X – 500) = 453 

1,922.6 – 0.731X = 453 

0.731X = 1,922.6 – 453           X = 1,469.6/0.731 = Rs. 2,010 Thouands or Rs. 20 Lacs 

rounde-off. 

So, Value of New Plant and Machinery should not be more than Rs. 20 lacs. 

 

Evaluation of Managing Director’s View 
(a) Computation of Cash Flow From Operations (If Useful Life is also considered 5 Years) 

Years 1 2 3 

Capacity Utilization 60% 80% 100% 

Production (kgs) 60,000 80,000 1,00,000 

Contribution (Production x Rs.15) 
Less: Fixed Costs 
Less: Depreciation (Note) 

900 
(300) 
(300) 

1,200 
(400) 
(300) 

1,500 
(500) 
(300) 

Profit Before Tax 
Less: Tax at 40% 

300 
(120) 

500 
(200) 

700 
(280) 

Profit After Tax (Cash Inflow) 
Add: Depreciation 

180 
300 

300 
300 

420 
300 

Total Cash Inflow 480 600 720 

 

Note: Annual Depreciation = 
     

 
 = 

         

 
 = 300 

 
(b) Computation of Cash Flow From Operations (If Useful Life is also considered at 3 years) 

Years 1 2 3 

Capacity Utilization 60% 80% 100% 

Production (kgs) 60,000kg 80,000kg 1,00,000kg 

Contribution (Production x Rs.15) 
Less: Fixed Costs 
Less: Depreciation (Note) 

900 
(300) 
(500) 

1,200 
(400) 
(500) 

1,500 
(500) 
(500) 
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Profit Before Tax 
Less: Tax at 40% 

100 
(40) 

300 
(120) 

500 
(200) 

Profit After Tax (Cash Inflow) 
Add: Depreciation 

60 
500 

180 
500 

300 
500 

Total Cash Inflow 560 680 800 

 

Note: Annual Depreciation = 
     

 
 = 

         

 
 = 500 

 

(c) Computation of Net Present Value 

Particulars Year Disc. 

Factor 

If Life = 5 

Years 

If Life = 3 Years 

Cash 

Flow 

Disc. 

Cash 

Flow 

Cash 

Flow 

Disc. 

Cash 

Flow 

Annual Cash Inflow After 

Tax 

1 

2 

3 

0.87 

0.76 

0.66 

 

480 

600 

720 

417.6 

456.0 

475.2 

560 

680 

800 

487.2 

516.8 

528.0 

Present Value of Inflows 

Less: Net Investment in 

Plant and Machinery 

(Cost 2000 – Salvage of 

old machine 500) 

 

 

0 

 

 

1.00 

 1,348.8 

 

(1500.0) 

 

 

1500 

1,532.00 

 

(1500.0) 

Net Present Value    (151.2)  32.00 

 

Conclusion: Managing Directors contention is correct, if the incremental depreciation can be 

written-off during the next three years. However, if the depreciation can be claimed only over 

a period of five years, then Managing Director‘s contention is not correct. 
 

b) Project Appraisal under Inflationary Conditions: Project Appraisal normally involves 

feasibility evaluation from technical, commercial, economic and financial aspects.  It is 

generally an exercise in measurement and analysis of cash flows expected to occur over the   

life of the project. The project cash outflows usually occur initially and inflows come in the 

future. 
 

During inflationary conditions, the project cost increases on all heads viz. labor, raw 

material,  fixed assets such as equipment‘s, plant and machinery, building material, 

remuneration of technicians and managerial personnel etc. Beside this, inflationary 

conditions erode purchasing power of consumers and affect the demand pattern. Thus, not 

only cost of production but also the projected statement of profitability and cash flows are 

affected by the change in demand pattern. Even financial institutions and banks may revise 

their lending rates resulting in escalation in financing cost during inflationary conditions. 

Under such circumstances, project appraisal has to be done generally keeping in view the 

following guidelines which are usually followed by government agencies, banks and 

financial institutions. 

(i) It is always advisable to make provisions for cost escalation on all heads of cost, keeping 

inview the rate of inflation during likely period of delay in project implementation. 

(ii) The various sources of finance should be carefully scrutinized with reference to probable 
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revision in the rate of interest by the lenders and the revision which could be effected in 

the interest bearing securities to be issued. All these factors will push up the cost of 

funds for the organization. 

(iii) Adjustments should be made in profitability and cash flow projections to take care of the 

inflationary pressures affecting future projections. 

(iv) It is also advisable to examine the financial viability of the project at the revised rates 

and assess the same with reference to economic justification of the project. The 

appropriate measure for this aspect is the economic rate of return for the project which 

will equate   the present value of capital expenditures to net cash flows over the life of 

the projects. The rate of return should be acceptable which also accommodates the rate 

of inflation per annum. 

(v) In an inflationary situation, projects having early payback periods should be preferred 

because projects with long payback period are more risky. 

Under conditions of inflation, the project cost estimates that are relevant for a future date 

will suffer escalation. Inflationary conditions will tend to initiate the measurement of future 

cash flows. Either of the following two approaches may be used while appraising projects 

under such conditions: 

(i) Adjust each year's cash flows to  an  inflation index, recognizing selling price increases 

and cost increases annually; or 

(ii) Adjust the 'Acceptance Rate' (cut-off) suitably retaining cash flow projections at current 

price levels. 
  

2.  

a) Sun Moon Mutual Fund (Approved Mutual Fund) sponsored open-ended equity 

oriented scheme ―Chanakya Opportunity Fund‖. There were three plans viz. ‗A‘ 

– Dividend Re- investment Plan, ‗B‘ – Bonus Plan & ‗C‘ – Growth Plan. 

At the time of Initial Public Offer on 1.4.1999, Mr. Anand, Mr. Bacchan & Mrs. 

Charu, three investors invested Rs. 100,000 each & chosen ‗B‘, ‗C‘ & ‗A‘ Plan 

respectively. 

The History of the Fund is as follows: 
 

Date Dividend % Bonus Ratio Net Asset Value per 

Unit 

(F.V. Rs. 10) 

Plan A Plan B Plan C 

28.07.2003 20  30.70 31.40 33.42 

31.03.2004 70 5 : 4 58.42 31.05 70.05 

31.10.2007 40  42.18 25.02 56.15 

15.03.2008 25  46.45 29.10 64.28 

31.03.2008  1 : 3 42.18 20.05 60.12 

24.03.2009 40 1 : 4 48.10 19.95 72.40 

31.07.2009   53.75 22.98 82.07 

On 31st July 2009, all three investors redeemed all the balance units. 

Calculate annual rate of return to each of the investors. 

Consider: 

i) Long-term Capital Gain is exempt from Income tax. 

ii) Short-term Capital Gain is subject to 10% Income tax. 
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(24) 

iii) Security Transaction Tax 0.2 per cent only on sale/redemption of units. 9 
 

b) M/s Herbo Ltd. is contemplating calling Rs. 3 crores of 30 years, Rs. 1,000 bond 

issued 5 years ago with a coupon interest rate of 14 per cent. The bonds have a 

call price of Rs. 1,140 and had initially collected proceeds of Rs. 2.91 crores due 

to a discount of Rs. 30 per bond. The initial floating cost was Rs. 360,000. The 

Company intends to sell Rs. 3 crores of 12 per cent coupon rate, 25 years bonds 

to raise funds for retiring the old bonds. It proposes to sell the new bonds at their 

par value of Rs. 1,000. The estimated floatation cost is Rs. 400,000. The 

company is paying 40% tax and its after cost of debt is 8 per cent. As the new 

bonds must first be sold and their proceeds, then used to retire old bonds, the 

company expects a two months period of overlapping interest during which 

interest must be paid on both the old and new bonds. What is the feasibility of 

refunding bonds? 7 
 

c) Ram Invested in a Mutual Fund when the Net Asset Value was Rs 12.65. Sixty 

days later the Asset value per unit of the fund was Rs. 12.25. In the mean time, 

Ram had received a cash dividend of Rs 0.50 and a capital gain distribution of Rs 

0.30. Compute his monthly return. 4 

Answer: 

a)  

Mrs. Charu Plan A Dividend Reinvestment 

(Amount in Rs.) 

Date Investment Dividend 
payout 

(%) 

Dividend Re-invested 
(Closing UnitsX Face 
value of Rs.  10 X    
Dividend Payout % ) 

 

NAV Units Closing 
Unit Balance 

∑ Units 

01.04.1999 1,00,000   10.00 10,000.00 10,000.00 

28.07.2003  20           20,000.00 30.70 651.47 10,651.47 

31.03.2004  70 74,560.29 58.42 1,276.28 11,927.75 

30.10.2007 40 47,711.00 42.18 1,131.13 13,058.88 

15.03.2008 25 32,647.20 46.45 702.85 13,761.73 

24.03.2009 40 55,046.92 48.10 1,144.43 14,906.16 

 

Redemption value 14,906.16 x 53.75 8,01,206.10 

Less: Security Transaction Tax (STT) is 0.2% 1,602.41 

Net amount received 7,99,603.69 

Less: Short term capital gain tax @ 10% on  

1,144.43 (53.64* – 48.10≈) = 6,340  634 

Net of tax 7,98,969.69 

Less: Investment 1,00,000.00 

 6,98,969.69 

 

*(53.75 – STT @ 0.2%) ≈ This value can also be taken as zero 

Annual average return (%)  = 
6,98,969.69 
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1,00,000 X  12 

124 

x 100 
=

67.64 
% 
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Mr. Anand Plan B – Bonus 

 
Particulars (Amount in Rs.) 

Date Units Bonus units Total Balance NAV per unit 

01.04.1999 10,000  10,000 10 

31.03.2004  12,500 22,500 31.05 

31.03.2008  7,500 30,000 20.05 

24.03.2009  7,500 37,500 19.95 

Redemption value 37,500 x 22.98 8,61,750.00 

Less: Security Transaction Tax (STT) is 0.2% 1,723.50 

Net amount received 8,60,026.50 

Less: Short term capital gain tax @ 10%  

7,500 x (22.93† – 19.95) = 22,350    2,235.00 

Net of tax 8,57,791.50 

Less: Investment 1,00,000.00 

Net gain 7,57,791.50 

 

†(22.98 – STT @ 0.2%) 

Annual Average Return(%) = 
          

        
 x 

  

   
 x 100 = 73.33% 

 

 

Mr. Bacchan Plan C – Growth  

Particulars (Amount in Rs.) 

Redemption Value 10,000 x 82.07 8,20,700.00 

Less: Security Transaction Tax (S.T.T.) is .2% 1641.40 

Net Amount Received 8,19,058.60 

Less: Short term capital gain tax @ 10% 0.00 

Net of Tax 8,19,058.60 

Less: Investment 1,00,000.00 

Net Gain 7,19,058.60 

 

Annual average return (%)     

 

           

        
x
  

   
 x 100 = 69.59 

 

b) NPV for bond refunding 

 

Particulars Amount (Rs.) 

PV of annual cash flow savings (W.N. 2)  

(3,49,600 x PVIFA 8%,25) i.e. 10.675 37,31,980 

Less: Initial investment (W.N. 1) 29,20,000 

NPV   8,11,980 

 

AUDIT
NCA.C

OM

www.auditnca.com

www.auditnca.com


 (2) 

 LSX P.T.O. 

Recommendation: Refunding of bonds is recommended as NPV is positive. 

Working Notes: 

(1) Initial investment: 

(a) Call premium 

Before tax (1,140 – 1,000) x 30,000 42,00,000 

Less tax @ 40% 16,80,000 

After tax cost of call prem. 25,20,000 

(b) Floatation cost                             4,00,000 

(c) Overlapping interest   

 Before tax (.14 x 2/12 x 3 crores) 7,00,000  

 Less tax @ 40% 2,80,000         4,20,000 

(d) Tax saving on unamortised discount on   

old bond 25/30 x 9,00,000 x.4         (3,00,000) 

(e) Tax savings from unamortised floatation  

 Cost of old bond 25/30 x 3,60,000 x .4 (1,20,000) 

  29,20,000 

(2) Annual cash flow savings: 

(a) Old bond 

 

(i) Interest cost (.14 x 3 crores)  42,00,000  

Less tax @ 40%  16,80,000 25,20,000 

(ii) Tax savings from amortisation of 
discount 

   

9,00,000/30 x  .4   (12,000) 

(iii)  Tax savings from amortisation of   

floatation cost 3,60,000/30 x  .4      (4,800) 

Annual after cost payment of Debt (A)   25,03,200 

 

(b) New bond 

 

(i) Interest cost before tax (.12 x  3 crores)  

Less tax @ 40% 

After tax interest 

(ii) Tax savings from amortisation of floatation 

cost (.4 x  4,00,000/25) 

Annual after tax payment of Debt (B)  

Saving in after tax Payment (A-B) 

36,00,000  

(14,40,000)  

 21,60,000 
    (6,400) 

 

 21,53,600 

  3,49,600 

 

As there is saving in interest cost, issuance of new bond to refund old bond is 

fessible. 

  

c) Dividend = 0.50 
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Capital gain distribution = 0.30 

Capital appreciation = 12.25 - 12.65 = (0.40) 

Returns = (Dividend + Capital gain+ Capital appreciation)/ Opening NAV 

  =  (0.50 + 0.30 - 0.40) / 12.65 

  =  0.40/12.65  =  3.16 % 

 Annualized Return =  Return x 365 /Period 

   3.16% x 365 /60 = 19.22 % 

 Monthly Return =  19.22%/12  =  1.60 % per month 
 

3.  

a) Mr. X is contemplating buying and selling the shares of companies A, B and C. 

He already holds some shares in each of these companies. He has the following 

data in his hand to aid him in his decision: 

 Market return is 16% 

 Rs. 500 Treasury Bonds, whose returns are considered risk free, earns its 

owners a return of Rs. 35. 

 Company A has a Beta Factor of 0.95 and investment therein yields a return 

of 13.5 %. 

 Company B, which is traded at Rs. 1200 per shares, earns its investors a sum 

of Rs. 246. It has a beta factor of 1.5. 

 Company C, price of which is Rs. 450 has a beta factor of 0.6. Historical data 

shows that annual share price increase of the company is around 8%. Last 

dividend declared was Rs. 12 per share. Dividend payout is expected to 

double in the next year. 

Mr. X seeks your guidance on the course of action. 10  
 

b) Mega Inc.'s, international transfer of funds amounts to US$ 2 million monthly. 

Presently the average transfer time is 10 days. It has been proposed that the 

transfer of funds be turned over to one of the larger international banks, which 

can reduce the transfer time to an average of two days. A charge of 0.5% of the 

volume of transfer has been proposed for this service. In view of the fact that the 

firm's opportunity cost of funds is 12 %, should this offer be accepted? 6 
 

c) Write a short note on Money market mutual fund. 4 

Answer: 

a) Market Return = 16% 

Risk free return  = 35/500x100  =  7% 

1. Evaluation of Company A 

 Estimated Return (Rm)      13.5% 

 Expected Return under CAPM       15.55% 

 {7%+0.95 (16%-7%) } 
 

As the expected return is higher than estimated return , stock of A gives lesser value than what 

it should give, that means the shares of A are overpriced. So the recommendation shall be to sell 

the overpriced shares. 

 

2. Evaluation of Company B 

 Estimated Return (given)     Rs. 246 

 Market Price (given)      Rs. 1200 

 Estimated Return (in %)  246/1200    20.50% 

 Expected return under CAPM     20.50% 
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 {7% + 1.5(16%-7%)} 

As the estimated return is equal to the expected return under CAPM, stock is giving exactly 

what it should give, that means the shares of B are correctly priced. So the recommendation 

shall be to hold the correctly priced share. 

 

3. Evaluation of Company C 

 Capital appreciation expected (market price Rs. 450 x 8%)   Rs. 36 

 Estimated dividend payout (previous year's dividend Rs. 12 x 2 times) Rs. 24 

 Total estimated return for the year      Rs. 60 

 Estimated return in %   ( 60/450)      13.33% 

 Expected return under CAPM       12.40% 

 {7% + 0.60 (16% - 7%)} 

Here, Estimated return is higher than the expected return under CAPM, stock gives more than 

what it should give, that means the shares of C are under priced. So the recommendation shall 

be to buy the shares. 

 

b) Effective yield on Saving 

Period saved = 10-2 = 8 days 

Cost of fund = 12 %  (given) 

Yield for the saved period =  12% x 8/365  =  0.263 % 

Evaluation: 

(a) The cost of international transfer of 0.5% is more than the amount of interest saved at 

0.263% i.e. more by around 0.237%. Therefore, prima facie the company should not opt for 

the proposal of  transferring through International Bank. 

(b) However, saving in time also reduces the exposure of funds to various foreign exchange 

risks. The company has to consider the effect of such exposure and decide on the proposal 

of the International Bank. If expected cost of such exposure is more than 0.237%, then the 

company should go for transfer through International Banks. 

 

c) An important part of financial market is Money market. It is a market for short-term money. 

It plays a crucial role in maintaining the equilibrium between the short-term demand and 

supply of money. Such schemes invest in safe highly liquid instruments included in 

commercial papers certificates of deposits and government securities. 

Accordingly, the Money Market Mutual Fund (MMMF) schemes generally provide high 

returns and highest safety to the ordinary investors. MMMF schemes are active players of 

the money market. They channallize the idle short funds, particularly of corporate world, 

to those who require such funds. This process helps those who have idle funds to earn 

some income without taking any risk and with surety that whenever they will need their 

funds, they will get (generally in maximum three hours of time) the same. Short-

term/emergency requirements of various firms are met by such Mutual Funds. 

Participation of such Mutual Funds provide a boost to money market and help in 

controlling the volatility. 

4.  

a) M/s Omega Electronics Ltd. exports air conditioners to Germany by importing 

all the components from Singapore. The company is exporting 2,400 units at a 

price of Euro 500 per unit. The cost of imported components is S$ 800 per unit. 

The fixed cost and other variables cost per unit are Rs. 1,000 and Rs. 1,500 

respectively. The cash flows in foreign currencies are due in six months. The 

current exchange rates are as follows: 
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Rs./Euro 51.50/55 

Rs./S$ 

After six months the exchange rates turn out as 

follows: 

27.20/25 

Rs./Euro 52.00/05 

Rs./S$ 27.70/75 

1. You are required to calculate loss/gain due to transaction exposure. 

2. Based on the following additional information calculate the loss/gain due to 

transaction and operating exposure if the contracted price of air conditioners 

is Rs. 25,000 :  (3+5=8) 

i) the current exchange rate changes to 

 Rs/Euro 51.75/80 

 Rs/S$ 27.10/15 

ii) Price elasticity of demand is estimated to be 1.5 

iii) Payments and receipts are to be settled at the end of six months.   
 

b) You plan to visit Geneva, Switzerland in about 3 months to attend an 

international financial conference. You expect to incur the total cost of SF 5,000 

for lodging, fooding and transportation during your stay. As of today, the spot 

exchange rate is $0.60 / SF and the three-month forward rate is $0.63 / SF. You 

can buy the three-month call option on SF with the exercise rate of $0.64/SF for 

the premium of $0.05 per SF. Assume that your expected future spot exchange 

rate is the same as the forward rate. The three - month interest rate is 6% p.a. in 

the US and 4% p.a. in Switzerland. (2+1+2+2=7) 

i) Calculate your expected dollar cost of buying SF5,000 if you choose to 

hedge via call option on SF. 

ii) Calculate the future dollar cost of meeting this SF obligation if you decide to 

hedge using a forward contract. 

iii) At what future spot exchange rate will you be indifferent between the 

forward and option market hedges? 

iv) Illustrate the future dollar costs of meeting the SF payable against the future 

spot exchange rate under both the options and forward market hedges. 
 

c) LMN & Co. plans to issue Commercial Paper (CP) of Rs. 100,000 at a price of 

Rs. 98,000. 

Maturity Period: 4 Months  

Expenses for issue of CP 

are : 

 

(i) Brokerage 0.10% 

(ii) Rating Charges 0.60%  

(iii)  Stamp Duty 0.15%  

Find the effective interest rate per annum and the cost of Fund.     5 

Answer: 
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a)  

1. Profit at current exchange rates 

2400 [€ 500 × S$ 51.50 – (S$ 800 × Rs. 27.25 + Rs. 1,000 + Rs. 1,500)] 

2400 [Rs. 25,750 –Rs. 24,300] = Rs. 34,80,000 

Profit after change in exchange rates 

2400[€500× Rs. 52 – (S$ 800 × Rs. 27.75 + Rs. 1000 + Rs. 1500)] 

2400[Rs. 26,000 –Rs. 24,700] = Rs. 31,20,000 

LOSS DUE TO TRANSACTION EXPOSURE 

Rs. 34,80,000 – Rs. 31,20,000 = Rs. 3,60,000 

 

2. Profit based on new exchange rates 

2400[Rs. 25,000 - (800 × Rs. 27.15 + Rs. 1,000 + Rs. 1,500)] 

2400[Rs. 25,000 –Rs. 24,220] = Rs. 18,72,000 

Profit after change in exchange rates at the end of six months 

2400 [Rs. 25,000 - (800 × Rs. 27.75 + Rs. 1,000 + Rs. 1,500)] 

2400 [Rs. 25,000 –Rs.24,700] = Rs. 7,20,000 

Decline in profit due to transaction exposure 

Rs. 18,72,000 –Rs. 7,20,000 = Rs. 11,52,000 

Current price of each unit in € = 
         

       
 = € 485.44 

Price after change in Exch. Rate = 
         

        
 = € 483.09 

Change in Price due to change in Exch. Rate 

€ 485.44 - € 483.09 = € 2.35 

or (-) 0.48% 

Price elasticity of demand = 1.5 

Increase in demand due to fall in price 0.48 × 1.5 = 0.72% 

Size of increased order = 2400 ×1.0072 = 2417 units 

Profit = 2417 [Rs. 25,000 – (800 × Rs. 27.75 + Rs. 1,000 + Rs. 1,500)] 

  = 2417 [Rs. 25,000 –Rs. 24,700] = Rs. 7,25,100 

Therefore, decrease in profit due to operating exposure Rs. 18,72,000 –    Rs. 7,25,100 

= Rs. 11,46,900 

 

 

 

b)  

(i) Total option premium = (.05)(5000) = $250.  

In three months, $250 is worth $253.75 = $250(1.015).  

 

At the expected future spot rate of $0.63/SF, which is less than the exercise price, 

you don‘t expect to exercise options. Rather, you expect to buy Swiss franc at 

$0.63/SF. Since you are going to buy 

SF5,000, you expect to spend $3,150 (=.63x5,000). Thus, the total expected cost 

of buying SF5,000 will be the sum of $3,150 and $253.75, i.e., $3,403.75. 

 

(ii) $3,150 = (.63)(5,000). 
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(iii) $3,150 = 5,000x + 253.75, where x represents the break-even future spot 

rate. Solving for x, we obtain x = $0.57925/SF. Note that at the break-even 

future spot rate, options will not be exercised. 

 

(iv)  If the Swiss franc appreciates beyond $0.64/SF, which is the exercise 

price of call option, you will exercise the option and buy SF5,000 for 

$3,200. The total cost of buying SF5,000 will be $3,453.75 = $3,200 + 

$253.75. 

This is the maximum you will pay. 

 

c) Effective Interest rate = [
   

 
] x 

  

 
 x 100 

    

   = 
               

      
 x 

  

 
 x 100 

   = 0.02041 x 3 x 100 

   = 6.12%  

 

Effective Interest Rate = 6.12% p.a  

Cost of Funds to the Company 

Effective Interest 6.12% 

Brokerage 0.10% 

Rating Charges 0.60% 

Stamp Duty 0.15% 

Cost of funds 6.97% 

Note: In the question it has not been clearly mentioned whether issue expenses pertain to 

a year or 4 months. Although above solution is based on the assumption that these 

expenses pertains to a year, but students can also consider them as expenses for 4 

months and solve the question accordingly. 

5.  

a) Beanstalk Ltd. manages its accounts receivable internally by its sales and credit 

department. The cost of sales ledger administration stands at Rs. 10 crores 

annually. The company has a credit policy of 2/10, net 30. Past experience of the 

company has been that on an average 40 percent of the customers avail of the 

discount by paying within 10 days while the balance of the receivables are 

collected on average 90 days after the invoice date. Bad debts of the company are 

currently 1.5 percent of total sales. The projected sales for the next year are Rs. 

1,000 crores. 

Beanstalk Ltd. finances its investment in debtors through a mix of bank credit 

and own long term funds in the ratio of 70:30. The current cost of bank credit 

and long term funds are 13 percent and 15 percent respectively. 

With escalating cost associated with the in house management of debtors 

coupled with the need to unburden the management with the task so as to focus 

on sales promotion, the Company is examining the possibility of outsourcing its 

factoring service for managing its receivable and has two proposals on hand with 

a guaranteed payment within 30 days. 

The main elements of the Proposal I from Fine Bank Factors Ltd. are: 
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 Advance, 88 percent and 84 percent for the recourse and non recourse 

arrangements. 

 Discount charge in advance, 21 percent for with recourse and 22 percent 

without recourse. 

 Commission, 4.5 percent without recourse and 2.5 percent with recourse. 
  

The main elements of the Proposal II from Rough Bank Factors Ltd. are: 

 Advance, 84 percent with recourse and 80 percent without recourse 

respectively. 

 Discount charge upfront without recourse 21 percent and with recourse 20 

percent. 

 Commission upfront, without recourse 3.6 percent and with recourse 1.8 

percent. 

 The opinion of the Chief Marketing Manager is that in the context of the 

factoring arrangement, his staff would be able exclusively focus on sales 

promotion which would result in additional sales of 10% of projected sales. 

Kindly advice as a financial consultant on the alternative proposals. What 

advice would you give? Why?  8 
 

b) AB Ltd. is planning to acquire and absorb the running business of XY Ltd. The 

valuation is to be based on the recommendation of merchant bankers and the 

consideration is to be discharged in the form of equity shares to be issued by AB 

Ltd. As on 31.3.2006, the paid up capital of AB Ltd. consists of 80 lakhs shares 

of Rs.10 each. The highest and the lowest market quotation during the last 6 

months were Rs.570 and Rs.430. For the purpose of the exchange, the price per 

share is to be reckoned as the average of the highest and lowest market price 

during the last 6 months ended on 31.3.06. 
 

XY Ltd.‘s Balance Sheet as at 31.3.2006 is summarised below: 
 

Particulars Rs. in lakhs 

Sources  

Share Capital  

20 lakhs equity shares of Rs.10 each fully paid 200 

10 lakhs equity shares of Rs.10 each, Rs.5 paid 50 

Loans 100 

Total 350 

Uses  

Fixed Assets (Net) 150 

Net Current Assets 200 

 350 
 

An independent firm of merchant bankers engaged for the negotiation, has 

produced the following estimates of cash flows from the business of XY Ltd.: 

 

Year ended By way of Rs. in lakhs 

31.3.07 after tax earnings for equity 105 

31.3.08 Do 120 
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31.3.09 Do 125 

31.3.10 Do 120 

31.3.11 Do 100 

 terminal value estimate 200 

 

It is the recommendation of the merchant banker that the business of XY Ltd. 

may be valued on the basis of the average of (i) Aggregate of discounted cash 

flows at 8% and (ii) Net assets value.  

