
PAPER – 8 : FINANCIAL MANAGEMENT AND ECONOMICS FOR FINANCE 

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 

 

SECTION – A: FINANCIAL MANAGEMENT 

 

Question 1 : 

a. Working Notes: 

 ` 

Net Profit after Tax 2,80,000 

Tax @ 30% 1,20,000 

EBT 4,00,000 

Interest on Debentures 84,000 

EBIT 4,84,000 

Operating Expenses (1.5 times of EBIT) 7,26,000 

Sales 12,10,000 

i. Operating Leverage  = 
Contribution

EBIT
 

    = 
(12,10,000 - 6,29,200)

4,84,000
  

    = 
5,80,800

 1.2 times
4,84,000

  

EBIT
Financial Leverage=

EBT
 

       = 
4,84,000

1.21 times
4,00,000

  

OR 

 

        = 
4,84,000

50,000
4,00,000 -

1 0.30

 
 

 

 

        = 
4,84,000

4,00,000 - 71,428.57
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        = 
4,84,000

1.47 times
3,28,571

  

 

ii. Cover for Preference Dividend 

PAT

Preference Share Dividend
= 

2,80,000
5.6 times

50,000
   

 

Cover for Equity Dividend 

= 
(PAT - Preference Dividend)

Equity Share Dividend
 

= 
(2,80,000 - 50,000) 2,30,000

1.92 times
1,20,000 1,20,000

   

  

iii. Earning Yield Ratio = 
EPS

100
Market Price

  

                                       

                                    = 
2.875

100 12.5%
23

   

 

Price – Earnings Ratio (PE Ratio) 

                                     
                                    = 8 times 

 

iv. Net Funds Flow 

= Net PAT + Depreciation-Total Dividend 

= 2,80,000 + 96,800 – (50,000 + 1,20,000) 

= 3,76,800 – 1,70,000 

Net Funds Flow = 2,06,800 

 

b.                                   

i. Statement Showing the Net Present Value of Project M 

Year end 

 

Cash Flow (`) 

(a) 

C.E. 

 

(b) 

Adjusted Cash 

flow (`) 

(c) = (a) × (b) 

Present value 

factor at 

6%(d) 

Total Present 

value (`) 

(e) = (c) ×(d) 

1 4,50,000 0.8 3,60,000 0.943 3,39,480 

2 5,00,000 0.7 3,50,000 0.890 3,11,500 

3 5,00,000 0.5 2,50,000 0.840 2,10,000 

     8,60,980 
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Less: Initial Investment 8,50,000 

Net Present Value 10,980 

 

Statement Showing the Net Present Value of Project N 

Year end 

 

Cash Flow (`) 

(a) 

C.E. 

 

(b) 

Adjusted Cash 

flow (`) 

(c) = (a) × (b) 

Present value 

factor at 

6%(d) 

Total Present 

value (`) 

(e) = (c) ×(d) 

1 4,50,000 0.9 4,05,000 0.943 3,81,915 

2 4,50,000 0.8 3,60,000 0.890 3,20,400 

3 5,00,000 0.7 3,50,000 0.840 2,94,000 

     9,96,315 

Less: Initial Investment 8,25,000 

Net Present Value 1,71,315 

 

Decision  :  Since  the  net  present  value  of  Project  N  is  higher,  so  the  project  N should be 

accepted. 

 

ii. Certainty - Equivalent (C.E.) Co-efficient of Project M (2.0) is lower than Project N (2.4). This 

means Project M is riskier than Project N as “higher the riskiness of a cash flow, the lower 

will be the CE factor”. If risk adjusted discount rate (RADR) method is used, Project M would 

be analysed with a higher rate. 

 

c. As per MM Hypothesis, value of firm/ company is calculated as below: 

  
Where,  

Vf   =  Value of firm in the beginning of the period  

n  =  number of shares in the beginning of the period  

∆n  =  number of shares issued to raise the funds required  

I  =  Amount required for investment E  =  total earnings during the period 

i. Value of the ZX Ltd. when dividends are not paid. 
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Working notes: 

1. Price of share at the end of the period (P1) 

  

 

2. Calculation of funds required for investment 

  

3. Calculation of no. of shares required to be issued for balance fund 

 
ii. Value of the ZX Ltd. when dividends are paid. 

