
PAPER – 5:  ADVANCED ACCOUNTING  

Question No.1 is compulsory. 

Candidates are also required to answer any four questions from the remaining five questions. 

Working notes should form part of the respective answers.  

Wherever necessary, candidates are permitted to make suitable assumptions which should be 

disclosed by way of a note. 

Question 1 

(a)  A Ltd. provides after sales warranty for two years to its customers. Based on past 

experience, the company has the following policy for making provision for warranties on 

the invoice amount, on the remaining balance warranty period.  

Less than 1 year:   2% provision  

More than 1 year:  3% provision 

The company has raised invoices as under : 

Invoice Date      Amount (`) 

11th Feb, 2017                 60,000 

25th Dec, 2017          40,000 

04th Oct, 2018       1,35,000 

 Calculate the provision to be made for warranty under AS-29 as at 31st March, 2018 and 

31st March, 2019.  Also compute amount to be debited to P & L account for the year ended 

31st March, 2019.  

(b) As per provisions of AS-26, how would you deal to the following situations: 

(1)  ` 23,00,000 paid by a manufacturing company to the legal advisor  for defending the 

patent of a product is treated as a capital expenditure. 

(2) During the year 2018-19, a company spent ` 7,00,000 for publicity and research 

expenses on one of its new consumer product which was marketed in the same 

accounting year but proved to be a failure. 

(3)  A company spent ` 25,00,000 in the past three years to develop a product, these 

expenses were charged to profit and loss account since they did not meet AS-26 

criteria for capitalization. In the current year approval of the concerned authority has 

been received. The company wishes to capitalize ` 25,00,000 by disclosing it as a 

prior period item. 

(4)  A company with a turnover of ` 200 crores and an annual advertising budget of  

` 50,00,000 had taken up for the marketing of a new product by a company.  It was 

estimated that the company would have a turnover of ̀  20 crore from the new product. 
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The company had debited to its Profit & Loss Account the total expenditure of  

` 50,00,000 incurred on extensive special initial advertisement campaign for the new 

product.  

(c)  Indicate in each case whether revenue can be recognized and when it will be recognized 

as per AS-9. 

(1) Trade discount and volume rebate received. 

(2) Where goods are sold to distributors or others for resale. 

(3)  Where seller concurrently agrees to repurchase the same goods at a later date.  

(4) Insurance agency commission for rendering services. 

(5) On 11-03-2019 cloths worth ` 50,000 were sold to X mart, but due to refurbishing of 

their showroom being underway, on their request, clothes were delivered on  

12-04-2019.  

(d) Following information is supplied by K Ltd.:  

 Number of shares outstanding prior to right issue -  2,50,000 shares.  

 Right issue - two new share for each 5 outstanding shares (i.e. 1,00,000 new shares) 

Right issue price - ` 98 

Last date of exercising rights - 30-06-2018. 

 Fair value of one equity share immediately prior to exercise of right on  30-06-2018 is  

` 102. 

Net Profit to equity shareholders: 

2017-2018 - ` 50,00,000 

2018-2019 -` 75,00,000 

You are required to calculate the basic earnings per share as per AS-20 Earnings per 

Share. (4 Parts x 5 Marks = 20 Marks) 

Answer 

(a) Provision to be made for warranty under AS 29 ‘Provisions, Contingent Liabilities and 

Contingent Assets’ 

 As at 31st March, 2018  = ` 60,000 x .02 + ` 40,000 x .03 

              = ` 1,200 + ` 1,200 = ` 2,400 

 As at 31st March, 2019  = ` 40,000 x .02 + ` 1,35,000 x .03 

             = ` 800 + ` 4,050  = ` 4,850 
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 Amount debited to Profit and Loss Account for year ended 31 st March, 2019 

 `   

Balance of provision required as on 31.03.2019 4,850 

Less: Opening Balance as on 1.4.2018 (2,400) 

Amount debited to profit and loss account 2,450 

 Note: No provision will be made on 31st March, 2019 in respect of sales amounting  

` 60,000 made on 11 th February, 2017 as the warranty period of 2 years has already 

expired. 

(b) As per AS 26 “Intangible Assets”, subsequent expenditure on an intangible asset after its 

purchase or its completion should be recognized as an expense when it is incurred unless 

(a) it is probable that the expenditure will enable the asset to generate future economic 

benefits in excess of its originally assessed standard of performance; and (b) expenditure 

can be measured and attributed to the asset reliably. If these conditions are met, the 

subsequent expenditure should be added to the cost of the intangible asset.  

(i)  In the given case, the legal expenses to defend the patent of a product amounting  

` 23,00,000 should not be capitalized and be charged to Profit and Loss Statement.  

(ii) The company is required to expense the entire amount of ` 7,00,000 in the Profit and 

Loss account for the year ended 31st March, 2019 because no benefit will arise in the 

future. 

(iii)  As per AS 26, expenditure on an intangible item that was initially recognized as an 

expense by a reporting enterprise in previous annual financial statements should not 

be recognized as part of the cost of an intangible asset at a later date. Thus the 

company cannot capitalize the amount of ` 25,00,000 and it should be recognized as 

expense  

(iv)  Expenditure of ` 50,00,000 on advertising and promotional activities should always 

be charged to Profit and Loss Statement. Hence, the company has done the correct 

treatment by debiting the sum of 50 lakhs to Profit and Loss Account.  

(c) (1)  Trade discounts and volume rebates received are not encompassed within the 

definition of revenue, since they represent a reduction of cost. Trade discounts and 

volume rebates given should be deducted in determining revenue.  

(2)  When goods are sold to distributor or others, revenue from such sales can generally 

be recognized if significant risks of ownership have passed; however,  in some 

situations the buyer may in substance be an agent and in such cases the sale should 

be treated as a consignment sale. 

(3)  For transactions, where seller concurrently agrees to repurchase the same goods at 

a later date that are in substance a financing agreement, the resulting cash inflow is 

not revenue as defined and should not be recognized as revenue.  
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(4)  Insurance agency commissions should be recognized on the effective 

commencement or renewal dates of the related policies. 

(5)  On 11.03.2019, if X mart takes title and accepts billing for the goods then it is implied 

that the sale is complete and all risk and reward on ownership has been transferred 

to the buyers. 

 Revenue should be recognized for year ended 31 st March, 2019 notwithstanding that 

physical delivery has not been completed so long as there is every expectation that delivery 

will be made and items were ready for delivery to the buyer at the time.  

(d) 
Fair value of shares immediately prior to exercise of rights + Total  amount  received  from  exercise

Number of shares outstanding prior to exercise + Number of shares issued in the exercise
 

102 x 2,50,000 Shares +   98 x 1,00,000 shares

3,50,000 shares

`
 

Theoretical ex-rights fair value per share = ` 100.86 

Computation of adjustment factor: 

Fair value per share prior to exercise of rights

Theoretical ex - rights value per share
 = 102/100.86 = 1.01 

Computation of earnings per share: 

EPS for the year 2017-18 as originally reported: ` 50,00,000/2,50,000 shares = ` 20 

EPS for the year 2017-18 restated for rights issue: =` 50,00,000/ (2,50,000 shares x 1.01) 

                                                                              = ` 19.80 

EPS for the year 2018-19 including effects of rights issue:  

EPS = 75,00,000/3,25,625* = ` 23.03                     

* [(2,50,000 x 1.01 x 3/12) + (3,50,000 x 9/12)] =63,125 + 2,62,500 = 3,25,625 shares 

Note: Financial year (ended 31st March) is considered as accounting year while giving the 

above answer.  

Question 2 

(a) X Ltd. furnishes the following summarized Balance Sheet as at 31-03-2018. 

Liabilities (in `) (in `) 

Share Capital   

Equity Share Capital of ` 20 each fully paid up 50,00,000  

10,000, 10% Preference Shares of ` 100 each fully paid 

up 

10,00,000 60,00,000 
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Reserves & Surplus   

Capital Reserve 1,00,000  

Security Premium 12,00,000  

Revenue Reserve 5,00,000  

Profit and Loss 20,00,000  

Dividend Equalization Fund   5,50,000 43,50,000 

Non-Current Liabilities   

12% Debenture  12,50,000 

Current Liabilities and Provisions  5,50,000 

Total  1,21,50,000 

Assets   

Fixed Assets    

Tangible Assets   1,00,75,000 

Current Assets    

Investment 3,00,000  

Inventory 2,00,000  

Cash and Bank 15,75,000   20,75,000 

Total  1,21,50,000 

 The shareholders adopted the resolution on the date of the above mentioned Balance 

Sheet to: 

(1)  Buy back 25% of the paid up capital and it was decided to offer a price of 20% over 

market price. The prevailing market value of the company's share is ` 30 per share. 

(2)  To finance the buy-back of shares, company: 

(a) Issues 3000, 14% debentures of ` 100 each at a premium of 20%. 

(b)  Issues 2500, 10% preference shares of ` 100 each.  

(3)  Sell investment worth ` 1,00,000 for ` 1,50,000. 

(4)  Maintain a balance of ` 2,00,000 in Revenue Reserve. 

(5) Later the company issue three fully paid up equity share of ` 20 each by way of bonus 

share for every 15 equity share held by the equity shareholders. 

 You are required to pass the necessary journal entries to record the above transactions 

and prepare Balance Sheet after buy back.  
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(b) On 1st April, 2018, XYZ Ltd., offered 150 shares to each of its 750 employees at ` 60 per 

share. The employees are given a year to accept the offer. The shares issued under the 

plan shall be subject to lock-in period on transfer for three years from the grant date. The 

market price of shares of the company on the grant date is ` 72 per share. Due to post-

vesting restrictions on transfer, the fair value of shares issued under the plan is estimated 

at ` 67 per share. 

 On 31st March, 2019, 600 employees accepted the offer and paid ` 60 per share 

purchased. Nominal value of each share is ` 10. 

 You are required to record the issue of shares in the books of the XYZ Ltd., under the 

aforesaid plan. (15 + 5 = 20 Marks) 

Answer  

(a)       In the books of X Limited 

Journal Entries 

 Particulars  Dr. Cr. 

  `  ` 

1. Bank A/c         Dr.  3,60,000  

  To 14 % Debenture A/c  3,00,000 

  To Securities Premium A/c  60,000 

 (Being 14 % debentures issued to finance buy back)   

2. Bank A/c         Dr.  2,50,000  

  To 10% preference share capital A/c 

(Being 10% preference share issued to finance buy 
back) 

 2,50,000 

3. Bank A/c         Dr.  1,50,000  

  To Investment A/c  1,00,000 

  To Profit on sale of investment  

(Being investment sold on profit) 

 50,000 

4. Equity share capital A/c (62,500 x `20)  Dr. 12,50,000  

 Securities premium A/c (62,500 x `16)  Dr. 10,00,000  

  To Equity shares buy back A/c (62,500 x `36)  22,50,000 

 (Being the amount due to equity shareholders on 
buy back) 

  

5. Equity shares buy back A/c    Dr. 22,50,000  

  To Bank A/c  22,50,000 

 (Being the payment made on account of buy back of 
62,500 Equity Shares as per the Companies Act) 
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6. Revenue reserve      Dr. 3,00,000  

 Securities premium       Dr. 2,60,000  

 Profit and Loss A/c       Dr. 4,40,000  

  To Capital redemption reserve A/c*  10,00,000 

 (Being amount equal to nominal value of buy back 
shares from free reserves transferred to capital 
redemption reserve account as per the law)  

[12,50,000 less 2,50,000] 

  

7.   Capital redemption reserve A/c   Dr. 7,50,000  

  To Bonus shares A/c (W.N.1) 

(Being the utilization of capital redemption reserve to 
issue 37,500 bonus shares) 

 7,50,000 

8. Bonus shares A/c      Dr. 7,50,000  

  To Equity share capital A/c   7,50,000 

 (Being issue of 3 bonus equity share for every 
15equity shares held) 

  

*Alternatively, entry for combination of different amounts (from Revenue reserve, 

Securities premium and profit and Loss account.) may be passed for transferring the 

required amount to CRR.  

Note: It may be noted that as per the provisions of the Companies Act, no buy-back of any 

kind of shares or other specified securities shall be made out of the proceeds of an earlier 

issue of the same kind of shares or same kind of other specified securities.  Issue of 

debentures has been excluded for the purpose of “specified securities” and the entire 

amount of ` 10,00,000 (after deducting only pref. share capital) has been credited to CRR 

while solving the question.   

Balance Sheet (After buy back and issue of bonus shares) 

Particulars Note No Amount (`) 

I.   Equity and Liabilities    

(1)  Shareholder's Funds    

 (a)  Share Capital 1   57,50,000  

 (b)  Reserves and Surplus 2 27,10,000 

(2)  Non-Current Liabilities    

 (a)  Long-term borrowings   3 15,50,000 

(3)   Current Liabilities    

 (a)  Trade payables    - 
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 (b)  current liabilities & Provisions  5,50,000  

Total  1,05,60,000 

II.   Assets   

(1)  Non-current assets   

 (a)  Property, Plant and Equipment  1,00,75,000 

(2)  Current assets    

 (a)  Investments  2,00,000  

 (b)  Inventory    2,00,000  

 (c)  Cash and cash equivalents (W.N. 2)    85,000  

Total  1,05,60,000  

Notes to Accounts 

   `  

1. Share Capital     

 

     Equity share capital (Fully paid up shares of ` 20 

     each)   

 (2,50,000-62,500+37,500 shares) 45,00,000  

 

10% preference shares @ ` 100 each  

(10,00,000 + 2,50,000) 12,50,000 57,50,000 

2. Reserves and Surplus   

 Capital Reserve 1,00,000  

 Revenue reserve 2,00,000  

 Securities premium      12,00,000    

 Add: Premium on debenture        60,000   

 

Less: Adjustment for premium paid on buy back  

            (10,00,000)   

 Less: Transfer to CRR                        (2,60,000) Nil  

 Capital Redemption Reserve    

 

     Transfer due to buy-back of shares from P&L  

        10,00,000   

 

Less: Utilisation for issue of bonus shares 

               (7,50,000) 2,50,000  
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 Profit & Loss A/c     20,00,000   

     Add: Profit on sale of investment      50,000   

 Less: Transfer to CRR                 (4,40,000) 16,10,000  

 Dividend equalization reserve                   (5,50,000) 5,50,000 27,10,000 

3 Long-term borrowings - 12% Debentures 12,50,000   

                  - 14% Debentures       3,00,000  15,50,000 

 Working Notes: 

1. Amount of bonus shares = [(2,50,000 -25%)3/15] x 20 = 37,500 x 20=7,50,000 

2. Cash at bank after issue of bonus shares 

 `  

Cash balance as on 30.3.2018  15,75,000 

Add: Issue of debenture 3,60,000 

Add: issue of preference shares 2,50,000 

Add: Sale of investments 1,50,000 

 23,35,000 

Less: Payment for buy back of shares (22,50,000) 

 85,000  

(b) Fair value of an option = ` 67(considered on grant date) – ` 60 = ` 7 

Number of shares issued = 600 employees x 150 shares/employee = 90,000 shares  

 Fair value of ESOP = 90,000 shares x ` 7 = ` 6,30,000 

 Vesting period = 1 year 

 Expenses recognized in 2018-19 = ` 6,30,000 

Date Particulars  `  `  

31.03.2019 Bank (90,000 shares x ` 60)  Dr. 54,00,000  

 Employees stock compensation expense 
A/c  

Dr. 6,30,000  

  To Share Capital (90,000 shares x ` 10)   9,00,000 

  To Securities Premium (90,000shares x  
` 57) 

  51,30,000 

 (Being option accepted by 600 employees & 
payment made @ ` 60 per share) 
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 Profit & Loss A/c  Dr. 6,30,000  

  To Employees stock compensation 
   expense A/c 

  6,30,000 

 (Being Employees stock compensation 
expense transferred to Profit & Loss A/c) 

   

Question 3 

(a) Following is the summarized Balance Sheet of Fortunate Ltd. as on 31st March, 2019. 

Particulars Amount (`) 

Liabilities  

Authorized and Issued Share Capital  

(a) 15,000 8% Preference shares of ` 50 each 7,50,000 

(b) 18,750 Equity shares of ` 50 each 9,37,500 

Profit and Loss Account (5,63,750) 

Loan 7,16,250 

Trade Payables 2,58,750 

Other Liabilities     43,750 

Total 21,42,500 

Assets  

Building at cost less depreciation 5,00,000 

Plant at cost less depreciation 3,35,000 

Trademarks and goodwill at cost 3,97,500 

Inventory 5,00,000 

Trade Receivables   4,10,000 

Total 21,42,500 

 (Note: Preference shares dividend is in arrear for last five years).  

 The Company is running with the shortage of working capital and not earnings profits.  A 

scheme of reconstruction has been approved by both the classes of shareholders. The 

summarized scheme of reconstruction is as follows: 

(i)  The equity shareholders have agreed that their ` 50 shares should be reduced to  

` 5 by cancellation of ` 45.00 per share. They have also agreed to subscribe for three 

new equity shares of ` 5.00 each for each equity share held. 
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(ii)  The preference shareholders have agreed to forego the arrears of dividends and to 

accept for each ` 50 preference share, 4 new 6% preference shares of ` 10 each, 

plus 3 new equity shares of ` 5.00 each, all credited as fully paid. 

(iii)  Lenders to the company for ` 1,87,500 have agreed to convert their loan into shares 

and for this purpose they will be allotted 15,000 new preference shares of ` 10 each 
and 7,500 new equity shares of ` 5.00 each. 

(iv)  The directors have agreed to subscribe in cash for 25,000 new equity shares of  

` 5.00 each in addition to any shares to be subscribed by them under (i) above.  

(v)  Of the cash received by the issue of new shares, ` 2,50,000 is to be used to reduce 

the loan due by the company. 

(vi)  The equity share capital cancelled is to be applied: 

(a)  To write off the debit balance in the Profit and Loss A/c, and 

(b)  To write off ` 43,750 from the value of plant. 

 Any balance remaining is to be used to write down the value of trademarks and goodwill . 

The nominal capital, as reduced, is to be increased to ` 8,12,500 for preference share 

capital and ` 9,37,500 for equity share capital. 

 You are required to pass journal entries to show the effect of above scheme and prepare 

the Balance Sheet of the Company after reconstruction.  

(b)  A liquidator is entitled to receive remuneration at 5% of the assets realized and 8% of the 

amount distributed among the unsecured creditors. The assets realized ` 13,75,000. 

Payment was made from realised amount as follows: 

Liquidation expenses 13,000 

Preferential creditors (treated as unsecured creditors) 88,500 

Secured creditors 1,00,000 

 You are required to calculate remuneration payable to the liquidator.  (15 + 5 = 20 Marks) 

Answer  

(a)       In the books of Fortunate Ltd. 