Present value factors at 8% for years 
 

1-5:  0.93 0.86 0.79 0.74 0.68 

You are required to: 

i) Calculate the total value of the business of XY Ltd. 

ii) The number of shares to be issued by AB Ltd.; and 

iii) The basis of allocation of the shares among the shareholders of XY Ltd.  (5+1+2=8) 
 

c) Explain about forward and backward integration of projects. 4 

Answer: 

a) Financial Analysis of Receivable Management Alternatives 
 

(A) In-House  Management 

Particulars (Rs.Crores) 

Cash Discount (Rs.1000 crore x 40% x 2%)  

Bad Debt (Rs.1000 crore x 1.50%) 

8.00 

15.00 

Avoidable Administrative and Selling Cost 

Cost of Investment in Receivable* 

10.00 

21.61 

 54.61 

 

* Cost of Investment in Receivable 

Average Collection Period (0.40 x 10 + 0.60 x 90)   58 days 

Investment in Debtors (Rs. 1000 crores x 58/365)   Rs. 158.90 crores 

Cost of Investment (0.70 x 13 + 0.30 x 15)   13.60% 

Cost of Investment in Receivable (Rs. 158.90 crores x 13.60%) Rs. 21.61 crores 

 

(B) Finebank Proposal 

 

Particulars With 

Recourse 

Without 

Recourse 

Factoring  Commission   

(Rs.1100 crores x 2.5%) and (Rs.1100 crores x 4.5%) 27.50 49.50 

Discount Charges   

(Rs.1100 crores – Rs.27.50 crores) 0.88 x 21% x 30/365 16.29 - 

(Rs.1100 crores – Rs.49.50 crores) 0.84 x 22% x 30/365 - 15.96 
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Cost of Long Term Funds Invested in Debtors   

(Rs.1100 crores – Rs.943.80 crores) 0.15 x 30/365 1.93 - 

(Rs.1100 crores – Rs.882.42 crores) 0.15 x 30/365 - 2.68 

 45.72 68.14 

 

(C) Roughbank  Proposal 

 

Particulars With 

Recourse 

Without 

Recourse 

Factoring  Commission   

(Rs.1100 crores x 1.8%) and (Rs.1100 crores x 3.6%) 19.80 39.60 

Discount Charges   

(Rs.1100 crores – Rs.19.80 crores) 0.84 x 20% x 30/365 14.92 - 

(Rs.1100 crores – Rs.39.60 crores) 0.80 x 21% x 30/365 - 14.64 

Cost of Long Term Funds Invested in Debtors   

(Rs.1100 crores – Rs.907.37 crores) 0.15 x 30/365 2.37 - 

(Rs.1100 crores – Rs.848.32 crores) 0.15 x 30/365 - 3.10 

 37.09 57.34 

 

Decision Analysis: With Recourse 

Particulars Fine 
bank 

Rough 
bank Benefits (Rs.54.61 crore – Rs.15 crore†) 

Costs 
Net Benefit 

39.61 

45.72 

39.61 

37.09 
(6.11) 2.52 

  † Bad Debts 

 

Decision Analysis: Without Recourse 

Particulars Fine 
bank 

Rough 
bank Benefits 

Costs 

Net Benefit 

54.61 

68.14 

54.61 

57.34 
(13.53) (2.73) 

 

Advice: The proposal of Roughbank with recourse should be accepted as net benefit under 

this scenario is positive. 

b) i) Value of Business of XY Ltd.: 
 

Price/share of AB Ltd. for determination of number of shares to be 
 

 

issued: 

 

(Rs.570 + Rs.430)/2 Rs. 500 

Value of XY Ltd based on future cash flow capitalization 

((105x0.93)+(120x0.86)+(125x0.79)+(120x0.74)x(300x0.68) 

 

Rs. lakhs 

 

592.40 

Value of XY Ltd based on net assets Rs. lakhs 250.00 

Average value (592.40+250)/2  42,1.20 

ii) No. of shares in AB Ltd to be issued Rs. 4,21,20,000/500 Nos. 84,240 
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iii) Basis of allocation of shares   

Fully paid equivalent shares in XY Ltd. (20+5) lakhs Nos. 2,500,000 

Distribution to fully paid shareholders 84,240x20/25 Nos. 67,392 

Distribution to partly paid shareholders 84,240-67,392 Nos. 16,848 
 

c) Backward integration: It is the creation of facilities for production of raw materials and 

components required for current production. It is the setting up of facilities for the 

production of raw materials and components required for the current operations of the 

organization. 
 

Forward Integration: It is the creation of facilities for manufacturing products for which the 

current products of the organization serve as inputs. It is the use of company's own products as 

raw material, which are further processed and increase its value addition, thereby increase in 

revenues and profits. 
 

 

6. Answer the following questions: (4×5=20) 

a) What are the reasons for stock index futures becoming more popular financial 

derivatives over stock futures segment? 

b) What do you mean by ‗Financial Engineering‘? State its significance in the 

present regime of globalization. 

c) What do you understand by Zero Balance Account (ZBA)?  

d) What do you mean by Certainty Equivalent Approach? 

Answer: 

a) Stock index futures is most popular financial derivatives over stock futures due to following 

reasons: 

1. It adds flexibility to one‘s investment portfolio. Institutional investors and other large 

equity holders prefer the most this instrument in terms of portfolio hedging purpose. The 

stock systems do not provide this flexibility and hedging. 

2. It creates the possibility of speculative gains using leverage. Because a relatively small 

amount of margin money controls a large amount of capital represented in a stock index 

contract, a small change in the index level might produce a profitable return on one‘s 

investment if one is right about the direction of the market. Speculative gains in stock 

futures are limited but liabilities are greater. 

3. Stock index futures are the most cost efficient hedging device whereas hedging through 

individual stock futures is costlier. 

4. Stock index futures cannot be easily manipulated whereas individual stock price can be 

exploited more easily. 

5. Since, stock index futures consists of many securities, so being an average stock, is much 

less volatile than individual stock price.  Further, it implies much lower capitaladequacy 

and margin requirements in comparison of individual stock futures. Risk diversification is 

possible under stock index future than in stock futures. 

6. One can sell contracts as readily as one buys them and the amount of margin required is 

the same. 

7. In case of individual stocks the outstanding positions are settled normally against physical 

delivery of shares. In case of stock index futures they are settled in cash all over the world 

on the premise that index value is safely accepted as the settlement price. 
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8. It is also seen that regulatory complexity is much less in the case of stock index futures in 

comparison to stock futures. 

9. It provides hedging or insurance protection for a stock portfolio in a falling market. 
 

b)  ―Financial Engineering‖ involves the design, development and implementation of innovative 

financial instruments and processes and the formulation of creative solutions and problems in 

finance. Financial engineering lies in innovation and creativity to promote market efficiency. In 

involves construction of innovative asset-liability structures using a combination of basic 

instruments so as to obtain hybrid instruments which may either provide a risk-return 

configuration otherwise unviable or result in gain by heading efficiently, possibly by creating an 

arbitrage opportunity. It is of great help in corporate finance, investment management, trading 

activities and risk management. 

Over the years, Financial managers have been coping up with the challenges of changing 

situations. Different new techniques of financial analysis and new financial instruments have 

been developed. The process that seeks to adopt existing financial instruments and develop new 

ones so as to enable financial market participants to cope more effectively with changing 

conditions is known as financial engineering. 

In recent years, the rapidity with which corporate finance and investment finance have changed 

in practice has given birth to new area of study known as financial engineering. It involves use 

of complex mathematical modeling and high speed computer solutions. Financial engineering 

includes all this. It also involves any moral twist to an existing idea and is not limited to 

corporate finance. It has been practiced by commercial banks in offering new and tailor made 

products to different types of customers. Financial engineering has been used in schemes of 

merger and acquisitions. 

The term financial engineering is often used to refer to risk management. 
 

c) The use of a Zero Balance Account (ZBA) system , which is offered by many major banks , 

eliminates the need to accurately estimate and fund each individual disbursement account. 

Under such a system, one master disbursing account services all other subsidiary accounts. 

When cheques are cleared, at the end of each day, the bank automatically transfers just enough 

funds from the master account to each disbursement account (eg. one for payroll, one for 

payables etc.) to just cover cheques presented. Thus a zero ending balance is maintained each 

day in all but the master account. Besides improving controls over disbursements, a zero 

balance account system eliminates idle cash balances from all subsidiaries accounts. The firm's 

cash manager still needs to forecast anticipated cheque clearing time so that the master account 

will have sufficient cash to service the subsidiary disbursement accounts. 
 

d) This approach recognizes risk in capital budgeting analysis by adjusting estimated cash flows 

and  employs risk free rate to discount the adjusted cash -flows. Under this approach, the 

expected cash  flows of the project are converted to equivalent riskless amounts. The greater the 

risk of an expected cash flow, the smaller the certainty equivalent values for receipts and longer 

the CE value for payment. This approach is superior the risk adjusted discounted approach as it 

can measure risk more accurately. 
 

This is yet another approach for dealing with risk in capital budgeting to reduce the forecasts of 

cash flows to some conservative levels. In CE approach, we incorporate risk to adjust the cash 

flows of a proposal so as to reflect the risk element. The CE approach adjusts future cash flows 

rather than discount rates. This approach explicitly recognizes risk, but the procedure for 
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reducing the forecasts of cash flows is implicit and likely to be inconsistent from one 

investment to another. 
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                                                    Advanced Audit & Assurance 
Suggested Answer 

 

Roll No…………….   Maximum Marks - 100 
 

Total No. of Questions - 6   Total No. of Printed Pages -2  
 

Time Allowed - 3 Hours   

  Marks 

Attempt all questions.  
 

1. Comment and give your views with reasons on each of the following cases, giving 

consideration to respective Standards, Laws and Code of Ethics:  (4×5=20) 

a) The statutory auditor of the Holding Company ―XYZ Ltd.‖ demands for the 

working papers of the auditors of the subsidiary company ―ABC Ltd.‖ How 

would you deal with the given circumstances if you are the auditor of ABC Ltd.   

b) C Ltd. declared dividend amounting to Rs. 5 lakhs out of Profits for the year 

ended 31-03-2072. Subsequently, it was noticed that company had failed to make 

provisions for outstanding expenses of Rs. 7.80 lakhs and closing stock was 

overvalued, which was not reported by auditors of the company. Management of 

C Ltd. held auditors responsible for this situation. 

c) Himal Ltd. commenced construction of a flyover in Kathmandu in Baisakh 2072. 

The same was completed on Baisakh 2073.  Due to seasonal heavy rain on 

Shrawan, 2072 in the area, the work on the flyover had to be suspended for 1 

month. The Company accordingly suspended borrowing costs of Rs. 9 lakhs for 

that month from capitalization. As a statutory auditor, how would you deal? 

d) An assistant of Ram & Associates, Chartered Accountants detected an error of 

Rs.15 for interest payment which occurred number of times. The General 

Manager (Finance) of XYZ Bank Ltd. advised him not to request for passing  

adjustment entries as individually the errors were of small amounts. The company 

had 19,000 deposit accounts and interest was paid monthly. 

Answer: 

a) As per NSA 230 "Audit Documentation", working papers are the property of the auditor. the 

auditor may at his discretion, make portion of or extracts of his working papers available to his 

clients.    

Sec. 140 of the Code of Ethics imposes an obligation on all professional accountants to maintain 

confidentiality of information acquired as a result of professional or business relationship unless 

there is legal or professional right or duty to disclose. 

NSA 600, ―Special Considerations – Audit of Group Financial Statements (including the work of 

component auditors)" also states that an auditor should respect the confidentiality of information 

acquired during the course of his audit work and should not disclose such information unless 

there is legal or professional duty to disclose.  

 

Except to the extent stated above, the auditor is not required to provide the client or other 

auditors of the same enterprise or its related enterprises such as a parent or a subsidiary, access to 

his audit working papers. The statutory auditor of an enterprise do not have right of access to the 
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audit working papers of the branch auditor. An auditor can rely on the work of another auditor, 

without having any right of access to the audit working papers of other auditor.    

 

Hence, statutory auditor of holding company cannot have access to audit working papers of the 

subsidiary company's auditor. He can however, ask the auditors to answer certain questions 

about the manner in which the audit is conducted and certain other clarifications regarding audit 

process. The auditor of subsidiary shall cooperate the holding company‘s auditor in all material 

aspects and may even involve him in the audit work if required.  

 

b) In the given case, profit of the company has been inflated by non-provisioning of outstanding 

expenses of Rs. 7.80 lacs and by overvaluation of stock and based on such inflated profit the 

company has declared and paid dividend of Rs. 5 lacs. Thus it can be said that dividend has been 

paid out ― inflated profit‖ and not out of ― real profit‖. If there is insufficient profit after above 

adjustment of outstanding expenses and correction of stock valuation and there is no past 

reserve, it would amount to payment of dividend out of capital.  

It was the duty of auditor to ascertain whether the balance Sheet and Profit and loss a/c of the 

company show a true and fair view of the financial position and revenue earning capacity. For 

that he has to exercise proper audit procedure of substantive test i.e. vouching,verification and 

valuation of various items of balance Sheet and Profit and loss a/c. the auditor should have 

checked whether all the outstanding expenses have been provided or not and whether closing 

stock has been properly valued .If he was not satisfied he should have issued a qualified report or 

adverse report. In the instant case he has failed to do so, hence he will be guilty of gross 

negligence in the performance of his duty.   

 

c) Borrowing costs may be incurred during an extended period in which the activities necessary to 

prepare an asset for intended use or sale are interrupted. As per NAS 23 "Borrowing Costs", 

capitalization of such borrowing costs should be suspended during extended periods in which 

active development is interrupted. The standard however clarifies that capitalization of 

borrowing costs is not suspended when a temporary delay is necessary as a part of the process or 

substantial technical and administrative work is carried out. Thus, the test as to whether or not to 

capitalize the borrowing costs depends primarily upon the nature of interruption of activities 

during "extended periods".  

In the instant case, it has been mentioned that the construction activity was interrupted due to 

seasonal rain and hence being regular feature. Though the rain was heavy, the period cannot be 

considered as an extended period leading to substantial delay in suspension of construction 

activities. Thus the borrowing cost of Rs. 9 lakhs incurred by Himal Ltd. should be capitalized. 

Hence the suspension of capitalization by the company is not a correct treatment and statutory 

auditor should report accordingly.    

 

 

d) As per NSA 320 ―Materiality in planning and performing an audit‖ Misstatements, including 

omissions, are considered to be material if they, individually or in the aggregate, could 

reasonably be expected to influence the economic decisions of users taken on the basis of the 

financial statements. In conducting an audit of financial statements, the overall objectives of the 
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auditor are to obtain reasonable assurance about whether the financial statements as a whole are 

free from material misstatement, whether due to fraud or error, thereby enabling the auditor to 

express an opinion. The auditor is primarily concerned with items which either individually or as 

a group are material in relation to the affairs of the enterprise. Therefore, the auditor while 

carrying out his audit function needs to consider the possibility of misstatements of relatively 

small amounts that cumulatively could have a material effect on the financial statements. In the 

instant case, an error of Rs. 15 in the interest computation, even if small individually, will have a 

material effect due to the number of transactions. Therefore, the request made by the manager is 

not acceptable and adjustment entry shall be passed.   

Hence, the auditor should advise XYZ Bank Ltd., to make the adjustment. If XYZ Bank Ltd., 

does not accept the advice, the auditor should qualify his report with suitable quantification of 

amount involved.   

2. Answer the following:  (28=16)  

a) The methods of collecting audit evidence and evaluating the same changes 

drastically under the EDP auditing. Explain.   

b) ―The auditor should communicate audit matters of governance interest arising 

from the audit of financial statements with those charged with the governance of 

an entity." Briefly state the matters to be included in such Communication. 

Answer: 

a) The overall objective and scope of audit does not change in an EDP environment. However, 

the use of a computer changes the processing and storage of financial information and may 

affect the organization and procedures employed by the entity to achieve adequate internal 

control. Accordingly the procedure employed by the auditor in his study and evaluation of the 

accounting system and related internal controls and the nature, an EDP environment may affect 

timing and extent of his other audit procedures.   

 

Many computerized accounting systems perform tasks for which no visible evidence is 

available and, in these circumstances, it may be impracticable for the auditors to perform tests 

manually. Thus lack of visible evidence may occur at different stages in the accounting 

process, for example:   
 

a. Input documents may be non-existent where sales orders are entered on-line. In addition, 

computer programs with no visible authorization of individual transactions may generate 

accounting transactions, such as discounts and interest calculations. 

b. The system may not produce a visible audit trail of transactions processed through the 

computer. Delivery notes and suppliers invoices may be matched by a computer program. 

In addition, programed control procedures, such as checking customer credit limits, may 

provide visible evidence only on an exemption basis.  In such cases there may be non-

visible evidence that all transactions have been processed.  

c. Output reports may not be produced by the system. In addition, a printed report may only 

contain summary totals while supporting details are retained in computer files. 
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The timing of audit procedures may be affected because data may not be retained in computer 

files for a sufficient length of time for audit use, and the auditor may have to make specific 

arrangements to have it retained or copied.  
  

Due to aforesaid limitations, review of internal control acquires special significance in EDP 

environment. 

 

The extent of reliance on internal control would determine nature, extent and timing of 

substantive procedures. Following this, the auditor would have to examine accuracy and 

validity of data produced by the data processing system. In case the auditor is able to construct 

the audit trail  by taking special printout, etc. and trace selected transactions at depth which 

then would not involve much use of computer and as such, there would be no significant 

difference in collecting and evaluating audit evidence even under EDP auditing. However, in 

case it is not possible to trace transactions to source documents, the auditor has to perform 

―audit through the computer‖. Under such cases the efficiency of audit and its effectiveness can 

be improved through the use of computer assisted audit techniques in obtaining and evaluating 

audit evidence. Hence EDP set up changes drastically the method of colleting the audit 

evidence and its evaluation. 

 

b) The following are the audit matters of governance interest which are to be communicated as 

per NSA 260:     

i. The general approach and overall scope of the audit, including any expected limitations 

thereon, or any additional requirements; 

ii. the selection of, or changes in, significant accounting policies and practices that have, or 

could have, a material effect on the entity‘s financial statements; 

iii. The potential effect on the financial statements of any significant risks and exposures, such 

as pending litigation, that are required to be disclosed in the financial statements;  

iv. Audit adjustments, whether or not recorded by the entity that have, or could have, a 

significant effect on the entity‘s financial statements; 

v. Material uncertainties related to events and conditions that may cast significant doubt on the 

entity‘s ability to continue as a going concern;  

vi. Disagreements with management about matters that, individually or in aggregate, could be 

significant to the entity‘s financial statements or the auditor‘s report. These communications 

include consideration of whether the matter has, or has not, been resolved and the 

significance of the matter;  

vii. Expected modifications to the auditor‘s report;  

viii. Other matters warranting attention by those charged with governance, such as material 

weaknesses in internal control, questions regarding management integrity, and fraud 

involving management;  

ix. Any other matters agreed upon in the terms of the audit engagement. 

 

3. Comment and give your views with reasons on each of the following cases. (44=16) 

a) Explain how the revenue from the following service transactions would be 

recognized: 
 

i) Plant installation Fees 
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ii) Admission fees for Film Festival 

iii) Media commission for Advertising agencies 

iv)  Insurance Agency Commission 
 

b) The auditor of Mohan Ltd. was not able to get the confirmation about the 

existence and value of certain machineries. However, the management gave him a 

certificate to prove the existence and value of the machinery as appearing in the 

books of account. The auditor accepted the same without any further procedure 

and signed the audit report. Is he right in his approach? 
 

c) Surya Co. Limited has applied to a bank for loan facilities. The bank on studying 

the financial statements of the company notices that you are the auditor and 

requested you to call at the bank for a discussion. In the course of discussion, the 

bank asked for the opinion regarding the company and also asked for detail 

information regarding a few items in the financial statements. The information is 

available in your working file. 
 

d) M/s Merita Impex is engaged in the business of manufacturing and trading of 

musical instruments. A sum of Rs.5 lakhs is received from an insurance company 

in respect of a claim for loss of goods in transit costing Rs. 4 lakhs. The amount is 

credited to the purchase account. 

Answer: 

a)  

i. Plant installation Fees: Plant installation fees are incidental to the sale of the machinery. It 

should be recognized as revenue only when the machinery is installed and accepted by the 

customer. 

ii. Admission fees for Film Festival: Revenue from artistic performances, banquets and other 

special events should be recognized when the events take place. Admission fees for the film 

festival should be recognized only when the film festival has been organized. Admission fees 

should be allocated to various categories of films like documentary, information section, 

competition section etc., on a systematic and rational basis.  

iii. Media commission for Advertising agencies: Media commission will be recognized when the 

related advertisement or commercial appears before the public and the necessary intimation is 

received by the agency. 

iv. Insurance Agency Commission:  It should be recognized on the effective commencement or 

renewal of the related policies.   

 

b) The physical verification of fixed assets is the primary responsibility of the management. The 

auditor, however, is required to examine the verification programme adopted by the 

management.   He must satisfy himself about the existence, ownership and valuation of fixed 

assets.   In the case of Mohan Ltd., the auditor has not been able to verify the existence and 

value of some machinery despite the verification procedure followed in routine audit.   He 

accepted the certificate given to him by the management without making any further enquiry.   

 As per NSA 580 ―Written Representations‖ the representations received from management are 

recognised as audit evidence, but they do not constitutes Sufficient and appropriateness.  Auditor 

is required to seek corroborative audit evidence from other sources inside or outside the entity, to 

evaluate whether such representations are reasonable and consistent with other evidences.   
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Representation received from Management cannot be a substitute for other audit evidence that 

the auditor could reasonably expect to be available.   If the auditor is unable to obtain sufficient 

appropriate audit evidence that he believes would be available regarding a matter, which has or 

may have a material effect on the financial information, this will constitute a limitation on the 

scope of his examination even if he has obtained a representation from management on the 

matter.  Conclusion: The approach adopted by the auditor is not right.     

 

c) Section 34(6) of Nepal Chartered Accountants Act, 1997 states ―one shall not disclose or 

divulge any information and explanations acquired in the course of professional service to any 

person other than the employer employing him and the person whom he is complied by law to 

do so‖. A chartered accountant in practice shall deemed to be guilty of professional misconduct 

if he disclosed information acquired in the course of his professional engagement to any person 

other than his client, without the consent of the client or otherwise than required by law for the 

time being in force. NSA 200 on ―Overall objective of the independent auditor and the conduct 

of an Audit in accordance with Nepal Standards on Auditing‖ also reiterates that, ―the auditor 

should respect the confidentiality of information acquired in the course of his work and should 

not disclose any such information to a third party without specific authority or unless there is a 

legal or professional duty to disclose‖. In the instant case, the bank has asked the auditor for 

detailed information regarding a few items in the financial statements available in his working 

papers. Having regard to the position stated earlier, the auditor cannot disclosed the information 

in his possession without specific permission of the client as far as working paper are 

concerned, NSA 230 on ― Audit Documentation‖ states ―working papers are the property of the 

auditor. The auditor may at his discretion, make portions of or extract from his working papers 

available to his clients‖. 

Thus, there is no requirement compelling the auditor to divulge information obtained in the 

course of audit and included in the working papers to any outside agency except as when 

required by any law.   

d) All items of income and expense which are recognised in a period should be included in the 

determination of net profit or loss for the period. The claim for loss of goods in transit is arising 

out of ordinary activities of the impex as a part of its normal course of business. However, the 

cost of goods lost in transit is only Rs. 4,00,000 while the insurance money received is Rs. 

5,00,000. Purchases Account need not be credited since it would distort the purchases done 

during the year and as also the gross profit. Therefore, entire amount of 5 lakhs needs to be 

taken to profit and loss account under an appropriate head. This is an income arising from an 

ordinary activity of the enterprise but having regard to amount involved and exceptional nature, 

a separate disclosure is made in the profit and loss account. Such disclosure would enable the 

users to understand the performance of an enterprise for the period.   
 

 

4. Answer the following: (4×5=20) 

a) Describe the steps involved in designing of an audit strategy. 

b) A company outsourced the activity of accounting data maintenance to the service 

organization to achieve cost reduction. As an auditor of such company what are 

the precautions that you would consider for conducting the audit?   

c) State the reporting responsibility of an auditor in the context of non-compliance of 

Law and Regulation in an audit of Financial Statements. 
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d) What are the major sources of obtaining information about the client‘s business?  

Answer: 

a) The designing of an audit strategy generally involves following steps:   
 

i. Obtaining knowledge of business: Understanding the business and using this information 

appropriately assists the auditor in assessing risks, identifying problems, planning and 

performing audit effectively and efficiently, evaluating audit evidence and provide better service 

to the client. 

ii. Performing analytical procedure at initial stages: The use of analytical procedures during the 

planning stage requires the extensive use of accounting and business knowledge and experience 

to assess the potential for material misstatement in the financial statements as a whole, for 

identifying the relevant risk indicators and to interpret them properly. 

iii. Evaluating inherent risk: To access inherent risk, the auditor would use professional judgment to 

evaluate numerous factors, having regard to his experience of the entity from previous audit 

engagements, any controls established by the management to compensate for a high level of 

inherent risk, and the knowledge of any significant changes which might have taken place since 

his last assignment.  

iv. Evaluating Internal Controls: The auditor needs an understanding of the accounting systems, 

regardless of whether the audit strategy will involve an extended assessment of internal 

accounting controls.  

v. Formulation of strategy: The auditor should develop the strategy by: 
 

   a. Considering the results of gathering or updating information about the client, and 

   b. Making preliminary judgments about materiality, inherent risk and control effectiveness.   

 

b) A client may use a service organization such as one that executes transactions and maintains 

related accountability or records transactions and processed related data. If a client uses a service 

organization, certain policies, procedures and records maintained by the service organization 

might be relevant to the audit of financial statement of the client. Consequently the auditor would 

consider the nature and extent of activities undertaken by service organization so as to determine 

whether those activities are relevant to the audit and, if so, to access their effect on audit risk. 