 
Working notes: 

4. Price of share at the end of the period (P1) 

  
5. Calculation of funds required for investment 
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6. Calculation of no. of shares required to be issued for balance fund 

 

Note-  As per MM-hypothesis of dividend irrelevance, value of firm remains  same irrespective of dividend 

paid. In the solution, there may be variation in value, which is due to rounding off error. 

 

OR 

 

i. The EPS of the firm is ` 10 (i.e., ` 2,00,000/ 20,000).  The P/E Ratio is given at 12.5 and the cost of 

capital, ke, may be taken at the inverse of P/E ratio. 

Therefore,  ke  is  8  (i.e.,  1/12.5).  The  firm  is  distributing  total  dividends  of  ` 1,50,000  among  

20,000  shares,  giving  a  dividend  per  share  of  `  7.50.    the value of the share as per Walter’s 

model may be found as follows: 

      10 08 10 7 57 50
132 81

08 08

e

e e

r /K E D . /. .D .
P .

K K . .

 
    `  

The firm has a dividend payout of 75% (i.e., `1,50,000) out of total earnings of ` 2,00,000.  since, the 

rate of return of the firm, r, is 10% and it is more than the ke of 8%, therefore, by distributing 75% of 

earnings, the firm is not following an optimal dividend policy.  The optimal dividend policy for the 

firm would be to pay zero dividend and in such a situation, the market price would be 

      10 08 10 00
156 25

08 08

e

e e

r /K E D . /.D
P .

K K . .

 
    `  

So, theoretically the market price of the share can be increased by adopting a zero payout.  

 

ii. The P/E ratio at which the dividend policy will have no effect on the value of the share is 

such at which the ke would be equal to the rate of return, r, of the firm.  The Ke would be 10% 

(=r) at the P/E ratio of 10.  Therefore, at the P/E ratio of 10, the dividend policy would have 

no effect on the value of the share. 

  

iii. If the P/E is 8 instead of 12.5, then the Ke which is the inverse of P/E ratio, would  be  12.5  

and  in  such  a  situation  ke >  r  and  the  market  price,  as  per Walter’s model would be 

      1 25 10 7 57 50
76

125 125

e

e e

r /K E D . /. .D .
P

K K . .

 
    `  

 

d. Supplier: Western Engineering Ltd. (WEL) 

Cost of the machine     =  Rs.8,00,000 

Annual cost of operation   =  Rs.1,60,000 

The present value of the annual cost of operation   =  Rs. 1,60,000 × PVIFA (15%, 5) 

=  Rs. 1,60,000 × 3.352   

=  Rs. 5,36,320 
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Hence the present value of costs    =   Rs. 8,00,000 + 5,36,320 = Rs.13,36,320 

The annual capital change will be    = 
13,36,320

Rs.
PVIFA(15%,5)

 

= 
13,36,320

= Rs.3,98,663 (approx) 
3.352

 

Supplier : Jain Engineering Ltd. (JEL) 

Cost of the machine     = Rs.12,00,000 

Annual cost of operation   = Rs.  1,20,000 

The present value of the annual cost of operation   = Rs. 1,20,000 × PVIFA (15%, 8years) 

            = Rs.1,20,000 × 4.487 = Rs.5,38,440 

Hence, the present value of cost  =  Rs. 12,00,000 + Rs. 5,38,440 = Rs.17,38,440 

The annual capital charge will be  = 
17,38,440

PVIFA(15%,8)
 

=
Rs.17,38,440

Rs.3,87,439(approx)
4.487

  

Supplier: Reddy Industries Ltd. (RIL) 

Cost of the machine    = Rs. 18,00,000 

Annual cost of operation   =  Rs.1,00,000 

The present value of the annual cost of operations   =  1,00,000 × PVIFA (15%,10) 

         =1,00,000 × 5.019 =  Rs. 5,01,900 

Hence, the present value of Costs  =   18,00,000 + 5,01,900 = 23,01,900 

The annual capital charge  = 
23,01,900

PVIFA(15%,10)
 

=
Rs.23,01,900

Rs.4,58,637(approx)
5.019

  

The annual capital charge is least for the lathe machine manufactured by JEL. Hence lathe machine 

manufactured by JEL should be selected. 

