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Question 1: Discuss the structure and key elements of the Income Statement and Balance Sheet. How does each
component help stakeholders analyze the financial health of a business? (20)

Answer:

Financial statements are structured financial reports that summarize the operating results, financial position, and cash flows of
an enterprise. Among the core financial statements, the Income Statement and the Balance Sheet serve as fundamental
diagnostic tools for evaluating corporate performance, profitability, solvency, and operational efficiency.

1. Structure and Key Elements of the Income Statement

The Income Statement (also known as the Statement of Profit and Loss) measures a firm's financial performance over a
specific accounting period (e.g., quarterly or annually). It follows a logical flow from gross revenues down to net earnings:

- Gross Revenue / Net Sales: The total monetary value of goods sold or services delivered to customers, net of sales
returns, allowances, and prompt-payment discounts.

- Cost of Goods Sold (COGS): Direct production costs including raw materials, direct labor, and manufacturing overhead
required to produce saleable goods.

- Gross Profit: Calculated as Revenue minus COGS. It reflects core manufacturing efficiency and gross pricing margin.

- Operating Expenses (OPEX): Selling, General, and Administrative (SG&A) expenses, marketing costs, research &
development (R&D), and office utilities required to run daily operations.

- Operating Income (EBIT): Earnings Before Interest and Taxes (Gross Profit - OPEX). It evaluates core operational
profitability independent of leverage and tax structures.

- Financial Costs & Taxes: Interest expense incurred on debt obligations subtracted from EBIT gives EBT, followed by
corporate income tax assessment.

- Net Income & EPS: The bottom-line profit remaining for equity shareholders, divided by weighted average shares to yield
Earnings Per Share (EPS).
2. Structure and Key Elements of the Balance Sheet

The Balance Sheet reflects the financial position of a business at a specific point in time, governed by the fundamental
accounting equation: Assets = Liabilities + Shareholders' Equity.

- Current Assets: Short-term liquid resources expected to convert into cash within one year (Cash, Marketable Securities,
Accounts Receivable, Inventory).

- Non-Current / Fixed Assets: Long-term productive resources such as Property, Plant, and Equipment (PP&E), land, and
Intangible Assets (patents, trademarks, goodwill) net of accumulated depreciation.

- Current Liabilities: Short-term obligations due within 12 months (Accounts Payable, Short-term Bank Loans, Accrued
Expenses, Taxes Payable).

- Non-Current Liabilities: Long-term financial obligations due beyond one year (Corporate Bonds, Long-term Mortgages,
Term Financing).
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- Shareholders' Equity: The residual interest belonging to owners, comprising Common Stock Capital, Additional Paid-in
Capital, and Retained Earnings.

3. Stakeholder Analysis of Financial Health

Different financial stakeholders utilize these components to evaluate distinct aspects of corporate viability:

- Equity Investors & Shareholders: Analyze Net Income, EPS, and Return on Equity (ROE) to judge profitability, dividend
prospects, and growth potential.

- Creditors & Lenders: Examine Balance Sheet liquidity ratios (Current Ratio, Quick Ratio) and leverage ratios
(Debt-to-Equity, Interest Coverage Ratio) to assess default risk and repayment capacity.

- Management & Executives: Use gross and operating margins to identify cost inefficiencies, optimize working capital, and
allocate capital efficiently.

- Suppliers & Customers: Evaluate working capital health and current liabilities to ensure supply chain continuity and
long-term commercial reliability.

Question 2: Explain the following financial instruments: (20)
a. Bonds
b. Shares
c. Treasury Bills
d. Bill of Exchange
e. Letter of Acceptance

Answer:
a. Bonds

A bond is a long-term debt instrument issued by corporations or government entities to raise capital. The issuer acts as a
borrower, promising to pay the bondholder periodic interest payments (coupons) based on a specified coupon rate and return
the principal (par value) at maturity. Bonds can be secured (backed by assets) or unsecured (debentures).

b. Shares (Equity Securities)

Shares represent fractional units of ownership in a corporation. They are broadly categorized into Ordinary Shares (Common
Stock) and Preference Shares. Common shareholders possess voting rights, participate in corporate governance, and receive
variable dividends. Preference shareholders receive fixed dividends prior to common shareholders and hold priority claims
upon liquidation, though usually without voting rights.

c. Treasury Bills (T-Bills)

Treasury Bills are short-term debt instruments issued by the central bank on behalf of the federal government to meet
short-term fiscal deficits. T-Bills are issued at a discount to face value and redeemed at full par value at maturity (typically 3, 6,
or 12 months). They are backed by the full faith and credit of the sovereign government, making them virtually risk-free money
market instruments.

d. Bill of Exchange

A Bill of Exchange is a binding, written, unconditional order issued by a seller (drawer) directing a buyer (drawee) to pay a
specified sum of money to a designated payee on demand or at a predetermined future date. It serves as a widely accepted
trade credit instrument in international and domestic commercial transactions.

e. Letter of Acceptance

A Letter of Acceptance (or Bank/Trade Acceptance) is a time draft drawn on and formally accepted by a commercial bank or
buyer. Once accepted (stamped 'Accepted’ and signed), it converts an unbacked trade promise into a negotiable credit
instrument guaranteed by the bank, allowing exporters to obtain immediate financing by discounting it in the money market.