While planning the audit, the auditor of the client should determine the significance of the 

activities of the service organization to the client and their relevance to the audit. In doing so, the 

auditor of the client would need to consider the following as appropriate; (NSA 402: Audit 

Consideration Relating to an Entity using a service organization):   
 

i. The nature of the services provided by the service organization and the significance of those 

services to the user entity, including the effect thereof on the user entity‘s internal control. 

ii. The nature and materiality of the transactions processed or accounts or financial reporting 

processes affected by the service organization 

iii. The degree of interaction between the activities of the service organization and those of the 

user entity. 

iv. The nature of the relationship between the user entity and the service organization, including 

the relevant contractual terms for the activities undertaken by the service organization. 

c) As per NSA 250, ―Consideration of Laws and Regulations in an audit of Financial Statements‖ 

the reporting responsibility of the auditor shall be as given below:  
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i. If in the auditor‘s Judgment, the non compliance is believed to be intentional and/ or 

material, the auditor should communicate the findings without delay. 

ii. If the auditor suspects that members of senior management, including members of the Board 

of Directors, are involved in non-compliance, the auditor should communicate the matter to 

the next higher level of authority at the entity, such as, the audit committee or Board of 

Directors, to the users of the auditors‘ report or financial statements. 

iii. If the auditor concludes that the non-compliance has a material effect on the financial 

statements and has not been properly reflected in the financial statements the auditor should 

express a qualified or an adverse opinion. 

iv. If the auditor is precluded by the entity from obtaining sufficient and appropriate audit 

evidence to evaluate whether non-compliance is, or is likely to have occurred that have or 

may have material impact on the financial statements, the auditor should express a qualified 

opinion or a disclaimer of opinion on the financial statements on the basis of a limitation on 

the scope of the audit. 

v. If the auditor is unable to determine whether non compliance has occurred because of 

limitations imposed by the circumstances rather then by the entity, the auditor should 

consider the effect on the auditor‘s report. 

vi. The auditor‘s duty of confidentiality would ordinarily preclude reporting non compliance to a 

third party. However, in certain circumstances, that duty of confidentiality is overridden by 

statement, law or by courts of laws. 

d) Information about the client‘s business:  The auditor can obtain information about client‘s 

business from the following sources:  

(i) The client‘s annual reports to shareholders;  

(ii) Minutes of meetings of shareholders, board of directors and important committees;   

(iii) Internal financial management report for current and previous periods, including budgets, if 

any;  

(iv) The previous year‘s audit working papers, and other relevant files;   

(v) Firm personnel responsible for non audit services to the client who may be able to provide 

information on matters that may affect the audit; 

(vi) Discussions with the client;   

(vii) The client‘s policy and procedures manual;  

(viii)  Relevant publications of the Institute of Chartered Accountants of Nepal and other 

professional bodies, industry publication, trade Journals, magazines, newspapers or text 

books;   

(ix) Consideration of the state of the economy and its effects on the client‘s business;   

(x) Visits to the client‘s premises and plant facilities to the management.   

 

5. Answer the following: 
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a) What are the situations which give rise to conflicts of interest to the professional 

accountants? 4  

b)  What do you mean by management letter? What are the contents of 

management letter? 4 

c) What are the elements that auditor should consider while evaluating the design 

of the entity‘s control environment? 8 

Answer: 

a) Professional Accountants encounter situations which give rise to conflicts of interest in various 

situations. Such conflicts may arise in a wide variety of ways confronting to extreme case of 

fraud and similar illegal activities. As per Sec. 220 of the Code of Ethics, the following are the 

situations where conflicts arise: 

i. Pressure from an overbearing supervisor, manager, director or partner; family relationships 

or interests which could adversely influence, impair or threaten a professional accountant‘s 

integrity should be discouraged. 

ii. A professional accountant may be asked to act contrary to technical and/or professional 

standards. 

iii. A question of divided loyalty as between the professional accountant‘s superior and the 

required professional standards of conduct could occur. 

iv. Conflict could arise when misleading information is published which may be to the 

advantage of the employer or client and which may or may not benefit the professional 

accountant as a result of such publication. 

b) Management Letter identifies the issues not required to be disclosed in the Annual Financial 

Report but represents the auditors concerns and suggestions noted during the audit. Upon the 

completion of a financial audit, the auditor may have a need to express written concerns to the 

entity outlining deficiencies/issues pertaining to the conduct of affairs of the entity. These 

concerns, with noted recommendation would come in the form of management letter. It serves 

to identify for the organization areas in which the auditor has determined certain issues that the 

Corporations may want to improve operations. 
 

The summary of audit findings is categorized and indicator of the significance of each is 

assessed. Each observation may be dealt with creating the following fields. 

i. Condition       

ii. Criteria 

iii.  Cause 

iv. Effect 

v. Recommendation 

vi. Significance 

vii. Management Response  

viii. Auditors Comment 

Status of prior period audit recommendations can also be given considering the audit findings, 

audit recommendation, Management comments in prior year and current status. 

c) As per NSA 315 ―Identifying and Assessing the Risks of Material Misstatement through 

Understanding the Entity and its Environment‖ Para A77, the auditor should consider the 

following elements while evaluating the design of the entity‘s control environment: 
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i. Communication and enforcement of integrity and ethical values – essential elements which 

influence the effectiveness of the design, administration and monitoring of controls. 

ii. Commitment to competence – management‘s consideration of the competence levels for 

particular jobs and how those levels translate into requisite skills and knowledge. 

iii. Participation by those charged with governance – independence from management, their 

experience and stature, the extent of their involvement and scrutiny of activities, the 

information they receive, the degree to which difficult questions are raised and pursued with 

management and their interaction with internal and external auditors. 

iv. Management‘s philosophy and operating style – management‘s approach to taking and 

managing business risks, and management‘s attitudes and actions toward financial reporting, 

information processing and accounting functions and personnel. 

v. Organizational structure – the framework within which an entity‘s activities for achieving its 

objectives are planned, executed, controlled and reviewed. 

vi. Assignment of authority and responsibility – how authority and responsibility for operating 

activities are assigned and how reporting relationships and authorization hierarchies are 

established. 

vii. Human resource policies and practices – recruitment, orientation, training, evaluating, 

counseling, promoting, compensating and remedial actions. 
 

6. Write short notes on the following: (3×4=12) 

a) Tagging and Tracing 

b) Energy Audit 

c) Professional Negligence 

Answer: 

a) Tagging and Tracing is a technique better than Integrated Test Data Facility. It involves tagging 

the client‘s input data in such a way that relevant information is displayed at key points. It uses 

the actual data, and so the question of elimination of ‗special entries‘ test data designed under 

Integrated Test Data Facility does not arise. The hard copy, so produced is available only to the 

auditor and may describe such inputs as hours worked in a pay period in excess of 50; or sales 

orders processed in excess of Rs. 100,000. This enables the auditor to examine transactions at 

the intermediate steps in processing. The advantage of the tagging and tracing approach lies in 

the use of actual data and elimination of the need for reversing journal entries. The disadvantage 

is that the erroneous data will not necessary be tagged. An effective combination approach may 

be to use the Integrated Test Facility approach for a few hypothetical transactions and the 

tagging and tracing approach to follow line data through a complex system. 

b) Energy Auditing is defined as an activity that serves the purposes of assessing energy use 

pattern of a factory or energy consuming equipment and identifying energy saving 

opportunities. In that context, energy management involves the basic approaches reducing 

avoidable losses, improving the effectiveness of energy use, and increasing energy use 

efficiency. The energy auditor is normally expected to give recommendations on efficiency 

improvements leading to monetary benefits and also advise on energy management issues. 

c) A professional will be deemed to be negligent only if he owes some duty to another and failed 

to perform it. If the client through the action of the auditor incurs loss, his liability will be 

determined on the basis of the terms of engagement. However, when a third party incurs loss it 
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is necessary to find out whether the auditor owed any duty to him. It is now well-established 

contention to hold the auditor responsible for negligence in auditing the financial statements, to 

persons whom he knew or ought to have known, to rely on those statements. 
 

To charge a professional with breach of duty or negligence, it is necessary to prove deviation 

from established performance procedures and standards. Though the auditor does not guarantee 

success of his efforts, he should nevertheless exercise reasonable skill and judgment while 

discharging his duties. 
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                                                          Corporate  Laws 

Suggested Answer 

Roll No…………….   Maximum Marks - 100 

Total No. of Questions - 7   Total No. of Printed Pages - 3 

Time Allowed - 3 Hours   

  Marks 
 

Attempt all questions. 
 

1. Answer the following questions: (4×5=20) 

a) Ms. Safalata Mehra is one of the shareholders of Mero Petrochemicals Ltd. She 

holds 25,000 numbers of shares in the company, each of NRs 100 face value, for 

which NRs 50 each is called, but not yet paid. Despite extension of time limit for 

payment and also issue of public notice she still has not paid the called money. The 

company decided to forfeit all her shares though only 50% money is unpaid. She 

claims that the company‘s move to forfeit 100% shares is unlawful. Give your legal 

opinion on the same. 
 

b) Rebuild Kathmandu Ltd. holds 30 % shares in Eastwest Construction Ltd. and has 

appointed two directors Ms. Samanata Yogi and Mr. Sangharsha Rajgharana to sit 

on the board of Eastwest representing Rebuild. It has also appointed two more 

alternate directors, one of which is Mr. Sahaj Jeeban. When Ms. Samanata was out 

of the country for two months, Mr. Sahaj attended the board meeting in place of 

her. After she returned back to the office, Mr. Sahaj is still attending the meeting. Is 

this lawful? Give your opinion.  
 

c) Nagarjun Hotels Ltd. is a public company listed at Nepal Stock Exchange Ltd. It 

couldn‘t appoint its auditor in the Annual General Meeting (AGM). However, the 

Annual General Meeting delegated the power to appoint auditor to the Board of 

Directors (BoD) based on which the BoD appointed the auditor. Is this appointment 

valid? 
 

d) Paywell Insurance Ltd. is registered at the Office of Company Registrar (OCR). It 

has also applied with the Insurance Board for the license to operate a non-life 

insurance business. Pending the issuance of the license from the Board, it held its 

first annual general meeting which is objected by some of the shareholders on the 

ground that a public company having special objective cannot start its business 

activities unless license/permission is received from the concerned authority and a 

certificate of commencement of business is issued by OCR. Give your opinion on 

the issue. 
 

Answer: 

a) As provided in Section 53(3) of the Companies Act, 2063, if a shareholder fails to pay the 

sum called and payable in respect of the share within the period as specified in the first call 

notice, the second notice should be sent to the concerned shareholder, giving an additional 

period of three months specifying clearly that if the payment is made within that period, it 

shall be accepted,  along with interest at the prescribed rate, and if the shareholder fails to 

make payment even within that period, his/her  share shall be liable to be forfeited. In the 
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case of a public company, such notice should also be published in a daily newspaper with 

national circulation for at least three times. If the installment called is not paid even within 

the time-limit as mentioned in the second notice, the company may forfeit shares after 

retaining the number of shares as fully paid up to the extent of the amount paid on the 

shares in respect of which the company has given such notice or also to the extent of the 

amount of dividends, if any, attached in respect of such shares.   

In the given case, Ms. Safalata Mehra has already paid 50% of the share amount. As 

mentioned above, the Companies Act, does not allow Mero Petrochemicals Ltd. to forfeit 

all her shares, but only the half of shares issued and allotted to her. The company should 

retain 12,500 number of shares fully paid and the remaining shares may be forfeited. Her 

claim is legally tenable that all her shares should not be forfeited, but only the shares for 

which she failed to pay.      

b) Section 87(2) of the Companies Act, 2063, provides that in case a corporate entity holds 

shares in a company, the corporate body may appoint  directors in proportion of the total 

number of directors of the company and the number of shares subscribed by such body 

corporate and also an alternate director for each director to attend and vote in a meeting of 

the board of directors instead of the director in cases where such director will not be in a 

position to attend the meeting of the board for any reason.   

Sub section (3) provides that where any director is not able to attend a meeting of the board of 

directors, such director shall give information thereof to his/her alternate director and the board 

of directors. In such case, the alternate director shall be entitled to attend, and vote in, the 

meeting of the board of directors. As provided for in Sub Section (4), an alternate director shall 

not be entitled to attend, and vote in, a meeting of the board of directors unless so informed by 

the director. 

 

In the given case, Ms. Samanata is already back to office to be able to attend the board meeting. 

Further, there is no information by Ms. Samanata to the board of directors and Mr. Sahaj about 

her inability to attend the meeting after she has resumed the office. In such case, the attendance 

of Mr. Sahaj in the board meeting as an alternate director cannot be lawful. 

  

c) According to Section 111(1) of the Companies Act, 2063, appointment of an auditor for a 

public limited company is the power and obligation of a general meeting of shareholders. 

There is no authority of the general meeting that it could delegate its power to the board of 

directors.  

Nagarjun Hotels Ltd. is a public limited company. The general meeting of a private limited 

company can delegate its power to the board of director to appoint the auditor if the 

memorandum of association, articles of association or a consensus agreement had allowed 

it to do so.  

Section 113 gives a solution to a case where the auditor could not be appointed in the 

general meeting. It states that in case an auditor could not be appointed in an annual general 

meeting for any reason or an annual general meeting could not take place or an auditor 

appointed in accordance with the provision of the Companies Act could not continue for 

any reason, the Office of Company Registrar may appoint the auditor on request from the 

board of directors. 
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In the given case, the board of directors could request the Office of Company Registrar for 

appointment of auditor but in no case is allowed to appoint by itself regardless of the 

delegation of power. The appointment of auditor by the board of directors is not valid. 

d) Under Section 63(1) of the Companies Act, 2063, no public company should commence its 

business without obtaining an approval from the Office of Company Registrar to carry on 

its business.   

Sub-Section (4) states that without obtaining the approval to commence business no public 

company should carry out any act of creating liability or publishing the prospectus.  It allows the 

company to hold extraordinary general meeting and meeting of the board of directors and 

operate the management of the company. The Companies Act does not categorically denies the 

convening of an annual general meeting. However, the exceptions to the activities are listed down 

such as extra ordinary general meeting, board meeting and management of the company. Annual 

general meeting has not been put as a exception. 

 

In the given case, it is clear that Paywell Insurance Ltd. has not obtained an approval from 

the Office of Company Registrar to commence the business. Further, it is also evident that 

no licence has been issued for the insurance business by the Insurance Board. Provision of 

Sub-Section (6) puts a condition that in case of a company having a business that requires 

approval from the regulating authority, the business may be commenced only after such 

approval has been issued. Paywell Insurance Ltd. being an insurance company having 

licence yet to be issued and the approval for commencement of business yet to be issued, 

cannot hold the annual general meeting.  

 

2. Answer the following questions: (2×5=10) 

a) CA Saransa Dasnami did not mention the fact in his report that his partner CA 

Akhil Jirel is one of the creditors holding 45% share of the total credit of his audit 

client Probio Pvt. Ltd. Can he be said to have not observed the code of conducts? 

Through a light on the range of punishment that may be imposed on him, if you 

think that he has violated the code of conduct. 
 

b) Chairperson of the Council of The Institute of Chartered Accountants of Nepal is 

not taking initiation to call meeting for a substantial period of time despite there 

being important matters to be discussed. Is there any scope in the law that the 

councilor(s) can demand to call a council meeting? 
 

Answer: 

a) Section 34(7) of Nepal Chartered Accountants Act, 2053, requires a member, while 

certifying any financial statements or making reports thereon of an organization in which 

he or she or his or her partner has interest, to clearly disclose that he or she or his or her 

partner has such interest. The exception to this requirement is that where he or she or his or 

her partner is merely a shareholder of the company, it shall not be  deemed to have an 

interest.  

In the given case, CA Akhil, who is a partner of CA Saransa Dasnami, has interest on 

Probio Pvt. Ltd. as a creditor possessing substantial portion of the total credit. CA Saransa 

Dasnami failed to disclose this on his report and hence has violated the code of conduct.   
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Following is the range of punishment that may be imposed on CA Saransa Dasnami for 

violation of code the of conduct  as   provided for in section 14(5) of the Act: 

a. Repremand; 

b. Removing from the membership for a period up to 5 years; 

c. Prohibiting from carrying on the accounting profession for any particular period; and 

d. Cancellation of the Certificate of Practice or membership. 

The punishment will depend on the degree of offence. The council takes decision upon 

receipt of the recommendation from the Disciplinary Commettee. 

  

b)  Pursuant to Section 10 (1) of Nepal Chartered Accountants Act, 2053, the Executive 

Director convenes  the meeting of the Council on such date and at such time and place as 

may be directed by the chairperson. The Council shall generally meet six times a year, and 

the interval between the two consecutive meetings shall not be more than three months. If 

the chairperson makes unreasonable delay to convene the meeting or if in the opinion of the 

councilor, the meeting should be convened, twenty five percent councilors of the total 

number of councilors may make an application in writing to the chairperson that it is 

necessary to convene a meeting of the Council. In such case, the chairperson should direct 

the Executive Director to convene a meeting of the Council within fifteen days of such 

application.  

      In the given case, the chairperson of the Institute of Chartered Accountants of Nepal is not 

taking initiation to call a meeting of the Council for a substantial period of time. The fact 

given in the question does not specify the time elapsed for the meeting.  However, the 

chairperson has no choice but to give instruction to the Executive Director upon receipt of 

a call request by the twenty five percent or more of the councilors so request for 

irrespective of that the chairperson may have complied  with the requirement of Section 

10 (2) of the Act,  which provides that there should usually be 6 meetings in a year in the 

interval of less than 3 months of any  2 meetings. 

 

3. Answer the following questions:  

a) Is it a must for the public companies to appoint company secretary? What are the 

qualifications of the company secretary? (2+3=5) 
 

b) Securities Act, 2063 provides for establishment of a compensation fund to protect 

interest of the investors from a possible loss or damage. Mention about such fund 

and it's operation.  5 

Answer: 

a) As provided under Section 185(1) of the Companies Act, 2063 a company with the paid –

up capital of ten million rupees or more should appoint to the post of company secretary a 

Nepalese citizen. It is not a must for all Public Limited Companies to appoint the Company 

Secretary. The type of a company, whether private or public, doesn't determine the need for 

the company secretary. It is the paid up capital which determines the requirement of a 

company secretary. 

 Sub-section (2) of the section 185 provides for the qualification of a company secretary. A 

Nepalese citizen, who has worked in the related field for at least two years after obtaining 

the professional certificate of company secretary issued by a local or foreign body 
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authorized to issue the professional certificate of company secretary pursuant to the 

prevailing law or who has worked in the related field or in the field of company 

management for at least three years after doing at least bachelor degree in law, 

management, commerce or economics may be appointed to the post of company secretary.   

Provided, however, that qualification requirement shall not apply to the company secretary, who 

is incumbent at the time of commencement of this Act for three years after the date of 

commencement of this Act.   

A director of the concerned company shall not be eligible to be appointed as the company 

secretary of such company. It is also pertinent to note that a person shall not be appointed to the 

post of company secretary of more than one company at the same time except for the company 

secretary of any principal company to work as the company secretary of the subsidiary of such 

company.   

 

b) Sections 53, 54 and 55 of the Securities Act, 2063 provide for stock exchange to establish a 

compensation fund and operation of such fund:  

Section 53: provides the following: 

(1) Stock exchange shall establish and operate a compensation fund as may be prescribed by the 

Board in order to protect investors against possible loss or damage.   

(2) The funds deposited to the fund referred to above shall be used to bear compensation as 

prescribed.   

 

Section 54 provides for the operation of the fund as follows: 

 The following provisions shall be made in the Rules in relation to the operation of the 

compensation fund to be established pursuant to Section 53 or 55:   

a. Provisions relating to the deposit of money to the fund;   

b. Maximum amount to be paid as a compensation from the fund;  

c. Provisions relating to the accounts and audit of the fund;   

d. Conditions for making claim to obtain amount from the  compensation fund and procedures 

from making such a claim;   

e. Conditions where any claim cannot be made on the compensation  fund;   

f. Procedures for taking action and making decision on payment of  money as claimed from the 

compensation fund;  

g. Maximum limit of amount payable as a compensation to one  person;   

h. Other necessary matters in relation to the examination of  compensation claims;   

i. Provisions to be made in the event of the revocation of the license  of a stock exchange ; and   

j. Other necessary provisions in relation to compensation.   

 

Section 55 provides for the following: 

If a stock exchange is not able to establish and operate the compensation fund pursuant to 

Section 53 in order to protect investors against possible loss and damage or does not pay or fails 

to pay the amount of compensation to be payable as prescribed, the Board may establish and 

operate the compensation fund as prescribed or make necessary provisions in relation to the 

payment of the amount of compensation required to be paid as prescribed.    
 

 

4. Answer the following questions:  
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a) What is the limit for extending loans and other credit facilities by A, B and C 

class banks and financial institutions to a single borrower or a group of borrowers 

having mutual interest as provided by Banks and Financial Institutions Act, 2063? 

What will be the consequences of not following the provisions as to such limit? (4.5+0.5) 

b) Some industries need license and should also be registered with the Department of 

Industries. Some other industries do not need license. Do the later types of 

industries need to get registered with the Department of Industries? If yes, how to 

get them registered?  (0.5+4.5=5) 
 

 

Answer: 

a)  Section 48 (1) (e) of the Banks and Financial Institutions Act, 2063 provides that a licensed 

institution should not provide loan or credit facilities exceeding certain a percentage of its capital 

fund prescribed by Nepal Rastra Bank to a single customer or a company or group companies or a 

partnership firm. Nepal Rastra Bank has prescribed such percentage in its directives. Clause 1 of 

the Unified Directives, 2072 has the provision for such restriction. It states that “A”, “B” and “C” 

class licensed institutions cannot offer a loan  exceeding 25% of its primary capital in the case of 

funded loan and exceeding 50% of its primary capital in the case of non-funding facilities like 

letters of credits, guarantees etc. to a single customer, firm, company or a group of customers 

having mutual interest. However, the single customer limit for a loan to the priority sector of 

investment such as export sector, small and   medium industries, medicine industries, agriculture 

industries, tourism industries, cement industries, iron industries and other manufacturing 

industries has been fixed at 30%. In case the group of customers includes industries and business 

that apply both type of limit, the limit of total loan and facilities must be 30%.  As funded credits 

or non funded credits are different types, both cannot be clubbed to arrived at the total limit for 

both funded and non-funded credit facilities to justify the loan limit. The above percentage will be 

calculated on the basis of the latest quarterly financial statements certified by the internal auditor. 

If any bank or financial institution  gives credit facilities to any single customer or a  group of 

customers exceeding the prescribed limit, in respect of such excess facilities over the 

prescribed limit, 100% loan loss provision should be made. 

 

b)  According to Section 10 of the Industrial Enterprises Act, 2049, every industry, whether it requires a 

license or not, must get itself registered with the concerned department. 

While establishing an industry requiring a license under the Act, the industry should be 

registered with the department in accordance with terms as may be prescribed. While 

establishing an industry that does not require a license it  should also be registered with the 

department giving the following particulars. 

 

a. Nature of the industry and class; 

b. The place where the industry is to be located; 

c. Machinery to be installed; 

d. Raw material, auxiliary raw materials, chemicals, packing materials to be used; and 

e. Name of the owner of the industry. 
 

The registration of cottage and small industries will be registered with the Cottage and Small 

Industry Department or the District Local office of the Department or any office notified by the 

Department. In the case of medium and large industries, they should be registered with the 

Department of Industry or the office notified by it. 
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5. Answer the following questions: (3×5=15) 

a) According to the Contract Act, 2056, 'Contract' means an agreement enforceable 

by law concluded between two or more parties for performing or not performing 

any work. Accordingly, Section 75 provides for reciprocal performance by the 

parties to the contract. Explain the reciprocity of obligations and consequences of 

failure by a party to perform. 

b) What are the circumstances in which the Insurance Board may impose a ban or 

suspend entirely or partially any type of business being operated by the insurer 

under the Insurance Act, 2049? 
 

c) Does a proprietor have any right to curtail production or service of his/her 

enterprise or closedown his/her enterprise or a part of thereof? If so, explain the 

process in reference of the Labour Act, 2048. 
 

 

Answer: 

a) Indeed, a contract is an agreement with a meeting of mind of the parties concerned. So, there 

should be a meeting of mind in the performance also. Accordingly, the Contract Act, 2056 vide 

Section 75 provides for the reciprocal performance of the parties and consequences for any 

failure,  as follows: 

 

(1) In case a contract has been concluded with a provision requiring both parties to 

simultaneously fulfill their respective obligations, and in case one party fundamentally 

shows a conduct or intention of not fulfilling his/her obligation the other party shall 

not be required to fulfill his/her promise. 

 

(2) In case the order of priority relating to fulfillment of any promise has been specified in 

the contract itself, it shall be fulfilled accordingly, and in case no such order of priority 

has been specified, the party who is required to do so first according to the nature of 

the contract shall fulfill it. 

 

(3) In case one promise cannot be fulfilled without fulfilling another promise under any 

contract containing reciprocal promises, the party, which cannot execute the contract 

because of the failure of the other party to fulfill its promise, may recover the loss or 

damage caused by the failure of the other party to execute the contract. 

 

(4) In case a contract of the type mentioned in Sub-section (1) has been concluded, and 

any party obstructs the other party from performing the contract, the party which 

becomes unable to perform the contract may terminate the contract and also recover 

any loss or damage suffered by him/her from the termination of the contract in that 

manner. 

 
b) Section 12A of the Insurance Act, 2049 provides that the Insurance Board may impose a ban or 

suspend any portfolio of the insurance business of an insurer the total of its business on any of 

the following grounds. 

 

 (a) If the directives provided by the Board from time to time regarding the procedures to be 

followed by the insurer during the operation of the insurance business has been violated. 

(b) If the insurer provides loan to any corporate body in which any of its directors or his/her 

family member is working as a managing agent or partner, or provides guarantee or security 

of any kind for any loan provided to him/her by others by violating Section 14 of the Act. 
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(c) If the insurer does not provide information to the Board to be provided pursuant to Section 15 

of the Act. 

(d) If the insurer does not maintain the accounts and record, to be maintained pursuant to 

Section 19 of   Act. 

(e) If the insurer does not maintain separate accounts and records to be maintained separately 

pursuant to Section 20 of the Act. 

(f) If the insurer does not maintain the fund to be maintained by it pursuant to Section 21 of the 

Act or bears liability of one insurance business from the fund maintained for another 

business.  

(g) If the insurer does not maintain the compulsory reserve fund to be maintained by it pursuant 

to Section 22 of the Act.  

(h) If the insurer accepts the insurance risk without receiving the insurance premium pursuant to 

Section 27 of  the Act.  

  

Answer: 

c) Pursuant to Section 11 of Labour Act, 2048 a proprietor has the right to curtail production or 

service of his / her enterprise or close down his/ her enterprise partially or fully on certain 

grounds  as follows: 

 

 (1) In case where the curtailment of production or service in any enterprise for some period is 

necessary or where operation of the enterprise cannot be continued for some special 

circumstance, the proprietor may curtail its production or service or may close the enterprise or 

a part of thereof. However,  permission from the Labour Office in case of a period up to fifteen 

days and from the Department of Labour in case of a period for more than that shall have to be 

taken while curtailing the production or service or closing the enterprise or any part thereof . 

The Labour Office shall inform the Department of Labour about such permission.   

 

  (2) While doing curtailment in the production or service, permanent workers or employees 

other than workers or employees working on shifts or on wages shall be kept in reserve by 

giving them half of the remuneration. Such workers or employees shall continue to receive all 

appropriate facilities which they are receiving. 

    

  (3) If any worker or employee kept in reserve refuses to work on another assignment or similar 

nature on equal remuneration offered by the proprietor in the same enterprise or another 

enterprise under his/her control or if he/she does not come in the enterprise once a day during 

office hours or on other situations as prescribed, the proprietor may withhold the remuneration 

and facility of such worker and employee.     

 

 

a) Answer the following questions:  

b) How is the board of directors of a cooperative society formed? In case the board 

is not formed on time, what role the Registrar may play? How a member of the 

board may be expelled?  (2+1.5+1.5=5) 

c) When a security holder sells collateral as per the rights conferred on him/her by 

the provisions of the Secured Transactions Act, 2063, how will the proceeds of 

such sale be applied? Put them in order. And how will the security holder treat the 

surplus of the proceeds? (4+1=5) 
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d) Advise a foreigner who is interested to invest in Nepal, about the facilities and 

concessions he/she is ensured with under the Foreign Investment and Technology 

Transfer Act, 2049. 5 
 

 

 

Answer: 

a) As per Section 16 of Cooperative Act, 2048, every association or society shall have one board 

of directors, and the formation, functions, duties and powers of the board shall be as provided 

in the bye-law of the concerned association or society. It further states that the board has to 

get a new board elected prior to the expiration of its tenure of 5 years. 