Journal Entries 

 Particulars  Debit Credit 

   (`) (`) 

1. Equity share capital A/c (` 50) Dr. 9,37,500  

   To Equity share capital A/c (` 5)   93,750 

   To Capital reduction A/c*   8,43,750 
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 (Being equity capital reduced to nominal value of  
` 5 each) 

   

2. Bank A/c Dr. 2,81,250  

   To Equity share capital   2,81,250 

 (Being 3 right shares against each share was issued 
and subscribed) 

   

3. 8% Preference share capital A/c (` 50) Dr. 7,50,000  

 Capital reduction A/c  Dr. 75,000  

   To 6% Preference share capital (` 10)   6,00,000 

   To equity share capital (` 50)   2,25,000 

 (Being 8% preference shares of ` 50 each converted 
to 6% preference shares of ` 10 each and also given 
to them 3 equity shares for every share held) 

   

4. Loan A/c Dr. 1,87,500  

   To 6% Preference share capital A/c  

       (15,000 x ` 10) 

  1,50,000 

   To Equity share capital A/c (7,500 x `5)   37,500 

 (Being loan to the extent of ` 1,50,000 converted 
into share capital) 

   

5. Bank A/c (25,000 x `5) Dr. 1,25,000  

   To Equity share application A/c   1,25,000 

 (Being shares subscribed by the directors)    

6. Equity share application A/c Dr.  1,25,000  

   To Equity share capital A/c   1,25,000 

 (Being application money transferred to capital A/c)    

7. Loan A/c Dr. 2,50,000  

   To Bank A/c   2,50,000 

 (Being loan repaid)    

8. Capital reduction A/c Dr. 7,68,750  

   To Profit and loss A/c   5,63,750 

   To Plant A/c   43,750 

   To Trademarks and Goodwill A/c (Bal. fig.)   1,61,250 

 (Being losses and assets written off to the extent 
required) 
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Balance sheet of Fortunate Ltd. (and reduced) 

as on 31.3.2019 

  Particulars Notes `   

  Equity and Liabilities  

 

1  Shareholders' funds  

 

 a Share capital 1 15,12,500 

2  Non-current liabilities  

 

 

a Long-term borrowings  

(7,16,250 – 1,87,500 – 2,50,000)  

2,78,750  

3  Current liabilities  

 

 a Trade Payables  2,58,750  

 b Other current liabilities     43,750 

  Total  20,93,750 

  Assets  

 

1  Non-current assets  

 

 a Property, Plant and Equipment 2 7,91,250  

 b Intangible assets 3 2,36,250  

2  Current assets  

 

 a Inventories  5,00,000 

 b Trade receivables  4,10,000 

 c Cash and cash equivalents 4     1,56,250 

  Total  20,93,750  

 Notes to accounts: 

   `   

1 Share Capital  

 

 Authorized capital: 

  

 81,250 Preference shares of ` 10 each 8,12,500 

 

 1,87,500 Equity shares of ` 5 each 9,37,500 17,50,000 

 Issued, subscribed and paid up: 

  

 1,52,500 equity shares of ` 5 each 7,62,500 

 

 75,000, 6% Preference shares of ` 10 each 7,50,000  15,12,500 
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2 Property, Plant and Equipment  

 

 Building at cost less depreciation 5,00,000 

 

 Plant at cost less depreciation 2,91,250 7,91,250 

3. Intangible assets 

  

 Trademarks and goodwill 

 

2,36,250 

4 Cash and cash equivalents  

 

 Bank (2,81,250+1,25,000-2,50,000) 

 

1,56,250 

 Note: *In place of Capital Reduction Account, Reconstruction Account or Internal 

Reconstruction Account may also be used.  

(b) Calculation of Total Remuneration payable to Liquidator 

  Amount in `  

5% on Assets realised (13,75,000 x 5%) 68,750 

8% on payment made to Unsecured creditors 

(Refer W.N) 

  

  7,080 

Total Remuneration payable to Liquidator  75,830 

Working Note: 

Liquidator’s remuneration on payment to unsecured creditors =  

 Cash available for unsecured creditors after all payments including liquidation expenses, 

payment to secured creditors and liquidator’s remuneration   

Total amount realized                                  `                     ` 13,75,000 

Less: Liquidation expenses paid                   (13,000) 

         Payment to secured creditors            (1,00,000) 

         Liquidator’s remuneration on  

         assets realized          (68,750)   

               ` 1,81,750 

      `11,93,250  

 Sufficient amount is available for preference creditors (treated as unsecured creditors) 

therefore Liquidator’s remuneration on payment to unsecured creditors = 8% x ` 88,500 = 

` 7,080 

Note: Since the amount of unsecured creditors (other than preferential creditors) is not 

given in the question, the above solution is based on the assumption that there are no 

unsecured creditors (other than preferential creditors who are treated as unsecured 

creditors).  
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Question 4 

(a)  From the following information, you are required to prepare Profit and Loss Account of 
Simple Bank for the year ended as on 31st March, 2019: 

2017-18 

(` in '000) 

Item 2018-19 

(` in '000) 

71,35 Interest and Discount 1,02,25 

5,70 Income from investment 5,60 

7,75 Interest on Balances with RBI 8,85 

36,10 Commission, Exchange and Brokerage 35,60 

60 Profit on sale of investments 6,10 

30,60 Interest on Deposits 41,10 

6,35 Interest to RBI  7,35 

36,35 Payment to and provision for employees 42,75 

7,90 Rent, taxes and lighting 8,95 

7,35 Printing and Stationery 10,60 

5,60 Advertising and publicity 4,90 

4,90 Depreciation 4,90 

7,40 Director's fees 10,60 

5,50 Auditor's fees 5,50 

2,50 Law Charges 7,60 

2,40 Postage, telegrams and telephones 3,10 

2,10 Insurance 2,60 

2,85 Repair and maintenance 3,30 

Other Information: 

(i)  The following items are already adjusted with Interest and Discount (Cr.) 

Tax Provision (` '000)       7,40 

Provision for Doubtful Debts (` '000)    4,60 

Loss on sale of investments (` '000)      60 

Rebate on Bills discounted (` '000)    2,75 

(ii)  Appropriations: 

25% of profit is transferred to Statutory Reserves. 
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5% of profit is transferred to Revenue Reserve. 

You are required to give necessary Schedules also.  

(b) The investment portfolio of a mutual fund scheme includes 4,000 shares of P Ltd. and 

3,200 shares of Q Ltd. acquired on 31-12-2017. The cost of P Ltd.'s share is ` 50 and Q 

Ltd.'s share is ` 75. The market value of these shares at the end of 2017-18 were ` 47 

and ` 80 respectively.  On 30 th June, 2018 shares of both companies were disposed off 

realizing: 

P Ltd.'s share at ` 40 and 

Q Ltd.' s share at ` 82 

 Show important accounting entries in the books of the fund for the accounting years  

2017-18 and 2018-19.  

(c) The following information is furnished by ALFA Bank Ltd.  

       ` in Lakhs 

Margins held against letter of credit        200 

Recurring accounts deposits       100 

Current accounts deposits        375 

Demand deposits          125 

Unclaimed deposits            75 

Gold deposits          235 

Demand liabilities portion of saving bank deposit   1325 

Time liabilities portion of saving bank deposit       722 

Explain CRR and you are required to calculate the amount of Cash Reserve Ratio (CRR) 

as per the directions of Reserve Bank of India. (10 + 5 +5 =20 Marks) 

Answer  

(a)        Simple Bank 

Profit and Loss Account for the year ended 31-3-2019 

   (`  000’s) (`  000’s) 

  Schedule Year ended Year ended 

  No. 31-3-2019 31-3-2018 

I. Income    

 Interest Earned 13 1,29,30 84,80 

 Other Income 14 41,10 36,70 

 Total  1,70,40 1,21,50 
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II. Expenditure    

 Interest Expended 15 48,45 36,95 

 Operating Expenses 16 1,04,80 84,85 

 Provisions and Contingencies  12,00  

 Total  1,65,25 1,21,80 

III. Profit/Loss    

 Net Profit/Loss  for the year  5,15 (30) 

 Profit/Loss  brought forward  (30)  

 Total  4,85 (30) 

IV. Appropriations    

 Transfer to Statutory Reserve  128.75  

 Transfer to Other Reserve, 
Proposed Dividend 

  
25.75 

 

 Balance carried over to Balance 
Sheet 

 
330.5  

 Total   485.0  

Schedule 13 - Interest Earned 

   (`  000’s) 

  Year ended Year ended 

  31-3-2019 31-3-2018 

I. Interest/Discount 1,14,85 71,35 

II. Income on Investments 5,60 5,70 

III. Interest on Balances with RBI   

 and other inter-bank fund 8,85 7,75 

IV. Others ------ ------ 

 Total 1,29,30 84,80 

     Schedule 14 - Other Income 

   (`  000’s) 

  Year ended Year ended 

  31-3-2019 31-3-2018 

I. Commission, Exchange and Brokerage 35,60 36,10 

II. Profit on Sale of Investments  6,10 60 

 Less: Loss on sale of Investments (60) - 

 Total 41,10 36,70 
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Schedule 15 - Interest Expended 

   (`  000’s) 

  Year ended Year ended 

  31-3-2019 31-3-2018 

I. Interest on Deposits 41,10 30,60 

II. Interest on RBI/inter-bank borrowings 7,35 6,35 

 Total 48,45 36,95 

Schedule 16 - Operating Expenses 

   (`  000’s) 

  Year ended Year ended 

  31-3-2019 31-3-2018 

I. Payments to and provision for employees 42,75 36,35 

II. Rent, taxes and lighting 8,95 7,90 

III. Printing and stationery 10,60 7,35 

IV. Advertisement and Publicity 4,90 5,60 

V. Depreciation on the Bank’s Property 4,90 4,90 

VI. Director’s fees, allowances and expenses 10,60 7,40 

VII. Auditor’s fees and expenses   

 (including branch auditors) 5,50 5,50 

VIII.  Law charges 7,60 2,50 

IX. Postage, telegrams, telephones etc. 3,10 2,40 

X. Repairs and maintenance 3,30 2,85 

XI. Insurance 2,60 2,10 

XII. Other Expenditure ------ ------ 

 Total 1,04,80 84,85 

(b)  Journal Entries: 

  ` 000 `  000 

31.12.17 Investment in P Ltd’s Shares     Dr. 200  

 Investment in Q Ltd’s Shares     Dr. 240  

  To Bank 

(Being purchase of P Ltd., 4,000 shares @ ` 50 and 
3,200 shares of Q Ltd., @ ` 75 each) 

 440 
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31.3.18 Revenue A/c        Dr. 12  

  To Provision for Depreciation 

(Being market value of P Ltd shares depreciated for ` 3 
each for 4,000 shares) 

 12 

 Investment in Q Ltd’s Shares     Dr. 16  

   To Unrealised Appreciation Reserve 

(Being 3,200 shares of Q Ltd., appreciated @ ` 5 each 
per share on the closing date) 

 16 

1.04.18  Unrealised Appreciation Reserve                                     Dr. 

        To Investment in Q Ltd’s Shares 

(Being last year’s reserve reversed) 

16  

      16 

30.6.18 Bank Account        Dr. 160  

 Loss on disposal of Investment     Dr.  40  

  To Investment in P Ltd. Shares 

(Being ` 2,00,000 of P Ltd. shares sold for ` 1,60,000) 

 200 

 Provision for Depreciation     Dr. 12  

 Revenue A/c        Dr. 28  

  To Loss on disposal of Investment 

(Earlier depreciation provision provided being reversed 
on disposal of total shares of P Ltd. and the balance 
amount debited to Revenue Account) 

 40 

 Bank Account        Dr. 262.4  

  To Investment in Q Ltd. Shares  240 

  To Revenue A/c 

(Being 3,200 shares of Q Ltd. sold @ ` 82 accounted on 
the trade date since this is a regular transaction in the 
business) 

 22.4 

(c) Cash Reserve Ratio (CRR): For smoothly meeting cash payment requirement, banks 

are required to maintain certain minimum ready cash balances at all times. This is called 

as Cash Reserve Ratio (CRR). 

 Cash reserve can be maintained by way of either a cash reserve with itself or as balance 

in a current account with the Reserve Bank of India or by way of net balance in current 

accounts or in one or more of the aforesaid ways.  Every Scheduled Commercial Bank has 

to maintain cash reserve ratio (i.e. CRR) as per direction of the RBI. The current Cash 

Reserve Ratio (CRR) is 4% of their Net Demand and Time Liabilities (NDTL). 
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Margins held against letters of credit Demand Liability 200 

Recurring Accounts deposits Time Liability 100 

Current deposits Demand Liability 375 

Demand deposits Demand Liability 125 

Unclaimed deposits,  Demand Liability 75 

Gold deposits Time Liability 235 

Demand liabilities portion of savings bank deposits Demand Liability 1325 

Time liabilities portion of savings bank deposits Time Liability 722 

 Total 3,157 

 Cash Reserve Ratio = Net (demand + Time) liabilities X 4/100    

 CRR= 3,157 x 4/100 = 126.28 Lakhs   

Question 5 

(a)  Consider the following summarized Balance Sheets of subsidiary MNT Ltd. 

Liabilities 2017-18 2018-19 

 Amount in 
` 

Amount in 
` 

Share Capital   

Issued and subscribed 7500 Equity Shares of ` 100 each  7,50,000 7,50,000 

Reserve and Surplus    

Revenue Reserve 2,14,000 5,05,000 

Securities Premium 72,000 2,07,000 

Current Liabilities and Provisions   

Trade Payables  2,90,000 2,46,000 

Bank Overdraft - 1,70,000 

Provision for Taxation 2,62,000 4,30,000 

 15,88,000 23,08,000 

Assets   

Fixed Assets (Cost) 9,20,000 9,20,000 

Less:  Accumulated Depreciation (1,70,000) (2,82,500) 

 7,50,000 6,37,500 

Investment at Cost  - 5,30,000 
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Current Assets   

Inventory 4,12,300 6,90,000 

Trade Receivable  2,95,000 3,43,000 

Prepaid expenses 78,000 65,000 

Cash at Bank     52,700      42,500 

 15,88,000 23,08,000 

Other Information: 

(1) MNT Ltd. is a subsidiary of LTC Ltd. 

(2)  LTC Ltd. values inventory on FIFO basis, while MNT Ltd. used LIFO basis. To bring 

MNT Ltd.'s inventories values in line with those of LTC Ltd., its value of inventory is 

required to be reduced by ` 5,000 at the end of 2017-2018 and increased by ` 12,000 

at the end of 2018-2019. (Inventory of 2017-18 has been sold out during the year 

2018-19) 

(3)  MNT Ltd. deducts 2% from Trade Receivables as a general provision against doubtful 

debts. 

(4)  Prepaid expenses in MNT Ltd. include Sales Promotion expenditure carried forward 

of ` 25 ,000 in 2017-18 and ` 12,500 in 2018-19 being part of initial Sales Promotion 

expenditure of ̀  37,500 in 2017-18, which is being written off over three years. Similar 

nature of Sales Promotion expenditure of LTC Ltd. has been fully written off in  

2017-18. 

Restate the balance sheet of MNT Ltd. as on 31st March, 2019 after considering the above 

information for the purpose of consolidation. Such restatement is necessary to make the 

accounting policies adopted by LTC Ltd. and MNT Ltd. uniform.  

(b)  On the basis of the following information, calculate the value of goodwill of Star Ltd. at 5 

years' purchase of super profits, if any, earned by the company in the previous three 

completed accounting years. 

 Summarised Balance Sheet of Star Ltd. as at 31st March, 2019 is as follows: 

Liabilities ` in Lakhs 

Share Capital  

Issued and subscribed  

3 Crore Equity Shares of ` 10 each, fully paid up 3,000 

Capital Reserve 200 

General Reserve 5,293 
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Profit & Loss Account 517 

Trade Payables 522 

Provision for Taxation (net)       68 

  9,600 

Assets  

Goodwill 510 

Land & Building 1,650 

Plant & Machinery 2,715 

Furniture & Fixtures 2,062 

Patent and Trade Marks 30 

Investments 800 

Inventory 673 

Trade Receivables 546 

Cash and Cash equivalents    614 

 9,600 

The profits before tax of three years are as follows: 

Year ended 31st March Profit before tax in lakhs of (`) Weights 

2015-16 1,910 1 

2016-17 2,050 3 

2017-18 2,950 5 

Other information: 

(1) Assume that the rate of income tax for all the years is 35%. 

(2) In the accounting year 2015-16 the company sold its land at a profit of ` 75.2 Lakhs, 

which is included in the profits of the same year. 

(3) In December, 2016 there was a fire occurred in factory, due to which the company 

lost property worth ` 25 lakhs and the loss was not covered under the insurance 

policy. 

(4)  In November, 2017 the company earned an extraordinary income of  ` 48.88 Lakhs 

due to a special contract. 

(5)  40% of total investments were 8% Non-trading investments (purchased at par on  

1st April, 2014). 

(6) Company values inventory on FIFO basis. On 31st March, 2018 inventory was under 

valued by ` 6 Lakhs. (Inventory of 2017-18 sold during the year 2018-19) 
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(7) Future maintainable profits to be ascertained considering weighted average.  

(8) The normal rate of return for the industry in which company is engaged is 15%. 

(9)  Capital employed as on 31st March, 2018 was ` 5,820 Lakhs. 

(10)  In Shareholder's general meeting, a resolution was passed to sanction the directors 

additional remuneration of ` 15 lakhs every year beginning from the accounting year 

2018-19. (10 + 10 = 20 Marks) 

Answer  

(a)       Restated Balance Sheet of MNT Ltd. 

as at 31st December, 2019 

Particulars Note 
No. 