Question 3: Explain the concept of cash management and discuss the key factors that make a cash management system
effective in an organization. Provide a detailed explanation. (20)
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Answer:

Cash management is the process of collecting, managing, and investing cash flows to maintain optimal liquidity while
maximizing the yield on idle funds. Cash is the most liquid asset, but holding excess uninvested cash carries an opportunity
cost. Conversely, holding insufficient cash creates liquidity distress and default risk. Thus, cash management balances liquidity
and profitability.

Key Factors for an Effective Cash Management System

- 1. Cash Flow Forecasting: Preparing accurate daily, weekly, and seasonal cash budgets to anticipate cash shortfalls and
surpluses in advance.

- 2. Acceleration of Cash Collections: Implementing lockbox systems, electronic fund transfers (EFT), direct debits, and
prompt payment discounts to reduce float time and accelerate cash inflows.

- 3. Controlled Cash Disbursements: Centralizing accounts payable, stretching vendor payment terms within allowed credit
limits, and using zero-balance accounts (ZBA) to maximize the float on outgoing funds.

- 4. Optimal Cash Balance Models: Employing quantitative inventory models such as the Baumol-Allais-Tobin (BAT) model
(for deterministic cash needs) or the Miller-Orr Model (for stochastic cash flows) to determine target cash levels.

- 5. Short-Term Investment of Surplus Cash: Investing excess liquidity in low-risk, highly liquid money market securities
(T-Bills, commercial paper, certificates of deposit) to earn interest rather than keeping idle cash.

- 6. Robust Internal Controls & Governance: Enforcing segregation of duties, automated bank reconciliations,
dual-authorization limits, and regular internal audits to prevent fraud and unauthorized cash leakages.

Question 4: You are planning to invest a significant amount of money and have two options: Alpha Bank Ltd.'s Deposit
Account, offering 9% interest compounded annually, and Beta Bank Ltd.'s Savings Account, offering 8.5% interest
compounded monthly. Calculate the effective annual rate (EAR) for both investment options, compare them, and determine
which is more advantageous. Provide detailed calculations and a clear justification for your choice. (20)

Answer:

To compare investment opportunities with different compounding frequencies, we calculate the Effective Annual Rate (EAR).
The EAR reflects the true annual yield earned taking compounding into account.

Formula for Effective Annual Rate (EAR):
EAR=A+r/m)ym-1
Where: r = nominal annual interest rate, m = compounding frequency per year.
Step 1: Calculate EAR for Alpha Bank Ltd.
- Nominal Rate (r): 9.0% = 0.09
- Compounding Frequency (m): 1 (Compounded Annually)
EAR_Alpha = (1 + 0.09 /1) - 1 = (1.09)*1 - 1 = 0.09 = 9.00%
Step 2: Calculate EAR for Beta Bank Ltd.
- Nominal Rate (r): 8.5% = 0.085
- Compounding Frequency (m): 12 (Compounded Monthly)

EAR_Beta=(1+0.085/12)"12 -1
EAR_Beta = (1 + 0.00708333)"12 - 1
EAR_Beta = (1.00708333)"12 - 1 = 1.088391 - 1 = 0.088391 = 8.84%

Step 3: Comparison and Final Investment Decision

Investment Option Nominal Rate (r) Compounding Effective Annual Rate (EAR)
Alpha Bank Ltd. 9.00% Annually (m=1) 9.00%
Beta Bank Ltd. 8.50% Monthly (m=12) 8.84%

Justification & Decision:
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Alpha Bank Ltd. is the superior choice. It offers an Effective Annual Rate of 9.00% compared to Beta Bank Ltd.'s EAR of
8.84%. Even though Beta Bank compounds monthly, Alpha Bank's higher baseline nominal rate (9.0% vs 8.5%) provides a
higher net effective return by 0.16% per annum. Therefore, an investor will maximize interest earnings by choosing Alpha Bank
Ltd.

Question 5: A company's total share capital is Rs 8,400 million, and it has issued 400 million ordinary shares:
a. Calculate the book value per share of the company.
b. The company's shares are currently trading at Rs 24 per share on the stock exchange. Discuss the significance of the
difference between the book value and the market price, and explain which value is more relevant for investors when making
investment decisions. (20)

Answer:

a. Calculation of Book Value Per Share (BVPS)
Formula:

Book Value Per Share (BVPS) = Total Share Capital / Total Number of Ordinary Shares

Given:
- Total Share Capital = Rs 8,400 million
- Number of Ordinary Shares = 400 million

Calculation:

BVPS = Rs 8,400 million / 400 million shares = Rs 21.00 per share.

b. Significance of Difference & Investor Relevance

1. Significance of Difference (Market Price Rs 24.00 vs Book Value Rs 21.00):

- Market-to-Book Ratio = Market Price / BVPS =24.00/21.00 = 1.143 (or 114.3%).

- Positive Premium: The market price exceeds book value by Rs 3.00 per share (a 14.3% premium). This indicates that
investors perceive the company to have higher economic value than recorded historical accounting equity.

- Future Growth Potential: Investors expect the firm to generate strong future returns on equity (ROE) exceeding its cost of
capital.

- Unrecorded Intangible Assets: Accounting book value records historical costs, excluding value drivers like brand
reputation, intellectual property, operational goodwill, and skilled management.

2. Which Value is More Relevant for Investors?

- Market Price is generally more relevant for active investors and market traders. Market price reflects real-time demand,
economic expectations, expected future cash flows, and immediate exit liquidity on the stock exchange.

- Book Value is primarily relevant for value investors and financial analysts assessing downside protection. It establishes a
historical baseline cost, useful for liquidating analysis or detecting overvalued/undervalued stocks when combined with P/B
ratios.
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