 

If the board does not hold election on time, any member may give information thereof to the 

Registrar, who, irrespective of whether information as referred to above is received or not, 

shall hold election of the board within six months after the expiration of the tenure of the 

board. 

  

A member of the board may be expelled by the general assembly through a resolution to that 

effect passed by a majority upon presentation of an agenda by the five present of the 

members. 

 

b) As provided under Section 51 of the Secured Transactions Act, 2063, proceeds of the sale 

of collateral shall be applied in the following order : 

           

a. The reasonable expenses of retaking, holding, preparing for disposal and disposing of the 

collateral, including reasonable fees paid to legal practitioner and legal expenses incurred by 

the security holder; 

b. Debt secured by the security interest; and  

c. Debt secured by any subordinate security interest in the collateral if a written demand is 

received before the completion of the distribution of the proceeds and the holder of a 

subordinate security interest gives reasonable evidence of the interest. 

The security holder shall account to the security giver for any surplus of the proceeds of 

sale of collateral and, unless otherwise agreed, the security giver shall be liable for any 

deficiency. 

c) As per Section 5 of the Foreign Investment and Technology Transfer Act, 2049 (1992), the 

facilities and concessions that are assured to the foreign investors are: 

 

(1)  A foreign investor making investment in foreign currency shall be entitled to 

repatriate the following amount outside Nepal:- 

a)  The amount received by the sale of share of foreign investment as a whole or any 

part thereof. 

b)  The amount received as profit or divided in lieu of the foreign investment. 

c)  The amount received as the payment of the principal of and interest on any foreign 

loan. 

 

AUDIT
NCA.C

OM

www.auditnca.com

www.auditnca.com


 

 RFV    

(10) 

(2)  A foreign investor shall be entitled to repatriate outside Nepal the amount received 

under an agreement for the transfer of technology in such currency as set forth in the 

concerned agreement. 

Provisions Relating to Visa: (1) A foreign national visiting Nepal in connection with 

undertaking any study or carrying out any research with the objective of making 

investment in Nepal shall be provided a non tourist visa for up to six months. 

 

(2) A foreign investor or dependent family or authorized representative of such a foreign 

investor and department family of such authorized representative shall for the purpose of 

stay in Nepal be provided a business visa until the foreign investment is retained. 

Provided that a foreign investor who, at a time, makes investment in an amount no less 

than one hundred thousand United States dollar or in convertible foreign currency 

equivalent thereto, and his/her dependent family shall be granted a residential visa until 

such investment is retained. 
 

 

 

6. Write short notes on: (4×5=20) 

a) Bid selection criteria for privatization 

b) Functions, duties and powers of the Auditor General  

c) Dispute Settlement Mechanism under WTO 

d) Acts not to be done by International Financial Entities 
Answer: 
 

a) The bid selection criteria: 

Section 10 of the Privatization Act, 2050 has fixed six criteria to select the bids. They are as 

following: 

a. Attractive price; 

b. Management of the enterprise without changing its nature; 

c. Retention of the services of present workers and employees; 

d. Enhancement in the employment opportunity; 

e. Managerial experience; and 

f. Expansion of the enterprise and business by preparing a good business plan and making 

additional investment. 

 

While evaluating proposals, if the proposals of two or more investors are fund to be identical, 

priority shall be given to the Nepali investor. 

 

b) Functions, duties and powers of Auditor General: 

Constitution of Nepal, in its Article 241, provides that the functions, duties and powers of 

Auditor General is to audit the accounts of the supreme Court, Office of the President and Vice 

President, Federal Parliament, State assembly, state government, local bodies, Constitutional 

bodies or the offices there of, courts, Office of the  Attorney General, Nepal Army, Nepal 

Police or Armed Forces, and all the federal and state government offices. The audit will be 

done by taking into account the regulatory, economy, workskill, effectiveness and rationality.  

Auditor General will be consulted for appointed of auditor for audit of accounts of the 

corporate entity in which the Government of Nepal or State Government has ownership on 

share or assets exceeding 50%.The Auditor General may give necessary direction on the 

pronciples to be followed for audit of such corporate entity. The Auditor General has the right 

to access to any document relating to the accounts.  
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c) Dispute Settlement Mechanism under WTO: 

The WTO’s procedure underscores the rule of law, and it makes the trading system more secure 

and predictable. The system is based on clearly defined rules, with timetables for completing a 

case.  
 

First, rulings are made by a panel where ruling is endorsed (or rejected) by the WTO’s full 

membership. Appeals based on points of law are also possible. It introduced greater discipline for 

the length of time a case should take to be settled, with flexible deadlines set in various stages of 

the procedures.  
 

The agreement emphasizes that prompt settlement is essential if the WTO is to function 

effectively. It sets out in considerable detail the procedures and the timetable to be followed in 

resolving disputes. If a case runs its full course to a first ruling, it should not normally take more 

than about one year – 15 months if the case is appealed.  
 

The agreed time limits are flexible, and if the case is considered urgent (e.g. if perishable goods 

are involved), then the case should take three months or less. 
 

 

Rulings are automatically adopted unless there is a consensus to reject a ruling. In such cases a 

country wanting to block a ruling has to persuade other WTO members (including the adversary in 

the case) to share its position. 

 

d) Acts not to be done by International Financial Entities: 

Acts not to be done by International Financial Entities are mentioned in Section 5 of the 

International Financial Transaction Act, 2054, as follows: 

(a)  To purchase any kind of immovable property within Nepal or to keep in their name 

otherwise; 

(b)  To carry out any type of international financial transaction with any person resident 

of Nepal; 

(c)  To purchase shares or debentures of any company incorporated in  Nepal under the 

existing laws; and  

(d)  To open an account in any commercial bank of Nepal. 

 

Provided that an account may be opened in any commercial bank with the permission of 

the Accreditation Committee for the purpose of running the day-to-day administrative 

business of the office up to such amount as may be fixed by the Accreditation Committee. 
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                                       Management Information and Control System 

 Suggested 
 

Roll No…………….   Maximum Marks - 100 
 

Total No. of Questions - 6   Total No. of Printed Pages -1 
 

Time Allowed - 3 Hours   

  Marks 

Attempt all questions. 
 

1. Assume that you are working as the Chief Executive Officer for the Nepal Door 

Sanchar Company Limited (NDCL). You want to have an Executive Information 

System (EIS) to support your work. In this context answer following question; (10+10=20) 
 

a) Why do you want to have EIS? 

b) Compare EIS with other information system. 

Answer 

a) 

Nepal Door Sanchar Company Limited Nepal (NDCL) is the leading telecom operate for in Neal which 

provides the services of voice and data. It operates voice and data services through the public service 

telephone network (PSTN) and mobile phone network. The services are almost to the all part of the 

country. It has very high financial transaction. NDCL is one of the highest tax payer companies in 

Nepal. The technical and administrative staffs are around 5 thousand in the country. It has fixed assets 

in the form of buildings and land as well along with the telecommunication infrastructure.  These are 

the basic back ground of the company.  

The operation of NDCL is highly distributed ranging from switching of voice channels, data 

transmission, maintenance and optimization of the networks maintaining the quality of services. 

Another very important area of business of NDCL is the sales of mobile SIM/telephone lines and 

customer care. To handle these businesses NDCL is having different types of ICT system.   And the 

concern head of the departments and functional units are responsible to supervise their subordinates. 

Being the CEO, I want to know the summary of status of all business activities going on in my office. It 

is really time consuming affair for me to check each and every system to have relevant information. So, 

I want to have the summary of the all system in the as Executive Information System. This system 

should help me to go in detail of every system whenever needed. It should be able to provide the 

graphical summary (charts, graphs etc.) of the status/progress of the work going in my organization in 

finance, sales and customer support, operation and maintenance, human resource and procurement etc. 

The system should be able to indicate peculiarities in all areas with distinct features.   This executive 

system should run in the internet so that i can track the status from any places. This executive 

information system should have the features of making analysis, should give the comparative 

information, trends and ideas about business opportunities and problems.  

If I can have EIS my work will be highly precise and effective. Generally unstructured type decision has 

to be made from my place. In this case this EIS will help me to take the right decision at right time.  

Thus, EIS will help me to make the good decisions and overall the efficiency of the NDCL can be 

increased as I can access the right information in right time without hassles. 

b) 

SN Executive Information 

System (EIS) 

Management Information 

System (MIS) 

Decision Support System 

(DSS) 

1 EIS is the summary of the 

all type of system which is 

helpful more towards 

unstructured decision 

making process. 

MIS is generally a sophisticated 

reporting system built on 

existing transaction processing. 

 

DSS is that system which 

helps to support semi-

structured decision 

making process.  
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2 EIS support the executive 

level of management, often 

used to formulate high level 

strategic decisions impacting 

on the direction of the 

organization 

 

Often used to support structured 

decision making.  

DSS problems are often 

characterized by 

incomplete or uncertain 

knowledge, or the use of 

qualitative data. 

 

 

 

3 These systems will usually 

have the ability to extract 

summary data from internal 

systems, along with external 

data that provides 

intelligence on the 

environment of the 

organization 

 

Typically will also support 

tactical level management, but 

sometimes are used at other 

levels. 

 

DSS will often include 

modeling tools in them, 

where various alternative 

scenarios can be modeled 

and compared. 

 

4 Generally these systems 

work by providing a user 

friendly interface into other 

systems, both internal and 

external to the organization 

 

Examples of structured 

decisions supported by MIS 

might include deciding on stock 

levels or the pricing of products 

 

 

Investment decisions are 

examples of those that 

might be supported by 

DSS. 

 

2.  

a) What do you mean by business strategy and its levels? Explain  (2.5+2.5=5) 

b) What do you mean by feasibility analysis?  5 

c) Explain the main features of problem solving approach in system development.  5 

d) What are the main differences between spiral model and waterfall model of 

system development?  5 

Answer 

a) 

Business strategy is a set of activities and decisions firms make that determine the following:  

Products and services the firm produces 

Industries in which the firm competes 

Competitors, suppliers, and customers of the firm 

Long-term goals of the firm 

Strategies often result from a conscious strategic planning process in which nearly all small to large 

firms engage at least once a year. This process produces a document called the strategic plan, and the 

managers of the firm are given the task of achieving the goals of the strategic plan. But firms have to 

adapt these plans to changing environments. Where firms end up is not necessarily where they 

planned to be. Nevertheless, strategic plans are useful interim tools for defining what the firm will do 

until the business environment changes. 

 Thinking about strategy usually takes place at three different levels: 

 Business. A single firm producing a set of related products and services 

 Firm. A collection of businesses that make up a single, multidivisional firm 

 Industry. A collection of firms that make up an industrial environment or ecosystem  
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 Information systems and technologies play a crucial role in corporate strategy and strategic planning 

at each of these three different levels. Just about any substantial information system—a supply chain 

system, customer relationship system, or enterprise management system—can have strategic 

implications for a firm. What the firm wants to do in the next five years will be shaped in large part 

by what its information systems enable it to do. IT and the ability to use IT effectively will shape 

what the firm makes or provides customers, how it makes the product/service, how it competes with 

others in its industry, and how it cooperates with other firms and logistic partners.  

 

 b) 

Feasibility is the measure of how beneficial or practical the development of an information 

system will be to an organization. 

Feasibility analysis is the process by which feasibility is measured. 

Feasibility should be measured throughout the life cycle. The scope and complexity of an 

apparently feasible project can change after the initial problems and opportunities are fully 

analyzed or after the system has been designed. Thus, a project that is feasible at one point may 

become infeasible later. Some check points for our systems development life cycle are. 

If you study your company‘s project standards or systems development life cycle (SDLC), you`ll 

probably see a feasibility study phase or deliverable, but not an explicit ongoing process. But look 

more closely! there may be various go/no-go checkpoints or management reviews. These 

checkpoints and reviews identify specific times during the life cycle when feasibility is 

reevaluated. A project can be canceled or revised in scope, schedule, or budget at any of these 

checkpoints. Thus, an explicit feasibility analysis phase in any life cycle should be considered to 

be only an initial feasibility assessment. 

Feasibility checkpoints can be installed into any SDLC being used. The checkpoints are 

represented by red diamonds. The diamonds indicate that a feasibility reassessment and 

management review should be conducted at the end of the prior phase (before the next phase). A 

project may be canceled or revised at any checkpoint, despite whatever resources have been spent. 

This idea may bother you at first. Your natural inclination may be to justify continuing a project 

based on the time and money you‘ve already spent. A fundamental principle of management is 

never to throw good money after bad—cut your losses and move on to a more feasible project. 

That doesn‘t mean the costs already spent are not important. Costs must eventually be recovered if 

the investment is ever to be considered a success. 

c)  

A methodology is a problem-solving approach to building systems. The term problem is used to 

include real problems, opportunities for improvement, and directives from management. The 

classic problem-solving approach is as follows: 

1. Study and understand the problem and its context. 

2. Define the requirements of a suitable solution. 

3. Identify candidate solutions and select the "best" solution. 

4. Design and/or implement the solution. 

5. Observe and evaluate the solution's impact, and refine the solution accordingly. 

Systems analysts should approach all projects using a problem-solving approach. 

Inexperienced problem solvers tend to eliminate or abbreviate one or more of the above steps. The 

result can range from (1) solving the wrong problem, to (2) incorrectly solving the problem, to (3) 

picking the wrong solution. A methodology's problem-solving orientation can reduce or eliminate 

the above risks. 

   d The major differences between the spiral model and waterfall model of system development are as 

follows: 

SN Spiral  Model Waterfall Model 

1 Based on the concept of enhancement of 

the initial prototype in a repetitive process. 

Based on a well-structured, sequential flow 

of steps from beginning to end. Relatively 

rigid structure. 

2 Can handle errors and bugs more easily Difficult because the development has to go 
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since the prototype is evaluated after each 

cycle. 

back to the beginning if a error or bug needs 

to be rectified.  

3 Process is iterative and repetitive Process is based on a sequential flow where 

a step is started only after the preceding step 

ends.  

4 Easier to accommodate sudden changes in 

the requirements. 

Difficult to incorporate such sudden changes 

in the requirement.  

5 Suitable for complex projects which may 

need changes in the middle of the 

development process. 

Suitable for large projects with large 

development teams. 

 

3.  

a) Explain the key steps of prototyping development and its limitations.  (2.5+2.5=5) 

b) Explain the phases of RAD model.  5 

c) Explain ethics in an information society. 5 

Answer 

a) 

The steps involved in prototyping development are as follows: 

 Working in manageable modules 

 Build the initial prototype rapidly 

 Modifying the prototype in successive iterations. 

 Stress test and user Interface optimization. 

 

Limitations of prototyping 

 Based on some kind of hit and trial. 

 Practically, this methodology may increase the complexity of the system as scope of the system 

may expand beyond original plans. 

 Incomplete application may result if the users cannot give full picture or feedback. 

 Can lead to entirely different end system compared to the one originally planned. 

b)  

Business modeling: The information flow is identified between various business functions. 

Data modeling: Information gathered from business modeling is used to define data objects 

that are needed for the business. 

Process modeling: Data objects defined in data modeling are converted to achieve the 

business information flow to achieve some specific business objective. Description are 

identified and created for CRUD? of data objects. 

Application generation: Automated tools are used to convert process models into code and 

the actual system. 

Testing and turnover: Test new components and all the interfaces 

c)  

Ethical choices are decisions made by individuals who are responsible for the consequences 

of their actions. Responsibility is a key element of ethical action. Responsibility means that 

person accepts the potential costs, duties, and obligations for the decisions being made. 

Accountability is a feature of systems and social institutions: It means that mechanisms are 

in place to determine who took responsible action, who is responsible. Systems and 

institutions in which it is impossible to find out who took what action are inherently incapable 

of ethical analysis or ethical action. Liability extends the concept of responsibility further to 

AUDIT
NCA.C

OM

www.auditnca.com

www.auditnca.com


 (16) 

 YZF  P.T.O. 

the area of laws. Liability is a feature of political systems in which a body of laws is in place 

that permits individuals to recover the damages done to them by other actors, systems, or 

organizations. Due process is a related feature of law-governed societies and is a process in 

which laws are known and understood and there is an ability to appeal to higher authorities to 

ensure that the laws are applied correctly. These basic concepts form the underpinning of an 

ethical analysis of information systems and those who manage them. First, information 

technologies are filtered through social institutions, organizations, and individuals. Systems 

do not have impacts by themselves. Whatever information system impacts exist are products 

of institutional, organizational, and individual actions and behaviors. Second, responsibility 

for the consequences of technology falls clearly on the institutions, organizations, and 

individual managers who choose to use the technology. Using information technology in a 

socially responsible manner means that you can and will be held accountable for the 

consequences of your actions. Third, in an ethical, political society, individuals and others can 

recover damages done to them through a set of laws characterized by due process. 

4.  

a) Explain why e-commerce is getting popular day by day.  7 

b) Explain about the CRM system with its application areas in business.   8 

Answer 

a) 

E-commerce is the entire process of developing, marketing, selling and purchasing, delivering, 

servicing and paying for the products and services which are transacted on internet among the global 

customers. Simply business activities carried out through the internet.  

E-commerce has some of the unique features in comparison to the conventional way of doing business 

that‘s why they are getting popular day by day.  

The reasons of e-commerce gaining popularity can be summarized as below:  

• Ubiquitous and global reach- Business can be done from any place. Doing business through e-

commerce doesn‘t mean that it has to be in the downtown of the city. It can be from the any part 

of the country. Moreover, the selling and buying of the product is associated around the globe. 

Products can be buy or sell from any rural part of Asia to core city of Europe or America.    

• Selection and Value – attractive product selections, competitive prices, satisfaction guarantees, 

and customer support after the sale 

• Performance and Service – fast, easy navigation, shopping, and purchasing, and prompt shipping 

and delivery 

• Look and Feel – attractive web storefront, website shipping areas, multimedia product catalog 

pages, and shopping features 

• Payment Mechanism- Another reason of the spreading of e-commerce is its facility to pay the 

bill through the electronic media. It is not necessary to carry cash or cheque whenever the 

transaction is done from e-commerce. 

• Advertising and Incentives – targeted web page advertising and e-mail promotions, discounts 

and special offers, including advertising at affiliate sites 

• Personal Attention – personal web pages, personalized product recommendations, Web 

advertising and e-mail notices, and interactive support for all customers 

• Community Relationships – virtual communities of customers, suppliers, company 

representatives, and others via newsgroups, chat rooms, and links to related sites 

b)  
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The perception of business house in viewing of customer is changing these days. Customers are treated 

as the long term assets instead of one time exploitable source of income. To nurture customers as the 

long term assets the customer relationship management (CRM) system through the use of information 

technology has been adapted.  CRM is both a business and technology discipline that uses information 

systems to integrate all of the business processes surrounding the forms interactions with its customers 

in sales, marketing and service. The ideal CRM system provides end to end customer care from receipt 

of an order through product delivery.  A good CRM system consolidate customer data from multiple 

sources and provides the analytical tools for answering question such as: What is the value of particular 

customer to the firm over his or her life time? Who is the most loyal customer? How can organization 

reach to those customers?  

Customer relationship management system is a software suit which provides a complete window of 

customer to all the member of the organization dealing with the customer in clicks to provide them 

support and information to enhance the long term relationship between potential and existing customer 

and organization. At the same time CRM also provides the complete window view of the organization 

to the customer on clicks. Thus CRM is a cross functional information system that integrates and 

automates many of customer oriented business activities such as sales, marketing and customer services 

with the help of web based IT frame work.  

The major application area of CRM can be listed as: 

 Contact and Account Management 

 Sales 

 Marketing  

 Customer Support 

 Retention 

Contract and account management: 

This area mainly helps marketing and service professional to capture and track the customer relevant 

data. The customer data can be captured from the websites, telephones, fax and email etc.  

Sales: 

A CRM software suite provides the sales representatives the tools to enhance their activities. It can help 

them for the cross-selling and up-selling of the products.  

Marketing: 

CRM system help marketing professional accomplish direct marketing campaigns by automating such 

tasks as qualifying leads for targeted marketing and scheduling and tracking direct marketing mailings. 

It also helps marketing professional to analyze the data of prospecting customers.  

Customer Support: 

CRM software provides the service representative with the software tools and real time access to the 

common customer database shared by sales and marketing professionals. CRM helps customers service 

managers create, assign and manage requests for service by customers.  

Retention:  

It helps to retain the most valuable and potential customer by enhancing the relationship. It helps to 

identify such customer and reward them in kind.  

5.  

a) What are the risks of using Internet from office? How would you minimize those 

risks?  (2+3=5) 

b) Assume you are assigned to do major hardware maintenance of the information 

system in a commercial bank. What are the major challenges? How would you 

minimize them? (2+3=5) 

c) What are the major considerations while designing high availability mechanism of 

the information system? Explain in brief. 5 

Answer 

a) 

The major risks of allowing Internet access from an office environment are: 

 Risk of intrusion from outside into the office network using vulnerable PCs.  
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 Unnecessary engagement of staff in Internet facilities such as social networks, blogs, chats 

resulting in loss of productivity. 

 Spread of viruses, malware through Internet and email services.  

 Possible exploitation of the computers by hackers to conduct cyber attacks, retrieve 

confidential information and cause network failure.  

Though these risks are serious, we cannot totally block Internet in office. The following are 

some means of minimizing those risks: 

 Use of latest and robust software. Preferably licensed and legitimate software. 

 Regularly update and patch the systems.  

 Use good antivirus and anti-malware tools. 

 Do not allow access to social networks, blogs, YouTube from office. These kill time and 

reduce productivity the most. 

 Use proper security devices/software to block unwanted and malicious access / content from 

the Internet.  

 Make the staff aware about the risks and their mitigation techniques. 

b) Hardware maintenance of the Information system is a critical activity because it involves actual 

physical activity on the hardware and can cause major system downtime if high availability 

provisions are not available.  

In this context, the major challenges for me to do hardware maintenance of a commercial bank 

are: 

 Since banking systems involve financial transaction and critical data, the level of preparation 

and care needed is very high. 

 The downtime has to be minimized.  

 The maintenance activity has to be planned in such a way that the disruptions are minimum. 

 Convincing of the bank management about the plan of maintenance and the impact it can 

make on system operations.  

 Creating a fallback plan if the maintenance activity does not go as planned.  

The steps I would take to minimize the challenges and risks are: 

 Check the high-availability and redundancy provisions of the system. If there is redundancy 

provisions, risks are lower.  

 If redundancy provisions are not there, system downtime cannot be eliminated. Detailed, 

step-by-step plan shall be made so that the downtime is minimized. 

 Arrangement of power and network team shall be made prior to the activity to make sure 

those necessary components are working smoothly.  

 Take full data backup of the system so that in case the maintenance leads to data corruption, 

the latest good data can be restored.  

 Keep in close contact with the system suppliers and software developers to handle any 

unforeseen problem during maintenance and system restoration. 

 Make the management and users aware of the detailed activity, risks and steps taken to 

minimize those.  

 Keep all the activities documented for record and future references. 
 

c) The major considerations while designing high availability mechanism of an information system 

are: 

i. Hardware Redundancy: use of replicated hardware such as servers, storage devices, 

network devices so that system continues functioning even if one complete hardware set 

fails. 
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ii. Power Redundancy: power is a major cause of failures, especially in situations like ours 

where power supply is very unreliable. So, dual power for each equipment from dual 

power sources (battery banks, UPS, generators, city supply) is critical. 

iii. Network Redundancy: Since systems are accessed by end users over network, network 

redundancy is also equally important. More than one connectivity to the system servers 

from the organizational network is critical to make sure the network connectivity to the 

systems are always available. 

iv. Software Capability: The system application or software should also be capable of high 

availability. For example, the back-end database of one system should be synchronized 

in live with the redundant system. The database management software should have this 

data synchronization capability. Other software components should also have such 

capability. 

v. Geographical Redundancy: It is highly recommended to install the two sets of system in 

a geographically diverse mechanism, preferably in different seismic zones. This makes 

system less vulnerable to natural or manmade disasters such as earthquakes, floods, 

building collapses, power grid failures, vandalism etc. 

6. Write short notes on the following: (5×3=15) 

a) Entity relationship diagram 

b) Data encryption and its importance.  

c) Final acceptance testing 

d) Open system and Closed system 

e) Benefits of RAID  

Answer 

a) An entity-relationship diagram is a data modeling technique that creates an illustration of an 

information system's entities and the relationships between those entities. 

As noted above, there are 3 ingredients in a standard entity-relationship diagram:  

 Entities, which represent people, places, items, events, or concepts. 

 Attributes, which represent properties or descriptive qualities of an entity. These are 

also known as data elements. 

 Relationships, which represent the link between different entities. 

Entities, attributes, and relationships can be represented in one of three ways: with a 

conceptual model, logical model, or physical model. These models increase in complexity as 

you move from conceptual to logical to physical. It's usually best to start with a conceptual 

ERD model, so you can understand—at the highest level—the entities in your data and how 

they relate to each other. As you transform a conceptual ERD to a physical model, you'll learn 

exactly how to implement modeled information into the database of your choice. See our 

Entity-relationship diagram tutorial page for more information. 

b) Data encryption is all about the conversion of the important data to the format which is not 

understandable to the unwanted receiver even though they have access it. Thus encryption is the 

combination of the computer science and mathematics to disguise the data. Data encryption ensures 

confidentiality of the data. For the desired receiver they will have the key to recover the original data 

from the encrypted version. The process of recovering the original data is called as the decryption and 

the key which is used to recover the original data is decryption key. 

Government data, financial data, personal data, tax information, credit card details and 

airlines data are very sensitive. If they go in wrong hand it may be counter- productive.  But, 

theses data keep on moving internet and internet is prone to unwanted access. So encryption 
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helps in the transmission of these valuable data in other form which is not understandable to 

the unwanted users. Normally two types of encryption techniques are used to secure the data. 

They are private key encryption and public key encryption. 

 

c) Final Acceptance Testing is conducted when the system is just ready for implementation. 

During this testing, it is ensured that the new system satisfies the quality standards adopted by 

the business and the system satisfies the users. Thus, the final acceptance testing has two major 

parts:  
 

a. Quality Assurance Testing: It ensures that the new system satisfies the prescribed quality 

standards and the development process is as per the organization‘s quality assurance 

methodology.  
 

b. User Acceptance Testing: It ensures that the functional aspects expected by the users 

have been well addressed in the new system. There are two types of the user acceptance 

testing :  
 

o Alpha Testing: This is the first stage, often performed by the users within the 

organization.   
o Beta Testing: This is the second stage, generally performed by the external users. This is 

the last stage of testing, and normally involves sending the product outside the 

development environment for real world exposure. 

d)  

Open System: An Open System interacts with other systems in its environment. For 

example - Information system is an open system because it takes input from the 

environment and produces output to the environment, which changes as per the changes in 

the environment.   
Closed System: Closed System does not interact with the environment and does not 

change with the changes in environment. Consider a ‗throw-away‘ type sealed digital 

watch, which is a system, composed of a number of components that work in a cooperative 

fashion designed to perform some specific task. This watch is a closed system as it is 

completely isolated from its environment for its operation.  

e) The major benefits of RAID technology are: 

 RAID can combine small disks to create a large virtual disks. This makes it possible to 

create large storage space using small disks without investing much on new high capacity 

disks.  