(`) 

I. Equity and Liabilities   

 (1) Shareholder's Funds   

  (a) Share Capital  7,50,000 

  (b) Reserves and Surplus 1  7,18,500 

 (2) Current Liabilities    

(a) Short term borrowings 2 1,70,000 

  (b) Trade Payables  2,46,000 

  (c) Short-term provision 3 4,30,000 

Total  23,14,500 

II. Assets   

 (1) Non-current assets   

  (a) Property, Plant & Equipment  4 6,37,500 

  (b) Non-current Investment  5,30,000 

 (2) Current assets   

  (a) Inventories (6,90,000 +12,000)  5 7,02,000 

  (b) Trade Receivables 
3,43,000

x100
98

 
 
 

 
 3,50,000 

  (c) Cash & Cash Equivalents  42,500 

  (d) Other current assets 6 52,500 

Total  23,14,500 
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Notes to Accounts 

   ` 

1. Reserves and Surplus   

 Revenue Reserve (refer W.N.) 5,11,500  

 Securities Premium  2,07,000 7,18,500 

2. Short term borrowings   

 Bank overdraft  1,70,000 

3. Short-term provision   

 Provision for taxation  4,30,000 

4. Property, Plant and Equipment   

 Cost 9,20,000  

 Less: Depreciation to date (2,82,500) 6,37,500 

5. Inventories  6,90,000  

 Increase in value as per FIFO 12,000 7,02,000 

6. Other current assets   

 Prepaid expenses (After adjusting sales 
promotion expenses to be written off each year) 
(65,000 -12,500) 

 52,500 

Working Note: 

Adjusted revenue reserves of MNT Ltd.: 

 `  `  

Revenue reserves as given  5,05,000 

Add: Provision for doubtful debts [3,43,000 X 2/98) 7,000  

Add: Increase in value of inventory 12,000    19,000 

  5,24,000 

Less: Sales Promotion expenditure to be written off  (12,500) 

Adjusted revenue reserve  5,11,500 

(b) (1) Capital employed as on 31st March, 2019 

  ` in lakhs 

Land and Buildings  1,650 

Plant & Machinery  2,715 

Furniture and Fixtures  2,062 
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Patents and Trade Marks  30 

Investments (800 x 60%)  480 

Inventory (673)  673 

Trade receivables  546 

Cash in hand and at Bank     614 

  8,770 

Less: Trade payables  522  

   Provision for taxation (net)    68     (590) 

Closing Capital employed  8,180 

 Average capital employed = (opening capital employed + closing capital employed)/2 

      =  (5,820+8,180)/2 = ` 7,000 lakhs 

(2) Future maintainable profit 

(Amounts in lakhs of `) 

 2015-2016 2016-2017 2017-2018 

 ` in lakhs   ` in lakhs   ` in lakhs   

Profit before tax 1,910 2,050 2,950 

Less: Profit on sale of land (75.20)   

Add: Loss due to fire  25  

Less: Extraordinary income   (48.88) 

Less: Income from non-trading 
           investments (800 x 40% x 8%) 

(25.6) (25.6)       (25.6) 

Add: Upward inventory valuation    6.00 

 1809.2 2049.4 2881.52 

Weight 1 3 5 

Weighted Profit 1809.2 6,148.20 14,407.6 

Total weight adjusted trading profits   22,365.00 

   22,365/(5+3+1) 

Average profit   2,485 

 

 ` In lakhs 

Average trading profit before tax               2,485  

Less: Additional remuneration to directors       (15) 
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     2,470 

Less: Income tax @ 35%(approx.)  (864.50)  

                    Future Maintainable profit 1,605.50 

(3) Valuation of Goodwill on Super Profits Basis 

 `   in lakh 

Future maintainable profits 1605.50 

Less: Normal profits (7000 x 15%) (1050.00) 

Super profits      555.50 

Goodwill at 5 years’ purchase of super profits = 555.5 x 5 = ` 2777.50 lakhs 

Question 6 

Answer any four of the following: 

(a) X Ltd. is a company engaged in manufacture and sale of industrial and FMCG products. 

One of their division also deals in Leasing of properties - Mobile Towers. The accountant 

showed the rent arising from the leasing of such properties as other income in the 

Statement of Profit and Loss. 

 Comment whether the classification of the rent income made by the accountant is correct 

or not in light of Schedule III to the Companies Act, 2013.  

(b)  Darshan Ltd. incorporated on 1st January, 2018 issued a prospectus inviting application for 

40,000 Equity Shares of ` 10 each. The whole issue was fully underwritten by Arun, Babu 

and Chandran as follows:  

 Arun            20,000 shares 

 Babu            12,000 shares 

Chandran      8,000 shares 

 Applications were received for 32,000 shares, of which marked applications were as 

follows: 

Arun      16,000 shares  

Babu     5,700 shares  

Chandran    8,300 shares 

 You are required to find out the liabilities of individual underwriters viz. Arun, Babu & 

Chandran.  
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(c)  From the following data, determine Minority Interest on the date of acquisition and on the 

date of consolidation in each case: 

Case Subsidiary 
Company 

% of 
Share 
Owned 

Cost Date of Acquisition Consolidation date 

    01-01-2018 31-12-2018 

    Share 
Capital  

Profit and 
Loss A/c 

Share 
Capital 

Profit and 
Loss A/c 

    ` ` ` ` 

Case-A X 90% 2,00,000 1,50,000 75,000 1,50,000 85,000 

Case-B Y 75% 1,75,000 1,40,000 60,000 1,40,000 20,000 

Case-C Z 70% 98,000 40,000 20,000 40,000 20,000 

Case-D M 95% 75,000 60,000 35,000 60,000 55,000 

Case-E N 100% 1,00,000 40,000 40,000 40,000 65,000 

(d) Explain the criterion of income recognition in the case of Non Banking Financial 

Companies.  

(e)  Classify the following into either operating lease or finance lease with reason: 

(1)  Economic life of asset is 10 years, lease term is 9 years, but asset is not acquired at 

the end of lease term. 

(2)  Lessee has option to purchase the asset at lower than fair value at the end of lease 

term. 

(3) Lease payments should be recognized as an expense in the statement of Profit & 

Loss of a lessee. 

(4)  Present Value (PV) of Minimum Lease Payment (MLP) = "X".  

Fair value of the asset is "Y". And X = Y. 

(5)  Economic life of the asset is 5 years, lease term is 2 years, but the asset is of special 

nature and has been procured only for use of the lessee. 

 (4 parts x 5 Marks=20 Marks) 

Answer  

(a) As per para 4 of the ‘General Instructions for preparation of Statement of Profit and Loss’ 

given in the Schedule III to the Companies Act, 2013, ‘other income’ does not include 

operating income. 
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 The term “Revenue from operations” has not been defined under Schedule III to th e 

Companies Act 2013. However, as per Guidance Note on Schedule III to the Companies 

Act 2013 this would include revenue arising from a company’s operating activities i.e. either 

its principal or ancillary revenue-generating activities. Whether a particular income 

constitutes “Revenue from operations” or “other income” is to be decided based on the 

facts of each case and detailed understanding of the company’s activities. The 

classification of income would also depend on the purpose for which the particular  asset is 

acquired or held. 

 As per the information given in the question, X Ltd is a group engaged in manufacture and 

sale of industrial and FMCG products and its one of the division deals in leasing of 

properties- Mobile Towers. Since its one division is continuously engaged in leasing of 

properties, it shall be considered as its principal or ancillary revenue-generating activities. 

Therefore, the rent arising from such leasing shall be shown under the head “Revenue 

from operations” and not as “Other Income”.  

 Hence the presentation of rent arising from the leasing of such properties as “other income” 

in the statement of Profit and Loss is not correct. It should be shown under the head 

“Revenue from operations”. 

(b)      Statement of Net Liability of Underwriters 

 Gross 
liability 

Marked 
appli- 

cations 

Number of 
Unmarked 

applications 
in the ratio 

of gross 
Liability 

Shares 
Total 

Surplus of 
Chandran 

in the 
ratio of 

10:6 

Total Net 
liability 

   (20:12:8) (2) + (3)  (4) + (5) (1) - (6) 

 (1) (2) (3) (4) (5) (6) (7) 

Arun 20,000 16,000 1,000 17,000 438 17,438 2,562 

Babu 12,000 5,700 600 6,300 262 6,562 5,438 

Chandran 8,000 8,300 400 8,700 (700) 8,000         Nil 

 40,000 30,000 2,000 32,000         - 32,000 8,000 

 Note: The applications are for 32,000 shares out of which 30,000 are marked. Hence 

unmarked applications are for 2,000 shares. 

(c) Minority Interest = Equity attributable to minorities 

 Equity is the residual interest in the assets of an enterprise after deducting all its liabilities 

i.e. in this case, it should be equal to Share Capital + Profit & Loss A/c 
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A = Share capital on 1.1.2018 

B = Profit & loss account balance on 1.1.2018 

C = Share capital on 31.12.2018 

D = Profit & loss account balance on 31.12.2018 

 Minority % 
Shares Owned 

Minority interest as 
at the date of 

acquisition 

Minority 
interest as at 
the date of 

consolidation 

 [E] [E] x [A + B] `  [E] X [C + D] `  

Case A [100-90] 10 % 22,500 23,500 

Case B [100-75] 25 % 50,000 40,000 

Case C [100-70] 30 % 18,000 18,000 

Case D [100-95] 5% 4,750 5,750 

Case E [100-100] NIL NIL NIL 

(d) Income Recognition in case of NBFC 

(1) The income recognition shall be based on recognised accounting principles.  

(2) Income including interest/ discount or any other charges on NPA shall be recognised 

only when it is actually realised. Any such income recognised before the asset 

became non-performing and remaining unrealised shall be reversed. 

(3) In respect of hire purchase assets, where instalments are overdue for more than 12 

months, income shall be recognised only when hire charges are actually received. 

Any such income taken to the credit of profit and loss account before the asset 

became nonperforming and remaining unrealized, shall be reversed. 

(4) In respect of lease assets, where lease rentals are overdue for more than 12 months, 

the income shall be recognised only when lease rentals are actually received. The 

net lease rentals* taken to the credit of profit and loss account before the asset 

became non-performing and remaining unrealised shall be reversed. 

 *‘Net lease rentals’ mean gross lease rentals as adjusted by the lease adjustment account 

debited/credited to the profit and loss account and as reduced by depreciation at the rate 

applicable under Schedule XIV of the Companies Act, 1956 (1 of 1956)/ 2013.  
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(e) (i) The lease will be classified as a finance lease, since a substantial portion of the life 

of the asset is covered by the lease term.  

(ii) If it becomes certain at the inception of lease itself that the option will be exercised 

by the lessee, it is a Finance Lease. 

(iii) It is an operating lease under which lease payments are recognized as expense in 

the profit and loss account of lessee to have better matching between cost and 

revenue.  

(iv) The lease is a finance lease if X = Y, or where X substantially equals Y.  

(v) Since the asset is of special nature and has been procured only for the use of lessee, 

it is a finance lease. 
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Paper – 6 : Auditing and Assurance 

Question No.1 is compulsory. 

Attempt any four questions from the remaining five questions. 

Question 1 

Examine with reasons whether the following statements are correct or incorrect. (Answer any 

seven out of eight) 

(a) The auditor's reporting on internal financial control will be applicable with respect to interim 

financial statements. 

(b) Under a properly framed audit programme by the auditor, the danger is significantly less 

and audit can proceed systematically. 

(c)  All entities that are under common control by a state (i.e., national,  regional or local 

government) are considered related party. 

(d) Provision of CARO, 2016 is not applicable to ABC Pvt. Ltd., a subsidiary of XYZ Ltd. (a 

public company) having fully paid up Capital and Reserves & Surplus of ` 50 lakhs, 

Secured loan from bank of ` 90 Lakhs and Turnover of ` 5 Crore, for the financial year 

2018-19. 

(e)  CA K has resigned as an auditor after 2 months of his appointment in NML  Ltd. He needs 

to file ADT-3 with the Registrar within 60 days from the date of resignation. 

(f)  The non-statistical sampling is criticized on the grounds that it is neither objective nor 

scientific. 

(g) The auditor's substantive procedure at the assertion level means substantive analyti cal 

procedures only. 

(h)  For an auditor, the Risk assessment procedure provides sufficient appropriate audit 

evidence to base the audit opinion. (2 x 7 = 14 Marks) 

Answer  

(a) Incorrect: Clause (i) of Sub-section 3 of Section 143 of the Act requires the auditors’ report 

to state whether the company has adequate internal financial controls system in place and 

the operating effectiveness of such controls. 

It may be noted that auditor’s reporting on internal financial controls is a requirement 

specified in the Act and, therefore, will apply only in case of reporting on financial 

statements prepared under the Act and reported under Section 143.  

Accordingly, reporting on internal financial controls will not be applicable with respect to 

interim financial statements, such as quarterly or half-yearly financial statements, unless 

such reporting is required under any other law or regulation. 
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(b) Correct:  Without a written and pre-determined programme, work is necessarily to be 

carried out on the basis of some ‘mental’ plan. In such a situation there is always a danger 

of ignoring or overlooking certain books and records.  

Thus under a properly framed programme, the danger is significantly less and the audit 

can proceed systematically.  

(c) Incorrect:  Entities that are under common control by a state (i.e., a national, regional or 

local government) are not considered related unless they engage in significant transactions 

or share resources to a significant extent with one another.  

(d) Incorrect: The CARO specifically exempts a private limited company, not being a 

subsidiary or holding company of a public company, having a paid up capital and reserves 

and surplus not more than rupees 1 crore as on the balance sheet date and which does 

not have total borrowings exceeding rupees 1 crore from any bank or financial institution 

at any point of time during the financial year and which does not have a total revenue as 

disclosed in Scheduled III to the Companies Act, 2013 (including revenue from 

discontinuing operations) exceeding rupees 10 crore during the financial year as per the 

financial statements. 

From the above, it is clear that ABC Pvt. Ltd. is a subsidiary of XYZ Ltd. and hence not 

exempt from CARO, 2016 although it is satisfying the conditions that allow exemption to 

private limited company which is not a subsidiary or holding company of a public company  

(e) Incorrect: As per section140(2) of the Companies Act, 2013, the auditor who has resigned 

from the company shall file within a period of 30 days from the date of resignation, a 

statement in the prescribed Form ADT–3(as per Rule 8 of CAAR) with the company and 

the Registrar. 

(f) Correct: The non-statistical sampling is criticized on the grounds that it is neither objective 

nor scientific. The expected degree of objectivity cannot be assured in non -statistical 

sampling because the risk of personal bias in selection of sample items cannot be  

eliminated. The closeness of the qualities projected by the sample results with that of the 

whole population cannot be measured because the sample has not been selected in 

accordance with the mathematically based statistical techniques. 

(g)  Incorrect: The auditor’s substantive procedures at the assertion level may be tests of 

details, substantive analytical procedures, or a combination of both.  The decision about 

which audit procedures to perform, including whether to use substantive analytical 

procedure, is based on the audtior’s judgment about the expected effectiveness and 

efficiency of the available audit procedures to reduce audit risk at the assertion level to an 

acceptably low level.  

(h) Incorrect: The auditor shall perform risk assessment procedures to provide a basis for the 

identification and assessment of risks of material misstatement at the financial statement 

and assertion levels. Risk assessment procedures by themselves, however, do not provide 

sufficient appropriate audit evidence on which to base the audit opinion. 
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Question 2 

(a)  The auditor shall plan and perform an audit with professional skepticism recognizing that 
circumstances may exist that cause the financial statements to be materially misstated.  

Discuss any four examples of professional skepticism.  (4 Marks) 

(b) In establishing overall audit strategy, the auditor shall ascertain the reporting objectives of 

the engagement to plan the timing of the audit and the nature of the communications 

required. Elucidate those cases by which auditor can ascertain the reporting objectives of 

the engagement. (4 Marks) 

(c) The engagement partner shall take the responsibility for the overall  'quality on each audit 

engagement to which that partner is assigned. Discuss with reference to SA 220 "Quality 

Control for an audit of financial statements". 

(3 Marks) 

(d) The auditor’s responsibility includes reporting on Internal Financial Controls over Financial 

Reporting which includes an understanding IT environment of the company and relevant 

risks and controls. Mention any three situations where IT will be relevant to an audit. 

(3 Marks) 

Answer 

(a)  Professional skepticism includes being alert to, for example: 

(i)   Audit evidence that contradicts other audit evidence obtained.  

(ii)  Information that brings into question the reliability of documents and responses to 

inquiries to be used as audit evidence. 

(iii)    Conditions that may indicate possible fraud. 

(iv)  Circumstances that suggest the need for audit procedures in addition to those 

required by the SAs. 

(v)   Maintaining professional skepticism throughout the audit is necessary if the auditor i s 

to reduce the risks of: 

(a) Overlooking unusual circumstances. 

(b) Over generalising when drawing conclusions from audit observations.  

(c) Using inappropriate assumptions in determining the nature, timing, and extent 

of the audit procedures and evaluating the results thereof. 

(b) In establishing the overall audit strategy, auditor shall ascertain the reporting objectives 

of the engagement to plan the timing of the audit and the nature of the communications 

required. The cases by which auditor can ascertain the reporting objectives of the 

engagement are: 
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(i)  The entity’s timetable for reporting, such as at interim and final stages.  

(ii) The organization of meetings with management and those charged with governance 

to discuss the nature, timing and extent of the audit work.  

(iii)  The discussion with management and those charged with governance regarding the 

expected type and timing of reports to be issued and other communications, both 

written and oral, including the auditor’s report, management letters and 

communications to those charged with governance. 

(iv)  The discussion with management regarding the expected communications on the 

status of audit work throughout the engagement. 

(c)  As per SA 220 “Quality Control for an Audit of Financial Statements”, the engagement 

partner shall take responsibility for the overall quality on each audit engagement to which 

that partner is assigned. The actions of the engagement partner and appropriate messages 

to the other members of the engagement team, in taking responsibility for the overall quality 

on each audit engagement, emphasise: 

(a)  The importance to audit quality of:    

(i)  Performing work that complies with professional standards and regulatory and 

legal requirements;  

(ii)  Complying with the firm’s quality control policies and procedures as applicable;  

(iii)  Issuing auditor’s reports that are appropriate in the circumstances; and  

(iv)  The engagement team’s ability to raise concerns without fear of reprisals; and  

(b)  The fact that quality is essential in performing audit engagements 

(d)   With the introduction of the Companies Act 2013, there is greater emphasis given to 

internal financial controls (IFC) from a regulatory point of view.  Directors and those 

charged with governance (including Board of directors, Audit committee) are responsib le 

for the implementation of internal controls framework within the company. The auditors’ 

responsibilities now include reporting on Internal Financial Controls over Financial 

Reporting which include and understanding IT environment of the company and relevant 

risks & controls.  

Following are some situations in which IT will be relevant to an audit,  

(i)   Increased use of Systems and Application software in Business (for example, use of 

ERPs) 

(ii)  Complexity of transactions has increased (multiple systems, network of systems)  

(iii)  Hi-tech nature of business (Telecom, e-Commerce).  

(iv)  Volume of transactions are high (Insurance, Banking, Railways ticketing).  

(v)  Company Policy (Compliance).  

© The Institute of Chartered Accountants of India



 PAPER – 6: AUDITING AND ASSURANCE 35 

(vi)  Regulatory requirements - Companies Act 2013 IFC, IT Act 2008.  

(vii)  Required by Indian and International Standards - ISO, PCI-DSS, SA 315, SOC, ISAE 

(viii)  Increases efficiency and effectiveness of audit. 

Question 3 

(a) Discuss the various points which auditor needs to consider in determining whether it is 

appropriate to use audit evidence about operating effectiveness of controls obtained in 

previous audit, and if so, the length of the time period that may elapse before retesting.  