 

Question 2 : 

a.  

i. Cost of Equity (Ke)   
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ii. Cost of Debt (Kd) 

Current market price (P0) – floatation cost = I(1-t) × PVAF(r,10) + RV × PVIF(r,10)    

` 105 – 4% of  ` 105 = ` 10 (1-0.3) × PVAF (r,10) + ` 100 × PVIF (r,10)    

 

Calculation of NPV at discount rate of 5% and 7%   

 

 

Calculation of IRR 

 

 

iii. Cost of Preference shares (Kp) 

Current market price (P0) – floatation cost = PD × PVAF(r,10) + RV × PVIF(r,10) ` 110 – 2% of ` 

110 = ` 5 × PVAF (r,10) + ` 100 × PVIF (r,10)  

Calculation of NPV at discount rate of 3% and 5% 

 

 

Calculation of IRR 

 

Cost of Preference Shares (Kp) = 4.08% 
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a. Calculation of WACC using book value weights  

  

WACC (Ko) = 0.07743 or 7.74%   

 

b. Calculation of WACC using market value weights  

  

 

WACC (Ko) = 0.0859 or 8.59% 

Note: the cost of debt and preference shares will be derived using formula 

b.   

i. 
   2 20 40

4
100

EOQ*    

Carrying costs = ` 0.10  1,000 = ` 100.  The optimal order size would be 4,000 filters, which 

represents five orders a month.  

 

ii. 
  2 20 40

5 66
50

EOQ* .   

Since the lot size is 1,000 filters, the company would order 6,000 filters each time. 

The lower the carrying cost, the more important ordering costs become relatively and the larger the 

optimal order size.  

 

iii. 
  2 20 10

2
100

EOQ*    
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The lower the order cost, the more important carrying costs become relatively and the smaller the 

optimal order size. 

 

Question 3 : 

Incremental CFAT and NPV  

(Rs. in Lakhs) 

Particulars 1 2 3 4 5 

Sales 300 300 300 300 300 

Add: Cost Savings:      

Maintenance (note 2) 15 15 30 30 30 

Cost of utilities 2.5 2.5 2.5 2.5 2.5 

Labour Costs (note 3) 17.16 18.87 20.76 22.84 25.12 

Less: Incremental cost      

Raw materials (note 4) 142.5 142.5 142.5 142.5 142.5 

Depreciation (note 5) 25.2 25.2 54 54 54 

Insurance (note 6) 4.12 3.71 3.34 3 2.71 

Earning before Tax 163.04 165.16 153.42 155.84 158.76 

Less: Taxes (0.35) 57.064 57.806 53.607 54.544 55.426 

Earning after taxes 105.976 107.354 99.723 101.296 102.934 

CFAT (EAT + Depreciation) 130.976 132.354 153.723 155.296 156.934 

Salvage Value     30 

Release of working capital     50 

(x) PV factor at .20 0.833 0.694 0.579 0.482 0.402 

PV 109.10 91.85 89.01 74.85 95.25 

Total present value (t = 1-5)     460.06 

Less: cash Outflow     276.55 

NPV     183.51 

Comments: Since the NPV is positive, replacement of the exiting machines is financially  viable. 

 

FINANCIAL ANALYSIS WHETHER TO REPLACE THE EXISTION MACHINES (USING 

NPV METHOD) 

 

Incremental cash outflows: 

Cost of 3 new machines (Rs.100 lakh × 3) 300,00,000 

Additional working capital 50,00,000 

Less:Sale proceeds of existing machines 96,00,000 

Add: Removal cost of existing machines 4,80,000 

Tax on profit on sale of machine (working note1) 11,76,000 

Cost of layng off 34 workers (Rs.921000 tax advantage @ .35 i.e. to Rs.3,22,350)  5,98,650 

Incremental cash outflows 2,76,54,650 
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Working Notes 

1. Tax on profit on sale of existing machine: 

Sale proceeds of existing machine: (8 × 12,00,000) 96,00,000 

Less: Book value (Rs.18 lakh × 8 – Original Cost 

accumulated depreciation 28.80 × 3) 

 