 RAID can also create redundancy. Different levels of redundancy can be achieved. Simple 

concatenation with parity can create a volume where any one disk can be removed without 

losing data. 

 In higher level of redundancy, disk mirroring RAID level can be used. In this level, whole 

disk volumes are replicated in separate disks. Failure of one whole set does not result in loss 

of data.  

 Based on the necessity, different RAID levels can be configured to achieve high capacity, 

high reliability or a combination of both using available, inexpensive disks.  
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Advanced Taxation 

Suggested Answer 

Roll No…………….   Maximum Marks - 100 
 

Total No. of Questions - 8   Total No. of Printed Pages - 6 
 

Time Allowed - 3 Hours   

  Marks 

Attempt all questions. Working notes should form part of the answer. 
 

1. M/s Good Products Manufacturing Industry Ltd., a resident company, has furnished you the 

following information with respect to the income year 2071/2072: 
 

 

Particulars  Amount (Rs.) Particulars  Amount (Rs.) 

Opening Stock 15,000 Sales 1,550,000 

Purchase of raw 

materials 

650,000 Gain on sale of business 

assets 

60,000 

Freight Inwards 40,000 Prize from display 

competition 

25,000 

Direct wages 80,000 Miscellaneous Income 10,000 

Manufacturing 

Expenses 

150,000 Income from natural 

resources 

120,000 

Administration 

Expenses 

260,000 Bad debts recovered 28,000 

Interest Expenses 300,000 Interest received 5,000 

Repair Expenses 42,000 Closing stock 10,000 

Depreciation 212,000 Net loss 680,000 

Entertainment 

Expenses 

12,000   

Miscellaneous 

Expenses 

49,000   

Audit Fee 40,000   

Pollution control cost 280,000   

Advertisement 13,000   

Donation 145,000   

Research and 

Development Cost 

200,000   

 

Additional Information: 

a) Purchase includes Rs. 60,000 incurred for purchase of office equipment in Chaitra 2071.  

b) Administration expenses include a cash payment of Rs. 75,000 to Approved Retirement 
Fund towards retirement contribution. 

c) Opening WDV of assets are : Building Rs. 1,500,000 : Plant & Machinery Rs. 350,000 : 
Office Equipment Rs. 80,000. 
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d) Repair expenses include Rs. 20,000 of building and Rs. 22,000 of office equipment. 

e) Donation was made for conservation and promotion of religious heritage in Nepal with 
the prior approval of IRD. 

f) Out of bad debts recovered, 20% was not allowed previously. 

g) Interest was paid to owner entity. The company’s ownership lies with Non-resident 
person 20 percent and with its associated person 10 percent. 

h) Expenses related to natural resource amounting to Rs. 2,000 was not recorded in above 
statement. 

i)  No advance tax has been deposited during the year and advance tax return was also not 
filed. 

j) Extension for filing Income Tax return has been taken upto Poush end 2072 but the 
return was filed on Magh 09, 2072. Number of days in a month is 30. 

k) During the course of assessment, the assessing officer has assessed additional tax 
liability of Rs. 1,000,000 out of which Rs. 100,000 is undisputed and Rs. 900,000 is 
disputed. Hence, the company wants to go for administrative review of the disputed tax 
liability. The assessing officer wants to levy fines as per section 120(ka) of the income 
tax act. 

l) During the course of assessment, the assessing officer found that the company has 
deducted Rs. 20,000 as withholding tax in the month of Shrawan 2071. Although the 
withheld amount was deposited within Bhadra 25, 2071, the statement of the same was 
submitted only on Ashwin 20, 2071.  

You are required to calculate the Taxable Income, Tax Liability and Fines as per section 

117 along with Interest as per section 119. Give your answer with relevant working 

notes and explanations. Ignore interest under section 118 of the act. Also calculate the 

amount to be deposited for administrative review and fines as per section 120(Ka) of 

the act. 15 
 

Answer: 

Rs.    Rs.  

Income from Business 

Sales     1,550,000 

Gain on sale of business assets  60,000 

Prize from display competition  25,000 

Miscellaneous Income    10,000 

Bad debts recovered (80%)  22,400    1,667,400 

Less: Allowable Deductions 

Cost of sales (w.n. 1)   865,000 

Administration expenses   260,000 

Depreciation (w.n. 2)   210,000 

Repair Expenses (w.n. 3)   28,400 

Entertainment expenses   12,000 

Miscellaneous expenses   49,000 

Audit Fee     40,000 

Advertisement    13,000    (1,477,400) 

Assessable Income from business before PCC, R&D cost and  

Interest expenses        190,000 

Less: 

Interest Expenses (w.n. 4)       159,000 
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Assessable Income before PCC and R&D cost    31,000 

Less: Pollution control cost (w.n. 5)     15,500 

Less: R & D Cost (w.n.5)       15,500 

Assessable Income from Business     0 

Income from Investment: 

Interest received    5,000 

Income from natural resource  120,000   125,000 

Less: 

Expenses related to natural resource     (2,000) 

Assessable Income from Investment     123,000 

Total assessable income       123,000 

Less: 

Donation (w.n. 6)        12,300 

Taxable Income        110,700 

Tax Liability @20%       22,140 

Calculation of Fines as per section 117 

1.  Fines for not filing of advance tax return    2,000 

2. Fines for late filing of tax return    

(1,667,400 Plus 125,000 i.e. Rs. 1,792,400    481  

*0.1%*98/365 or Rs. 100 per Month whichever is higher) 

 

3. Penalty for not submitting TDS statement/ return: As per section 117(3) of the act, if TDS return 
is not submitted within the time frame as per section 90(1) of the act, fine shall be levied at the 
rate of 1.5 percent per annum treating a part of the month as a month. In this case, for 2 
months fines shall be levied as under: 

Rs. 20,000 * 1.5% *2/12 = Rs. 50 
 

4. Interest as per section 119 

22,140 * 15% *4/12 = Rs. 1,107 

5. Calculation of amount to be deposited for Administrative Review: 

As per section 115(6) of the act, for administrative review, total undisputed tax amount and 1/3 

of disputed amount has to be deposited. It means Rs. 400,000 has to be deposited. (Rs. 100,000 

plus 1/3 of Rs.900,000 i.e. Rs. 300,000.) 

6. Calculation of Fines as per section 120(Ka) of the act: The assessing officer wants to levy fines as per 
section 120(ka) of the income tax act. The provision states that in case of erroneous statements 
without willful act, 50% of tax evaded shall be levied. Hence, in this case, Rs. 500,000 shall be paid as 
fine. 

Working Notes: 

1. Cost of sales : Opening stock + Purchases + Freight + Direct wages + Manufacturing Expenses – 
Closing Stock  

= 15,000 + (650,000 – 60,000) + 40,000 + 80,000 +150,000 - 10,000 

= 865,000 

2. Calculation of Depreciation: 

Block A  Block B  Block D 

Opening WDV (Rs.)   1,500,000  80,000   350,000 
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Addition (60,000 *2/3) (Rs)     40,000 

Depreciation Basis(Rs)  1,500,000  120,000  350,000 

Depreciation Rate   5%   25%   15% 

Depreciation Amount (Rs.)  75,000   30,000   52,500 

Additional Depreciation for  

Manufacturing Industry (1/3) (Rs) 25,000   10,000   17,500 

Total Allowable Depreciation (Rs) 100,000  40,000   70,000 

 

Total Depreciation for all Blocks (Rs)      210,000 

 

 

3. Calculation of Allowable Repair: 

    Block A Block B Block D 

        (Rs.)     (Rs.)   (Rs.) 

Depreciation Basis  1,500,000 120,000 350,000 

7% Limit   105,000 8,400  24,500 

Actual Expenses  20,000  22,000 

Allowable   20,000  8,400 

Total Allowable  Rs. 28,400 

 

4. Calculation of Interest 

Interest was paid to owner entity. The company’s ownership lies with Non - resident person 20 

percent and with associated person 10 percent. As per section 14(2) of the act, an entity is 

deemed to be resident entity controlled by exempt organization for any income year, in case the 

entity is resident and specified entities including non resident persons and/ or its associated 

persons hold at least 25% shares at any time during the income year. In case a resident entity 

controlled by exempt organization pays interest to controlling entity, then the interest allowable 

is the lower of actual interest paid or 50% of entity’s adjusted taxable income for the year. ATI 

shall be calculated without including the interest income and the interest expense, Pollution 

control cost, research and development expense and donation. 

         Rs. 

Assessable Income from business before PCC, R&D cost and  

Interest expenses       190,000 

Assessable Income from Investment before Interest Income  118,000 

ATI         308,000 

Allowable Interest expenses to controlling entity 

Interest  Income Rs. 5,000 

50% of ATI  Rs. 154,000  159,000.   
 

Since the calculated amount is lower than the interest expenses of Rs. 300,000, Rs. 159,000 is 

allowable. 

5. Calculation of Pollution Control Cost and R& D Cost: 

ATI  = 190,000 – 159,000 = 31,000 

50% of 31,000 = Rs. 15,500 or actual whichever is lower is allowable. 
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6. Donation: As donation was made for conservation and promotion of religious heritage in Nepal 
with the prior approval of IRD, as per section 12 ka of the act, limit of claim is the minimum of 
actual expenditure or 10% of the assessable income or Rs. 10 Lacs. Here, 10% of assessable 
income is Rs. 12,300 which is less than the actual expenditure of Rs. 145,000. Hence, Rs. 12,300 
is allowed for deduction. 

7. As per section 21(2) of the act, if a person, having annual turnover of more than Rs. 20 lacs, 
makes any payment by cash for amount more than Rs. 50,000 at a time, then the expenditure is 
not deductible. But the exception is for retirement contributions, hence it is allowable. 

 

2.  

a) M/s Nepal Creative Company Limited has been operating approved retirement fund for its 

employees. The fund has been approved by Inland Revenue Department on Ashadh end 2070. 

The particulars related to the retirement fund are as follows: 

Retirement fund contribution in 2070/71  Rs. 2,500,000 

Investment Income in 2070/71   Rs. 150,000 

Retirement fund contribution in 2071/72  Rs. 3,000,000 

Investment Income in 2071/72   Rs. 400,000 

Retirement payments in 2070/71   Rs. 1,500,000 

Retirement Payments in 2071/72   Rs. 1,400,000 

Fund Operating Expenses in 2070/71   Rs. 100,000 

Fund Operating Expenses in 2071/72   Rs. 110,000 
 

IRD has cancelled the approved status of the same fund from Jestha end 2072. The 

management of the fund has the contention that income of the retirement fund is not 

taxable. But the tax officer has the contention that this is taxable transaction as per the 

provisions of the act. Advise the Company about the tax liability, if any. 5 
 

 

b) Global Construction Limited purchased an excavator from ABC Earthmovers Limited on finance 

lease. As per the terms of the lease the construction company is required to pay Rs. 5 lakhs for 5 

years at the end of each year and additionally at the end of 5th year it is required to pay Rs. 30 

lakhs. The current market price of the equipment is Rs. 35 lakhs and the prevailing interest rate 

is 12%. Mention the tax treatment for the deal and calculate the amount of interest allowed to 

be deducted in each of the financial years. 5 
 

c) Droll Company Limited had purchased a plot of land for Rs. 30 Lakhs and shares of Nepal Bank 

for Rs. 21 lakhs at the rate of Rs. 210 per shares during income year 2061/62. Now, being in dire 

need of funds, the company wants to sell these assets. It is expected that the plot of land will 

realise Rs. 5 Crores and the shares can be sold at Rs. 250 per share. Explain the tax implication of 

the above sales under the provisions of the Income Tax Act, 2058. 5 
 

 

Answer: 

a) As per section 64(3) of the act, in case the approval of an approved retirement fund is 

withdrawn by IRD, it has to pay income tax at the rate of  25% of the amount calculated as 

follows: 

1. Contributions received by the fund from the day when the approval was granted to the day 
when the approval is withdrawn plus 
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2. Any other amount that would be included in the income if the approval was not granted 
less 

3. Retirement payments made from the day when the approval was granted to the day when 
the approval was withdrawn. 

Hence, tax liability of the company would be as follows: 

Particulars       Amount ( Rs.) 

Total contribution received (2,500,000 + 3,000,000)  5,500,000 

Investment income (150,000 +400,000)    550,000 

Less: Retirement Payments (1,500,000 +1,400,000)  (2,900,000) 

Taxable Income       3,150,000 

Tax Liability @25%      787,500 

 

b) This is a case of finance lease and it requires splitting of the interest and principal from the 

payment as per Section 32. Expenses on account of depreciation and interest are to be claimed 

accordingly. Global Construction Limited is allowed to claim the depreciation from very first year 

as per Sec 32(7). Interest on this lease is to be claimed as per below calculation: 

Current Market Price (Rs)  3,500,000 

Interest rate    12% 

Payment term   Rs. 500,000 each year and Rs. 3,000,000 at the end of 5 yrs. 

 

Year  Principal(Rs) Payment(Rs) Interest(Rs)  Principal paid(Rs) Balance Principal(Rs) 

1 3,500,000 500,000 420,000 80,000   3,420,000 

2 3,420,000 500,000 410,400 89,600   3,330,400 

3 3,330,400 500,000 399,648 100,352  3,230,048 

4 3,230,048 500,000 387,606 112,394  3,117,654 

5 3,117,654 3,500,000 382,346 3,117,654  - 

 Total  5,500,000 2,000,000 3,500,000 

 

 

c) Gain on sale of land :                                                                           Rs.Crores 

 Sale Price  5 

 Cost 0.3 

 Gain on sale of land 4.7 

 Gain on sale of Nepal bank's share 

 Sale Price ( 10,000 shares at Rs 250) 0.25 

 Cost 0.21 

 Gross Gain 0.04 

 Broker fee at 1% 0.0025 

 Gain on sale of shares 0.0375 

 Total Gain 4.7375 

Tax Rate                25% 

Tax Amount  1.184375 

Less: TDS on sale of shares@10%  0.00375 

Net Tax Payable  1.180625 

 

Note: Nepal Bank's shares are assumed to be listed in Stock Exchange. 
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3.  

a) A tea manufacturing unit in Sindhupalchowk named Kanchanjanga Tea Estate was badly 

affected by the devastating earthquake which hit the country on 25th April followed by 

12th May along with numerous aftershocks. As a result of the same the entity had to 

face huge repair and maintenance expenses for its plant and machinery during the 

financial year 2072/73. 
 

Details of Machinery as well as repair expenses are as stated below: 
 

Opening Balance of Block D: Rs. 10,000,000 

Addition during the Year (On 21st of January, 2016): Rs. 1,750,000 

Sales during the Year (On 18th of April, 2016): Rs. 385,500 

Repair & Improvement Expenses Incurred: Rs. 2,500,000 
 

Mr. Gopal, accountant of the entity is confused whether such expenses incurred on 

repairs of its plant and machinery will be allowed as a deduction or not. So, as a tax 

consultant suggest Mr. Gopal regarding the following: 
 

i) What will be the allowable repair and improvement expenses as per the provisions 

of Income Tax Act based on the levied threshold percentile in normal 

circumstances?  1.5 
 

ii) Will your answer be the same if we see the above case from the view point of an 

earthquake struck country based on various amendments and additions made by 

the Government in this regards?   1.5  
 

b) M/s Budhi Ganga Hydropower Ltd. is seeking your advice on various income tax related 

matters. As a tax professional, advise the company on the following issues: 

i) Is there any exemption and concession in income tax if power generation is done by 

the end of Chaitra 2080? Will the exemption differ if the company tries to generate 

power using solar or wind? 

ii) If hydropower Generation Company is listed in stock exchange, whether the act 

offers any concession? 

iii) In case of power generating companies, if plant or equipment are replaced during 

the year, is there any provision of terminal depreciation? 

iv) Whether the loss can be carried forward by the power generating companies? 

v) What is the applicable income tax rate for power generating companies? 

vi) Is accelerated depreciation is available for power generating companies? 
 

Give your answer by quoting the relevant provisions of the act. 3 
 

c) Mr. Anand Dhakal purchased a house in Chitawan in 2060 BS for Rs. 24 lakhs and 
incurred Rs. 1 lakh in registration etc.. After staying for sometime in the house his whole 
family went to Australia where he got employment and worked there for 5 years. After 
coming back he sold the property at Rs. 45 lakhs. Mention the tax implication on his 
property deal.  2 
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d) M/s Progress Traders purchased following items from abroad through LC and Trust 

Receipt Loan and in the process paid the interest as given below. What would be the tax 

treatment? 2 

i) Purchase of Raw Material:    interest paid  Rs. 285,000 

ii) Purchase of equipment:         interest paid  Rs. 250,000 

Answer: 

a)  

i) Calculation of allowable repair & maintenance expenses as per the provisions of Income Tax Act, 

2058 in normal circumstance is as follows: 

Particular Amount Rs)  Remarks  

Opening Balance of Block D     10,000,000.00    

Absorbed Addition       1,166,666.67  

 Rs.1,750,000 addition on 21
st
 Janaury 

2016 (2/3rd Absorbed)  

Sales         (385,500.00)   

Depreciation Basis of Block D   10,781,166.67    

Allowable R & M Percentile 7.00%  Of Block Depreciation Basis  

Allowable R & M Expenses        754,681.67   Out of Rs.2,500,000  

 

In case of normal circumstances only Rs.754,681.67 shall be allowed as expenses out of 

Rs.2,500,000 and balancing amount of the same shall be capitalized in the same block D against 

which depreciation shall be allowed in the next coming financial year.  

 

ii) But considering the devastating situation which the country felt and based on various 

amendments which were released from the ministry to support the aggrieved entities and 

personnel our reply or solution in this point shall vary from that quoted in above answer and the 

entity shall be allowed 100 % claim of expenses so incurred by it i.e. Rs. 2,500,000 for repair and 

Improvement of its Plant and Machinery so damaged by the earthquake. 
 

As per Sec: 16(2)(kha), the limit of 7 % of depreciable base is not applicable on the repair 

and improvement expenses incurred for assets located at earthquake affected areas prescribed 

by Government of Nepal, in case the person desires to apply this provision this facility shall 

be allowed until F/Y: 2073|74.  

b)  

i) As per section 11(3Gha) of the act, if licensed person or entity commences its operation of 
power generation, transmission or distribution latest by end of Chaitra 2080, it shall be 
provided a tax holiday of 10 years from the commencement of the production and 
transmission and/ or distribution and in addition to that it can avail a tax concession of 50% 
of the rate of tax applicable for 5 more years after the expiry of 10 years. These facilities are 
also equally available to power generation using solar, wind or genetic materials.  

ii) As per section 11(3Chha) of the act, if hydropower Generation, transmission and 
distribution network Companies are listed in stock exchange, tax concession is available at 
10% of the rate applicable to them. 

iii) As per section 19(2) of the act, in case of power generating companies, if during the 
year plant or equipment or machinery are replaced, then the remaining value of such 
replaced equipment, plant or machinery shall be allowed as additional depreciation (terminal 
depreciation). 
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iv) As per section 20 of the act, in case a loss is incurred by a unit engaged in the construction 
of a power station, generation and transmission of power, it is allowed to carry forward the 
losses for 12 subsequent years. 

v) As per section 2(4) of schedule 1 of the act, entities engaged in power generation, 
transmission or distribution is charged at the rate of 20 percent. 

vi) As per section 3(2) of the schedule 2 of the act, accelerated depreciation is available, and 
hence, depreciation rate shall be increased by 1/3 of the normal rate for entities engaged in 
power house construction, generation and transmission. 

c) In this property disposal case there is a clear gain on sale of the land and building of Rs. 20 lakhs. 

The building has been owned by Mr. Dhakal for more than 5 years. Though the ownership 

period is more than 10 years, he has not stayed in the house for 10 years. Therefore, this is a 

case of disposal of non-business chargeable assets. As per schedule 1 of the Income Tax Act, the 

tax rate for such property sale is 2.5% i.e. Rs.50,000 will be the tax liability. 
 

d) Progress Traders purchased the items by taking the loans from banks and thus this is governed by the 

public circular of Inland Revenue Department dated 2066.02.11. This circular requires the person 

purchasing trading stock or raw material through sight letter of credit followed by bank’s trust receipt 

loan, the interest incurred thereon should be interest expenses and not part of the cost of goods. The 

interest paid for purchase of capital goods shall be capitalized as part of the cost and depreciated. 

Therefore interest of Rs. 285,000 paid with respect to raw materials shall be treated as interest 

expenses and interest of Rs. 250,000 paid with respect to equipment shall be capitalized. 
 

4. Write short notes on the following:  (4×2.5=10) 

a) Presumptive tax  

b) Final withholding payments 

c) Involuntary disposal of assets with replacement 

d) Resident person 

Answer: 

a) Income Tax Act has allowed simplified process of payment of tax to small traders. There are 
some income relating to natural person who are taxed at fixed amount of tax, irrespective of 
amount of income tax required to be paid based on tax slab rates, it is called presumptive tax.  
 

There are various types of presumptive tax applicable for the income of an individual. A natural 

person having business income only in Nepal having turnover not more than Rs. 2 million and 

profit not more than Rs. 2 lakhs may opt for being presumptive tax payer and depending on the 

place of business pay the tax ranging from Rs. 1,500 to Rs. 5,000. Similarly natural person 

holding public transport also needs to pay presumptive tax ranging from Rs. 1,000 to Rs. 3,000 

depending on the type of vehicle.( Sec 1(7) and 1 (13) of schedule 1) 

 

Since 2072.4.1 a new provision has been brought in Sec 4(4a) where a natural person having 

Nepal source income only, not claiming withholding tax credit, medical tax credit and having 

turnover more than Rs. 20 lakhs but less than Rs. 50 lakhs, not registered in VAT can pay the tax 

on presumptive tax basis. The person choosing to pay presumptive tax should not be the 

professional earning from consultation or income from specialized services e.g. doctor, 

engineer, auditor, legal professional, sportsman, artist etc. Presumptive tax rate ranges from 

0.5% to 2% depending on the type of business and profit margin subject to minimum of Rs. 

5,000. 
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b) Income Tax Act has prescribed certain income to be final withholding payments. Following 
payments shall be treated as final withholding payments as per sec 92 of Income Tax Act, 2058. 

 

1. Dividends paid by a resident company; 
2. Rent for the lease of land or a building and associated fittings and fixtures, having a source in 

Nepal, and that is received by an individual other than in conducting a business; 
3. Payment made by resident person for gains from investment insurance; 
4. Payment made by an resident unapproved retirement fund for the interest on that fund 
5. Interest paid by the bank, financial institution, or any other institution issuing debentures or 

company listed under prevailing laws referred to in Subsection (3) of Section 88 and having 
following conditions: 

 Payment which has a source in Nepal and which is not received by the individual 
in the course of conducting a business, 

 Payment made to an exempt organization referred to in Section 2(dha), 
6. Payments made to non-resident persons that are subject to withholding tax under section 87, 

88 or 89. 
7. Apart from regular pension payments, all types of retirement payments made either by 

Government of Nepal or an approved/unapproved retirement fund, 
8. Meeting fee, payments made for occasional teaching,  
9. Wind fall gain payment 
10. Gain paid to a natural person by a mutual fund 

 

c) Section 46 of Income Tax Act has provided for the cases of involuntary disposal of assets or 
liabilities with replacement. For the assets disposed off involuntarily, this is an option available 
to the tax payer who has plans to replace the assets within one year with the similar assets to 
manage his tax liabilities due to sale. This is a facility to the tax payer where he does not have to 
pay tax in case of involuntary disposal of assets which he plans to replace in the near future. 
 

To obtain this facility the tax payer should make an application to the tax office. There are 

basically 5 conditions to be fulfilled for the tax payer to take this benefit. 
 

i. There has to be involuntary disposal e.g. takeover, compulsory acquisition etc. 

ii. There is compensation given for involuntary disposal. 

iii. The disposal is followed by replacement of the assets. 

iv. The replacement is of similar assets. 

v. The replacement happens within one year. 

There could be gain or additional assets value in the tax accounting depending on the 

value of the replacement assets. Following will be the amount received in disposal and 

the value of the replaced assets: 
 

Amount received on disposal = net outgoings of disposed assets + surplus on 

compensation received and the amount paid for new assets purchased. 
 

Value of the replaced assets = net outgoings of the disposed assets + additional cost paid 

for the new assets in excess of the compensation received.  

 

d) Section 2(Ka Nga) defines the term Resident in the Income Tax Act. As per the said section – in 
respect to any financial year following person are to be considered resident, 
1. In case of natural person 

a. Normal place of residence is in Nepal, 

b. Resided in Nepal for 183 days or more in a continuous 365 days, or 
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c. Person deployed by Government of Nepal to abroad any time in the financial year, 

2. Partnership firm 

3. In case of Trust those Trusts, which  

a. Is established in Nepal, 

b. Trusty is resident in the particular income year, or 

c. Trust has been controlled by resident person or association of person where such 

resident person is directly or through the intermediary entities involved, 

4. In case of company, those companies, which 

a. Is established as per the laws of Nepal, or 

b. In any income year, the effective management is in Nepal 

4ka. Government of Nepal 
5. Village Development committee, Municipality or District Development Committee 

6. In respect to any foreign government or entities under state or local government of such 

government, which 

a. Is established as per Nepalese law, or 

b. In any income year, the effective management is in Nepal, 

7. Any entity established as per any treaty, 

8. Foreign permanent establishment in Nepal of non-resident person. 
 

5.  

a) Following items, which are exclusively used in hydropower projects, operated with the approval 
of alternative energy promotion center, were imported by a company: 
Equipment    Rs. 100,000 

Machinery and Spare Parts  Rs. 100,000 
 

Calculate the amount of VAT payable with reference to the provisions of the Act. Ignore 

other taxes and duties.   
 

If the domestic manufacturer wants to supply the above items at the same rate, what 

would be the amount of VAT payable? 5  
 

b) A foreign embassy in Kathmandu sells its used car for Rs. 30 lakhs to an INGO, a tax exempt 
entity. VAT office demanded tax on the sale of car from the embassy. The embassy denies its 
liability to pay tax as it enjoys diplomatic facilities in Nepal. The INGO states, since it is a tax 
exempt entity it need not pay any tax. Advise the parties, giving consideration to the provisions 
of Value Added Tax Act, 2052. 5 
 

c) A manufacturer has the following details during the month of Chaitra 2072. Calculate VAT 
receivable/payable. 5 
 

Rs. 

Opening VAT Receivable   20,000 

Purchase of raw materials   200,000  

Salary expenses    50,000 

Reverse VAT attractive service fees  10,000 

Purchase of motorcycle   150,000  

Office supplies inclusive of VAT  22,600 

Total sales for the month   400,000 

Out of total production 80% is VAT attractive and 50% of total production is 

exported. 
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Answer: 

a) As per schedule 1, Group 11: Other goods and services clause no. 20 of Value Added Tax 

Act, 2052, value added tax shall be exempted in relation to imports of such machinery, 

equipment, tools and related spare parts, and raw materials required for making such 

equipment (steel sheet) that are required for hydropower projects, on the 

recommendation of alternative energy promotion center. Hence in this case, VAT shall 

be exempted. 
 

Similarly, as per schedule 2, clause no. 7, facility of zero VAT shall be provided to the 

industry, if any machinery, equipment, tools and spare parts, penstock pipes or iron 

sheets used in making thereof that are  required for hydropower projects are produced 

and supplied by domestic industry, on the recommendation of alternative energy 

promotion center. Hence, in this case, VAT shall be charged by the domestic industry at 

zero rate. 