(4 Marks) 

(b)  Validity and consequence of issue of shares at discount, check with respect to the 

provisions of the Companies Act, 2013. (4 Marks) 

(c)  Explain the disclosure requirements of IND AS compliant Schedule III to Companies Act, 

2013 for each component of "Other Equity." (3 Marks) 

(d)  Discuss the audit procedure to be considered by an auditor while performing analytical 
procedure to obtain audit evidence as to overall  reasonableness of purchase quantity and 

price. (3 Marks) 

Answer 

(a)  In determining whether it is appropriate to use audit evidence about the operating 

effectiveness of controls obtained in previous audits, and, if so, the length of the 

time period that may elapse before retesting a control, the auditor shall consider the 

following: 

i. The effectiveness of other elements of internal control, including the control 

environment, the entity's monitoring of controls, and the entity's risk assessment 

process; 

ii. The risks arising from the characteristics of the control, including whether it is 

manual or automated; 

iii. The effectiveness of general IT-controls; 

iv. The effectiveness of the control and its application by the entity, including the nature 

and extent of deviations in the application of the control noted in previous audits, 

and whether there have been personnel changes that significantly affects the 

application of the control; 

v. Whether the lack of a change in a particular control poses a risk due to changing 

circumstances; and 

vi. The risks of material misstatement and the extent of reliance on the control.  
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(b) Shares issued at discount:  

(i) As per section 53 of the Companies Act, 2013, a company shall not issue share at a 

discount, except in the case of an issue of sweat equity shares given under section 

54 of the Companies Act, 2013. Any share issued by a company at a discounted 

price shall be void. 

(ii)  The auditor needs to verify that the company has not issued any of its shares at a 

discount by reading the minutes of meeting of its directors and shareholders 

authorising issue of share capital and the issue price. 

(iii)   Where a company contravenes the provisions of this section, the company shall be 

punishable with fine which shall not be less than one lakh rupees but which may 

extend to five lakh rupees: and  

(iv)   every officer who is in default shall be punishable with imprisonment for a term which 

may extend to six months or with fine which shall not be less than one lakh rupees, 

or with both. 

(c)  For each component of other equity, whether the company has disclosed the 

following (to the extent applicable): 

(i)  Balance at the beginning of the reporting period 

(ii)  Changes in accounting policy or prior period error 

(iii) Restated balance at the beginning of the reporting period 

(iv) Total comprehensive income for the year end 

(v)  Dividends 

(vi)  Transfer to retained earnings 

(vii)  Any other change (to be specified) 

(viii)  Balance at the end of reporting period 

(d) Auditor needs to perform analytical procedures to obtain audit evidence as to overall 

reasonableness of purchase quantity and price which may include: 

(i)  Consumption Analysis: Auditor should scrutinize raw material consumed as per 

manufacturing account and compare the same with previous years with closing stock 

and ask for the reasons from management if any significant variations found.  

(ii)  Stock Composition Analysis: Auditor to collect the reports from management for 

composition of stock i.e. raw materials as a percentage of total stock and compare 

the same with compare the same with previous years and ask for the reasons from 

management if any significant variations found. 

(iii)  Ratios: Auditor should compare the creditors turnover ratios and stock turnover ratios 

of the current year with previous years. 
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(iv)   Auditor should review quantitative reconciliation of closing stocks with opening 

stock, purchases and consumption. 

Question 4 

(a) Discuss the points to be considered by auditor for the purpose of constructing an audit 

programme. (4 Marks) 

(b) "Before the commencement of audit, the joint auditors should discuss  and develop a joint 

audit plan." Discuss the points to be considered in developing the joint audit plan by the 

joint auditors. (4 Marks) 

(c) Board of Directors of MN Ltd. wants to appoint CA B, a practicing Chartered Accountant, 

as an internal auditor of the company as they believe that they could not appoint any other 

person as an internal auditor other than practicing chartered accountant. (3 Marks) 

Examine the correctness of the statement of Board of Directors of MN Ltd. with respect to 

provisions of Companies Act, 2013. 

(d) CA A, auditor of ABC Ltd. wants to design substantive analytical  procedure and for that he 

wants to check whether the data is reliable or not. Mention the relevant points which he 

has to consider whether data is reliable for purpose of designing the substantive analytical 

procedures. (3 Marks) 

Answer 

(a)  For the purpose of programme construction, the following points should be kept in 

mind: 

(i) Stay within the scope and limitation of the assignment. 

(ii)  Determine the evidence reasonably available and identify the best evidence for 

deriving the necessary satisfaction. 

(iii)  Apply only those steps and procedures which are useful in accomplishing the 

verification purpose in the specific situation. 

(iv)  Consider all possibilities of error. 

(v)  Co-ordinate the procedures to be applied to related items. 

(b) Before the commencement of the audit, the joint auditors should discuss and 

develop a joint audit plan. In developing the joint audit plan, the joint auditors 

should: 

(i)  Identify division of audit areas and common audit areas; 

(ii)  Ascertain the reporting objectives of the engagement; 

(iii)  Consider and communicate among all joint auditors the factors that are significant in 

directing the engagement team's efforts; 
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(iv)  Consider the results of preliminary engagement activities, or similar engagements 

performed earlier. 

(v)  Ascertain the nature, timing and extent of resources necessary to accomplish the 

engagement. 

(c) 1. As per section 138, the internal auditor shall either be a chartered accountant or a cost 

accountant (whether engaged in practice or not). 

2. Or such other professional as may be decided by the Board to conduct internal audit of 

the functions and activities of the companies. 

3. The internal auditor may or may not be an employee of the company.  

Hence, the belief of Company is not correct. 

(d)  The following are the relevant points while determining whether data is reliable for 

purposes of designing substantive analytical procedures: 

i. Source of the information available. For example, information may be more reliable 

when it is obtained from independent sources outside the entity.  

ii. Comparability of the information available. For example, broad industry data may 

need to be supplemented to be comparable to that of an entity that produces and 

sells specialized products. 

iii. Nature and relevance of the information available. For example, whether budgets 

have been established as results to be expected rather than as goals to be achieved.  

iv. Controls over the preparation of the information that are designed to ensure its 

completeness, accuracy and validity. For example, controls over the preparation, 

review and maintenance of budgets. 

Question 5 

(a)  When corresponding figures are presented, the auditor ’s opinion shall not refer to the 

corresponding figures. Discuss the exceptions of the above statement when the prior 

period financial statements are audited. (4 Marks) 

(b)  M Ltd. has given certain loans to related parties and also has accepted certain deposits. 

As an auditor, how will you include the above items in paragraph 3 of CARO, 2016? 

(4 Marks) 

(c) Briefly explain the policies and procedures of assembling the final audit file on a timely 

basis after the date of auditor's report under SQC-1. (3 Marks) 

(d) “Inadequate internal control over assets may increase the susceptibility of misappropriation 

of those assets.” State any three examples of such occurrence of misappropriation of such 

assets. (4 Marks) 
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Answer 

(a)  When corresponding figures are presented, the auditor’s opinion shall not refer to the 

corresponding figures except in the following circumstance. 

1. If the auditor’s report on the prior period, as previously issued, included a qualified 

opinion, a disclaimer of opinion, or an adverse opinion and the matter which gave rise 

to the modification is unresolved, the auditor shall modify auditor’s report opinion on 

the current period’s financial statements. In the basis for modification paragraph in 

the auditor’s report the auditor shall either: 

(i)  Refer to both the current period’s figures and the corresponding figures in the 

description of the matter giving rise to the modification when the effects or 

possible effects of the matter on the current period’s figure are material; or  

(ii)  In other cases, explain that the audit opinion has been modified because of the 

effects or possible effects of the unresolved matter on the comparability of the 

current period’s figures and the corresponding figures.  

2. If the auditor obtains audit evidence that a material misstatement exists in the prior 

period financial statements on which an unmodified opinion has been previously 

issued, the auditor shall verify whether the misstatement has been dealt with as 

required under the applicable financial reporting framework and, if that is not the case, 

the auditor shall express a qualified opinion or an adverse opinion in the auditor’s 

report on the current period financial statements, modified. 

(b) 1.  Clause (iii) of paragraph 3 of CARO, 2016 states 

Whether the company has granted any loans, secured or unsecured to companies, 

firms, Limited Liability Partnerships or other parties covered in the register maintained 

under section 189 of the Companies Act, 2013. If so, 

(i)  Whether the terms and conditions of the grant of such loans are not prejudicial 

to the company’s interest; 

(ii)  Whether the schedule of repayment of principal and payment of interest has 

been stipulated and whether the repayments or receipts are regular;  

(iii)  if the amount is overdue, state the total amount overdue for more than ninety 

days, and whether reasonable steps have been taken by the company for 

recovery of the principal and interest; 

  2.  Further, Clause (v) of paragraph 3 of CARO, 2016 states in case the company has 

accepted deposits, 

(i)  whether the directives issued by the Reserve Bank of India and the provisions 

of sections 73 to 76 or any: ether relevant provisions of the Companies Act, 2013 

and the rules framed there under, where applicable, have been complied with? 

If not, the nature of such contraventions be stated; 
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(ii)  If an order has been passed by Company Law Board or National Company Law 

Tribunal or Reserve Bank of India or any court or any other tribunal, whether the 

same has been complied with or not? 

In the given situation, M Ltd. has given certain loans to related parties and also has 

accepted certain deposits. Thus, the auditor is required to report the same as per 

clause (iii) and (v) of Paragraph 3 of CARO, 2016. 

(c) The auditor shall assemble the audit documentation in an audit file and complete the 

administrative process of assembling the final audit file on a timely basis after the date of 

the auditor’s report. 

SQC 1 “Quality Control for Firms that perform Audits and Review of Historical Financial 

Information, and other Assurance and related services”, requires firms to establish policies 

and procedures for the timely completion of the assembly of audit files. An appropriate time 

limit within which to complete the assembly of the final audit file is ordinarily not more than 

60 days after the date of the auditor’s report. 

The completion of the assembly of the final audit file after the date of the auditor’s report 

is an administrative process that does not involve the performance of new audit procedures 

or the drawing of new conclusions. Changes may, however, be made to the audit 

documentation during the final assembly process, if they are adm inistrative in nature. 

After the assembly of the final audit file has been completed, the auditor shall not delete 

or discard audit documentation of any nature before the end of its retention period.  

SQC 1 requires firms to establish policies and procedures for the retention of engagement 

documentation. The retention period for audit engagements ordinarily is no shorter than 

seven years from the date of the auditor’s report, or, if later, the date of the group auditor’s 

report. 

(d)  Inadequate internal control over assets may increase the susceptibility of misappropriation 

of those assets. For example, misappropriation of assets may occur because there is the 

following: 

(i)  Inadequate segregation of duties or independent checks. 

(ii)  Inadequate oversight of senior management expenditures, such as travel and other 

reimbursements 

(iii)  Inadequate record keeping with respect to assets. 

(iv)  Inadequate system of authorization and approval of transactions (for example, in 

purchasing). 

(v)   Inadequate physical safeguards over cash, investments, inventory, or fixed assets.  

(vi)  Lack of complete and timely reconciliations of assets. 

(vii)  Lack of timely and appropriate documentation of transactions, for example, credits 

for merchandise returns. 
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(viii)  Lack of mandatory vacations for employees performing key control functions.  

(ix)  Inadequate management understanding of information technology, which enables 

information technology employees to perpetrate a misappropriation.  

(x)  Inadequate access controls over automated records, including controls over and 

review of computer systems event logs. 

Question 6 

(a) ''There is no difference in provisioning of NPA as regards to categories of NPA, whether 

the debt is secured or unsecured." Critically evaluate the statement on the basis of 

provisioning norms of NPA of nationalised bank. (4 Marks) 

(b) In the case of audit of a charitable institution, what attentions should  be paid by the auditor 

regarding audit of expenditure items? (4 Marks) 

OR 

You have been appointed auditor of M/s. Divine Children Hospital.  Discuss any four 

important points that would attract your attention while audit.  (4 Marks) 

(c) The discussion between members of the engagement team members and the audit 

engagement partner should be done on the susceptibility of the bank's financial statements 

to material misstatements.  Briefly discuss the points ordinarily included in discussion of 

the engagement team. (3 Marks) 

(d) There are certain points which are required to be considered specially in the audit of 

accounts of a partnership. Discuss any three points briefly.  (3 Marks) 

Answer 

(a) Classification as NPA should be based on the record of recovery. Availability of security 

or net worth of borrower/guarantor is not to be taken into account for purpose of treating 

an advance as NPA or otherwise. Further, asset classification would be borrower -wise and 

not facility-wise. All facilities including investments in securities would be termed as NPA.  

 There are different provisioning requirements as regards to categories of NPA such as 

Sub-standards assets, Doubtful assets and loss assets which are given below:  

Categories of Non-Performing Assets: 

 Substandard Assets: 

 Would be one, which has remained NPA for a 

period less than or equal to 12 months. 

 Doubtful Assets: 

 Would be one, which has remained in the 

substandard category for a period of 12 months. 

 

Provision required 

 

15% 
 
 
 
 
Secured+ Unsecured 
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 Sub-categories: 

  Doubtful up to 1 Year (D1) 

  Doubtful 1 to 3 Years (D2) 

  Doubtful more than 3 Years (D3) 

 Loss Assets: 

 Would be one, where loss has been identified by 

the bank or internal or external auditors or the RBI 

inspection but the amount has not been written off 

wholly. 

 

25% +  100% 

40% +  100% 

100% +  100% 

 

 

 

100% 

(b)  Audit of Expenditure of Charitable Institution: 

(i)  Vouching payment of grants also verifying that the grants have been paid only for a 

charitable purpose or purposes falling within the purview of the objects for which the 

charitable institution has been set up and that no trustee, director or member of the 

management committee has benefited there from either directly or indirectly. 

(ii) Verifying the schedules of securities held, as well as inventories of properties 

both movable and immovable by inspecting the securities and title deeds of property 

and by physical verification of the movable properties on a test basis.  

(iii) Check payment along with supporting documents in regard to salary and other 

expenses. Verify that all payments are made after proper sanction by appropriate 

authority.  

(iv) Ascertaining that any funds contributed for a special purpose have been 

utilised for the purpose.  

(v)       Verifying the cash and bank balances/payments.   

OR 

(b)  AUDIT OF HOSPITAL 

The important points involved in such an audit are stated below- 

(i)   Register of patients: Vouch the Register of patients with copies of bills issued to 

them. Verify bills for a selected period with the patients’ attendance record to see that 

the bills have been correctly prepared. Also see that bills have been issued to all 

patients from whom an amount was recoverable according to the rules of the hospital. 

(ii)  Collection of Cash: Check cash collections as entered in the Cash Book with the 

receipts, counterfoils and other evidence. For eg. copies of patients bills, counterfoils 

of dividend and other interest warrants, copies of rent bills etc.  

(iii)  Income from Investments, Rent etc.: See by reference to the property and 

Investment Register that all income that should have been received by way of rent on 

properties, dividends and interest on securities have been collected.  
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(iv)   Legacies and Donations: Ascertain that legacies and donations received for a 

specific purpose have been applied in the manner agreed upon.  

(v)   Reconciliation of Subscriptions: Trace all collections of subscription and donations 

from the Cash Book to the respective Registers. Reconcile the total subscriptions due 

(as shown by the Subscription Register and the amount collected and that still 

outstanding). 

(vi)   Authorisation and sanctions: Vouch all purchases and expenses and verify that the 

capital expenditure incurred only with the prior sanction of the trustees of the 

Managing Committee and that appointments and increments to staff have been duly 

authorised. 

(vii)  Grants and TDS: Verify that grants, if any, received from Government or local 

authority has been duly accounted for. Also, that refund in respect of taxes deducted 

at source has been claimed. 

(viii)  Budgets: Compare the totals of various items of expenditure and income with the 

amount budgeted for them and report to the Trustees or the Managing Commi ttee, 

significant variations which have taken place.  

(ix)   Internal Check: Examine the internal check as regards the receipt and issue of 

stores, medicines, linen, apparatus, clothing, instruments, etc . so as to ensure that 

purchases have been properly recorded in the Inventory Register and that issues 

have been made only against proper authorisation. 

(x)   Depreciation: See that depreciation has been written off against all the assets at the 

appropriate rates. 

(xi)  Registers: Inspect the bonds, share scrips, title deeds of properties and compare 

their particulars with those entered in the property and Investment Registers.  

(xii)  Inventories: Obtain inventories, especially of stocks and stores as at the end of the 

year and check the percentage of the items physically, also compare their total values 

with respective ledger balances.  

(xiii) Management Representation and Certificate : Get proper Management 

Representation and Certificate with respect to various aspects covered during the 

course of audit. 

(c)  The engagement team discussion ordinarily includes a discussion of the following 

matters: 

(i) Errors that may be more likely to occur; 

(ii) Errors which have been identified in prior years; 

(iii) Method by which fraud might be perpetrated by bank personnel or others wit hin 

particular account balances and / or disclosure; 

(iv) Audit responses to engagement risk, pervasive risks and specific risks;  
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(v) Need to maintain professional skepticism throughout the audit engagement,  

(vi) Need to alert for information or other conditions that indicates that a material 

misstatement may have occurred (e.g. the bank’s application of accounting policies 

in the given facts and circumstances). 

(d)  Matters which should be specially considered in the audit of accounts of a 

partnership: 

(i)  Confirming that the letters of appointment, signed by a partner, duly authorized, 

clearly states the nature and scope of audit contemplated by the partners, specially 

the limitation, if any, under which the auditor shall have to function.  

(ii) Studying the minute book, if any, maintained to record the policy decision taken by 

partners specially the minutes relating to authorisation of extraordinary and capital 

expenditure, raising of loans, purchase of assets, extraordinary contracts entered into 

and other such matters as are not of a routine nature. 

(iii) Verifying that the business in which the partnership is engaged is authorised by the 

partnership agreement or by any extension or modification thereof agreed to 

subsequently. 

(iv) Examining whether books of account appear to be reasonable and are considered 

adequate in relation to the nature of the business of the partnership.  

(v) Verifying generally that the interest of no partner has suffered prejudicially by an 

activity engaged in by the partnership which, it was not authorised to do under the 

partnership deed or by any violation of a provision in the partnership agreements.  

(vi) Confirming that a provision for the firm’s tax payable by the partnership has been 

made in the accounts before arriving at the amount of profit divisible among the 

partners. 

(vii) Verifying that the profits and losses have been divided among the partners in their 

agreed profit sharing ratio.  
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SECTION – A: ENTERPRISE INFORMATION SYSTEMS 

Question No. 1 is compulsory. 

Answer any three questions from the rest. 

Question 1 

(a) Describe any three key functions of RBI.  (3 Marks) 

(b) How the inherent risks involved in BPA can be classified? Discuss any four.  (2 Marks) 

Answer 

(a) The key functions of Reserve Bank of India (RBI) are as follows:   

i. Monetary Authority: This function formulates, implements and monitors the 

monetary policy with the objective of maintaining price stability and ensuring 

adequate flow of credit to productive sectors.  

ii. Regulator and supervisor of the financial system: It prescribes broad parameters 

of banking operations within which the country’s banking and financial system 

functions with the objective of maintaining public confidence in the system, protect 

depositors’ interest and provide cost- effective banking services to the public.  

iii. Issuer of currency: It deals with issuing and exchanging or destroying currency and 

coins not it for circulation with the objective to give the public adequate quantity of 

supplies of currency notes and coins and in good quality.  

(b) The inherent risks involved in Business Process Automation (BPA) are classified as below:  

• Input & Access: All input transaction data may not be accurate, complete and 

authorized.  

• File & Data Transmission: All files and data transmitted may not be processed 

accurately and completely, due to network error.  