57,60,000 

 Gross profit 38,40,000 

Less: Removal Cost (60,000 × 8) 4,80,000 

 Net Profit 33,60,000 

 Tax rate 0.35 

 Taxes payable on profit 11,76,000 

2. Saving in Maintenance cost:                                             

                                                                                                               (Rs. in lakhs) 

Year 1 2 3 4 5 

Old Machine 22.5 22.5 67.5 67.5 67.5 

New Machine 7.5 7.5 37.5 37.5 37.5 

Saving in cost 15 15 30 30 30 

3. Savings in Labour cost: 

Existing labour cost   

Unskilled (18 × Rs.3,500 × 12 months) 7,56,000 

Skilled (18 × Rs.5,500 × 12 months) 11,88,000 

Supervisor (3 × Rs.6,500 × 12 months) 2,34,000 

Maintenance (2 × Rs.5,000 × 12 months) 1,20,000 

  22,98,000 

Proposed labor cost   

Skilled (6 × Rs.7,000 × 12 months) 5,04,000 

Maintenance (1 × Rs.6,500 × 12 months) 78,000 

 Cost savings 17,16,000 

 Savings in subsequent years will increase by 10% 

4. Incremental cost of raw material: 

Raw material required for old machine:  

(3000000 × Rs.15 per unit × 0.60) 

 

2,70,00,000 

Raw material required for new machine: 

(5000000 × Rs.15 per unit × 0.55) 

 

4,12,50,000 

Additional raw material Cost 1,42,50,000 

5. Incremental Depreciation: 

(Rs. in lakhs) 

Years 1-2 3-5 

Depreciation (with new machine) 

(Rs.100 lakh × 3 – 10 × 3) / 5 years 

 

54.00 

 

54.00 
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Depreciation (with old machine) 

(Rs.18 lakh × 8/5 years) 

 

28.80 

 

- 

Incremental Depreciation 25.20 54.00 

 

6. Insurance: 

(Rs. in lakhs) 

Years 1 2 3 4 5 

New Machine 6.00 5.40 4.86 4.37 3.94 

Old Machine 1.88 1.69 1.52 1.37 1.23 

Incremental Insurance 4.12 3.71 3.34 3.00 2.71 

 

OR 

 

Statement of Operating Profit from processing  of waste 

(` in lakh) 

Year 1 2 3 4 

Sales :(A) 966 966 1,254 1,254 

Material consumption 90 120 255 255 

Wages 180 195 255 300 

Other expenses 120 135 162 210 

Factory overheads (insurance only) 90 90 90 90 

Loss of rent on storage space (opportunity cost) 30 30 30 30 

Interest @14% 84 63 42 21 

Depreciation (as per income tax rules) 150 114 84 63 

Total cost: (B) 744 747 918 969 

Profit (C)=(A)-(B) 222 219 336 285 

Tax (30%) 66.6 65.7 100.8 85.5 

Profit after Tax (PAT) 155.4 153.3 235.2 199.5 

 

Statement of Incremental Cash Flows 

(` in lakh) 

Year 0 1 2 3 4 

Material stock (60) (105) - - 165 

Compensation for contract (90) - - - - 

Contract payment saved - 150 150 150 150 

Tax on contract payment - (45) (45) (45) (45) 

Incremental profit - 222 219 336 285 

Depreciation added back - 150 114 84 63 

Tax on profits - (66.6) (65.7) (100.8) (85.5) 

Loan repayment - (150) (150) (150) (150) 

Profit on sale of machinery (net) - - - - 15 

Total incremental cash flows (150) 155.4 222.3 274.2 397.5 
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Present value factor 1.00 0.877 0.769 0.674 0.592 

Present value of cash flows (150) 136.28 170.95 184.81 235.32 

Net present value  577.36 

 

Advice: Since the net present value of cash flows is ` 577.36 lakh which is positive the management 

should install the machine for processing the waste. 

 

Notes: 

i. Material stock increases are taken in cash flows. 

ii. Idle time wages have also been considered. 

iii. Apportioned factory overheads are not relevant only insurance charges of this project are relevant.  

iv. Interest calculated at 14% based on 4 equal instalments of loan repayment. 

v. Sale of machinery- Net income after deducting removal expenses taken. Tax on Capital gains 

ignored. 

vi. Saving in contract payment and income tax thereon considered in the cash flows.  