 

b)  

Even though Embassy itself is not liable to any tax, in this case the embassy has 

to collect VAT from the purchaser and pay it to the tax office as per sec 15(3) 

of Value Added Tax Act, 2052. 

Similarly, even though INGO is a tax exempt entity, it is exempt from income 

tax only in respect of confirm transactions that are  exempt for tax as per  the 

Income Tax Act, 2058. Hence, the INGO has to pay the VAT on the purchase 

of Vehicle to the Embassy, and the Embassy should deposit the same with the 

tax office. 

c) In the given case the input is not clearly segregated between taxable and non-taxable 

therefore sales ratio between taxable, non-taxable and zero tax items needs to be 

derived. Sales ratio between taxable and zero tax item is 50-50. Similarly 80% of the 

production is VAT attractive. The tax credit in this case is allowed in proportion to the 

taxable sales. 

Calculation of VAT Receivable 

 

Particulars    Taxable value VAT Proportion VAT Receivable(Payble) 

Opening Credit       20,000 

Purchase  200,000 26,000×80%  20,800 

Salary Exp   -  -   - 

Purchase of Motorcycle 150,000 19500 x 80%  15,600 

Office supplies  20,000  2,600×80%  2,080 

Total Credit        58,480 

Taxable Sales Local  400,000×80%×50%=160,000  (20,800) 

Taxable Sales Export    160,000  - 

Other non-taxable sales   80,000   - 

Net VAT Receivable       37,680 

 

Since the export sale is more than 40% of the total sales, the net receivable 

amount can be claimed as refund. The effect of reverse VAT attractive service fee 

shall be nil.  
 

AUDIT
NCA.C

OM

www.auditnca.com

www.auditnca.com


 

 WTQ P.T.O. 

(13) 

6.  

a) Platinum International purchased goods worth $200,000 on CFR Kolkata basis and 

incurred following cost associated with import. Calculate the value for custom purposes 

explaining if each of the components of the cost is allowed or disallowed. 

Transit insurance 

From source to Kolkata  $ 2,000 

From Kolkata to Nepal port  INR 50,000 

From Nepal port to factory   NPR 50,000 
 

Agent commission 

At Kolkata port   INR 10,000 

At Nepal port    INR 20,000 
 

Transportation cost 

From source to Kolkata  $ 5,000 

From Kolkata to Nepal port  INR 50,000 
 

Demurrage  

At Kolkata port   INR 10,000 

At Nepal port    NPR 10,000 

Buying commission paid abroad $ 5,000 

LC commission paid to banks  $ 1,000 
 

How the custom valuation would change if the term of this purchase is FOB 

source country. Consider exchange rate of Rs. 1.60 for INR and Rs. 105 for USD. 5 
  

b) Rameswaram Exim is an export oriented unit which imports raw material from India as 

well as 3rd Country and then reprocesses the same to be further exported back to India, 

Japan and other European Countries.   

During the year it has imported various raw materials, sub raw materials along 

with packing material (which are not manufactured in Nepal) subjected to a total 

custom duty of Rs. 1,500,000 which were further used in manufacturing of a final 

consumable product to be exported to the prospective clients abroad. At present, 

Rameswaram Exim is not having any bonded warehouse license and performs all 

its export through proper banking channel that also through Letter of Credit. 
 

So, on the basis of above stated information answer the followings: 

i) Will Rameswaram Exim be able to import the above stated raw materials, sub raw 

materials as well as packing material (not manufactured in Nepal) by keeping 

deposit against Custom Duty amounting Rs. 1,500,000 i.e. through Pass Book 

System or will Rameswaram be required to pay the entire amount, if on later stage 

it will export the resulting final consumable product?  Will your answer be the same 

if the resulting final consumable product is a Tobacco Oriented Product?  2  
 

ii) What basic requirement needs to be followed to avail benefits of Duty Draw Back at 

the time of Export of the final consumable product?  1.5 

 

iii) Will the entity be allowed to avail the benefits of Duty Draw Back if it sales locally 

but in convertible foreign currency instead of exporting to its prospective clients 

abroad?  1.5  
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c) Everest Distillery produces high quality alcohol and sells in the local as well as foreign 

market. The major raw material for the distillery is molasses and the input output ratio 

is 20 liters per quintal of raw material. During the month of Chaitra 2072, it has 

following transactions; calculate the amount of excise Duty payable for the month. 5 
 

i) Purchase of raw materials              510 quintals (10 quintals lost due to fire) 

ii) Purchase of bottles, label and cartoons  100,000 (inclusive of 5% excise duty) 

iii) Usage of raw material for production  400 quintals 

iv) Rate of excise duty    Rs. 100 per litre or  per quintal, as applicable 

v) 50% of the production for the month has been exported. 

Answer: 

a) Platinum International’s purchase term for the goods have been on CFR Kolkata basis, 

the valuation of the goods should be done accordingly. On CFR basis, the price includes 

transportation cost up to the destination port which in this case is Kolkata port. The 

valuation therefore should be done considering that. The buyer would bear the cost of 

insurance from the port of shipment and transportation from destination port to Nepal 

port and other related cost should form part of the valuation.  

Therefore the valuation will be as follows: 

            NRs. 
 

 

Calculation of Custom Value: 

Cost of goods (CFR Kolkata)    200,000×105  = 21,000,000 

Insurance from source to Kolkata   2,000×105  = 210,000 

Insurance from Kolkata to Nepal   50,000×1.6  = 80,000 

Agent commission at Kolkata port   10,000× 1.6  = 16,000 

Transportation cost from Kolkata to Nepal port 50,000×1.6  = 80,000 

Demurrage at Kolkata port    10,000×1.6  = 16,000 

Buying commission paid abroad   5000 x 105  = 525,000 

Total value         = 21,927,000 

 

If the goods were imported on FOB basis then on above valuation, additional cost of 

transportation from source to Kolkata port would also be included in the valuation as on FOB 

basis the purchase price only includes loading till the ship at the origin location. Hence, in case 

of FOB basis the custom value would be NRs. 22,452,000 (NRs. 21,927,000+NRs. 525,000).  

 

b)  

i) Yes, Rameswaram Exim will be able to Import the above stated Raw Materials, Sub Raw 

Materials, packing material through Pass Book System by depositing the amount of 

Rs.1,500,000 if on later stage it will export the resulting final consumable product.  
 

 But on second instance our answer will not be the same if the resulting final consumable 

product to be exported is a Tobacco Oriented Product. So in such situation Rs.1,500,000 

will be required to be paid in cash. 
 

ii) In order to avail the benefits of Duty Draw Back at the time of export of the final 

consumable product there must be a value addition of 10% and the export must take place 

within a period of 12 months from the date of Import. (As Per Annexure 1, Sec: 11 of the 

Custom Act, 2064)  
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iii)  Yes, the entity will be allowed to avail the benefits of Duty Draw Back even if the sales are 

made locally/ Domestic Markets but the same should be made in Convertible Foreign 

Currency. 

 

 

c) Statement of Excise duty payable for Chaitra 2072 by Everest Distillery 
 

Excise duty payable on production 

Use of raw materials    400 quintals 

Production ratio    20:1 

Alcohol production     8,000 liters 

Excise duty on production (Rs.)  800,000 

Not payable for the exported items  400,000 

Net duty on production   400,000 

Less, excise duty paid on purchase (Rs.) 51,000 

(510 X 100) 

Net duty payable (Rs.)   349,000 
 

Note: 

 Credit for purchase of packing materials is not allowed. 

 The loss of stock by fire has to be notified to the Department within 30 days with all required 

details to avail the claim of excise as per the normal recovery rate. 

 

7.  
a) State the procedure for deduction of excise duty on damaged goods.   5 

b) M/s XYZ Imports enquires you about the special provisions relating to import of vehicles. 
Briefly mention about the key conditions to be fulfilled while importing the vehicles. 
 

Will the same provision hold good for import of fire engine? 5 

Answer: 

a)  

Excise duty paid on products which are damaged or destroyed or lost can be refunded in the 

following cases. 

In the case of loss due to fire, theft, accident, Terrorist activities or date expiry, excise duty 

paid on such stocks will be refunded on certain conditions. 

Any kind of accident that happen in the production area should be intimated to the excise 

office or the department as soon as possible  

If loss occurs due to transportation of the excisable goods from one place to another and the 

product is insured for loss, then the loss of excise duty to the extent insurance amount is 

received need not be born by license holder. 

In the case of loss due to fire, theft, accident or terrorist activities or expiry of date of use, 

for claiming loss, the license holder should have submitted excise details/returns to the 

excise office up to the time of such accident. 
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If the goods are insured, as soon as the reimbursement is received, the quantity and value of 

the goods in respect of which insurance amount is received should be submitted to the 

excise office for claim of deduction of excise duty.  

The excise office will examine the insurance payment, the quantity up to which and the 

amount of the claim that has been paid, and calculate the proportionate excise duty and give 

deduction of the same within 30 days. 

In the case of non- insurance 

The accident has to be reported to the police and after taking list of the lost  or damaged 

goods with certification from police or other authorities  should be sent  within30 days to 

the department. 

In the case of date expired goods, particular of the date of production, should be given 

within 3 days of the date of expiry. 

These goods should be kept separate and produced for inspection later, if the goods had 

been earlier sold and returned, the proof of return through credit note / debit note should be 

produced. 

Investigation committee will examine the documents and excise duty deduction will be 

allowed as per the recommendation of the committee. 

If the loss recommended by the committee is Rs. 1 lakh and less, the excise office itself can 

give the deduction. If it is more, the recommendation should be sent to the Department for 

its approval. 

In the case of liquor, only if proper safeguard in storing the raw materials is adopted, refund 

will be processed. Otherwise, no processing will be done.  

b) Following conditions should be fulfilled while importing vehicles for the transportation of goods 

or persons: 

a. Only authorized dealers of Nepal can import new vehicles for the transportation of goods 
and persons from the manufacturing companies or its authorized dealers of that country. 

b. Reconditioned, used vehicles or the vehicles which do not comply with the Nepal vehicles 
emission standard 2069 are not permitted to import. 

c. Vehicles imported as per (a) for the purpose of sale, the importer compulsorily should 
publish in national newspapers the maximum retail price of such vehicles three times (in 
every four months) in a year. 

d.  If the importers do not publish maximum retail price of vehicles as per ©, the department 
of customs can take action by stopping import and sales transactions of such importers. 

e. Vehicles for the transportation of goods and persons, if imported by violating the conditions 
of sub clause (a) and (b), the vehicles can be seized. 

In case of import of fire engine, there shall be no effect of above stated sub clause of (a) and (b). 
 

 

8. Write short notes on the following considering the provisions of Value Added Tax Act, 
Customs Act and Excise Act, as applicable: (4×2.5=10) 

 

a) Provisions related to gifts and cash discounts in excise act. 

b) Attachment of documents with declaration form in case of export of goods. 

c) VAT credit in case of purchase under finance lease. 
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d) VAT assessment in doubtful conditions. 

Answer: 

a) As per section 4(nga) of the excise act, liquor, beer or tobacco based products related  
industries, importer of such products and seller of such products shall not be allowed to operate 
any kinds of gifts program or give discount while selling its products (other than to those 
registered in VAT). If they are involved in such activities, then it shall be contravention of the 
license conditions. 

b) According to Rule 21 of Custom Rules, 2065, following documents should be attached 

with the declaration form in case of export of goods. 

1. Invoice 

2. Packing list 

3. Certificate of origin 

4. Banking documents regarding payment procedure, in case of export to third country. 

5. Documents which are required as per prevailing law regarding the recommendation, license 

or certificate from any institution. 

Also, if the firm or industry is exporting for the first time, such firm or industry shall submit 

certified documents relating to their registration and PAN number. 

c) Provision relating to VAT credit in case of purchase under finance lease is given in Section 
17(5Ka) of VAT Act, 2052. As per the provision, capital goods, like vehicles, plant and machinery, 
if purchased by entering into a loan agreement under the finance lease with a bank or financial 
institution or producer or distributor, VAT credit can be claimed. In such cases, seller of such 
goods issues invoices in the name of the person who provides the loan. As per such invoice, 
ownership of goods vests with the person providing loan rather than the buyer of such goods. In 
spite of this, the act has provided the provision which allows the actual buyer of the goods to 
take tax credit instead of the person providing the loan. 

d) As per section 22 of VAT Act, notwithstanding anything mentioned in this act, where there is a 
reason to believe that the collection of tax is in jeopardy because a tax payer is about to leave 
the territory of Nepal or to transfer the assets to others or to remove or conceal assets, the tax 
officer with the approval of director general may immediately assess, recover or ask for deposit 
of tax payable or to be payable. 
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Advanced Cost & Management  Accounting 

Suggested 

 

Roll No…………….   Maximum Marks - 100 
 

Total No. of Questions - 7   Total No. of Printed Pages - 5 
 

Time Allowed - 3 Hours   

   Marks 
 

      Attempt all questions. Working notes should form part of the answer.  

Make assumptions whenever necessary.  

1. Shivam Company manufactures and sells a specialized ball pen for engineering 

college. The company‘s contribution format income statement for the most recent 

year is given below: 
 

Total (Rs.)  Per Unit (Rs.)  Percent of Sales 

Sales (20,000 units)       1,200,000        60         100% 

Variable expenses           900,000        45          ? % 

Contribution margin          300,000       15          ? % 

Fixed expenses           240,000 

Net operating income                  60,000 
 

Management is anxious to increase the company‘s profit and has asked for an 

analysis of a number of items. 
 

Required:  (2+2+2+2+2+5+5 =20) 

a) Compute the company‘s contribution margin ratio and variable expense ratio. 

b) Compute the company‘s break-even point in both units and sales rupees. 

c) Assume that sales increase by Rs. 400,000 next year. If cost behavior patterns 

remain unchanged, by how much will the company‘s net operating income 

increase?  

d) Refer to the original data. Assume that next year management wants the company 

to earn a profit of at least Rs. 90,000. How many units will have to be sold to 

meet this target profit? Compute by using both equation method and formula 

method. 

e) Refer to the original data. Compute the company‘s margin of safety in both rupees 

and percentage form. 

f)  

i) Compute the company’s degree of operating leverage at the present level of sales. 
ii) Assume that through a more intense effort by the sales staff, the company’s sales 

increase by 8% next year. By what percentage would you expect net operating 

income to increase? Use the degree of operating leverage to obtain your answer. 

iii) Verify your answer to (ii) by preparing a new contribution format income statement 
showing an 8% increase in sales. 
 

g) In an effort to increase sales and profits, management is considering the use of a 

higher-quality ink. The higher-quality ink would increase variable costs by Rs.3 

per unit, but management could eliminate one quality inspector who is paid a 

salary of Rs. 30,000 per year. The sales manager estimates that the higher-quality 

ink would increase annual sales by at least 20%. 

i) Assuming that changes are made as described above, prepare a projected 
contribution format income statement for next year. Show data on a total, per unit, 
and percentage basis. 

ii) Compute the company’s new break-even point in both units and rupees of sales. 
Use the formula method. 
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iii) Would you recommend that the changes be made? 

Answer 

a) Computation of CM ratio and Variable expenses ratio 

 

CM ratio  =   unit contribution margin / Unit selling price 

=  Rs.15/Rs.60 

=  25% 

 

Variable expense ratio  = Variable expense / selling price 

= Rs.45/ Rs.60 

= 75% 

b) Computation of BEP in units and total sales value: 

   Profit  = Unit CM × Q − Fixed expenses 

Rs.0  = (Rs.60 − Rs.45) × Q − Rs.240,000 

Rs.15Q = Rs.240,000 

Q = Rs.240,000 ÷ Rs.15 

             Q = 16,000 units;  

             or at Rs.60 per unit, Rs.960,000 

c) 

Increase in sales . . . . . . . . . . . . . . . . . . . . . . . . . . . Rs.400,000 

Multiply by the CM ratio . . . . . . . . . . . . . . . . . . . . . . × 25% 

Expected increase in contribution margin . . . . . . . . Rs.100,000 

Because the fixed expenses are not expected to change, net operating income will increase by 

the entire Rs.100,000 increase in contribution margin computed above. 

d)  Equation method: 

Profit = Unit CM × Q − Fixed expenses 

Rs.90,000 = (Rs.60 − Rs.45) × Q − Rs.240,000 

Rs.15Q = Rs.90,000 + Rs.240,000 

Q = Rs.330,000 ÷ Rs.15 

Q = 22,000 units 

Formula method: 

Unit sales to attain 

the target profit  =    (Target profit + Fixed expenses)/ Contribution margin per unit 

=    (Rs.90,000 + Rs.240,000)/ Rs.15 per unit 

= 22,000 units 

e)  Margin of safety in rupees  = Total sales − Break-even sales 

= Rs.1,200,000 − Rs.960,000  

= Rs.240,000 

Margin of safety in percentage = Margin of safety in rupees/Total sales 

      =  Rs.240,000/ Rs.1,200,000 

    = 20% 

f)  i) Degree of operating leverage =  Contribution margin/Net operating income 

=  Rs.300,000/Rs.60,000 

= 5 

ii) Expected increase in sales . . . . . . . . . . . . . . . . . . . . . . . 8% 

Degree of operating leverage . . . . . . . . . . . . . . . . . . . . . × 5 

Expected increase in net operating income . . . . . . . . . . 40% 

 

iii) If sales increase by 8%, then 21,600 units (20,000 × 1.08 = 21,600) will be sold next 

year. The new contribution format income statement would be as follows: 

Total  (Rs.)     Per Unit Rs.  Percent of Sales 

Sales (21,600 units) . . . . . . .        1,296,000   60   100% 

Variable expenses . . . . . . .  .          972,000   45   75% 

Contribution margin . . . . . . .          324,000   15   25% 

Fixed expenses . . . . . . . . . . .          240,000 
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Net operating income . . . . . .           84,000 

 

Thus, Rs.84,000 expected net operating income for next year represents a 40% increase 

over  Rs.60,000 net operating income earned during the current year: 

 

= (Rs.84,000 − Rs.60,000)/Rs.60,000 

= Rs.24,000/ Rs.60,000 

=  40% increase 

 

Therefore, from the above  income statement it shows that the increase in sales from 

20,000 to 21,600 units has increased both total sales and total variable expenses. 

 

g)          i)   A 20% increase in sales would result in 24,000 units being sold next year 

= 20,000 units × 1.20 = 24,000 units. 

 

Total   Per Unit  Percent of Sales 

Sales (24,000 units) . . . . . . . . . . .  Rs.1,440,000  Rs.60   100% 

Variable expenses . . . . . . . . . . . .       1,152,000       48*  80% 

Contribution margin . . . . . . . . . . .          288,000  Rs.12   20% 

Fixed expenses . . . . . . . . . . . . . .         210,000† 

Net operating income . . . . . . . . . .          78,000 

 

*Rs.45 + Rs.3 = Rs.48; Rs.48 ÷ Rs.60 = 80%. 

†Rs.240,000 − Rs.30,000 =  Rs.210,000. 

 

Note that the change in per unit variable expenses results in a change in both the 

per unit contribution margin and the CM ratio. 

 

  ii)  Unit sales to break even  =  Fixed expenses/Unit contribution margin 

=  Rs.210,000/Rs.12 per unit 

=  17,500 units 

 

Rupess sales to break even  = Fixed expenses/CM ratio 

= Rs.210,000/0.20 

=  Rs.1,050,000 

 

iii) Yes, based on these data, the changes should be made. The changes increase the 

company‘s net operating income from the present Rs.60,000 to Rs.78,000 per year. 

Although the changes also result in a higher break-even point (17,500 units as 

compared to the present 16,000 units), the company‘s margin of safety actually 

becomes greater than before: 

 

Margin of safety in rupees  = Total sales − Break-even sales 

= Rs.1,440,000 − Rs.1,050,000  

= Rs.390,000 

 

As shown in (e), the company‘s present margin of safety is only Rs.240,000. Thus, 

several benefits will result from the proposed changes. 

 

2. Garima enterprise designs and manufactures shirts. It sells its shirts to branded 

clothes retailers in lots of one dozen. Garima enterprise's Chaitra, 2071 static budget 

and actual results for direct inputs are as follows: 
 

Static Budget 

Number of shirt lots = 500 

Per lot of shirts: 

Direct materials 12 meters at Rs.150 per meter = Rs. 1,800 
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Direct manufacturing labour 2 hours at Rs.800 per hour = Rs. 1,600 

Actual results 

Number of shirt lots sold = 550 

Total direct inputs: 

Direct materials 7,260 meters at Rs. 175 per meter = Rs. 1,270,500 

Direct manufacturing labour 1,045 hours at Rs.810 per hour = Rs. 846,450 
 

Garima enterprise has a policy of analyzing all input variances when they add up to 

more than 10% of the total cost of materials and labour in the flexible budget, and 

this is true in Chaitra, 2071. The production manager discusses the sources of the 

variances: ―A new type of material was purchased in Chaitra. This led to faster 

cutting and sewing, but the workers used more material than usual as they learned 

to work with it. For now, the standards are fine.‖ 
 

Required: (5+7+3=15) 

a) Calculate the direct materials and direct manufacturing labor price and 

efficiency variances in Chaitra, 2071. What is the total flexible-budget variance 

for both inputs combined? What percentage is this variance of the total cost of 

direct materials and direct manufacturing labour in the flexible budget? 

b) Garima, the CEO, is concerned about the input variances. But, she likes the 

quality and feel of the new material and agrees to use it for one more year. In 

Chaitra, 2072, Garima enterprise again produces 550 lots of shirts. Relative to 

Chaitra, 2071, 2% less direct material is used, direct material price is down 5%, 

and 2% less direct manufacturing labour is used. Labour price has remained the 

same as in Chaitra, 2071. Calculate the direct materials and direct 

manufacturing labour price and efficiency variances in Chaitra, 2072. What is 

the total flexible-budget variance for both inputs combined? What percentage is 

this variance of the total cost of direct materials and direct manufacturing labour 

in the flexible budget? 

c) Comment on the Chaitra, 2072 results. Should Garima enterprise continue the 

―experiment‖ of using the new material? 

Answer 

a) Given (For Chaitra 2071), 

 Actual Output (AO) = 550 lots 

 Budgeted Input per lots (BI)  = 12 meters (for Direct materials) 

     = 2 hours (for Direct labour) 

 Budgeted Price (BP)   = Rs.150/ meters (for Direct materials) 

     = Rs.800/ hours (for Direct labour) 

 AO × AI (Actual Input) = 7260 meters (for Direct materials) 

     = 1045 hours (for Direct labour) 

 

 Statement of variance analysis for Chaitra 2071 

Particulars Actual 

Result 

Flexible 

Budget 

(WN i) 

Budgeted 

cost of 

Actual input 

(AO×AI×BP) 

(WN ii) 

Price 

Variance 

Efficiency 

Variance 

 (1) (2) (3) (4)=(1)-(3) (5)=(3)-(2) 

Lots 550 550    

Direct Materials (Rs.) 1,270,500 990,000 1,089,000 181,500 U 99,000 U 

Direct Labour (Rs.) 846,450 880,000 836,000 10,450 U 44,000 F 

Total Variance (Rs.)    191,950 U 55,000 U 
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 Combined flexible budget variance of both inputs  = Rs.191,950 U + Rs.55,000 U 

        = Rs.246,950 U 

 Total flexible budget variance as % of total flexible budget costs = Rs.246,950/ Rs.1,870,000  

          = 13.21% 

  Working Note: 

 i) Flexible Budget 

  For Direct materials  = AO × BI × BP 

     = 550 × 12 × 150 = Rs.990,000 

  For Direct labour  = AO × BI × BP 

     = 550 × 2 × 800 = Rs.880,000 

 ii) Budgeted cost of actual input 

  For Direct materials  = AO × AI × BP 

     = 7260 × 150 = Rs.1,089,000 

  For Direct labour  = AO × AI × BP 

     = 1045 × 800 = Rs.836,000 

b) Given (For Chaitra 2072), 

 Actual Output (AO) = 550 lots 

 Budgeted Price (BP)  = Rs.150/ meters (for Direct materials) 

    = Rs.800/ hours (for Direct labour) 

 AO × AI  = 98% of 7260 meters = 7114.8 meters (for Direct materials) 

   = 98% of 1045 hours = 1024.1 hours (for Direct labour) 

 Actual Price (AP)  = 95% of Rs.175/ meter = Rs.166.25/ meter (for Direct materials) 

    = Rs.810/ hour (for Direct labour) 
 

 Statement of variance analysis for Chaitra 2072 

Particulars Actual 

Result 

(WN iii) 

Flexible 

Budget 

(WN i) 

Budgeted 

cost of 

Actual input 

(AO×AI×BP) 

(WN iv) 

Price 

Variance 

Efficiency 

Variance 

 (1) (2) (3) (4)=(1)-(3) (5)=(3)-(2) 

Lots 550 550    

Direct Materials (Rs.) 1,182,836 990,000 1,067,220 115,616 U 77,220 U 

Direct Labour (Rs.) 829,521 880,000 819,280 10,241 U 60,720 F 

Total Variance (Rs.)    125,857 U 16,500 U 

 

 Combined flexible budget variance of both inputs  = Rs.125,857 U + Rs.16,500 U 

        = Rs.142,357 U 

 Total flexible budget variance as % of total flexible budget costs = Rs.142,357/ Rs.1,870,000  

          = 7.61% 

  

 Working Note: 

 iii) Actual Result 

  For Direct materials  = AO × AI × AP 

     = 7114.8 × 166.25 = Rs.1,182,836 

  For Direct labour  = AO × AI × AP 

     = 1024.1 × 810 = Rs.829,521 

 iv) Budgeted cost of actual input 

  For Direct materials  = AO × AI × BP 

     = 7114.8  × 150 = Rs.1,067,220 

  For Direct labour  = AO × AI × BP 

     = 1024.1 × 800 = Rs.819,280 
  

c) Efficiencies have improved in the direction indicated by the production manager; but, it is 

unclear whether they are a trend or a one-time occurrence. Also, overall, variances are 

still 7.61% of flexible input budget. Garima Enterprise should continue to use the new 

material, especially in light of its superior quality and feel, but it should keep the 

following points in mind:  
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o The new material prices are substantially more than the old budgeted price 

(Rs.175 in 2071 and Rs.166.25 in 2072 vs. Rs.150 per meter). Its price is unlikely 

to come down even more within the coming year. Standard material price should 

be re-examined and possibly changed.  
o Garima Enterprise should continue to work to reduce direct materials and direct 

manufacturing labour content. The reductions from Chaitra 2071 to Chaitra 2072 

are a good development and should be encouraged.   
3.  

a) The following information is related to costs, volume and cost drivers of three 

products (P1, P2 and P3) which Zest Ltd. produces for an accounting period.  
 

S. 

No 

Particulars Product 

P1 

Product 

P2 

Product 

P3 

Total 

1 Production and sales (units) 30,000 20,000 8,000 58,000 

2 Raw materials usage (units) 5 5 11  

3 Direct material cost (Rs.) 60 48 26.40 2,971,200 

4 Direct labour hours 1 
1

/3 2 1 88,000 

5 Machine hours 1 
1

/3 1 2 76,000 

6 Direct labour cost (Rs.) 19.20 28.80 14.40  

7 Number of production runs 3 7 20 30 

8 Number of deliveries 9 3 20 32 

9 Number of receipts (2×7)* 15 35 220 270 

10 Number of production orders 15 10 25 50 

11 Overhead costs:  

Set-up 

Machines 

Receiving 

Packing 

Engineering 

   (Rs.) 