• Processing: Valid input data may not have been processed accurately and 

completely due to program error or bugs.  

• Output: IT may not be complete and accurate due to program error or bugs and is 

distributed to unauthorized personnel due to weak access control.  

• Data: Master data and transaction data may be changed by unauthorized personnel 

due to weak access control.  

• Infrastructure: All data and programs could be lost if there is no proper backup in 

the event of a disaster and the business could come to a standstill.  
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Question 2 

(a) Business Processes are documented/designed using flow-charts to understand the 

process in visualized form. Being a business advisor, what advantages of flow-charts will 

you suggest to represent the business processes in diagrammatic form? (6 Marks) 

(b) Explain any four examples of Segregation of Duties (SoD) controls.               (4 Marks) 

Answer  

(a) The advantages of Flowcharts to represent the business process in diagrammatic form are 

as follows:  

i. Quicker grasp of relationships: The relationship between various elements of the 

application program/business process must be identified. Flowchart can help depict 

a lengthy procedure more easily than by describing it by means of written notes.  

ii. Effective Analysis: The flowchart becomes a blueprint of a system that can be 

broken down into detailed parts for study. Problems may be identified, and new 

approaches may be suggested by flowcharts.  

iii. Communication: Flowcharts aid in communicating the facts of a business problem 

to those whose skills are needed for arriving at the solution.  

iv. Documentation: Flowcharts serve as a good documentation which aid greatly in 

future program conversions. In the event of staff changes, they serve as training 

function by helping new employees in understanding the existing programs.  

v. Efficient coding: Flowcharts act as a guide during the system analysis and program 

preparation phase. Instructions coded in a programming language may be checked 

against the flowchart to ensure that no steps are omitted.  

vi. Program Debugging: Flowcharts serve as an important tool during program 

debugging by detecting, locating and removing mistakes.  

vii. Efficient program maintenance: The maintenance of operating programs is 

facilitated by flowcharts that help the programmer to concentrate attention on that 

part of the information flow which is to be modified.  

viii. Identifying Responsibilities: Specific business processes can be clearly identified 

to functional departments thereby establishing responsibility of the process owner.   

ix. Establishing Controls: Business process conflicts and risks can be easily identified 

for recommending suitable controls. 

(b) The examples of Segregation of Duties (SoD) Controls are as below:  

i. Transaction Authorization: Information systems can be programmed or configured 

to require two (or more) persons to approve certain transactions. This is seen in retail 

establishments where a manager is required to approve a large transaction or a 
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refund. In IT applications, transactions meeting certain criteria may require a 

manager’s approval to be able to proceed.  

ii. Split custody of high-value assets: Assets of high importance or value can be 

protected using various means of split custody. For example, a password to an 

encryption key that protects a high-valued asset can be split in two halves, one half 

assigned to two persons, and the other half assigned to two persons, so that no single 

individual knows the entire password. Banks do this for central vaults, where a vault 

combination is split into two or more pieces so that two or more are required to open 

it.  

iii. Workflow: Applications that are workflow-enabled can use a second (or third) level 

of approval before certain high-value or high-sensitivity activities can take place. For 

example, a workflow application that is used to provision user accounts can include 

extra management approval steps in requests for administrative privileges .  

iv. Periodic reviews: IT or internal audit personnel can periodically review user access 

rights to identify whether any segregation of duties issues exist. The access privileges 

for each worker can be compared against a segregation of duties control matrix. 

When SoD issues are encountered during segregation of duties review, management 

will need to decide how to mitigate the matter. 

Question 3 

(a) An internet connection exposes an organization to the harmful elements of the outside 

world. As a network administrator, which Network Access controls will you implement in 

the organization to protect from such harmful elements? (6 Marks) 

(b) Every business decision is accompanied with a set of threats and so is BYOD program. 

Explain briefly the areas in which the risks associated with BYOD program can be 

classified. (4 Marks) 

Answer  

(a) The protection of an organization from harmful elements can be achieved through the 

following Network Access Controls: 

i. Policy on use of network services: An enterprise wide policy applicable to internet 

service requirements aligned with the business need for using the Internet services 

is the first step. Selection of appropriate services and approval to access them should 

be part of this policy.  

ii. Enforced path: Based on risk assessment, it is necessary to specify the exact path 

or route connecting the networks; e.g. internet access by employees will be routed 

through a firewall and proxy.  

iii. Segregation of networks: Based on the sensitive information handling function; say 

a Virtual Private Network (VPN) connection between a branch office and the head -

office, this network is to be isolated from the internet usage service.  
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iv. Network connection and routing control: The traffic between networks should be 

restricted, based on identification of source and authentication access policies 

implemented across the enterprise network facility. 

v. Security of network services: The techniques of authentication and authorization 

policy should be implemented across the organization’s network.  

vi. Firewall: A Firewall is a system that enforces access control between two networks. 

To accomplish this, all traffic between the external network and the organization’s 

Intranet must pass through the firewall that will allow only authorized traf fic between 

the organization and the outside to pass through it. The firewall must be immune to 

penetrate from both outside and inside the organization.  

vii. Encryption: Encryption is the conversion of data into a secret code for storage in 

databases and transmission over networks. The sender uses an encryption algorithm 

with a key to convert the original message called the Clear text into Cipher text. This 

is decrypted at the receiving end.  

viii. Call Back Devices: It is based on the principle that the key to network security is to 

keep the intruder off the Intranet rather than imposing security measure after the 

criminal has connected to the intranet. The call- back device requires the user to enter 

a password and then the system breaks the connection. If the calle r is authorized, 

the call back device dials the caller’s number to establish a new connection. This limit 

access only from authorized terminals or telephone numbers and prevents an intruder 

masquerading as a legitimate user. This also helps to avoid the ca ll forwarding and 

man-in-the middle attack.  

(b) The risks associated with Bring Your Own Device (BYOD) program are classified as below:  

i. Network Risks: It is normally exemplified and hidden in ‘Lack of Device Visibility’. 

When company-owned devices are used by all employees within an organization, the 

organization’s IT practice has complete visibility of the devices connected to the 

network. This helps to analyze traffic and data exchanged over the Internet. As BYOD 

permits employees to carry their own devices (smart phones, laptops for business 

use), the IT practice team is unaware about the number of devices being connected 

to the network. As network visibility is of high importance, this lack of visibility can be 

hazardous.  

ii. Device Risks: It is normally exemplified and hidden in ‘Loss of Devices’. A lost or 

stolen device can result in an enormous financial and reputational embarrassment to 

an organization as the device may hold sensitive corporate information. Data lost from 

stolen or lost devices ranks as the top security threats as per the rankings released 

by Cloud Security Alliance. With easy access to company emails as well as corporate 

intranet, company trade secrets can be easily retrieved from a misplaced device.  
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iii. Application Risks: It is normally exemplified and hidden in ‘Application Viruses and 

Malware’. A related report revealed that most employees’ phones and smart devices 

that were connected to the corporate network weren’t protected by security software. 

With an increase in mobile usage, mobile vulnerabilities have increased concurrently. 

Organizations are not clear in deciding that ‘who is responsible for device security – 

the organization or the user’.  

iv. Implementation Risks: It is normally exemplified and hidden in ‘Weak BYOD Policy’. 

The effective implementation of the BYOD program should not only cover the 

technical issues mentioned above but also mandate the development of a robust 

implementation policy. Because corporate knowledge and data are key assets of an 

organization, the absence of a strong BYOD policy would fail to communicate 

employee expectations, thereby increasing the chances of device misuse.  

Question 4 

(a) Central database is the main feature of an ERP system. As the complete data is stored at 

one place, ensuring safety of data and minimizing risk of loss of data is a big challenge. 

As an IT expert, discuss the risks associated with various aspects of ERP. (6 Marks) 

(b)  Explain the concept of E-Commerce briefly. How can you protect your E-Commerce 

business from intrusion? (4 Marks) 

Answer  

(a) The Risks associated with various aspect of Enterprise Resource Planning (ERP) are given 

below:  

i. Data Access: Data is stored centrally, and all the departments access the central 

data. This creates a possibility of access to non-relevant data.  

ii. Data Safety:  As there is only one set of data, if this data is lost, whole business may 

come to stand still. For the physical safety of data, risk of total or partial loss of data 

are considered. Whereas for the electronic safety of data; risk of changes in data, risk 

of partial/complete deletion of data, risk of leakage of information and risk of incorrect 

input of data are considered. 

iii. Speed of Operation: As data is maintained centrally, gradually the data size 

becomes more and more and it may reduce the speed of operation.  

iv. Change in process:  As the overall system is integrated, a small change in process 

for one department may require lot of efforts and money.   

v. Staff Turnover: As the overall system is integrated and connected with each other 

department, it becomes complicated and difficult to understand. In case of staff 

turnover, it becomes increasingly difficult to maintain the system.  
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vi. System Failure:  As everybody is connected to a single system and central database, 

in case of failure of system, the whole business may come to stand still and may get 

affected badly.  

(b)  Definitions of E-commerce are as follows: 

E-Commerce can be defined as “Sale/Purchase of goods/services through electronic 

mode.” This could include the use of technology in the form of Computers, Desktops, 

Mobile Applications, etc. In other words, E-Commerce is the process of doing business 

electronically. It refers to the use of technology to enhance the processing of commercial 

transactions between a company, its customers and its business partners. It involves the 

automation of a variety of Business-To-Business (B2B) and Business-To-Consumer (B2C) 

transactions through reliable and secure connections. 

E-Commerce business can be protected from intrusion using following methods:  

i. Viruses: Check your website daily for viruses, the presence of which can result in the 

loss of valuable data.  

ii. Hackers: Use software packages to carry out regular assessments of how vulnerable 

your website is to hackers.  

iii. Passwords: Ensure employees change these regularly and that passwords set by 

former employees of your organization are defunct.  

iv. Regular software updates: The site should always be up to date with the newest 

versions of security software. If it is not done, the website will become vulnerable to 

attack.  

v. Sensitive data: This involves considering the encryption of financial information and 

other confidential data (using encryption software). Hackers or third parties will not 

be able to access encrypted data without a key. This is particularly relevant for any 

e-Commerce sites that use a shopping cart system.  

vi. Know the details of your payment service provider contract.  

Question 5 

(a)  Banks face the challenge of addressing the threat of money laundering on multiple fronts 

as banks can be used as primary means for transfer of money across geographies. In light 

of the above statement, discuss the Money Laundering process and its different  stages. 

(6 Marks) 

(b) (i) What do you understand by Regulatory Compliance? (2 Marks) 

(ii)  Write a brief description of three tier architecture of Application Software.  (2 Marks) 

OR 

Explain briefly the concept of Role-Based-Access-Control (RBAC) in ERP System. 
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Answer  

(a) Section 3 of Prevention of Money Laundering Act (PMLA), 2002 defines 'Money 

Laundering’ as: ‘whosoever directly or indirectly attempts to indulge or knowingly assists 

or knowingly is a party or is actually involved in any process or activity connected with the 

proceeds of crime and projecting it as untainted property shall be guilty of the o ffence of 

money-laundering”. 

 In other words, Money laundering may be defined as the process by which the proceeds 

of the crime and the true ownership of those proceeds are concealed or made opaque so 

that the proceeds appear to come from a legitimate source. The objective in money 

laundering is to conceal the existence, illegal source, or illegal application of income to 

make it appear legitimate. Money laundering is commonly used by criminals to make ‘dirty’ 

money appear ‘clean’ or the profits of criminal activities are made to appear legitimate.   

Stages of Money Laundering are as follows:  

i. Placement: The first stage involves the Placement of proceeds derived from illegal 

activities - the movement of proceeds frequently currency, from the scene of the crime 

to a place, or into a form less suspicious and more convenient for the criminal.  

ii. Layering: Layering involves the separation of proceeds from illegal source using 

complex transactions designed to obscure the audit trail and hide the proceeds. 

Layering involves sending the money through various financial transactions to change 

its form and make it difficult to follow. Layering may consist of several banks to bank 

transfers or wire transfers between different accounts in different names in different 

countries making deposit and withdrawals to continually vary the amount of money in 

the accounts changing the money’s currency purchasing high value items (boats, 

houses cars, diamonds) to change the form of money, thus making it hard to trace.  

iii. Integration: Integration involves conversion of illegal proceeds into apparently 

legitimate business earnings through normal financial or commercial operations. 

Integration creates the illusion of a legitimate source for criminally derived funds and 

involves techniques as numerous and creative as those used by legitimate 

businesses.  

(b)  (i) Regulatory Compliance describes the goal that organizations aspire to achieve in 

their efforts to ensure that they are aware of and take steps to comply with relevant 

laws, policies, and regulations. This approach is used to ensure that all necessary 

governance requirements can be met without the unnecessary duplication of effort 

and activity from resources.  

     In other words, Regulatory Compliance is an organization’s adherence to laws, 

regulations, guidelines and specifications relevant to its business. Violations of 
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regulatory compliance regulations often result in legal punishment, including interest, 

penalty and prosecution in some cases.  

The compliance and regulatory requirements can be classified in two types as under.  

o General – Applicable to all irrespective of anything.  

o Specific – Applicable to specific type of businesses only.  

(ii)  The layers of Three Tier Architecture of Application Software are as below: 

▪ The Application Layer receives the inputs from the users and performs certain 

validations like, if the user is authorized to request the transaction.  

▪ The Operating System Layer then carries these instructions and processes 

them using the data stored in the database and returns the results to the 

application layer. 

▪ The Database Layer stores the data in a certain form. For a transaction to be 

completed, all the three layers need to be invoked. Most application software is 

built on this model these days.  

OR 

(ii)  Role-Based Access Control (RBAC) is an approach to restricting system access to 

authorized users. It is used by most enterprises and can implement mandatory access 

control or discretionary access control.  

▪ RBAC is a policy neutral access control mechanism defined around roles and 

privileges that lets employees having access rights only to the information they 

need to do their jobs and prevent them from accessing information that doesn't 

pertain to them.  

▪ RBAC can be used to facilitate administration of security in large organizations 

with hundreds of users and thousands of permissions.  

▪ The components of RBAC such as role-permissions, user-role and role-role 

relationships make it simple to perform user assignments. 

▪ Roles for staff are defined in organization and permission to access a specific 

system or perform certain operation is defined as per the role assigned.  
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Question No. 6 is compulsory 

Answer any three questions from the rest. 

Question 6 

An XYZ Company is facing continuous losses. There is decline in sales and product market 

share. The products of the company became uncompetitive and there is persistent negative 

cash flow.  The physical facilities are deteriorating and employees have low morale. At the 

board meeting, the board members decided that they should continue the organization and 

adopt such measures that the company functions properly. The board has decided to hire 

young executive Shayamli for improving the functions of the organization. What corporate 

strategy should Shayamli adopt for this company and what steps to be taken to implement 

the corporate strategy adopted by Shayamli? (5 Marks) 

Answer   

XYZ Company is facing continuous losses, decline in sales and product market share, persistent 

negative cash flow, uncompetitive products, declining market share, deterioration in physical 

facilities, low morale of employees. In such a scenario, Shayamli may choose turnaround 

strategy as this strategy attempts to reverse the process of decline and bring improvement in 

organizational health. This is also important as Board has decided to continue the company and 

adopt measures for its proper functioning.  

For success, Shayamli needs to focus on the short and long-term financing needs as well as on 

strategic issues. During the turnaround, the “product mix” may be changed, requiring the 

organization to do some repositioning. A workable action plan for turnaround would involve:  

Stage One – Assessment of current problems: In the first step, assess the current problems 

and get to the root causes and the extent of damage.  

Stage Two – Analyze the situation and develop a strategic plan: Identify major problems 

and opportunities, develop a strategic plan with specific goals and detailed functional actions. 

Stage Three – Implementing an emergency action plan: If the organization is in a critical 

stage, an appropriate action plan must be developed to stop the bleeding and enable the 

organization to survive. 

Stage Four – Restructuring the business: If the core business is irreparably damaged, then 

the outlook for the entire organization may be bleak. Efforts to be made to position the 

organization for rapid improvement.  

Stage Five – Returning to normal: In the final stage of turnaround strategy process, the 

organization should begin to show signs of profitability, return on investments and enhancing 

economic value-added. 
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Question 7 

(a) "Strategic Management concepts are useful for educational institutions." Explain with 

reasons. (5 Marks) 

(b) "Industry and competitive analysis begins with an overview of the industry's dominant 

economic features." Explain and also narrate the factors to be considered in profiling in 

industry's economic features. (5 Marks) 

Answer  

(a) Education is considered to be a noble profession. An educational institution often functions 

as a not-for-profit organization managed by trusts and societies. They include schools, 

colleges and universities. Being inherently non-commercial in nature, educational 

organisations do not have cut-throat competition as in case of their commercial 

counterparts. However, as the number of institutions belonging to both public and private 

sector are increasing, the competition is gradually rising. Key reasons for use of strategic 

management techniques in educational institutes are as follows:  

• Getting better name and recognition. 

• Adopt different strategies for attracting best students. 

• Appointing and retaining quality faculty for teaching. 

• Deliver education to make graduates more employable. 

• Nurturing responsible citizens. 

(b) Industry is “a group of firms whose products have same and similar attributes such that 

they compete for the same buyers.” Industries differ significantly in their basic character 

and structure. Industry and competitive analysis begins with an overview of the industry’s 

dominant economic features. The factors to be considered while profiling an industry’s 

economic features are fairly standard and are given as under: 

 Size and nature of market. 

 Scope of competitive rivalry. 

 Market growth rate and position in the business life.  

 Number of rivals and their relative market share. 

 The number of buyers and their relative sizes.  

 The types of distribution channels used to access consumers. 

 The pace of technological change in both production process innovation and new 
product introductions. 

 Whether the products and services of rival firms are highly differentiated, weakly 
differentiated, or essentially identical? 
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 Whether organisation can realize economies of scale in purchasing, manufacturing, 
transportation, marketing, or advertising. 

 Whether key industry participants are clustered in a location.  

 Whether certain industry activities are characterized by strong learning and 
experience effects (“learning by doing”) such that unit costs decline as cumulative 
output grows. 

 Whether high rates of capacity utilization are crucial to achieve low-cost production 
efficiency. 

 Capital requirements and the ease of entry and exit.  

 Whether industry profitability is above or below par?  

Question 8 

(a)  Why an organisation should have a mission? What considerations are to be kept in mind 

while writing a good mission statement of a company? (5 Marks) 

(b)  Explain the Strategic Alliance. Describe the advantages of Strategic Alliance.  (5 Marks) 

Answer  

(a) Organization should have a mission on account of the following reasons: 

 To ensure unanimity of purpose within the organization. 

 To develop a basis, or standard, for allocating organizational resources. 

 To provide a basis for motivating the use of the organization’s resources.  

 To establish a general tone or organizational climate. 

 To serve as a focal point for those who can identify with the organization’s purpose 

and direction. 

 To facilitate the translation of objective and goals into a work structure involving the 

assignment of tasks to responsible elements within the organization.  