 

Question 4 : 

a.   

i. Problems Faced by Soft Toys Limited 

Soft  Toys  Limited  has  become  significantly  more  reliant  on  short-term  liabilities  to finance its 

operations as shown by the following analysis: 

 2009  2008  

 ’000  ’000  

Total Assets 21,350  14,900  

Short-term Liabilities 8,700 40.7% 5,000 33.6% 

Long-term Funds  (Equity and Debt) 12,650 59.3% 9,900 66.4% 

 21,350  14,900  

a. Overtrading 

A major reason for this is overtrading. Sales increased by 50% in one year, but the operating 

profit  margin  fell  from  9,000/20,000 = 45%  in  2008  to  10,000/30,000  = 33% in 2009.  

b. Refinancing 

However, the effect is compounded by the repayment of Rs. 2.3 million (66%) of the  8%  

debentures  and  replacement  with Rs. 2  million  bank  overdraft  and increased trade creditor 

finance. Although this may be because the interest rate on the overdraft is cheaper than on the 

debentures. It is generally not advisable in the context of the risk of short-term debt.  

However, if it is felt that the current sales volume is abnormal and that, when the Soft Toys 

Limited reaches the end of its product life cycle, sales will stabilise at a lower level, the use of 

shorter-term debt is justified. 

c. Liquidity Ratios 

As  a  result  of  overtrading,  the  company’s  current  ratio  has  deteriorated  from 13,500 / 5,000 

= 2.7 in 2008 to 19,850 / 8,700 = 2.28 in 2009. The quick assets ratio (or ‘acid test’) has 

deteriorated from 10,500 / 5,000 = 2.1 to 12,500 / 8,700 = 1.44.  However,  these  figures  are  
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acceptable  and  only  if  they  continue  to deteriorate,  there  is  likely  to be  liquidity  problem.  

In  the year 2009, the company continues to have a healthy bank balance, although this has been 

achieved partly by halting dividend growth.  

 

d. Investment in Fixed Assets 

Soft  Toys  Limited  has  not  maintained  an  investment  in  fixed  assets  to  match  its sales 

growth. Sales/ fixed assets ratio has increased from 20,000 / 1,400 = 14.3 times to 30,000 / 1,500 

= 20 times. This may be putting the quality of production at risk,  but  may  be  justified,  however,  

if  sales  are  expected  to  decline  when  the purple teddy bear loses its popularity.  

 

e. Working Capital Ratios 

An analysis of working capital ratios shows that: 

i. Stock  turnover ratio has  decreased  from  20,000  /  3,000  =  6.67  times  to 30,000  /  

7,350  =  4.08  times.  This  indicates  that  there  has  been  a  large investment in stock. 

The question of whether this is justified again depends on expected future sales, but the 

strategy appears to be the opposite of that adopted for fixed assets. 

ii. 30,000  /  7,350  =  4.08  times.  This  indicates  that  there  has  been  a  large investment 

in stock. The question of whether this is justified again depends on expected future sales, 

but the strategy appears to be the opposite of that adopted for fixed assets. 

iii. The  payment  period  to  creditors  (estimated roughly)  has  decreased  from 2,500 / 

11,000 × 365 = 83 days to 4,200 / 20,000 × 365 = 77 days. This result is  unexpected,  

indicating  that  there  has  been  no  increase  in  delaying payment to creditors over the 

year. Creditors are being paid in a significantly shorter period than the period of credit 

taken by customers. 

f. Thus the main problem facing Soft Toys Limited is its increasing over dependence on short-term 

finance, caused mainly by: 

i. A major investment in stock to satisfy a rapid increase in sales volumes, 

ii. Deteriorating profit margins, 

iii. Poor credit control of debtors, and 

iv. Repayment of debenture capital.  

 

ii. Solutions Provided for Soft Toys Limited 

a. Future Sales 

Possible  solutions  to  the  above  problems  depend  on  future  sales  and  product projections  

of  Soft  Toys  Limited.  If  the  rapid  increase  in  sales  has  been  a  one- product  phenomenon,  

there  is  little  point  in  over-capitalizing  by  borrowing  long- term and investing in a major 

expansion of fixed assets. If, however, sales of this and future products are expected to continue 

increasing, and further investment is needed,  the  company’s  growth  should  be  underpinned    

by  an  addition  of  equity capital and an  issue of longer-term debt.  

