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Q2 A)
Going concern concept - The going concern concept means that the enterprise ‘will continue in operational existence for the foreseeable future’. It is usually assumed that a business will continue indefinitely in its present form. This concept acts as a justification for the limitations imposed by the cost concept because there is little harm in reporting irrelevant figures for value if the assets concerned are unlikely to be sold in the immediate future.

Example - XYZ Inc manufactures a special chemical that it then markets and sells. Suddenly, the government imposes a ban on the manufacture, export, import, and sale of this special chemical in the country. If this chemical is the only product that XYZ Inc creates, then the company will no longer be a going concern."

Prudence - Lowest reasonable figure should be stated for profit or for any of the assets. The highest reasonable figure should be stated for any liabilities.
Example - Stocks are valued at lower of cost or market value.
Matching concept - Income and expenses which relate to each other should be matched together and dealt with in the same statement of profit or loss. From the above two concepts this should be for the period in which the amounts were earned/incurred.

Example - An employee earns a bonus of 20,000 in 2021 based on their performance in the year 2021 which is payable in 2022. Using the matching principle, the 20,000 expense should be recorded on the income statement of 2021, the year the employee earned it.
B)

(a) Written down value method (reducing balance method)

	Year
	Opening Value
	Depreciation
	Closing Value

	2020
	1,500,000
	75,000
	1,425,000

	2021
	1,425,000
	142,500
	1,282,500



	Depreciation for year 2020 for 6month (1st July to 31st December)
	(Rs. 15,00,000 x 10% x 6/12)
	75000

	Depreciation for year 2021 for 12 Month
	(Rs. 14,25,000 x 10%)
	142500



(b) Straight line method-
	Year
	Opening Value
	Depreciation
	Closing Value

	2020
	1,500,000
	150,000
	1,350,000

	2021
	1,350,000
	150,000
	1,200,000



	Total Asset Value
	INR 1,500,000

	Useful Life
	10 years

	Depreciation as per SLM p.a.
	INR 150,000




Solution

a) key stakeholders of the financial statements : Equity Investors
Creditors Employees
Customers, Suppliers and Other Business Contacts Stock Exchange
Management of the Company

Tax Authorities Stock Analysts
Credit Rating Agencies
(2 marks for giving minimum 6 cases)

	b)
	S.N.
	Assets
	Liabilities
	Capital

	
	A
	
1,500,000
	
250,000
	
1,250,000

	
	B
	
225,000
	
150,000
	
75,000

	
	C
	
1,450,000
	
75,000
	
1,375,000




These have been solved using the Accounting Equation: Assets = Capital + Liabilities
Q3)

A)
	1. Current Ratio =      
	 Current Assets 
	 5,280,000/1,980,000  =  
	                   2.67 

	
	 Current Liabilities 
	
	

	
	
	
	

	 Current Assets   = 
	 3,300,000+1,100,000+
880,000 
	                  52,80,000 
	

	 Current Liabilities    = 
	 440,000+880,000+660,000 
	                  19,80,000 
	

	
	
	
	

	 2.  Quick ratio   = 
	 Current Assets- Inventories 
	
	

	
	 Current Liabilities 
	
	

	
	 (5,280,000- 3,300,000)/1,980,000 
	                   1.00 

	
	
	
	

	 3.  Return on capital employed   = 
	 Profit before tax and interest 
	

	
	 Share capital + Reserve + Long term debt 
	

	
	
	
	

	 = 
	  (554,000)/(4,800,000+92,0000) 
	                   0.10 

	
	
	
	

	
	 OR 
	
	

	 Alternative -  
	
	
	

	 3.  Return on capital employed   = 
	 Profit before tax 
	

	
	 Share capital + Reserve 
	

	
	
	
	

	 = 
	 462,000/4,800,000 
	
	                   0.10 

	
	
	
	

	 4. Profit margin Ratio (or return on sales ratio) 
	 Profit before tax and interest 
	

	
	 Revenue(Turnover) 
	

	
	
	
	

	 = 
	  554,000/11,000,000 
	
	                   0.05 

	
	
	
	

	 5. Asset utilisation ratio 
	 Revenue(Turnover) 
	

	
	 Share capital + Reserve + Long term debt 
	

	
	
	
	

	 = 
	 11,000,000/(4,800,000+920,000) 
	                   1.92 









B)

a) cost of equity = risk-free return + beta * (equity risk premium)

=7% + 1.5 *5%
=7% + 7.5% = 14.5% "

b) Geared equity beta = Ungeared Beta * [1 + (Debt:Equity ratio) * (1 - t )]

Here the Debt:Equity ratio is based on market capitalisation therefore Geared equity beta = 1.5 * [1 + (0.5/0.5) * (1 – 0.25 )]
= 1.5*(1+0.75)
=1.5*1.75
= 2.625 "

c) Cost of equity = risk-free return + beta * (equity risk premium)
=7% +2.625*5%
=20.125% "

C)

Madhuri is risk taking and therefore would suggest her to invest in equity shares. She has no obligations and therefore is free to explore upside potential of investment. No obligations to provide for could handle the volatility.
Main features of Equity Shares:"

1) Voting rights
2) Last to be paid in case of winding up
3) Potential of high return for high risk
4) Usually highly marketable