 To specify organizational purposes and the translation of these purposes into goals 

in such a way that cost, time, and performance parameters can be assessed and 

controlled. 

The following points must be considered while writing a good mission statement of a 

company:  

(i) To establish the special identity of the business - one that typically distinct it from 

other similarly positioned companies.  

(ii) Good mission statements should be unique to the organisation for which they are 

developed.  
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(iii) Needs which business tries to satisfy, customer groups it wishes to target and the 
technologies and competencies it uses and the activities it performs.  

(b) A strategic alliance is a relationship between two or more businesses that enables each to 
achieve certain strategic objectives which neither would be able to achieve on its own. The 
strategic partners maintain their status as independent and separate enti ties, share the 
benefits and control over the partnership, and continue to make contributions to the 
alliance until it is terminated. 

Advantages of Strategic Alliance 

Strategic alliance usually is only formed if they provide an advantage to all the parties  in 
the alliance. These advantages can be broadly categorised as follows:   

1. Organizational: Strategic alliance helps to learn necessary skills and obtain certain 
capabilities from strategic partners. Strategic partners may also help to enhance 
productive capacity, provide a distribution system, or extend supply chain. Strategic 
partners may provide a good or service that complements thereby creating a synergy. 
Having a strategic partner who is well-known and respected also helps add legitimacy 
and creditability to a new venture. 

2. Economic: There can be reduction in costs and risks by distributing them across the 
members of the alliance. Greater economies of scale can be obtained in an alliance, 
as production volume can increase, causing the cost per uni t to decline. Finally, 
partners can take advantage of co-specialization, creating additional value. 

3. Strategic: Rivals can join together to cooperate instead of compete. Vertical 
integration can be created where partners are part of supply chain. Strateg ic alliances 
may also be useful to create a competitive advantage by the pooling of resources and 
skills. This may also help with future business opportunities and the development of 
new products and technologies. Strategic alliances may also be used to get access 
to new technologies or to pursue joint research and development.  

4. Political: Sometimes strategic alliances are formed with a local foreign business to 
gain entry into a foreign market either because of local prejudices or legal barriers to 
entry. Forming strategic alliances with politically-influential partners may also help 
improve your own influence and position. 

Question 9 

(a) Discuss in what conditions rivalry among competitors tends to be  cut-throat and profitability 
of the industry goes down. (5 Marks) 

(b) Discuss the various approaches for evaluating the worth of a business.  (5 Marks) 

Answer  

(a) The intensity of rivalry in an industry is a significant determinant of industry attractiveness 

and profitability. The intensity of rivalry can influence the costs of suppliers, distribution, 

and of attracting customers and thus directly affect the profitability. The more intensive the 
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rivalry, the less attractive is the industry. Rivalry among competitors tends to be cutthroat 

and industry profitability low when 

(i) An industry has no clear leader. 

(ii) Competitors in the industry are numerous. 

(iii) Competitors operate with high fixed costs. 

(iv) Competitors face high exit barriers. 

(v) Competitors have little opportunity to differentiate their offerings. 

(vi) The industry faces slow or diminished growth. 

(b) Various approaches for determining a business’s worth can be grouped into three main 

approaches: 

(i) Net worth or stockholders’ equity: Net worth is the total assets minus total outside 

liabilities of an organisation. 

(ii) Future benefits to owners through net profits: These benefits are considered to 

be much greater than the amount of profits. A conservative rule of thumb is to 

establish a business’s worth as five times the firm’s current annual profit. A five -year 

average profit level could also be used. 

(iii) Market-determined business worth: This approach involves three methods. First, 

the firm’s worth may be based on the selling price of a similar company. The second 

approach is called the price-earnings ratio method whereby the market price of the 

firm’s equity shares is divided by the annual earnings per share and multiplied by the 

firm’s average net income for the preceding years. The third approach can be called 

the outstanding shares method whereby one has to simply multiply the number of 

shares outstanding by the market price per share and add a premium. 

Question 10 

(a) Distinguish between transformational leadership style and transactional leadership style.  

(b) Explain concept and nature of BPR. (5 Marks) 

OR 

Write a short note on the concept of cost leadership strategy and how to achieve it? 

(5 Marks) 

Answer  

(a) Difference between transformational and transactional leadership are as follows:  

1. Transformational leadership style uses charisma and enthusiasm to inspire people to 

exert them for the good of organization. Transactional leadership style uses the 

authority of its office to exchange rewards such as pay, status symbols etc.  
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2. Transformational leadership style may be appropriate in turbulent environment, in 

industries at the very start or end of their cycles, poorly performing organisations, 

when there is a need to inspire a company to embrace major changes. Transactional 

leadership style can be appropriate in static environment, in growing or mature 

industries and in organisations that are performing well. 

3. Transformational leaders inspire employees by offering excitement, vision, 

intellectual stimulation and personal satisfaction. Transactional leaders prefer a more 

formalized approach to motivation, setting clear goals with explicit rewards or 

penalties for achievement and non-achievement. Transactional leaders focus mainly 

to build on existing culture and enhance current practices.  

(b) BPR stands for business process reengineering which means starting all over again from 

scratch. It refers to the analysis and redesign of workflows and processes both within and 

between the organisations. Its objective is to improve performance in terms of time, cost, 

quality, and responsiveness to customers. It implies giving up old practices and adopting 

the improved ones. It is an effective tool of realising new strategies.  

Improving business processes is paramount for businesses to stay competitive in today’s 

marketplace. New technologies are rapidly bringing new capabilities to businesses, 

thereby raising the strategical options and the need to improve business processes 

dramatically. Even the competition has become harder. In today’s market place, major 

changes are required to just stay even. 

OR 

Cost leadership strategy requires vigorous pursuit of cost reduction in the areas of 

procurement, production, storage and distribution of product or service and also economies 

in overhead costs. Accordingly, the cost leader is able to charge a lower price for its 

products than its competitors and still make satisfactory profits. The low cost leadership 

should be such that no competitors are able to imitate so that it can result in sustainable 

competitive advantage to the cost leader firm. 

To achieve cost leadership, following are the actions that could be taken: 

1. Forecast the demand of a product or service promptly. 

2. Optimum utilization of the resources to get cost advantages. 

3. Achieving economies of scale leads to lower per unit cost of product/service. 

4. Standardisation of products for mass production to yield lower cost per unit.  

5. Invest in cost saving technologies and try using advance technology for smart 

working. 

6. Resistance to differentiation till it becomes essential.  
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SECTION – A: FINANCIAL MANAGEMENT 

Question No. 1 is compulsory. 

Attempt any four questions out of the remaining five questions. 

In case, any candidate answers extra question(s)/ sub-question(s) over and above the 

required number, then only the requisite number of questions first answered in the answer 

book shall be valued and subsequent extra question(s) answered shall be ignored.  

Working notes should form part of the answer 

Question 

(a) Following information has been gathered from the books of Tram Ltd. the equity shares 

of which is trading in the stock market at ` 14. 

Particulars Amount (`) 

Equity Share Capital (face value ` 10) 10,00,000 

10% Preference Shares 2,00,000 

Reserves 8,00,000 

10% Debentures 6,00,000 

Profit before Interest and Tax for the year 4,00,000 

Interest 60,000 

Profit after Tax for the year 2,40,000 

Calculate the following: 

(i)  Return on Capital Employed 

(ii)  Earnings per share 

(iii)  PE ratio 

(b) Door Ltd. is considering an investment of ` 4,00,000. This investment is expected to 

generate substantial cash inflows over the next five years. Unfortunately , the annual 

cash flows from this investment is uncertain, and the following profitability distribution 

has been established. 

Annual Cash Flow (`) Probability 

50,000 0.3 

1,00,000 0.3 

1,50,000 0.4 
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At the end of its 5 years life, the investment is expected to have a residual value of  

` 40,000. 

The cost of capital is 5% 

(i) Calculate NPV under the three different scenarios. 

(ii)  Calculate Expected Net Present Value. 

(iii)  Advise Door Ltd. on whether the investment is to be undertaken. 

Year 1 2 3 4 5 

DF @ 5% 0.952 0.907 0.864 0.823 0.784 

(c)   Following figures and information were extracted from the company A Ltd.  

Earnings of the company ` 10,00,000 

Dividend paid ` 6,00,000 

No. of shares outstanding 2,00,000 

Price Earnings Ratio 10 

Rate of return on investment 20% 

You are required to calculate: 

(i)  Current Market price of the share 

(ii)  Capitalisation rate of its risk class 

(iii)  What should be the optimum pay-out ratio? 

(iv)  What should be the market price per share at optimal pay-out ratio? (use Walter’s 

Model) 

(d)  A company has ` 1,00,000 available for investment and has identified the following four 

investments in which to invest. 

Project Investment (`) NPV (`) 

C 40,000 20,000 

D 1,00,000 35,000 

E 50,000 24,000 

F 60,000 18,000 

You are required to optimize the returns from a package of projects within the capital 

spending limit if- 

(i)  The projects are independent of each other and are divisible. 

(ii)  The projects are not divisible.  (4 x 5 = 20 Marks) 
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Answer 

(a) (i) Calculation of Return on capital employed (ROCE) 

Capital employed = Equity Shareholders’ funds + Debenture + Preference  

    shares 

                                            = ` (10,00,000 + 8,00,000 + 6,00,000 + 2,00,000) 

                                            = ` 26,00,000 

        Return on capital employed [ROCE-(Pre-tax)]  = 
PBIT

Capital Employed
x 100 

                                                                              = 
 4,00,000

 26,00,000

`

`
x 100 

                                                                               = 15.38% (approx.) 

         Return on capital employed [ROCE-(Post-tax)]= 
Profit after Tax

Capital Employed
x 100 

                                                                                = 
 2,40,000

 26,00,000

`

`
x 100 

                                                                               = 9.23% (approx.) 

  (ii)  Calculation of Earnings per share 

         Earnings per share  =
Earnings available to equity shareholders

No of equity shares
 

                                      = 
Profit after tax-preference Dividend

No of equity shares
 

                                = 
 (2,40,000 - 20,000)

 1,00,000

`

`
 

                                         = ` 2.20 

(iii)  Calculation of PE ratio 

                                 PE    = 
Market Price per Share (MPS)

Earning per Shares (EPS)
 

                                         = 
 14

 2.20

`

`
= 6.364 (approx.)  

© The Institute of Chartered Accountants of India



62 INTERMEDIATE (NEW) EXAMINATION: NOVEMBER, 2019 

(b)   (i)  Calculation of NPV under three different scenarios   (Amount in `) 

Particulars 1st Scenario 2nd Scenario 3rd Scenario 

Annual Cash Flow 50,000 1,00,000 1,50,000 

PV of cash inflows  

(Annual Cash Flow × 4.33*) 

2,16,500 4,33,000 6,49,500 

PV of Residual Value  

(` 40,000 × 0.784) 

31,360 31,360 31,360 

Total PV of Cash Inflow 2,47,860 4,64,360 6,80,860 

Initial investment 4,00,000 4,00,000 4,00,000 

NPV (1,52,140) 64,360 2,80,860 

* .952 + .907 + .864 + .823 + .784 = 4.33 

(ii)  Calculation of Expected Net present Value under three different scenarios 

Particulars 1st Scenario 2nd Scenario 3rd Scenario Total (`) 

Annual Cash Flow ` 50,000 ` 1,00,000 ` 1,50,000  

Probability 0.3 0.3 0.4 

Expected Value ` 15,000 ` 30,000 ` 60,000 1,05,000 

PV of Expected value (1,05,000 × 4.33) 4,54,650 

PV of Residual Value (40,000 × 0.784) 31,360 

Total PV of Cash Inflow 4,86,010 

Initial investment 4,00,000 

Expected Net Present Value  86,010 

(iii)  Since the expected net present value of the Investment is positive , the Investment 

should be undertaken. 

(c) (i) Current Market price of shares (applying Walter’s Model) 

• The EPS of the firm is ` 5 (i.e., Rs 10,00,000 / 2,00,000).  

• Rate of return on Investment (r) = 20%.  

• The Price Earnings (P/E) Ratio is given as 10, so capitalization rate (Ke), may 

be taken at the inverse of P/E Ratio.  Therefore, Ke is 10% or .10 (i.e., 1/10).  

• The firm is distributing total dividends of ` 6,00,000 among 2,00,000 shares, 

giving a dividend per share of ` 3.  
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The value of the share as per Walter’s model may be found as follows:  

Walter’s model is given by- 

  
e

e

r
D+ (E-D)

KP    =     
K

 

 Where,  

 P = Market price per share. 

 E = Earnings per share = ` 5 

 D = Dividend per share = ` 3 

 R = Return earned on investment = 20 % 

 Ke = Cost of equity capital = 10% or .10 

  

0.20
3+ (5-3)

0.10P    =     
0.10

= ` 70 

Current Market Price of shares can also be calculated as follows: 

Price Earnings (P/E) Ratio  = 
Market Price of Share 

Earnings per Shares 
 

   Or, 10  = 
Market Price of Share 

10,00,000 / 2,00,000 ` 
 

   Or, 10  = 
Market Price of Share 

5 ` 
 

Market Price of Share   =  ` 50 

(ii) Capitalization rate (Ke) of its risk class is 10% or .10 (i.e., 1/10).  

(iii) Optimum dividend pay-out ratio 

 According to Walter’s model when the return on investment is more than the cost of 

equity capital (10%), the price per share increases as the dividend pay-out ratio 

decreases.  Hence, the optimum dividend pay-out ratio in this case is nil or 0 (zero). 

(iv)  Market price per share at optimum dividend pay-out ratio 

 At a pay-out ratio of zero, the market value of the company’s share will be: 
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0.20
0+ (5-0)

0.10P    =     
0.10

 = ` 100  

(d) (i)  Optimizing returns when projects are independent and divisible.  

Computation of NPVs per Re. 1 of Investment and Ranking of the Projects 

Project Investment  

 

(`) 

NPV  

 

(`) 

NPV per Re. 1 
invested 

 (`) 

Ranking 

C 40,000 20,000 0.50 1 

D 1,00,000 35,000 0.35 3 

E 50,000 24,000 0.48 2 

F 60,000 18,000 0.30 4 

Building up of a Package of Projects based on their Rankings 

Project Investment 

(`) 

NPV 

(`) 

C 40,000 20,000 

E 50,000 24,000 

D  
(1/10th of Project) 

10,000 3,500 

Total 1,00,000 47,500 

 The company would be well advised to invest in Projects C, E and D (1/10 th) and 

reject Project F to optimise return within the amount of ` 1,00,000 available for 

investment. 

(ii)  Optimizing returns when projects are indivisible. 

Package of Project Investment 

(`) 

Total NPV 

 (`) 

C and E 90,000 
(40,000 + 50,000) 

44,000 
(20,000 + 24,000) 

C and F 1,00,000 
(40,000 + 60,000) 

38,000 
(20,000 + 18,000) 

Only D 1,00,000 35,000 

 The company would be well advised to invest in Projects C and E to optimise return 

within the amount of ` 1,00,000 available for investment. 
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Question 2 

The Balance Sheet of Gitashree Ltd. is given below: 

Liabilities  (` ) 

Shareholders’ fund   

Equity share capital of ` 10 each ` 1,80,000  

Retained earnings ` 60,000 2,40,000 

Non-current liabilities 10% debt  2,40,000 

Current liabilities  1,20,000 

  6,00,000 

Assets   

Fixed Assets  4,50,000 

Current Assets  1,50,000 

  6,00,000 

The company's total asset turnover ratio is 4. Its fixed operating cost is ` 2,00,000 and its 

variable operating cost ratio is 60%. The income tax rate is 30%. 

Calculate: 

(i) (a) Degree of Operating leverage.  

(b)  Degree of Financial leverage.  

(c)  Degree of Combined leverage. 

(ii)  Find out EBIT if EPS is (a) ` 1  (b) ` 2 and (c) `  0. (10 Marks) 

Answer 

Working Notes: 

Total Assets     = ` 6,00,000   

Total Asset Turnover Ratio i.e.  =  
Total Sales

Total Assets
  = 4 

Hence, Total Sales     =     ` 6,00,000  4  = ` 24,00,000 

Computation of Profits after Tax (PAT) 

Particulars (`)  

Sales 24,00,000 

Less: Variable operating cost @ 60% 14,40,000 

Contribution 9,60,000 
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Less: Fixed operating cost (other than Interest) 2,00,000 

EBIT (Earning before interest and tax) 7,60,000 

Less: Interest on debt (10%  2,40,000) 24,000 

EBT (Earning before tax) 7,36,000 

Less: Tax 30% 2,20,800 

EAT (Earning after tax) 5,15,200 

(i)  (a) Degree of Operating Leverage 

Degree of Operating leverage =
Contribution 9,60,000

EBIT 7,60,000
=

` 

` 
= 1.263 (approx.) 

(b) Degree of Financial Leverage 

Degree of Financial Leverage =
EBIT 9,60,000

 EBT 7,60,000
=

` 

` 
= 1.033 (approx.) 

 (c) Degree of Combined Leverage 

 Degree of Combined Leverage =
Contribution EBIT Contribution 

EBIT  EBT EBT 
 =  

=
9,60,000

7,60,000

` 

` 
= 1.304 (approx.) 

                                                 Or  

Degree of Combined Leverage =  Degree of Operating Leverage  Degree of 

Financial Leverage 

                                  = 1.263  1.033 = 1.304 (approx.) 

(ii) (a)  If EPS is Re. 1 

EPS   = 
(EBIT -Interest)(1- tax)

Noof equity shares
  

          Or,    1  =
(EBIT- 24,000) (1-0.30)

 18,000

` 
  

            Or, EBIT = ` 49,714 (approx.) 

 

 

© The Institute of Chartered Accountants of India



 PAPER – 8: FINANCIAL MANAGEMENT AND ECONOMICS FOR FINANCE  67 

(b)  If EPS is ` 2 

             2 = 
(EBIT- 24,000) (1-0.30)

 18,000

` 
 

            Or, EBIT = ` 75,429 (approx.) 

(c)  If EPS is ` 0 

           0 = 
(EBIT- 24,000) (1-0.30)

 18,000

` 
 

            Or, EBIT = ` 24,000 

Alternatively, if EPS is 0 (zero), EBIT will be equal to interest on debt i.e. ` 24,000. 

Question 3 

Slide Ltd. is preparing a cash flow forecast for the three months period from January to the 

end of March. The following sales volumes have been forecasted: 

Months December January February March April 

Sales (units) 1,800 1,875 1,950 2,100 2,250 

Selling price per unit is ` 600. Sales are all on one month credit. Production of goods for sale 

takes place one month before sales. Each unit produced requires two units of raw materials 

costing ` 150 per unit. No raw material inventory is held.  Raw materials purchases are on 

one month credit. Variable overheads and wages equal to ` 100 per unit are incurred during 

production and paid in the month of production. The opening cash balance on 1st January is 

expected to be ` 35,000. A long term loan of ` 2,00,000 is expected to be received in the 

month of March.  A machine costing ` 3,00,000 will be purchased in March. 