72,000 

1,824,000 

1,044,000 

600,000 

895,200 

4,435,200 

*The company operates a just-in-time inventory policy, and receives each 

component once per production run. 

In the past, the company used to allocate overheads to products on the basis of 

direct labour hours even though majority of overheads are more closely related 

to machine hours than direct labour hours. 

Recently, the company redesigned its cost system and started to use a material 

handling overhead rate for recovering overheads of the receiving department 

and machine hour rate for the recovery of other overheads. Both the current as 

well as the previous cost system reported low profit margin for product P1, 

which is the highest selling product of the company.  

From the above information, you are required to compute the product costs 

using: (5+7=12) 

i) Materials handling overhead rate to recover the overheads of receiving 

department and machine hour rate to recover all other overheads.  

ii) Activity-based costing system. 
 

b) Explain the disadvantages of treating divisions as profit centres.   3 

Answer 
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a) 

(i) Product cost using materials handling overhead rate and machine hour rate 

Materials handling overhead rate:  Receiving department overheads=  Rs. 1,044,000x 100 

                        Direct material cost              Rs. 2,971,200 

= 35.14% of direct material cost 

Machine hour rate = Other overheads  =4,435,200 – 1,044,000 = 3,391,200 

             Machine hours                  76,000                     76,000 

= Rs. 44.62 per machine hour 

 

Particulars Product P1 Product P2 Product P3 

Direct labour 19.20 28.80 14.40 

Direct materials 60.00 48.00 26.40 

Materials handling overhead 21.08 

(60 x 

35.14%) 

16.87 

(48 x 

35.14%) 

9.28 

(26.40 x 

35.14%) 

Other overheads (Machine hour basis) 59.49 

1 
1

/3x44.62 

44.62 

1x 44.62 

89.24 

2 x 44.62 

Total cost 159.77 138.29 139.32 

(ii)  Product cost usingactivity-based costing system  

The cost per activity for each of the cost centres is as follows: 

Set up cost: 

Cost per set up = Set up cost     =72,000  =Rs. 2,400    

      Number of production runs                   30 

Receiving: 

Cost per receiving order =  Receiving cost  =1,044,000 =Rs. 3,866.67    

                     Number of receipt                  270 

Packing: 

Cost per packing order =    Packing cost  =600,000 =Rs. 18,750    

                   Number of deliveries               32 

Engineering: 

Cost per production order =           Engineering cost  =895,200  =Rs. 17,904   

                         Number of production orders            50 

The total set up cost for the period was Rs. 72,000 and the cost per set up is Rs. 2,400. Product 

P1required 3 production runs, and therefore Rs. 7,200 of the set up cost is traced to the 

production of product P1for the period. Thus, the cost per set-up per unit produced of product 

P1is Rs. 0.24 (Rs. 7,200/30,000).  

Similarly, the set up cost per unit of P2and P3is calculated as follows: 

P2  = (Rs. 2,400 x 7)/ 20,000 = Rs. 0.84 

P2  = (Rs. 2,400 x 20)/ 8,000 = Rs. 6.00 

The unit cost standard costs for products P1, P2 and, P3 using an activity-based costing system 

are: 

Particulars Product P1 Product P2 Product P3 

Direct labour 19.20 28.80 14.40 
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Direct materials 60.00 48.00 26.40 

Machine overhead
1
 32.00 24.00 48.00 

Set up costs 0.24 0.84 6.00 

Receiving
2
 1.93 6.77 106.33 

Packing
3
 5.63 2.81 46.88 

Engineering
4
 8.95 8.95 55.95 

Total manufacturing cost 127.95 120.17 303,96 

Notes: 
1
 Machine hours x machine overhead rate (Rs. 1,824,000/76,000) = Machine hours xRs. 24 

2
P1 = (Rs. 3,866.67 x15)/30,000 = Rs. 1.93 

P2 = (Rs. 3,866.67 x35)/20,000 = Rs. 6.77 

P3= (Rs. 3,866.67 x220)/8,000 = Rs. 106.33
 

3
P1 = (Rs. 18,750 x9)/30,000 = Rs. 5.63 

P2 = (Rs. 18,750 x3)/20,000 = Rs. 2,81 

P3= (Rs. 18,750 x20)/8,000 = Rs. 46.88
 

4
P1 = (Rs. 17,904 x15)/30,000 = Rs. 8.95 

P2 = (Rs. 17,904 x10)/20,000 = Rs. 8.95 

P3= (Rs. 17,904 x25)/8,000 = Rs. 55.95
 

b) 

The likely disadvantages of treatment of divisions as profit centres are:  

i.       Often, divisions compete with each other and there is always temptation to 

increase profits at the expense of other divisions with a short term emphasis to 

show better results of the division. 

ii. This may adversely affect co-operation between divisions and adversely effect in 

achieving the organizational goals. 

iii. It may also have the effect of reducing the overall total profitability of the 

organization. 

iv. Decentralized structure of the organization may demand more costs than the 

centralized structure. 

v. The control of top management may be lost since they will require delegation of 

authority to make decisions to the divisions. 

vi. From the perspective of top management, series of control reports prepared for 

several departments may not be effective. 

vii. The transfer pricing between divisions may pose serious problems and 

complications. 

viii. It is also very difficult to identify and define profit centres which are precise and 

suitable. 

ix. More often, confusion is created regarding the results of a division and the 

performance of the manager.  
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4.  

a) Small Ltd. is about to commence a new business and finance has been arranged 

for fixed assets. They have however asked you to advise the additional amount 

which they should make available for working capital. 

Following estimates for the first year has been given: 

 Average period of 

credit 

Estimate for the 

first year  (Rs.) 

Purchase of materials 6 weeks 2,600,000 

Wages 1
 

 
 weeks 1,950,000 

Overheads:   

Rent 6 months 100,000 

Officers' salary 1 month 360,000 

Travelers' remuneration 2 weeks 455,000 

Travelers' commission 3 months 200,000 

Other overheads 2 months 600,000 

Sales - cash  140,000 

credit  7 weeks 6,500,000 

Average amount of stocks and 

work in progress 

- 300,000 

Average amount of undrawn 

profits 

 310,000 

 

Assume that a year has 52 weeks and all overheads are variable: 5 

b) A cement company manufactures OPC cement at its Bhairahawa plant. The 

company is considering implementing a JIT production system. The following 

are the estimated costs and benefits of implementing JIT production: 

i) Annual additional tooling costs would be Rs. 1,000,000. 

ii) Average inventory would decline by 80% from the current level of Rs. 

10,000,000. 

iii) Insurance, space, materials-handling, and setup costs, which currently total 

Rs. 3,000,000 annually, would decline by 25%. 

iv) The emphasis on quality inherent in JIT production would reduce rework 

costs by 30%. The company currently incurs Rs. 2,000,000 in annual rework 

costs. 

v) Improved product quality under JIT production would enable the company 

to raise the price of its product by Rs. 20 per sack of 50 Kg. each. The 

company sells 100,000 sacks of OPC cement each year. 

 The company‘s required rate of return on inventory investment is 15% per year. 
  

 Required: 5 

Calculate the net benefit or cost to the company if it adopts JIT production 

at the Bhairahawa plant.  

Answer 

a) Statement showing working capital requirement 

 Amount Rs 

A] Current Assets  

Average amount of stocks and work-in-progress 300,000 
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Debtors for 7 weeks (65,00,000 × 7) / 52 875,000 

Total investment in current assets 1175,000 

  

B] Current Liabilities  

Lag in payment of expenses:  

Wages 1
 

 
 weeks (Rs19,50,000 × 1.5) / 52 

56,250 

Rent etc 6 month (100,000 / 2) 50,000 

Officers' salary 1 month (360,000 / 12) 30,000 

Travelers' remuneration 2 weeks (455,000 × 2) / 52 17,500 

Travelers' commission 3 months (200,000 / 4) 50,000 

Other overheads (600,000 / 6) 100,000 

  

Payment to creditors 6 weeks credit (26,00,000 ×6) / 52 300,000 

Total estimates of current liabilities 603,750 

Net working capital 571,250 

Note: Profits are to be adjusted for income tax and dividend payments. For these reasons, 

profits are not considered as sources of working capital finance and have been ignored. 

b) 

i. Annual Relevant Costs of Current Production System and JIT Production System for the 

cement company 

  

Relevant Items Under 

Current 

Production 

System 

(Rs.) 

Under JIT 

Production 

System (Rs.) 

Working remark 

Annual tooling costs – 1,000,000  

Required return on investment:    

15% per year on Rs.10,000,000 of 

average inventory per year 

1,500,000 –  

15% per year on Rs.2,000,000 of 

average inventory per year  

– 300,000 Inventory reduced 

by 80% in JIT 

System 

Insurance, space, materials handling, 

and setup costs 

3,000,000 2,250,000 These costs 

decline by 25% in 

JIT System 

Rework costs 2,000,000 1,400,000 These costs 

decline by 30% in 

JIT System 

Incremental revenues from higher 

selling prices 

– (2,000,000) Rs.20 × 100,000 

sack 

Total net incremental costs 6,500,000 2,950,000  

 

  The net benefit of implementing JIT production system  = Rs.6,500,000 – Rs.2,950,000 

         = Rs.3,550,000 

5. Answer the following questions: (4×2.5=10) 

a) Write a brief note on ‗Sunk Cost‘. 
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b) Explain your understanding of the term, ‗Total Quality Management‘. 

c) What controllability principle is applied in the concept of responsibility 

accounting? What problems are faced in applying this principle in practice? 

d) Give some examples of cost units used by firms in service sector. 

Answer 

(a) Sunk Costs are the costs that have been incurred by a decision taken in the past and cannot be 

changed by any decision that will be made in the future. Any expenditure incurred in the past for 

materials purchased that is no longer required is an example of sunk cost. Similarly, the written 

down value of a machine purchased some years back is a sunk cost since the value will have to be 

written off irrespective of the possible alternative future action chosen which may be its scrapping 

or use of the same for productive purpose. Thus, the sunk cost cannot be changed by any future 

decision. 

Sunk costs are irrelevant for decision making in the future although they are different from 

irrelevant costs. For instance, when identical material cost is involved in the two alternatives of a 

decision situation, it becomes irrelevant but the material cost in such an instance is not sunk cost 

since it will be incurred in future.       

(b) Total Quality Management: In the present day of global competitive environment, firms have to 

be customer driven in order to make customer satisfaction as the principal priority. This is because 

customers are much more aware these days and demand improved level of service regarding cost, 

quality, reliability, delivery and choice of innovated new products. Total quality management 

(TQM) is a term used to describe a situation where all business functions are geared towards the 

efforts of continuous quality improvement. TQM gives emphasis to a customer-oriented process 

of continuous improvement with an emphasis on delivery of products or services of consistent 

high quality in a timely manner. 

Manufacturing firms previously thought quality to be an additional cost of manufacturing but they 

have now realized that quality saves money. The emphasis previously was on production volume 

rather than on quality which resulted in the high level of stocks at each stage of production to 

guard against shortages caused by inferior quality at previous stages causing huge expenditure 

towards inspection, rework, scrap and warranty repairs.  

Companies have now realized that it is cheaper to produce the items correctly at the first instance 

rather than wasting resources and time by making substandard items that will need to be 

detected, reworked, scrapped or returned by customers.  

(c) Controllability Principle as applied in Responsibility Accounting 

The underlying premises of responsibility accounting is the application of the 

controllability principle which means that it is appropriate to charge an area of 

responsibility for only those costs that are significantly influenced by the manager of that 

responsibility centre. 

In practice, the controllability principle can be implemented in the practice in two ways. 

Firstly, uncontrollable items are eliminated from areas for which managers are held 

accountable. Alternatively, effects of uncontrollable costs are calculated in order that the 

reports distinguish between controllable and uncontrollable items of costs. 

The application of controllability principle is difficult because it is not always possible to 

categorize items into controllable and non-controllable categories since some of the items 

fall under the category of partially controllable type. Thus, even when an outcome may be 

affected by the happening of events outside a manager‘s control, s/he can take action to 

reduce their adverse effects. Furthermore, even when a factor is evidently uncontrollable, it 

is difficult to measure so that its impact is explicitly highlighted on the reported outcomes. 

(d)   Examples of Cost Units Used in Service Sector 

Cost Units where service is Provided to External Customers 
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Hotel:    Beds nights available/occupied 

Transport:   Passenger km./ Quintal km. 

Hospital:   Patient per day/Room per day 

School:   Student hours/Full-time student 

Accounting Firm: Client Hours 

Cost Units where service is Provided to External Customers 

Canteen:   Meals provided, Number of Staff 

Machine Maintenance: Maintenance hours provided to user department 

Computer Department: Computer time provided to user department 

6.  

a) A telecom company wants to capture two types of customers: Type 1 having 

annual income more than Rs. 300,000 and Type 2 having annual income less 

than Rs. 300,000. The company conducted a survey regarding the reach of 

media to the desired customers. The survey revealed that one program on 

television reaches to 450,000 Type 1 customers and 50,000 Type 2 customers. 

Besides, one radio program reaches to 30,000 Type 1 customers and 90,000 

Type 2 customers. To attract the customers the company allocated a budget of 

Rs. 3,000,000 for advertising. It selected the media of television and radio for 

starting the advertising campaign. Advertising one program on television will 

cost Rs. 500,000 and it will cost Rs. 200,000 on radio. A contract is entered 

with both the media, whereby at least three programs ought to be on television 

and maximum five programs can be on radio. 

Required: 17 

Determine the media mix to maximize the total customers reach. 
 

b) Mention the points to be considered in forming loop while solving 

transportation problem. 3 

Answer 

a) 

 Let X1 and X2 be the required number of programs on television and radio respectively. 

 

 The LPP will be: 

 Max Z = (450,000+50,000)X1 + (30,000+90,000)X2 

  = 500,000X1 + 120,000X2  

  = 50X1 + 12X2 
 

 Subject to, 

  500,000X1 + 200,000X2 ≤ 3,000,000 

or,  5X1 + 2X2 ≤ 30 

  X1 ≥ 3 

  X2 ≤ 5 

 where,  

  X1, X2 ≥ 0 

 

 Introducing slack variables S1, S3 for ≤ problems, subtracting surplus variable S2 from ≥ problem 

and adding artificial variable A1 for ≥ problem, the LPP will change to: 

 

  Max Z  = 50X1 + 12X2 + 0S1 + 0S2 + 0S3 – MA1 

 Subject to, 

  5X1 + 2X2 + S1 = 30 

  X1 + 0X2 – S2 + A1 = 3 

  0X1 + X2 + S3 = 5 
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 where,  

  X1, X2, S1, S2, S3 and A1 are non-negative. 

 

 Converting into standard LPP: (assuming M = 100) 

Row 0: Z - 50X1 - 12X2 - 0S1 - 0S2 - 0S3 + 100A1= 0 

 Row 1: 0Z + 5X1 + 2X2 + S1 + 0S2 + 0S3 + 0A1= 30 

 Row 2: 0Z + X1 + 0X2 + 0S1 - S2 + 0S3 + A1= 3 

 Row 3: 0Z + 0X1 + X2 + 0S1 + 0S2 + S3 + 0A1= 5 

 

 Simplex Table I: 

Table I Z X1 X2 S1 S2 S3 A1 Constant Ratio 

R0 1 -50 -12 0 0 0 100 0 - 

R1 0 5 2 1 0 0 0 30 30/5= 6 

R2 0 1 0 0 -1 0 1 3 3/1= 3 

R3 0 0 1 0 0 1 0 5 5/0= ∞ 

 

 Key column is X1 with highest negative value (-50) in R0. 

Ratio for each row is derived by dividing the constant of each row with the value of key column, 

except for R0. 

Key row is R2 with minimum ratio of 3. 

Key element is 1; i.e. the value at the intersection of key column and key row. 

Replacing value for key row (R2) is to be calculated by dividing the value of key row for Table I 

by key element: 

New R2: 0/1, 1/1, 0/1, 0/1, -1/1, 0/1, 1/1, 3/1 

  : 0, 1, 0, 0, -1, 0, 1, 3 

Replacing value for other remaining row is calculated using the following formula: 

Replacing value = Element of old row – (intersecting element of old row with key column x 

corresponding element of replacing row) 

Now,  

Replacing value for R0 

Old R0 1 -50 -12 0 0 0 100 0 

Intersecting element -50 -50 -50 -50 -50 -50 -50 -50 

Element of replacing row 0 1 0 0 -1 0 1 3 

New R0 1 0 -12 0 -50 0 150 150 

Replacing value for R1 

Old R1 0 5 2 1 0 0 0 30 

Intersecting element 5 5 5 5 5 5 5 5 

Element of replacing row 0 1 0 0 -1 0 1 3 

New R1 0 0 2 1 5 0 -5 15 

 

Replacing value for R3 

Since intersecting element in R3 is 0, New R3 will remain same 

New R3 0 0 1 0 0 1 0 5 

 

Simplex Table II:  

Table II Z X1 X2 S1 S2 S3 A1 Constant Ratio 

R0 1 0 -12 0 -50 0 150 150 - 

R1 0 0 2 1 5 0 -5 15 15/5=3 

R2 0 1 0 0 -1 0 1 3 - 

R3 0 0 1 0 0 1 0 5 5/0= ∞ 

 Ratio for R2 is not considered because value of key column at intersection point is negative. 

 Key row is R1 with minimum ratio of 3. 

 Key element is 5. 

 Replacing value for key row R1: 

 0/5, 0/5, 2/5, 1/5, 5/5, 0/5, -5/5, 15/5 

 i.e. 0, 0, 2/5, 1/5, 1, 0, -1, 3 
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Now,  

Replacing value for R0 

Old R0 1 0 -12 0 -50 0 150 150 

Intersecting element -50 -50 -50 -50 -50 -50 -50 -50 

Element of replacing row 0 0 2/5 1/5 1 0 -1 3 

New R0 1 0 8 10 0 0 100 300 

Replacing value for R2 

Old R2 0 1 0 0 -1 0 1 3 

Intersecting element -1 -1 -1 -1 -1 -1 -1 -1 

Element of replacing row 0 0 2/5 1/5 1 0 -1 3 

New R2 0 1 2/5 1/5 0 0 0 6 

 Replacing value for R3 will remain same. 

 

Simplex Table III:  

Table II Z X1 X2 S1 S2 S3 A1 Constant 

R0 1 0 8 10 0 0 100 300 

R1 0 0 2/5 1/5 1 0 -1 3 

R2 0 1 2/5 1/5 0 0 0 6 

R3 0 0 1 0 0 1 0 5 

 

 Since all the values of R0 is, now, ≥ 0, the optimal solution is reached. 

 Basic solution: 

 1 0 0 0 Z  300 

 0 1 0 0 S2 = 3 

 0 0 1 0 X1  6 

 0 0 0 1 S3  5 

 

 Therefore, the required media mix, to maximize total customers reach, is 6 programs on 

television and no program on radio. Due to this, the total customers reach will be 

3,000,000 (500,000 customers × 6 programs). It will cost Rs.3,000,000 (Rs.500,000 × 6 

programs), which is equaling the budget. 

 

Alternative method: using Graph AUDIT
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b) The method of loop formation is followed if we have at least one of the unoccupied cells 

with value less than zero. This indicates that there is further possibility of reduction in initial 

transportation cost after reallocation. The following points should be considered while 

forming loop: 

 i. The loop bends at only right angle. 

 ii. The loop bends from only occupied cells except the starting one. 

 iii. The number of corners in a loop should always be even. 

 iv. The loop ends at the cell from where it starts. 
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 v. The bending of loop could be clockwise or anti-clockwise. 

 

7. The following table shows the optimistic, likely and pessimistic duration values for 

a work package of a project: 
 

Activity Activity Duration (in weeks) 

Optimistic Likely Pessimistic 

A-B 2 3 4 

B-C 4 5 6 

B-D 1 2 3 

B-E 1 2 3 

C-F 3 4 5 

D-H 1 2 3 

E-F 1 2 3 

E-G 1 2 3 

F-G 4 5 6 

G-H 2 4 6 

H-I 2 3 4 
 

Required: 10 

a) Prepare a network diagram and identify the work package critical path and the 

work package mean duration. 

b) Calculate the approximate probability of the work package being completed 

within 16 weeks. 
 

Answer 

 Working Note: Table showing expected activity duration and variances 

Activity Activity Duration (in Weeks) 

Optimistic 

(a) 

Likely 

(m) 

Pessimistic 

(b) 

Expected mean duration 

(T) = (a + 4m + b)/6 

Variance  

(σ
2
) = [(b − a)/ 6]

2
 

A-B 2 3 4 3 0.1111 

B-C 4 5 6 5 0.1111 

B-D 1 2 3 2 0.1111 

B-E 1 2 3 2 0.1111 

C-F 3 4 5 4 0.1111 

D-H 1 2 3 2 0.1111 

E-F 1 2 3 2 0.1111 

E-G 1 2 3 2 0.1111 

F-G 4 5 6 5 0.1111 

G-H 2 4 6 4 0.4444 

H-I 2 3 4 3 0.1111 

 

a)    Work package network diagram, critical path and expected mean duration 
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(17) 

 

 

 

Number in bracket denotes expected mean duration of the activity. 

  

 Since Path (A-B-C-F-G-H-I) has the longest duration of 24 weeks (3+5+4+5+4+3= 24), it is the 

critical path and duration along this path; i.e. 24 weeks is the mean duration or expected work 

package completion period. 

 

b) The approximate probability of the work package being completed within 16 weeks. 

Work package mean duration(Tcp) (as determined by critical path) = 24 weeks 

 

Work package standard deviation (σ) = √Σ(all individual critical path activity variance) 

 

Varience of the project σ = √(0.1111+0.1111+0.1111+0.1111+0.4444+0.1111) 

                   

                   = √0.9999 

               σ = 1 approx  

[Standard Daviance is Sq. root of variance] 

 Given target completion period = 16 weeks( TG) 

 Variance about target = Target completion period – Work package mean duration 

    = 16 – 24 

    = - 8 weeks 

 Standardized mean difference (Z)  =    TG –TCP 

                              SD of project 

      = 16 – 24 

              1  

      = - 8 

Z > 3 area under the normal curve would be 0.5 

  Probability of project completion in 16 week = 0.5 – 0.5 = 0 % 
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 XSH  P.T.O. 

Strategic Management & Decision Making Analysis 

                                                          Suggested Answer 

 

Roll No…………….   Maximum Marks - 100 

 

Total No. of Questions - 7   Total No. of Printed Pages -2  

 

Time Allowed - 3 Hours   

  Marks 
  

Attempt all questions. 
 

7. Read the following and answer the questions accordingly: 
 

A restaurant was established at the heart of Kathmandu in 2000 with the slogan your 

next kitchen. It was established with an initial capital of Rs 5 million with 20 staff. It 

served mainly Nepali food items. However, it had Indian as well as continental foods 

in its menu. In the opening years, its turnover was satisfactory. On an average, it 

served 2,000 customers per month. Its net profit margin was approximately 25 

percent of the sales. Its greenery environment and free wifi services along with 

complementary dishes attracted the customers. 

 

The success of the restaurant for the first three years of its operation inspired its 

owners to expand its branches. In 2004, it started two new restaurants in other parts of 

the city. By the end of 2006, it had altogether 7 branches inside the Kathmandu city. 

The total number of the staff reached 210. As the number of staff grew up, the 

employees were unionized. 

 

From 2007, the restaurant started experiencing hard times. Its total sales started 

decreasing. Out of the seven, only two restaurants were in profit. Out of the rests, 

three were in break even and two were in loss. Employee turnover was severe. The 

restaurant could not update its menu and operation management was also stagnant. 

Adverse political conditions further supported by mapase (drinking and driving) rules 

by the traffic police severely affected the sales of the restaurants.  

 

By the end of 2008, the management decided to close down the restaurants running in 

loss. The union strongly opposed this decision. To settle this, the management had to 

pay a big amount for compensating the employees. The number of employees was 

reduced to 150. The management plans to offer stock ownership to the employee to 

restate the previous position. One of the major shareholders commented that we 

would not have expanded beyond two. 
 

 

a) What corporate strategy did the restaurant follow? Do you think it was suitable 

time to adopt the strategy? Comment.  (2+5=7) 

b) Enlist the major strategic decisions taken by the restaurant. What factors make 

them strategic?  (4+4=8) 

Answer: 
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a) At the corporate level, the restaurant followed expansion strategy at the beginning. This strategy 

is pursued by an organization when it attempts to achieve high growth. This strategy seeks to 

exploit market opportunities through the maximization of core competencies. 

The strategy followed by the restaurant was not suitable since the external environmental 

components were not favorable. The political condition was not satisfactory. Similarly, the 

mapase rule also adversely affected the sales of the restaurant. The economic condition of the 

country also was not satisfactory.  There was problem of labor relations as well. In such a 

situation, the stability strategy would be satisfactory for the restaurant till the environmental 

components get improved. 

 

b) Strategic decisions are the long term decisions that affect the growth and development of an 

organization over a long period of time. The major strategic decisions taken by the restaurants 

are; 

- Establishment of new restaurants 

- Closing of unprofitable restaurants 

- Reduction in the number of employees 

- Huge compensation to the employees 

- Offering stock ownership to the employees 

The following are some of the factors that make them strategic. 

- They are long term decisions 

- They provide direction to the organization 

- They are irreversible decisions 

- They are based on environmental analysis 

8.  

a) Elaborate the concept and characteristics of strategy.                                  8 

b) Why are "objectives" important to strategic management process? 7 

Answer: 

a) The concept of strategy is central to understanding the process of strategic management. 

Undoubtedly, strategy is one of the most significant concepts emerged in the subject of 

management studies in recent past. It has been emerged as a critical input to organizational 

success and has come in handy as a tool to deal with the uncertainties that organizations face. It 

has helped to reduce ambiguity and provide a solid foundation as a theory to conduct business. It 

is a convenient way to structure the many variables that operate in the organizational context and 

to understand their interrelationship. 

A strategy is an integrated plan or course of action or a set of decision rules forming a pattern or 

creating a common thread. The pattern or the common thread is related to the organization's 

activities that are derived from its policies, objectives and goals. It is related to pursuing those 

activities, which move an organization from its current position to desired future state. It is 

concerned with the resources necessary for implementing a plan or following a course of action 

and connected to the strategic positioning of a firm, making tradeoffs between its different 

activities and creating a fit among these activities. 
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Igor Ansoff explained the concept of strategy as the common thread among the organization's 

activities and product-markets that defines the essential nature of business that the organization. 

Strategy consists of the following characteristics: 

1. Long-term Horizon: Strategy is concerned with the long-term direction and scope of the 

organization. It is forward looking at least for one decade. Top management as a long-term 

blueprint of the organization formulates it. 

2. Action oriented: Strategy is concerned with broad action plans. The action plans aim at 

objectives achievement. It is more specific than objectives and integrated. 

3. Value addition: Strategy aims at adding value. It seeks customer satisfaction. It is the bridge 

that matches the resources and capabilities of organization with opportunities. It seeks customer 

satisfaction. 

4. Strategic decisions: Strategy is based on strategic decisions. Strategic decisions define the scope 

of the organization's activities. They pinpoint organizational capabilities and product/ market 

scope. 