Namita seems to have limited means and obligations to provide for and needs certainty. Therefore would suggest her to invest in loan stock (bonds) that promises regular income and known redemption amount.
Main features of Bonds:

1) No voting rights
2) Less volatile than equity shares
3) Do not participate in dividend growth enjoyed by
4) Usually less marketable than equity shares Q4
A

	Profit & Loss Account for the year ended 31 March 2022

	Particulars
	INR 000
	INR 000

	Sales
	
	1,175

	Closing stock
	
	8

	Cost of sales:
	
	

	Opening stock
	6
	

	Purchases
	502
	

	Depreciation :
	
	

	Building
	91
	

	Plant & Machinery
	132
	

	Salary
	112
	

	Rent & rates
	100
	(943)

	Gross profit
	
	240

	Expenses:
	
	

	Administrative expenses
	45
	(45)

	Operating profit
	
	195




	Interest
	
	(65)

	Net profit before tax
	
	130

	Tax @ 20%
	
	(26)

	Net profit after tax
	
	104

	Dividends
	
	(17)

	Retained profit
	
	87

	Profit & loss brought forward
	
	160

	Profit & loss carried forward
	
	247




[Total max. 6 marks.
4 marks for correct answer up to operating profit;
2 marks for correct answer of profit & loss carried forward]

	Balance Sheet as at 31st March 2022

	Fixed Assets
	INR 000
	INR 000

	Land & Building- cost
	1,300
	

	Plant & Machinery-cost
	800
	

	Depreciation
	(558)
	1,542

	
	
	

	Current Assets
	
	

	Cash
	12
	

	Stock
	8
	

	Debtors
	245
	265

	
	
	

	Current Liabilities
	
	

	Creditors
	187
	

	Tax provisions
	26
	

	Dividend payable
	17
	230

	
	
	

	Long term liabilities -
	
	

	Loan
	
	450

	Total assets Less outsiders liabilities
	
	1,127

	Share capital and reserves:
	
	

	Share capital
	700
	

	Share premium
	180
	

	Profit & Loss
	247
	1,127


[Total max. 5 marks.

1 marks for total correct fixed assets figure, 1 for total correct current assets, 1 mark for total current liabilities,
2 mark for total of both sides of balance sheets matches with the answer.]

1) building depreciation:	20% (555-100)=91
2) Plant & Machinery Dep :	20% (800-140)=132
3) Total depreciation	= 195+140+91+132

[ ½  mark for the calculation of dep. on building and ½ mark for the calculation of dep. on plant & machinery.]
[1 mark for the neatness, 2 mark for the correct format of P.& L. A/C and Balance Sheet]



B)

i) A financial instrument whose value depends on the value of the underlying asset is called a derivative. Four derivatives are:
a) Futures

A futures contract is a standardised, exchange tradable contract between two parties to trade a specified
asset on a set date in the future at a specified price. The main types are -
i) Bond Futures
ii) Short interest rate futures
iii) Stock index futures
iv) Currency futures

b) Forwards:

A forward contract is a non-standardised and privately negotiated contract between two parties to trade

a specified asset on a set date in the future at a specified price."

c) Options:

An option gives an investor the right, but not the obligation, to buy or sell a specified asset on a specified

future date.

The seller (writer) of an option has the obligation to honour the option given to the buyer.

The buyer of the option may benefit from favourable movement in the price of the underlying asset but is
protected from adverse movements. However this comes at a cost- the option premium.

The two main types are:

i) Call option

ii) Put Option"

d) Swaps:

A swap is a contract between two parties under which they agree to exchange a series of payments according to a prearranged formula.
The two main types are:

i) Interest rate swap

ii) Currency swap"



ii) Two primary uses of derivatives is as follows:

a) Hedging

Derivatives are used to protect oneself from the adverse movements in the value of the underlying asset.
E.g. If an investor wishes to buy an asset in the future but wants to lock in the price that he pays, he could buy a futures contract to but he will not be able to gain from fall in the price of the asset at the time of buying. An option in this case would be beneficial as he could allow the option to lapse and buy the asset in the open market at a price less than the strike price of the option. However he will have pay an option premium."

b) Speculation

To earn money from the anticipated movement in value of the underlying asset

E.g. If an investor expects the price of a stock to fall in the next three months, he couls buy a put option or short sell a futures contract. An option will restrict his risk to the amount of the initial premium paid but a futures contract will leave him exposed to a greater risk if the price of the stock rises in 3 months."


iii) The derivatives allow the investor to gain large exposures to underlying assets at very low cost i.e only

margins are paid in case of futures, swaps and by the writer of the option while premium is paid when an

option is bought.

E.g. If a person has Rs 1,000 and expects that price of stocks of XYZ Ltd to increase in 3 months. The price of the stock today is Rs 100 while the price of the option with 10 underlying stocks of XYZ Ltd. is Rs 10 each. If he uses his money to directly buy stocks he will be able to buy only 10 stocks while if he uses the money to buy options, he can gain exposure to 1000 stocks of XYZ Ltd. If at the end of 3 months the price of XYZ Ltd.’s stocks rises to Rs 110, he will gain only Rs 100 if he had bought the stocks directly but by using the option, his gain will be Rs 9,000 [(Rs 10/stock × 1000 stocks) – Rs 1,000 Premium