(a)  Prepare a cash budget for the months of January, February and March and calculate the 

cash balance at the end of each month in the three months period.  

(b) Calculate the forecast current ratio at the end of the three months period.  (10 Marks) 

Answer 

Working Notes: 

(1) Calculation of Collection from Trade Receivables: 

Particulars December January February March 

Sales (units) 1,800 1,875 1,950 2,100 

Sales (@ ` 600 per unit) / Trade 

Receivables (Debtors) (`) 
10,80,000 11,25,000 11,70,000 12,60,000 
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Collection from Trade 

Receivables (Debtors) (`) 

 10,80,000 11,25,000 11,70,000 

(2)  Calculation of Payment to Trade Payables: 

Particulars December January February March 

Output (units) 1,875 1,950 2,100 2,250 

Raw Material (2 units per output) 

(units) 

3,750 3,900 4,200 4,500 

Raw Material (@ ` 150 per unit) / 

Trade Payables (Creditors) (`) 

5,62,500 5,85,000 6,30,000 6,75,000 

Payment to Trade Payables 

(Creditors) (`) 

 5,62,500 5,85,000 6,30,000 

(3) Calculation of Variable Overheads and Wages: 

Particulars January February March 

Output (units) 1,950 2,100 2,250 

Payment in the same month @ ` 100 per unit 

(`) 

1,95,000 2,10,000 2,25,000 

(a)         Preparation of Cash Budget 

Particulars 
January 

(`) 
February 

(`) 
March 

(`) 

Opening Balance 35,000 3,57,500 6,87,500 

Receipts:    

Collection from Trade Receivables 
(Debtors) 

10,80,000 11,25,000 11,70,000 

Receipt of Long-Term Loan   2,00,000 

Total (A) 11,15,000 14,82,500 20,57,500 

Payments:    

Trade Payables (Creditors) for Materials 5,62,500 5,85,000 6,30,000 

Variable Overheads and Wages 1,95,000 2,10,000 2,25,000 

Purchase of Machinery   3,00,000 

Total (B) 7,57,500 7,95,000 11,55,000 

Closing Balance (A – B) 3,57,500 6,87,500 9,02,500 
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(b)       Calculation of Current Ratio 

Particulars March (`) 

Output Inventory (i.e. units produced in March) 

[(2,250 units x 2 units of raw material per unit of output x ` 150 
per unit of raw material) + 2,250 units x ` 100 for variable 
overheads and wages]  

or, [6,75,000 + 2,25,000] from Working Notes 2 and 3 

 

9,00,000 

Trade Receivables (Debtors) 12,60,000 

Cash Balance 9,02,500 

Current Assets  30,62,500 

Trade Payables (Creditors)  6,75,000 

Current Liabilities  6,75,000 

Current Ratio (Current Assets / Current Liabilities) 4.537 approx. 

Question 4 

Loft Ltd. is considering an investment in new technology that will reduce operating costs 

through increasing efficiency. The new technology will cost ` 5,00,000 and have a four year 

life at the end of which it will have a residual value of ` 50,000. 

An annual license fee of ` 52,000 is payable to operate the machine. The purchase can be 

financed by 10% loan payable in equal installments at the end of each of four years. The 

depreciation is to be charged as per reducing balance method. The rate of depreciation is 

25% per annum. 

Alternatively, Loft Ltd. could lease the new technology. The Company would pay four annual 

lease rentals of ` 1,90,000 per year. The annual lease rentals include the cost of license fee. 

Tax rate is 30%. Compute the incremental cash flows under each option. What would be the 

appropriate rate at which these cash flows have to be discounted? Discount the incremental 

cash flows under each option and decide which option is better - buy or lease? 

Year 1 2 3 4 

DF @ 7% 0.935 0.873 0.816 0.763 

DF @ 10% 0.909 0.826 0.751 0.683 

(10 Marks) 

Answer 

(1) The buy or lease decision means computation of NPV arising from lease decision i.e. 

computation of valuation advantage of lease over buy. If the value is positive then we go 

for lease, otherwise we buy. 
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(2) The valuation process involves – a) finding incremental cash flow of lease over buy, and 

then, b) discounting the incremental cash flow by net of tax interest rate of equivalent 

loan (to purchase the asset in question).   

If we go for lease, there would be cash outflow in the form of net of tax lease rent from 

year 1 to 4. Net of tax lease rent per annum = ` 1,90,000 x (1-.30) = ` 1,33,000.  

Again, if the equipment had been purchases there would have been tax saving of 

depreciation = Depreciation x tax rate. Here, the tax saving or tax shield is available for 4 

years. But under lease the benefit accrues to lessor. For lessee it is a negat ive cash flow 

as advantage is not available to him under lease arrangement as lessor is considered 

the legal owner of the asset for claiming depreciation under Income tax law. The 

depreciation schedule and tax shield on depreciation are given in table 1.  

Table 1 

Year Cost/ opening 

balance (`) 

Depreciation @ 

25% (`) 

Closing 

balance (`) 

Tax shield 

(`) 

1 5,00,000 1,25,000 3,75,000 37,500 

2 3,75,000 93,750 2,81,250 28,125 

3 2,81,250 70,312.50 2,10,937.50 21,093.75 

4 2,10,937.50 52,734.38 1,58,203.12 15,820.31 

(3)  Further, if the equipment had been purchased there would have been tax saving of 

interest on loan = interest on loan x tax rate. Here, the tax saving or tax shield is 

available for 4 years. For lessee it is a negative cash flow as advantage is not  available 

to him under lease arrangement.  

The loan amount would have been repayable together with the interest at the rate of 10% 

in equal installment at the end of each year. The PVAF at the rate of 10% for 4 years is 

3.169 (.909 + .826 + .751 + .683), the amount payable would have been-  

Annual Installment = 
5,00,000

 3.169

 ̀
= ` 1,57,778 (approx.) 

The interest expense schedule and tax shield on interest expense are given in table 2.  

Table 2 

Year Total 

Installment (`) 

Interest 

(`) 

Principal 

(`) 

Principal amount 

outstanding (`) 

Tax 

shield (`) 

1 1,57,778 50,000 1,07,778 3,92,222 15,000 

2 1,57,778 39,222 1,18,556 2,73,666 11,766.6 

3 1,57,778 27,367 1,30,411 1,43,255 8,210.1 
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4 1,57,778 14,523 

(bal. fig.) 

1,43,255 ------ 4,356.9 

(4) After 4 years the equipment is sold for ` 50,000 which is a cash outflow due to lease 

over buy 

Loss on sale  = ` (1,58,203.12 - 50,000)    

                         = ` 1,08,203.12 

Tax savings on loss = 30% of ` 1,08,203.12 = ` 32,460.94 

  This further tax shield has to be accounted for in the year 4. 

(5) If the equipment is taken on lease, the cash outflow on a/c of lease rental, depreciation 

tax shield is given in table 3 

Table 3 

Year Net of tax lease 

rental (`)    

Depreciation 

tax shield (`) 
(from Table 1) 

Interest tax 

shield (`) 
 (from Table 2) 

Total (`) 

1 1,33,000 37,500 15,000 1,85,500 

2 1,33,000 28,125 11,766.6 1,72,891.6 

3 1,33,000 21,093.75 8,210.1 1,62,303.85 

4 1,33,000 15,820.31 4,356.9 1,53,177.21 

(6) Net of tax interest rate = 0.10X (1-.30) = 0.07    

Calculation of NPV for lease over buy option      (Amount in `) 

Year 1 2 3 4 

Loan Installment 1,57,778 1,57,778 1,57,778 1,57,778 

License Fees (net of 
Taxes) 

36,400 36,400 36,400 36,400 

Amount from sale of 
Machine 

   (50,000) 

Tax saving on loss on 
sale 

   (32,460.94) 

Total Tax Shield on 
Lease Rent, Interest 
and Depreciation 

(1,85,500) (1,72,891.60) (1,62,303.85) (1,53,177.21) 

Total Cash flow 8,678.00 21,286.40 31,874.15 (41,460.15) 
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Discounting Factor 
@7% 

0.935 0.873 0.816 0.763 

Discounted Cash Flow 8,113.93 18,583.03 26,009.31 (31,634.09) 

NPV [8,113.93 + 18,583.03 + 26,009.31 + (31,634.09)] 21,072.17 

Since, NPV or value of the lease is positive, the equipment should be taken on lease . 

Question 5 

A Company wants to raise additional finance of ` 5 crore in the next year. The company 

expects to retain ` 1 crore earning next year. Further details are as follows: 

(i)   The amount will be raised by equity and debt in the ratio of 3: 1.  

(ii)  The additional issue of equity shares will result in price per share being fixed at ` 25. 

(iii) The debt capital raised by way of term loan will cost 10% for the first ` 75 lakh and 12% 

for the next ` 50 lakh. 

(iv)  The net expected dividend on equity shares is ` 2.00 per share. The dividend is 

expected to grow at the rate of 5%. 

(v)  Income tax rate is 25%. 

You are required: 

(a)  To determine the amount of equity and debt for raising additional finance.  

(b)  To determine the post-tax average cost of additional debt. 

(c)  To determine the cost of retained earnings and cost of equity. 

(d)  To compute the overall weighted average cost of additional finance after tax . 

(10 Marks) 

Answer 

(a) Determination of the amount of equity and debt for raising additional finance:  

Pattern of raising additional finance 

Equity  3/4 of ` 5 Crore  = ` 3.75 Crore 

Debt 1/4 of ` 5 Crore = ` 1.25 Crore 

The capital structure after raising additional finance: 

Particulars  (` In crore) 

Shareholders’ Funds    

Equity Capital  (3.75 – 1.00)  2.75 

Retained earnings   1.00 
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Debt (Interest at 10% p.a.)    0.75 

        (Interest at 12% p.a.)            (1.25-0.75)  0.50 

Total Funds 5.00 

(b) Determination of post-tax average cost of additional debt 

Kd = I (1 – t) 

 Where, 

  I = Interest Rate 

  t = Corporate tax-rate 

  On ` 75,00,000 = 10% (1 – 0.25) = 7.5% or 0.075 

  On ` 50,00,000 = 12% (1 – 0.25) =  9% or 0.09 

Average Cost of Debt 

=
( 75,00,000 0.075) + ( 50,00,000 0.09)

 1,25,00,000

 ` ` 
x 100 

=
5,62,500 + 4,50,000

 1,25,00,000

` ` 
x 100 = 8.10% 

(c) Determination of cost of retained earnings and cost of equity (Applying Dividend growth 

model): 

Ke = g
P

D

0

1 +  

Where,  

  Ke = Cost of equity 

  D1 = DO (1+ g) 

  D0 = Dividend paid (i.e = ` 2) 

  g   = Growth rate 

  P0 = Current market price per share 

Then, Ke = 
 Rs. 2 (1.05)

 + 0.05
Rs. 25

= 
Rs. 2.1

 + 0.05 = 0.084 + 0.05 = 0.134
Rs. 25

= 13.4%      

Cost of retained earnings equals to cost of Equity i.e. 13.4% 
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(d) Computation of overall weighted average after tax cost of additional finance  

Particular (`) Weights Cost of 
funds 

Weighted 
Cost (%) 

Equity (including retained 
earnings) 

3,75,00,000 3/4 13.4% 10.05 

Debt 1,25,00,000 1/4 8.1% 2.025 

WACC 5,00,00,000   12.075 

Question 6 

(a)  Briefly explain the three finance function decisions.  (3 Marks) 

(b) Explain the steps while using the equivalent annualized criterion.  (3 Marks) 

(c)  Explain the significance of Cost of Capital. (4 Marks) 

OR 

Briefly describe any four sources of short-term finance.  (4 Marks) 

Answer 

(a) The finance functions are divided into long term and short term functions/  

decisions: 

Long term Finance Function Decisions 

(i)  Investment decisions (I): These decisions relate to the selection of assets in which 

funds will be invested by a firm. Funds procured from different sources have to be 

invested in various kinds of assets. Long term funds are used in a project for 

various fixed assets and also for current assets.  

(ii) Financing decisions (F): These decisions relate to acquiring the optimum finance 

to meet financial objectives and seeing that fixed and working capital are effectively 

managed.  The financial manager needs to possess a good knowledge of the 

sources of available funds and their respective costs and needs to ensure that the 

company has a sound capital structure, i.e. a proper balance between equity capital 

and debt.   

(iii) Dividend decisions (D): These decisions relate to the determination as to how 

much and how frequently cash can be paid out of the profits of an organisation as 

income for its owners/shareholders.  The owner of any profit -making organization 

looks for reward for his investment in two ways, the growth of the capital invested 

and the cash paid out as income; for a sole trader this income would be termed as 

drawings and for a limited liability company the term is dividends. 
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Short- term Finance Decisions/Function  

Working capital Management (WCM): Generally short term decision is reduced to 

management of current asset and current liability (i.e., working capital Management) . 

(b)  Equivalent Annualized Criterion:  This method involves the following steps- 

(i) Compute NPV using the WACC or discounting rate. 

(ii) Compute Present Value Annuity Factor (PVAF) of discounting factor used above for 

the period of each project. 

(iii) Divide NPV computed under step (i) by PVAF as computed under step (ii) and 

compare the values. 

(c)  Significance of the Cost of Capital: The cost of capital is important to arrive at correct 

amount and helps the management or an investor to take an appropriate decision. The 

correct cost of capital helps in the following decision making: 

(i) Evaluation of investment options: The estimated benefits (future cashflows) from 

available investment opportunities (business or project) are converted into the 

present value of benefits by discounting them with the relevant cost of capital. Here 

it is pertinent to mention that every investment option may have different cost of 

capital hence it is very important to use the cost of capital which is relevant to the 

options available. Here Internal Rate of Return (IRR) is treated as cost of capital for 

evaluation of two options (projects). 

(ii) Performance Appraisal: Cost of capital is used to appraise the performance of a 

particulars project or business. The performance of a project or business in 

compared against the cost of capital which is known here as cut-off rate or hurdle 

rate. 

(iii) Designing of optimum credit policy: While appraising the credit period to be 

allowed to the customers, the cost of allowing credit period is compared against the 

benefit/ profit earned by providing credit to customer of segment of customers. Here 

cost of capital is used to arrive at the present value of cost and benefits received.  

OR 

Sources of Short Term Finance: There are various sources available to meet short- 

term needs of finance. The different sources are discussed below- 

(i)  Trade Credit: It represents credit granted by suppliers of goods, etc., as an incident 

of sale. The usual duration of such credit is 15 to 90 days. It generates 

automatically in the course of business and is common to almost all business 

operations. It can be in the form of an 'open account' or 'bills payable'.  

(ii) Accrued Expenses and Deferred Income: Accrued expenses represent liabilities 

which a company has to pay for the services which it has already received like 
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wages, taxes, interest and dividends.  Such expenses arise out of the day-to-day 

activities of the company and hence represent a spontaneous source of finance.  

 Deferred Income: These are the amounts received by a company in lieu of goods 

and services to be provided in the future. Since these receipts increases a 

company’s liquidity, they are also considered to be an important  sources of short-

term finance. 

(iii) Advances from Customers: Manufacturers and contractors engaged in producing 

or constructing costly goods involving considerable length of manufacturing or 

construction time usually demand advance money from their customers at the time 

of accepting their orders for executing their contracts or supplying the goods. This is 

a cost free source of finance and really useful. 

(iv) Commercial Paper: A Commercial Paper is an unsecured money market 

instrument issued in the form of a promissory note. The Reserve Bank of India 

introduced the commercial paper scheme in the year 1989 with a view to enabling 

highly rated corporate borrowers to diversify their sources of short-term borrowings 

and to provide an additional instrument to investors.  

(v) Treasury Bills: Treasury bills are a class of Central Government Securities. 

Treasury bills, commonly referred to as T-Bills are issued by Government of India to 

meet short term borrowing requirements with maturities ranging between 14 to 364 

days.  

(vi)  Certificates of Deposit (CD): A certificate of deposit (CD) is basically a savings 

certificate with a fixed maturity date of not less than 15 days up to a maximum of 

one year.  

(vii)  Bank Advances: Banks receive deposits from public for different periods at varying 

rates of interest. These funds are invested and lent in such a manner that when 

required, they may be called back. Lending results in gross revenues out of which 

costs, such as interest on deposits, administrative costs, etc., are met and a 

reasonable profit is made. A bank's lending policy is not merely profit motivated but 

has to also keep in mind the socio- economic development of the country. Some of 

the facilities provided by banks are Short Term Loans, Overdraft, Cash Credits, 

Advances against goods, Bills Purchased/Discounted. 

(viii) Financing of Export Trade by Banks: Exports play an important role in 

accelerating the economic growth of developing countries like India. Of the several 

factors influencing export growth, credit is a very important factor which enables 

exporters in efficiently executing their export orders. The commercial banks provide 

short-term export finance mainly by way of pre and post-shipment credit. Export 

finance is granted in Rupees as well as in foreign currency.  

(ix) Inter Corporate Deposits: The companies can borrow funds for a short period say 

6 months from other companies which have surplus liquidity. The rate of interest on 

© The Institute of Chartered Accountants of India



 PAPER – 8: FINANCIAL MANAGEMENT AND ECONOMICS FOR FINANCE  77 

inter corporate deposits varies depending upon the amount involved and time 

period. 

(x) Certificate of Deposit (CD): The certificate of deposit is a document of title similar 

to a time deposit receipt issued by a bank except that there is no prescribed interest 

rate on such funds. 

 The main advantage of CD is that banker is not required to encash the deposit 

before maturity period and the investor is assured of liquidity because he can sell 

the CD in secondary market. 

(xi) Public Deposits: Public deposits are very important source of short-term and 

medium term finances particularly due to credit squeeze by the Reserve Bank of 

India. A company can accept public deposits subject to the stipulations of Reserve 

Bank of India from time to time maximum up to 35 per cent of its paid up capital and 

reserves, from the public and shareholders. These deposits may be accepted for a 

period of six months to three years. Public deposits are unsecured loans; they 

should not be used for acquiring fixed assets since they are to be repaid within a 

period of 3 years. These are mainly used to finance working capital requirements.  
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SECTION – B: ECONOMICS FOR FINANCE 

Question No. 7 is compulsory.  

Answer any three from the rest. 