5. Environmental adaptation: Strategy matches the resources and activities of the organization to 

the changing forces in the environment. It aims for strategic fit by matching resources with 

opportunities. It is dynamic and flexible. 

6. Stakeholders' expectation: Stakeholders can be suppliers, customers, labour unions, financial 

institutions, employees and even owners. They have interest in the performance of the 

organization. Strategy fulfills the values and expectations of the stakeholders of the organization. 

 

b) Objectives represent ends towards which all activities of the management are directed. 

Objectives are considered to be important to strategic management processes for several reasons. 

Some of the important reasons are unified planning, motivation and control. 

Objectives permit unified planning by all strategic business units and all departments. Top 

management establishes overall objectives that become the framework within which strategic 

business unit managers and other lower level executives and employees establish their own sub-

objectives and plans. Sometime there is a disharmony due to the conflict of interest in the objectives 

to be achieved by each unit. The top management‘s role to define the overall objectives and to 

persuade the strategic business units to make a trade-off would bring in a solution in strategic issues.  

 

The overall objectives of an organization, when set realistically, serve as a basis of motivation to the 

strategic business units. It is the target that activates all managers of different units and their 

subordinates. But the objectives must be perceived as realistic to have maximum effect. Objectives 

that are set too low do not provide a challenge and those set unrealistically high may be depressing 

or not accepted.  

 

Objectives enable management to perform the functions of strategic evaluation and control. When 

information obtained indicates that the objectives are not being met, the strategic business units as 

well as the organization at corporate level must examine the situation and determine the corrective 

AUDIT
NCA.C

OM

www.auditnca.com

www.auditnca.com


 (21) 

 XSH 

action needed. The corrective action should be promptly taken to see that actual performance 

conforms to the overall objectives. 

  

Formulation of objective involves analyzing the reason for the existence of the organization and 

what would be the type of work or product it would specialize in relation to the resources, 

investment and requirements. Objectives are so important to strategic management process as it 

shows the starting point with present position to the terminal point with the expected result along 

with the specified duration of time by which the objectives are to be achieved. 

9.  

a) What is economic environment of business? What are the economic factors that 

explore opportunity or threats to the business organization? Explain.    (3+5=8) 
 

b) What are the different levels at which strategy operates in a large organization? 

Explain. 7 
 

Answer: 

a) Economic environment 

Economic environment refers to all those factors, which give shape and form to the development of 

economic activities. It comprises the factors and sub factors related to the economy of a country. 

These factors have an impact on the business activities. For example, increase in interest rate means 

high saving which leads towards less expenditure on major home appliances. 

An organization must consider general economic condition, economic conditions of different 

segments of the population, their disposable income, purchasing power, trends in income 

distribution, consumption patterns, current income, market price, availability of credit, saving etc. 

Rate of growth in economy, rate of inflation, behaviour of capital market, interest rates, exchange 

rates, tax rates, price of materials, price of energy and the condition of labour market are additional 

economic factors that must be carefully considered while analyzing economic environment. 

In a developing country, the low income may be the reason for low demand for a product. The sale 

of income-elastic product naturally increases with the increase in income. But a company is unable 

to increase the purchasing power of the people to generate a higher demand for its product. 

Therefore, the company may have to reduce the price of the product to increase its sales. 

The economic policy of the government has very much impact on business. Some types of business 

are favorably affected by government policy, some adversely affected, while it is neutral in respect 

of others. For example, a policy for restriction to register the two Stroke Bike in Kathmandu valley 

may favorably help the four Stroke Bike Dealers. Similarly, the liberalization of the textile import 

policy may create difficulties for textile industries of Nepal. 

Similarly, an industry that are within the priority sector in terms of government policy may get a 

number of incentives and other positive supports from the government, where as those industries 

which are not listed as priority may seriously affected because of government priority policy. 

Following are some of the important factors and influences operating in economic environment. 

1. Economic System: 

Capitalism, Socialism, Communism 

AUDIT
NCA.C

OM

www.auditnca.com

www.auditnca.com


 (22) 

 XSH 

2. Stage of Business Cycle: 

Prosperity, Recession, Depression, Recovery 

3. Economic Policies: 

Industrial, Monetary and Fiscal Policy 

4. Economic Trend: 

Inflation and Deflation 

5. Economic Indices: 

 GDP, Per Capital Income, Balance of Payment 

6. Economic planning: 

 Annual Budget, 3 yrs, 5 yrs, 10 yrs plan 

7. Employment level: 

 Unemployment, Semi-employment and Employment 

8. Infrastructure development: 

 Bank, Transportation, Communication, Energy etc. 

9. Productivity: 

 Agricultural Products and Industrial Product 

10. Factors of production used 

There are three alternative economic systems: capitalism, socialism and communism. A system of 

capitalism stresses the philosophy of individualism i.e. individual ownership, individual expression, 

consumer choice and free market. The whole economic activities/entrepreneurial activities/business 

units are not controlled by the government. The system of communism has answered for all the 

weakness associated with capitalism. Under this system, all private property and property rights to 

income are abolished by the state. The state would own and direct all instruments of production. The 

system of socialism stands in between capitalism and communism, which bears the strong points of 

both philosophies and avoids their weaknesses. Because of this reason, it is also called as mixed 

economy. 

Another economic factor that management needs to consider is inflation. Inflation means the prices 

that are going up. The inflation rate is the percentage increase in the change in prices from one 

period to the next, usually a year. Economists use different types of indication to measure inflation, 

but the most popular is the consumer price index. Inflation occurs because aggregate demand is 

growing faster than aggregate supply. The demand can occur because of government spending where 

spending is rising faster than the tax revenue to fund the spending. Inflation of a country affects 

interest rates, exchange rates, cost of living, purchasing power which  affects the whole economic 

system.  

Certain changes in policies such as the industrial policy, tariff policy etc. may have profound impact 

on business. Same policy developments create opportunities as well as threats. In a simple sentence, 

a policy which brightens the prospects of some business, may pose a threat to some others. For 

example, liberalization has opened up new opportunities and threats. It has provided a lot of 

opportunities to the large number of enterprises to diversify and to make their product standard. But 

it has also given serious threat to many existing enterprises by the way of increasing competition. 
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The number of people with the need of product, their income, existing price level and their 

expectations about future income determine the demand for product at a particular time. Poor 

economic condition may influence not only the demand for products but also other major business 

activities. The development of infrastructure, planned economic system and subsidy in agriculture 

sector increases the green revolution which lead to grow in demand for number of products like tube 

wells, low horse power motors and so on. 

Monetary policy refers to regulate the economic growth through the expansion or contraction of 

money supply whereas the fiscal policy deals with the tax structure and governmental expenditure. 

Industrial policies are board guidelines, rules and regulations prepared by government to develop 

industrial sector. These policies affect national income, distribution of income, level of employment. 

In turn, these factors affect the business organization. Therefore, these factors should be analyzed to 

find out the clear picture of business opportunities and threats. 

 

b) For many companies a single strategy is not only inadequate but also inappropriate. The need is 

for multiple strategies at different levels. Strategy operates at different levels. These are 

corporate level, business level, and functional level. The category of corporate strategy occupies 

the highest level of strategic decision making and, in comparative terms, would relate to the 

multi-divisional organization, or the form with wide range of business interests. The actions deal 

with the objective of the firm, allocation of resources and coordination of various 

divisions/business groups (known as strategic business units) for optimal performance. 

 

Business level strategy or strategic business unit is a comprehensive plan providing objectives for SBUs, 

allocating of resources among functional areas and coordination between them for making optimal 

contribution to the achievement of the corporate level objectives. 

Functional strategy relates to a single functional operation and the activities involved therein. Decisions 

at this level within the organizations are often described as tactical. Such decisions are guided and 

constrained by some overall strategic considerations. Functional strategy deals with relatively restricted 

plan providing objectives for specific functions, allocation of resources among different operations 

within that functional area and coordination between them for optimum contribution to the achievement 

of SBU and corporate level objectives. 

 

10.  
a) Explain the portfolio analysis and discuss the BCG Matrix.                        7 

 

b) State and explain the factors related to value-chain analysis used to measure the 

strengths and weaknesses of a manufacturing firm suggested by Michael Porter? 8 

Answer: 

a) The portfolio approach provides a simple visual way of identifying and evaluating alternative 

strategies for the generation and allocation of corporate resources. One of the approaches for 

identifying strategic alternatives for multi business organization is to construct business portfolio 

matrix. On the basis of that matrix corporate portfolio analysis has been conducted. Corporate 

portfolio analysis could be defined as a set of techniques that help strategists in taking strategic 

decisions with regard to individual products or business. It is used for competitive analysis and 
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strategic planning in multi-business organizations. The main advantage in adopting a portfolio 

approach in multi product or multi business organization is that resources could be channelized 

of the corporate level to those businesses that possess the greatest potentiality.  

 

There are number of techniques that could be considered as a corporate portfolio analysis 

techniques. One of the most widely used portfolio approaches to corporate strategic analysis has 

been the growth-share matrix pioneered by the Boston Consulting Group (BCG). Here the 

organization's business is plotted according to market growth rate (percentage of growth in sales) 

and relative competitive position (market share). Market growth rate provides an indicator of the 

relative attractiveness of the markets served by each of the businesses. Relative competitive 

position provides a basis for comparing the relative strengths of different businesses. 

 

 
The stars, as the BCG matrix labeled them, are business in rapidly growing markets with large 

market shares. Stars represent the best long run opportunities in the firm's portfolio. These 

businesses require substantial investment to maintain and expand their dominant position in a 

growing market. 

Cash cows are high market share businesses in maturing low growth market. Because of their 

strong position and minimal investment requirements for growth, these businesses often generate 

cash in excess of their needs.  

Dogs are business units that are in saturated mature market with intense competition and low 

profit margins and are thus the worst of all combination. Ineffective dogs should be considered 

prime candidates for harvesting, divestiture or liquidation. 

A question mark or a problem child is business units whose cash needs are high as a result of 

rapid growth while their cash generation is low due to small market share. If the long run shift in 

a business position from question mark to star is unlikely, the BCG matrix suggests divesting the 

business. 

 

b) Value-chain analysis, an alternative way to analyze strength and weakness of strategic resources 

of a firm, is suggested by Michael E. porter. The value chain analysis identifies the series of 

activities which are undertaken by the firm. A firm may engage on different product lines and 

each product line has its own distinctive value chain. Because of several different products and 

services, and internal analysis of the firm, an organization, can analyze a series of different value 

chains. 

According to Porter, most of the business enterprises have two broad categories of value 

activities primary activities and support activities. The primary activities concerned with the 
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physical creation of the product or services; its marketing, delivery and provision of after sale 

supports. It begins with inbound logistics (raw material handling and warehousing), go through 

on operations (product manufacturing), outbound logistics (warehousing and distribution, 

marketing and sales and finally to services (installation, services etc.) 

The support activities are those which provide inputs or infrastructures for primary activities to 

be performed. The primary value chain activities operate efficiently and effectively by the help 

of activities-support. Such support activities are: procurement (purchasing), technology 

development (R&D), human resources management and firm infrastructures (accounting, 

finance, management). 

Figure is an example of corporate value chain which examines systematically the activities of 

value of a single product line. 

 

 Value Chain Activities of a Firm 

 

 

 

 

 

 

 

 

 

 

 

Primary Activities  

In Bound Logistics 

In bound logistics include the activities associated with receiving, storing and distributing raw materials 

along with material handling, warehousing, stock management, transportation and the like. 

Operations 

Operations are all of the activities required to transform inputs into outputs and the critical functions that 

add value, such as machining, packaging, assembly, service, testing and the like. 

Outbound Logistics 

Outbound logistics are activities required to collect, store, and physically distribute the product to 

customers. These activities can prove to be extremely important both in generating value and in 

improving differentiation. 

Marketing and Sales 

FIRM INFRASTRUCTURES 
(General management, accounting, finance, strategic planning) 

HUMAN RESOURCE MANAGEMENT 
(Recruiting, training, Development) 

TECHNOLOGY DEVELOPMENT 
    (R&D, product and process improvement) 

PROCUREMENT 
       (Purchasing of raw materials, machines, supplies) 
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Activities associated with informing to potential buyers about the firm‘s products and services and 

inducing them to buy. This would include sales administration, personnel selling, advertising, promotion 

and the like. 

Service 

Service covers, all those activities that enhance the physical product features through after sales service, 

installation, repair, training, spares and the like. 

Support Activities 

Porter has also identified four support activities. These are broad concepts that support the primary 

activities of the firm. 

Procurement 

This concerns the acquisition of inputs or resources. Although the responsibility of the purchasing lie the 

authority of every department, almost every firm is responsible for purchasing something. Though, the 

cost of procurement itself is relatively low, the impact can be very high. 

Human Resource Management 

This consists of all activities involved in recruiting, hiring, training, developing, rewarding, and 

sanctioning the people in the organization. 

Technology Development 

This is concerned with the equipment, hardware, software, technical skills, and the like used by the firm 

in transforming inputs to outputs. Some such skills can be classified as scientific, while other -such as 

food preparation in a restaurant are ‗artistic‘. Technology also support activities of the business. 

Firm Infrastructure  

This consists of the many activities, including general management, planning, finance, legal, external 

affairs, and the like that support the operational aspects of the value chain. This may be self-contained in 

the case of an un-diversified firm or divided between the parent and the firm‘s constituent business 

units. 

 

11.   

a) Define unique resources with their characteristics.  7 

b) What is cost leadership strategy? Explain the ways to reduce the costs in order to 

follow cost leadership strategy suggested by Michael Porter. (4+4=8) 

Answer: 

a) The resources that are critical for building core competency are called unique resources. They 

are related to critical success factors. They are developed over a long period of time. They 

enable the organization get opportunity and mitigate threats. Unique resources are valuable, 

non-substitutable, costly to imitate and rare. They increase value on the product. The unique 

resources are normally embedded with human resource. 

The following are some of the notable characteristics of unique resources. 

a. Valuable: Unique resources are valuable: They are very important in the strategic 

positioning of an organization. They add value on product and enhance customer satisfaction. 
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b. Non-substitutable: Unique resources are non-substitutable. In other words, they cannot be 

replaced by other resources. 

c. Costly to imitate: It is very difficult and costly to imitate unique resources. Hence, all 

organizations may not be able to develop the unique resources. 

d. Rare: Unique resources are rare. Acquisition and development of unique resources are not 

easy. 

 

b) Porter has referred to low cost, differentiation and focus as generic business level strategies. 

These strategies are called generic because all businesses or industries can pursue them 

irrespective of they are profit or non-profit organizations. Each of these generic strategies 

results from a company making consistent choices that reinforce each other. According to 

Porter, a business can strive to supply a product or service more cost effectively than its 

competitors (cost leadership), it can strive to add value to the product or service through 

differentiation and command higher prices (differentiation) or it can narrow its focus to a 

special product market segment that it can monopolized (focus). Therefore, the business 

strategies suggested by Michael Porter can be discussed as:  

Cost leadership strategic approach of a firm in an industry makes all possible attempts to 
achieve the lowest costs in the various sectors of operation. It has an aim to gain increased 
market share through increasing the efficiency and lowering the costs. It is a strategy in which 
an organization attempts to gain a competitive advantages by reducing its costs below the cost 
of competing firms. 

According to Porter, overall cost leadership requires aggressive construction of efficient scale 
facilities, vigorous pursuit of cost reductions from experience, tight cost and overhead control, 
avoidance of  marginal customer accounts, and cost minimization in areas like research and 
development, service, sales forces, advertising and so on. 

The basic components that facilitate to make overall cost leadership to a firm, an industry are as 
follows: 

 Cost reduction in the area of production/operation. Such as lowering the raw 

material cost or competitive cost advantage on availability of raw materials, 

lowering the distribution cost, i.e. low transportation and channel costs and 

reduction of overhead costs. 

 Through tightening the cost and overall control. 

 Through avoidance of marginal customer accounts. 

 Cost minimization in the area of research and development, different services, sales 

force, advertising and so on. 

 Through accelerating the efficiency. 

In another term, we can say that overall cost leadership is achieved by a firm through 

the reduction of cost on primary activities and supporting activities. Primary activities 

concerned with the physical creation of a product or service, its marketing, delivery and 

provision of after sale support whereas support activities provide input or infrastructure 

for primary activities to be performed. 

Followings are the two basic ways to reduce costs:  

1) Control cost drivers:  

Costs are reduced in each activity segment of value chain through economics of scale, 

experience curve, reducing costs of key resources, and sharing of resources between or 

among the sister units of the organization. Similarly, outsourcing some activities from 
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outside specialists who can perform cheaply without falling quality, and vertical 

integration can be done to reduce costs. Higher rate of capacity utilization, taking first 

mover advantage in the market in introducing a new product and forward, backward, 

and horizontal integration can be used to control the costs.  

2) Revamp value chain:  

Costs can be driven down by revamping value chain through shifting to e-business, 

adopting direct marketing from producer to buyers and save channel cost and 

commission. Simplified product design and reducing multiple features and options 

costs can be saved. Similarly, reengineering the core business process, and by pass of 

high cost materials costs can be saved. 

12.  
a) The role of CEO in strategy formulation and implementation is vital. In light of 

this statement, briefly discuss the role of CEO in strategy formulation and 

implementation.  8 

b) How strategy and structure are related to each other? In what conditions multi 

divisional structure is suitable? Write.  (4+3=7) 

Answer: 

a) Chief executive is a person whose responsibility is to make major decisions for the organization 

and implementation of that decisions to secure the ends. In most of the Nepalese companies, the 

chief executive is referred as the chief executive officer; managing director, chairman, 

president, general manger etc. The CEO of the firm has to perform the roles of strategists, 

organizational builder, and a leader. Though, the board of director and members of top 

management play an important role, the strategic responsibility still lies with the CEO. 

According to Mintzberg the chief executive officer, as a top management, has to perform three 

sets of behavioural roles: interpersonal, informational and decisional. The interpersonal roles 

are ceremonial duties to be performed as a figurehead, directional roles as a leader, and liaison 

for outside contacts. Informational role consists of monitoring (information), and disseminating 

(inside the organization), and spokesman (external world). The decisional roles are those calling 

for entrepreneurial action, sorting out problems, allocation resources, and acting as a negotiator. 

According to Ansoff and Steiner, there are two types of management, as strategic management 

and operational management. We should prefer to discuss with reference to Steiner's analysis, 

which is more practical and useful in the context of Nepal. Strategic management is top 

management and all other management is operational management. There are a vast difference 

in the thought processes, the attitudes, the perspective, the frame of reference, the method of 

analysis and the skills between these two types of management. The operating managers– the 

specialist in the particular areas say marketing, finance, production devote their entire lifetime 

to specializing in the particular areas that suit them, where as the CEO or general manager 

considers all the relevant functional areas and makes decision which are in the best interest of 

the organization. The CEO or general manager does not act like a "line manager" in any 

department or division; because it is viewed as narrow as compared to that of chief executive 

offer (CEO). 

From this explanation, we can summarize the roles played by the CEO. 

Interpersonal roles 

 Figure head 
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 Leader 

 Liaison agent 

Informational roles 

 Monitoring information 

 Disseminating 

 Spokesman 

Decisional roles 

 Entrepreneurial action 

 Sorting out problems 

 Allocating resources and  

 Negotiator 

According to Reilly the chief executive officer as the top management has to perform the 

following functions: 

 Setting the objectives for the management 

 Establishing policies 

 Assigning responsibilities 

 Selecting and developing key personnel 

 Integrating people‘s efforts in achieving company objectives. 

 Stimulating creative thinking 

 Measuring and evaluating result. 

Similarly, Jauch and Glueck define the role of CEO as the entrepreneur (set of goals) strategists 

(plans), organization build (organizes), leader (directs), and chief implementer (controls). 

 

Role of Chief Executives 

1.  Setting goals CEO is basically responsibility for setting major organizational objectives: 

corporate philosophy, corporate mission, long-term goals and major policies. 
 

2.  Identification of 

opportunities 

CEO is responsible for diagnosis of external environment, analyzing 

opportunities and threats and managing relationship in order to create condition 

for growth. 
 

3. Implementation 

and evaluation of 

results 

CEO is responsible for implementing projects, committing new projects or 

resources, measurement of performance against plans, monitoring deviations, 

measuring organization effectiveness and managerial effectiveness. 

 

In Nepalese context, we find that many of the CEOs get involved in internal functioning as day-to-day 

operations. It results that they have less time for strategic issues. It had to be recognized that too much 

involvement in routine matters reduces one‘s creativity. This is in sharp contrast to the CEOs in the US, 

where they are able to allocate a large part of their time for long range planning and policy issues. 

The role of chief executive, as perceived by Andrews Kenneth R is the variety of aspects grouped into 

three: 
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1. CEO as an architect of strategy. The requirements of this role are: analytical ability, creativity, 

self-awareness and sensitivity to society‘s expectations regarding the businessman‘s broader social 

responsibilities. 

2. CEO must have the sense of personal purpose and awareness of personal needs. Similarly, 

awareness of society‘s expectation requires the CEO as innovator and organization leader. CEO 

must be the defender to strategy. Like other administrators, the CEO has to find himself in the role 

of mediator and negotiator. He must deal the conflict emerged among organizational employees. He 

is also responsible to make climate. Here the term climate is used to designate the quality of 

cooperation, the development of individuals, the extent of member‘s commitment to organizational 

purpose, and the efficiency with which that purpose becomes translated into results. 

3. CEO as a personal leader. Personal leadership of a CEO can be characterized in various ways, 

such as behaviour from self oriented to organization oriented to people oriented or from task 

centered to relationship centered or from autocratic to democratic or laissez faire and approaches 

from classical to human relations to revisionist. The business leaders must have such qualities as 

drive, intellectual ability, initiative, creativeness, social ability and flexibility. Therefore, the CEO 

must examine his own characteristic behaviour to try to see whether it meets or complicates the 

needs of his own organization or it directs or distracts the attention given by his followers to 

organizational goals. 
 

b) Organizational structure specifies the work to be done and how to do it in regard to the strategy or 

strategies. It influences how managers work and the decisions resulting from that work. 

Organizational structure determines the processes used to complete organizational tasks to support 

the implementation of strategies. When the strategy is modified, it demands changes in 

organizational structure. 

Strategy and structure are closely related to each other. This relationship shows interconnectedness 

between strategy formulation and strategy implementation. More precisely, changes to the firm‘s 

strategy demand changes in structure. Similarly, the existing structure may require a particular 

strategy to be pursued. However, strategy has a much more important influence on structure than 

the reverse. It is important that matching each strategy with a structure enables the use of current 

competitive advantages as well as provides flexibility required to develop future advantages. The 

following figure shows how and why strategy demands structure. 

- New strategy is formulated 

- New administrative problem emerges 

- Organizational performance decreases 

- A new organizational structure is established. 

- Organizational performance improves. 

The multidivisional structure consists of a corporate office and operating divisions which represents 

a separate business or profit centre. The responsibilities for day-to-day operations are delegated to 

divisional managers. 

  

Multidivisional structure is suitable for the business having multi products. It encourages the 

management to concentrate on the business and functional strategy. The organizational 

effectiveness may be enhanced due to high coordination among the functional units. Under it, each 

functional division can address the environmental dynamism which encourages the management to 

concentrate on the business and functional strategy. 
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13. Write short notes on the following: (4×2.5=10) 

a) Market Penetration 

b) Resource plan  

c) Corporate level strategy  

d) Team-based structure 

Answer: 

a) Market Penetration 

Market penetration refers increasing the market share of existing products in the existing 

market. It is possible through aggressive marketing tactics like trade allowances, advertising, 

price reduction, package improvement etc. So many tools can be used to increase product usage 

among existing customers to find new application of present products and capturing sales. 

Market penetration utilized the opportunity to gain market shares and builds the organization‘s 

position. However, market share gains are difficult to hold. To increase market share firm may 

precipitate in competition wars. Market penetration may not be possible when the market share 

is already high, market is saturated or competition is very intense. 

 

 

 

Market Penetration and Skimming the Cream Strategy 

 

 

 

 

 

 

 

 

 

 

A market penetration strategy seeks to increase market share for present products or services in 

present markets through greater marketing efforts. This strategy is widely used alone and in 

combination with other strategies. Market penetration includes increasing the number of sales, 

increasing advertising expenditure, offering extensive sales promotion items, or increasing 

publicity efforts. 

Five guidelines when market penetration may be an especially effective strategy 

are: 

 When current market are not saturated with a particular product or service. 
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 When the usage rate of present customers could be increased significantly. 

 When the market shares of major competitors have been declining while total 

industry sales have been increasing. 

 When the correlation between sales and marketing expenditures historically has 

been high. 

 When increased economics of scale provide major competitive advantages 

 

b) Resource plan  

The organization needs resource plan to identity in details the requirements of specific strategy 

developments. A resource plan sets out what resource and competence need to be created and 

which disposed of. This may well be in the form of a budget, but might also be usefully 

expressed as a sequence of actions or a timetable of priorities in a written plan.  

 

Human, physical, financial and intellectual resources have a strategic importance. They provide 

strategic capability to an organization. A resource plan predetermines future resource needs and 

sources of acquisition to implement strategy. It serves as a framework for mobilizing and 

allocating resources to activities related to strategy implementation. The resource plan identifies 

activities, time frame, accountability and outcomes. Resource planning is necessary at corporate 

as well as business level. 

 

a) Corporate level strategy 

Corporate level strategy is a plan that deals with the objectives of the company, allocation of 

resources and co-ordination of SBUs for optimal performance. It is the top management plan to 

direct and run the enterprise as a whole. It represents the pattern of entrepreneurial actions and 

intents underlying organization‘s strategic interests in different business, divisions, product lines, 

customers groups, technologies etc. Corporate Strategy emphasizes upon the fact that how one 

should manage various activities and how the resources should be allocated over the different 

priorities of corporation.  

Principally, the corporate level composed of members of the board of directors and the chief 

executives and administrative officers. They are responsible to achieve financial performance of 

the corporation as a whole and to achieve non financial goals of the firm like corporate image 

and social responsibility. They set objectives and formulate strategies that extent the activities of 

strategic business units (SBUs) in the corporation and functional areas of these businesses. Since 

business level strategies may differ among themselves, it is necessary to formulate corporate 

level strategy so that none of the business level strategies should go against the corporate level 

strategy. The corporate level strategy may stress growth or retrenchment or stability or a 

combination of the three. The growth strategy is common as the companies usually aim at 

gradual expansion of their operations. But sometimes, they adopt retrenchment strategy when 

they have to curtail their operations in view of tough competition or micro-economic downtrend. 

Some companies adopt the strategy of stability when they like to satisfied with what they have. 

However, a combination of them can also be formulated when the corporate strategy allows 

successful business lines to grow, unsuccessful business lines to cut short their activities and 

allows others to maintain stability. 

 

b) Team-based structure 

Structure is a means to implement strategy as it defines the way of organizing activities. There 

are different types of organization structure and team-based is one of them. A team is a group 
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whose individual efforts result in positive synergy through coordinated efforts. There will be a 

collective performance to achieve team objectives. Here the coordination is needed. 

 

Team-based structure combines both horizontal and vertical coordination. They consist of 

members from different departments and work areas. They are carefully selected to accomplish 

specific task. Cross-functional teams are used to implement strategy. The team-based structure 

does not have rigid hierarchy. Team has authority to make decisions. Employees‘ talents and 

skills are better utilized in team-based structure. 
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