Question 7 

(a) Compute the amount of subsidies from the following data: 

GDP at market price (` in crores)    7,79,567 

Indirect Taxes (` in crores)    4,54,367 

GDP at factor cost (` in crores)  3,60,815 (3 Marks) 

(b) What do you mean by 'Global Public Goods'?  Explain in brief. (2 Marks) 

(c) Compute reserve money from the following data published by RBI: 

 (` in crores) 

Net RBI credit to the government 8,51,651 

RBI Credit to the commercial sector 2,62,115 

RBI' s claim on Banks 4.10,315 

Government's Currency liabilities to the public 1,85,060 

RBI’s net foreign assets 72,133 

RBI’s net non-monetary liabilities 68,032 

(3 Marks) 

(d) Explain the term 'Real Exchange Rate'. (2 Marks) 

Answer 

(a)  Gross Domestic Product at Market Price (GDP MP) = Gross Domestic Product at Factor 

Cost (GDPFC) + (Indirect Taxes – Subsidies) 

 Subsidies = GDPFC + Indirect tax - GDPMP 

                 = 360815 + 454367 – 779567 

                = ` 35,615 Crores   

(b)  Global Public Goods are those public goods with benefits /costs that potentially extend 

to everyone in the world. These goods have widespread impact on different countries 

and regions, population groups and generations throughout the entire globe. Global 

Public Goods may be:  

• final public goods which are ‘outcomes’ such as ozone layer preservation or climate 

change prevention, or  
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• intermediate public goods, which contribute to the provision of final public goods. 

e.g. International health regulations 

 The distinctive characteristic of global public goods is that there is no mechanism 

(either market or government) to ensure an eff icient outcome. 

 The World Bank identifies five areas of global public goods which it seeks to 

address: namely, the environmental commons (including the prevention of climate 

change and biodiversity), communicable diseases (including HIV/AIDS, 

tuberculosis, malaria, and avian influenza), international trade, international 

financial architecture, and global knowledge for development.  

(c)  Reserve Money = Net RBI credit to the Government + RBI credit to the Commercial 

sector + RBI’s Claims on banks + RBI’s net Foreign assets + Government’s Currency 

liabilities to the public – RBI’s net non - monetary Liabilities. 

 = 851651 + 262115 + 410315 + 72133 + 185060 -68032 

 = 1713242 crores   

(d)  The Real Exchange Rate (RER) compares the relative price of the consumption baskets 

of two countries, i.e. it describes ‘how many’ of a good or service in one country can be 

traded for ‘one’ of that good or service in a foreign country.  Unlike nominal exchange 

rate which assumes constant prices of goods and services, the real exchange rate 

incorporates changes in prices. The real exchange rate therefore is the exchange rate 

times the relative prices of a market basket of goods in the two countries and is 

calculated as:  

Real exchange rate = Nominal exchange rate X 
Domestic Price Index

Foreign Price Index
  

Question 8 

(a) (i)  Describe the problems in administering an efficient pollution tax.  (3 Marks) 

(ii) Explain the open market operations conducted by RBI. (2 Marks) 

(b) (i)  Explain the key features of modem theory of international trade.  (3 Marks) 

(ii) Distinguish between 'pump priming' and ‘compensatory spending’ (2 Marks) 

Answer 

(a)  (i)  Pollution tax is imposed on the polluting firms in proportion to their pollution outp ut 

to ensure internalization of externalities. Following are the problems in 

administering an efficient pollution tax: 

1. Pollution taxes are complex to determine and administer because it is difficult to 

discover the right level of taxation that would ensure that the private cost plus 

taxes will exactly equate with the social cost.  
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2. If the demand for the good on which pollution tax is imposed is inelastic, the tax 

may only have an insignificant effect in reducing demand. The producers will be 

able to easily shift the tax burden in the form of higher product prices. This will 

have an inflationary effect and may reduce consumer welfare. 

3. Imposition of pollution tax involves the use of complex and costly administrative 

procedures for monitoring the polluters.  

4. Pollution tax does not provide any genuine solutions to the problem. It only 

establishes an incentive system for use of methods which are less polluting. 

5. Pollution taxes also have potential negative consequences on employment and 

investments because high pollution taxes in one country may encourage producers 

to shift their production facilities to those countries with lower pollution taxes. 

(ii)   Open Market Operations (OMO) is a general term used for monetary policy 

involving market operations conducted by the Reserve Bank of India by way of sale/ 

purchase of government securities to/ from the market with an objective to adjust 

the rupee liquidity conditions in the market on a durable basis.  

 When the Reserve Bank of India feels that there is excess rupee liquidity in the 

market, it resorts to sale of government securities for absorption of the excess 

liquidity. Similarly, when the liquidity conditions are tight, the RBI will buy 

securities from the market, thereby injecting liquidity into the market. 

(b)  (i)  The Heckscher-Ohlin theory of trade, also referred to as Factor-Endowment Theory 

of Trade or Modern Theory of Trade, emphasises the role of a country's factor 

endowments in explaining the basis for its trade. ‘Factor endowment’ refers to the 

overall availability of usable resources including both natural and man-made means 

of production. 

 If two countries have different factor endowments under identical production 

function and identical preferences, then the difference in factor endowment results 

in two countries having different factor prices and different cost functions.  In this 

model a country's advantage in production arises solely from its relative factor 

abundance. Thus, comparative advantage in cost of production is explained 

exclusively by the differences in factor endowments of the nations.  

 According to this theory, international trade is but a special case of inter-regional 

trade. Different regions have different factor endowments, that is, some regions 

have abundance of labour, but scarcity of capital; whereas other regions have 

abundance of capital, but scarcity of labour. Thus, each region is suitable for the 

production of those goods for whose production it has relatively plentiful supply of  

the requisite factors. The theory states that a country’s exports depend on its 

resources endowment i.e. whether the country is capital -abundant or labour-

abundant. A country which is capital-abundant will export capital-intensive goods. 

Likewise, the country which is labor-abundant will export labour-intensive goods. 
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The Heckscher-Ohlin Trade Theorem establishes that a country tends to specialize 

in the export of a commodity whose production requires intensive use of its 

abundant resources and imports a commodity whose production requires intensive 

use of its scarce resources. 

 The Factor-Price Equalization Theorem which is a corollary to the Heckscher-Ohlin 

trade theory states that in the absence of foreign trade, it is quite likely that factor 

prices are different in different countries. International trade equalizes the absolute 

and relative returns to homogenous factors of production and their prices. This 

implies that the wages and rents will converge across the countries with free trade, 

or in other words, trade in goods is a perfect substitute for trade in factors. The 

Heckscher-Ohlin theorem thus postulates that foreign trade eliminates the factor 

price differentials. 

(ii) A distinction may be made between the two concepts of public spending during 

depression, namely, the concept of ‘pump priming’ and the concept of 'compensatory 

spending'. Pump priming involves a one-shot injection of government expenditure into 

a depressed economy with the aim of boosting business confidence and encouraging 

larger private investment. It is a temporary fiscal stimulus in order to set off the multiplier 

process. The argument is that with a temporary injection of purchasing power into the 

economy through a rise in government spending financed by borrowing rather than 

taxes, it is possible for government to bring about permanent recovery from a slump. 

Compensatory spending is said to be resorted to when the government spending is 

deliberately carried out with the obvious intention to compensate for the deficiency in 

private investment.  

Question 9 

(a) The price index for exports of Bangladesh in the year 2018-19 (based on 2010-11) was 
233.73 and the price index for imports of it was 220.50 (based on 2010-11) 

(i) What do these figures mean? 

(ii) Calculate the index of terms of trade for Bangladesh. 

(iii) How would you interpret the index of terms of trade for Bangladesh? (5 Marks) 

(b) (i) Explain the consumption function using a suitable table and diagram. (3 Marks) 

(ii) Distinguish between positive and negative externalities. (2 Marks) 

Answer 

(a) (i)  The figures represent foreign trade price indices which are compiled using prices of 

specified group of commodities exported from and imported by Bangladesh in the 

year 2018-19.  Both indices have a base year of 2010 -11 (=100) and the price 

changes are measured in relation to that figure. In the current year, the import price 

index of 220.50 indicates that there has been a 120.50 percent increase in price 

since 2010-11 and export price index shows that there is 133.73 percent increase in 
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export prices. These indices track the changes in the price which firms and 

countries receive / pay for products they export/ import and can be used for 

assessing the impact of international trade on the domestic economy.   

(ii) Terms of trade for Bangladesh (ToT) is given by 

 Terms of Trade= 100
import Bangladesh ofindex  Price

export Bangladesh ofindex  Price
  

100
50.220

73.233
 = 106    

(iii)  ‘Terms of trade’ is defined as the ratio between the index of export prices and the 

index of import prices. It is the relative price of a country’s exports in terms of its 

imports and can be interpreted as the amount of import goods an economy can 

purchase per unit of export goods. If the export prices increase more than the 

import prices, a country has positive terms of trade, because for the same amount 

of exports, it can purchase more imports.  

 In the given problem, with a ToT of 106, a unit of exports by Bangladesh will buy six   

percent more of imports. In other words, from the sale of home produced goods at 

higher export prices and the purchase of foreign produced goods at lower prices, 

trade will result in Bangladesh obtaining a greater volume of imported products for a 

given volume of the exported product. This indicates increased welfa re for 

Bangladesh. 

(b)  (i)  Consumption function expresses the functional relationship between aggregate 

consumption expenditure and aggregate disposable income, expressed as:  

 C = f (Y) 

 When income is low, consumption expenditures of households will exceed their 

disposable income and households dissave i.e. they either borrow money or draw 

from their past savings to purchase consumption goods. If the disposable income 

increases, consumers will increase their planned expenditures and current 

consumption expenditures rise, but only by less than the increase in income. This 

can be illustrated with the following table and diagram:   

Disposable Income (Yd) (` Crores) Consumption (C) (` Crores) 

0 30 

100 100 

200 170 

300 240 

400 310 
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500 380 

600 450 

700 520 

 The specific form of consumption function, proposed by Keynes is as follows:  

 C = a + bY 

 where C = aggregate consumption expenditure; Y= total disposable income; a is a 

constant term which denotes the (positive) value of consumption at zero level of 

disposable income; and the parameter b, the slope of the function, (∆C /∆Y) is the 

marginal propensity to consume (MPC) i.e the increase in consumption per unit 

increase in disposable income. 

 

(ii)  An externality is defined as the uncompensated impact of one person’s production 

and/or consumption actions on the well-being of another who is not involved in the 

activity and such effects are not reflected directly in market prices. If the impact on 

the third parties’ is adverse, it is called a negative externality. If i t is beneficial, it is 

called a positive externality.  

 When negative externalities are present, the social cost of production or consumption 

is greater than the private cost. The benefit of a negative externality goes to the agent 

producing it, while the costs are invariably borne by the society at large. 

 When a positive externality exists, the benefit to the individual or firm is less than 

the benefit to the society i.e. the social value of the good exceeds the private value. 

In both cases, the outcome is market failure and inefficient allocation of resources.  
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Question 10 
(a) (i) Explain the circular flow of income in an economy. (3 Marks) 

(ii) How does the WTO agreement ensure market access? (2 Marks) 
(b)  (i) How does a discretionary fiscal policy help in correcting instabilities in the 

economy? (3 Marks) 
(ii)  Explain 'Reverse Repo Rate'.  (2 Marks) 

Answer 
(a)  (i)  Circular flow of income refers to the continuous circulation of production, income 

generation and expenditure involving different sectors of the economy. There are 

three different interlinked phases in a circular flow of income, namely: production, 

distribution and disposition as can be seen from the following figure . 

 

Circular Flow of Income 

(i) In the production phase, firms produce goods and services with the help of 

factor services. 

 
 The circular flow of income describes the flows of money among the different sectors of an economy 
namely, household sector, firm sector, government sector, foreign sector and financial sector. It is studied 
using different models as two sector, three sectors, four sectors etc. and therefore cannot be summarized to 
fit into a three marks question. The answer given is a simple version of the circular flow which is the basis of 
national income accounting, namely, Gross Domestic Product (GDP) = income = production = spending. 
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(ii) In the income or distribution phase, there is a flow of factor incomes in the 

form of rent, wages, interest and profits from firms to the households.  

(iii) In the expenditure or disposition phase, the income received by different 

factors of production is spent on consumption goods and services and 

investment goods. This expenditure leads to further production of goods and 

services and sustains the circular flow. 

 It is clear from the figure that income is first generated in production unit, then it is 

distributed to households in the form of wages, rent, interest and profit. This 

increases the demand for goods and services and as a result there is increase in 

consumption expenditure. This leads to further production   of goods and services 

and thus make the circular flow complete. These processes of production, 

distribution and disposition keep going on simultaneously. 

(ii)  The principal objective of the WTO is to facilitate the flow of international trade 

smoothly, freely, fairly and predictably. The WTO agreement aims to increase world 

trade by enhancing market access by the following:  

(i) The agreement specifies the conduct of trade without discrimination. The Most -

favoured-nation (MFN) principle holds that if a country lowers a trade barrier or 

opens up a market, it has to do so for the same goods or services from all 

other WTO members.  

(ii) The National Treatment Principle requires that a country should not 

discriminate between its own and foreign products, services or nationals. With 

respect to internal taxes, internal laws, etc. applied to imports, treatment not 

less favourable than that which is accorded to like domestic products must be 

accorded to all other members. 

(iii) The principle of general prohibition of quantitative restrictions  

(iv) By converting all non- tariff barriers into tariffs which are subject to country 

specific limits.  

(v) The imposition of tariffs should be only legitimate measures for the protection 

of domestic industries, and tariff rates for individual items are being gradual ly 

reduced through negotiations ‘on a reciprocal and mutually advantageous’ 

basis. 

(vi) In major multilateral agreements like the Agreement on Agriculture (AOA), 

specific targets have been specified for ensuring market access.  

(b) (i)  Discretionary fiscal policy for stabilization refers to the deliberate policy actions on 

the part of a government to change the levels of expenditure, taxes and borrowing 

to influence the level of national output, employment and prices. Governments aim 

to correct the instabilities in the economy by changing: 

(i) the level and types of taxes,  
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(ii) the extent and composition of spending, and  

(iii) the quantity and form of borrowing. 

 During inflation, or during the expansionary phase of the business cycle when 

there is excessive aggregate spending and excessive level of utilization of 

resources, contractionary fiscal policy is adopted to close the inflationary gap. This 

measure involves: 

(i) decrease in government spending,  

(ii) increase in personal and business taxes, and introduction of new taxes  

(iii) a combination of decrease in government spending and increase in personal 

income taxes and/or business taxes 

(iv) a smaller government budget deficit or a larger budget surplus  

(v) a reduction in transfer payments  

(vi) increase in government debt from the domestic economy  

 During deflation or during a recessionary/contractionary phase of the business 

cycle, with sluggish economic activity when the rate of utilization of resources is 

less, expansionary fiscal policy aims to compensate the deficiency in effective 

demand by boosting aggregate demand. The recessionary gap is set right by:  

(i) increased government spending,  

(ii) decrease in personal and business taxes,  

(iii) a combination of increase in government spending and decrease in personal 

income taxes and/or business taxes 

(iv) a larger government budget deficit or a lower budget surplus  

(v) an increase in transfer payments  

(vi) repayment of public debt to people   

(b)  (ii)  ‘Reverse repo operation’ is a monetary policy instrument and in effect it absorbs the 

liquidity from the system. This operation takes place when the RBI borrows money 

from commercial banks by selling them securities (which RBI permits) with an 

agreement to repurchase the securities on a mutually agreed future date at an 

agreed price which includes interest for the funds borrowed. The interest rate paid 

by the RBI for such borrowings is called the "Reverse Repo Rate". Thus, reverse 

repo rate is the rate of interest paid by the RBI on its borrowings from commercial 

banks.  

 

Question 11 

(a) (i)  Compute NNP at factor cost or national income from the following data using 
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income method:  

 (` in crores) 

Compensation of employees 3,000 

Mixed income of self-employed 1,050 

Indirect taxes 480 

Subsidies 630 

Depreciation 428 

Rent 1,020 

Interest 2,010 

Profit 980 

Net factor income from abroad 370 

(3 Marks) 

(ii) Compute credit multiplier if the Requited Reserve Ratio is 10% and 12.5% for every 

` 1,00,000 deposited in the banking system. What will be the total credit money 

created by the banking system in each case? (2 Marks) 

(b) (i) Explain the neo-classical approach to demand for money. (3 Marks) 

(ii) What is 'Recessionary Gap'? (2 Marks) 

OR 

 What is meant by ‘Bound tariff’? (2 Marks) 

Answer 

(a) (i)  NNPFC or NI = Compensation of employees + Operating Surplus (rent + interest+ 

profit) + Mixed Income of Self- employed + Net Factor Income from Abroad 

  = 3,000+ (1,020+2,010+980) +1,050+370 =` 8,430 Crores 

(ii) The credit multiplier is the reciprocal of the required reserve ratio.  

 

 For RRR = 0.10 i.e. 10% the Credit Multiplier = 1/ 0.10 = 10  

 For RRR = 0.125 i.e. 12.5% Credit Multiplier = 1/ 0.125 = 8 

 Credit Creation = Initial Deposit x 1/RRR  

 For RRR = 0.10, Credit creation will be 1, 00,000 x 1/0.10       = ` 10, 00,000 
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 For RRR = 0. 125, Credit creation will be 1, 00,000 x 1/0. 125 = ` 8, 00,000 

(b) (i)  The Neo classical Approach or the cash balance approach put forth by Cambridge 

economists holds that money increases utility in the following two ways:  

1. for transaction motive, i.e. for enabling the possibility of split-up of sale and 

purchase to two different points of time rather than being simultaneous  

2. as a temporary store of wealth i.e. for a hedge against uncertainty  

 Since demand for money also involves a precautionary motive in this approach and 

money gives utility in its store of wealth and precautionary modes, money is 

demanded for itself. How much money will be demanded depends:  

(i) partly on income which points to transactions demand, such that higher the 

income, the greater the quantity of purchases and as a consequence greater 

will be the need for money as a temporary abode of value to overcome 

transactions costs, and 

(ii) partly on other factors of which important ones are wealth and interest rates.  

The Cambridge equation is stated as:  

Md = k PY 

Where 

Md = is the demand for money 

Y = real national income 

P = average price level of currently produced goods and services 

PY = nominal income 

k = proportion of nominal income (PY) that people want to hold as cash balances 

 The term ‘k’ in the above equation is called ‘Cambridge k’. The equation above 

explains that the demand for money (M) equals k proportion of the total money 

income. The neoclassical theory changed the focus of the quantity theory of money 

to money demand and hypothesized that demand for money is a function of money 

income.   

(ii) A recessionary gap, also known as a contractionary gap, is said to exist if the 

existing levels of aggregate production is less than what would be produced with full 

employment of resources. It is a measure of output that is lost when actual national 

income falls short of potential income, and represents the difference between the 

actual aggregate demand and the aggregate demand which is required to establish 

the equilibrium at full employment level of income. This gap occurs during the 

contractionary phase of business-cycle and results in higher rates of unemployment. 

In other words, a recessionary gap occurs when the aggregate demand is not 

sufficient to create conditions of full employment.  
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OR 

 A bound tariff is a tariff which a WTO member binds itself with a legal commitment 

not to raise it above a certain level.  By binding a tariff,  often during negotiations, 

the members agree to limit their right to set tariff levels beyond a certain level.  The 

bound rates are specific to individual products and represent the maximum level of 

import duty that can be levied on a product imported by that member.  A member is 

always free to impose a tariff that is lower than the bound level. Once bound, a tariff 

rate becomes permanent and a member can only increase its level after negotiating 

with its trading partners and compensating them for possible losses of trade.  A 

bound tariff ensures transparency and predictability in trade.   
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