 

b. Better Working Capital Management 

Regardless  of  the  above, the  working capital strategies followed  by  Soft  Toys Limited could 

be improved. Debtors should be encouraged to pay more promptly. This  is  best  done  by  
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instituting  proper  credit  control  procedures.  Longer  credit periods could probably be 

negotiated with creditors and quantity discounts should be considered. 

 

OR 

 

b.   

i. a.  The formula for the Dividend valuation Model is   

1
0

e

D
P

K g



 

Ke = Cost of Capital    

g = Growth rate    

D1= Dividend at the end of year 1    

On the basis of the information given, the following projection can be made: 

 

*Payout Ratio changed to 50%. 

After 2017, the perpetuity value assuming 10% constant annual growth is:    

D1= `  8.25 × 110% = `  9.075   Therefore Po from the end of 2017 

9.075
181.50

0.15 0.10




`
`  

This must be discounted back to the present value, using the 3 year discount factor after 15%. 

 ` 

Present Value of P0 (` 181.50 × 0.658)   119.43 

Add: PV of Dividends 2015 to 2017   14.14 

Expected Market Price of Share   133.57 

 

b. P/E Ratio 
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ii. a.  Net Sales :  ` 30 crores 

EBIT = 12% on sales = ` 3.6 crores 

Return on Capital Employed (pre-tax) =
EBIT 3.6

100 20%
Capital Employed 10 2 6

  
 

 

After tax it will be = 20% (1 - 0.4)= 12 %. 

Particulars ` in crores 

EBIT 3.6 

Less: Interest on Debt (15% of 6 crores) 0.9 

EBT 2.7 

Less : Tax @ 40%   1.08 

EAT   1.62 

Less : Preference dividend 0.26 

Earnings available for Equity Shareholders   1.36 

Return on equity = 1.36/10 × 100 = 13.6% 

Segments  due  to  the  presence  of  Preference  Share  capital  and  Borrowing (Debentures) 

Segment of ROE due to preference capital : (12% - 13%) × ` 2 Crore = - 2%  

Segment of ROE due to Debentures: (12% - 9%) × ` 6 Crores = 18 %   

Total= -2 % +18 % = 16 %  

Cost of debenture (after tax) = 15% (1- 0.4) =  9 % 

The weighted average cost of capital is as follows 

Source Proportion Cost (%) WACC (%) 

i. Equity 10/18 13.60 7.56 

ii. Preference shares 2/18 13.00 1.44 

iii. Debt 6/18 9.00 3.00 

Total 12.00 

 

b. Financial Leverage = 
EBIT 3.6

= 1.33 
EBT 2.7

  

Combined Leverage   = FL × OL 

3 = 1.33 × OL  Or, OL = 
3

1.33
   Or, Operating Leverage = 2.26 
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Question 5 : 

i.                                  Projected Statement of Profit / Loss 

                                               (Ignoring Taxation)   
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Working Notes:   

1. Calculation of creditors for supply of materials: 

  

 

2. Creditors for expenses: 

  

ii. Projected Statement of Working Capital requirements 
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Question 6 : 

a. Though  in  a  sole  proprietorship  firm,  partnership  etc.,  owners  participate  in management but in 

corporates, owners are not active in management so, there is a separation between owner/ shareholders 

and managers. In theory managers should act  in  the  best  interest  of  shareholders,  however,  in  reality,  

managers  may  try  to maximise their individual goal like salary, perks etc., so there  is a principal agent 

relationship  between  managers  and  owners,  which  is  known  as  Agency Problem.  In  a  nutshell,  

Agency  Problem  is  the  chances  that  managers  may  place personal goals ahead of the goal of owners. 

Agency Problem leads to Agency Cost. Agency cost is the additional cost borne by the shareholders to 

monitor the manager and control their behaviour so as to maximise shareholders wealth. Generally, 

Agency Costs are of four types (i) monitoring (ii) bonding (iii) opportunity (iv) structuring 

Addressing the agency problem  

The agency problem arises if manager’s interests are not aligned to the interests of the debt lender and 

equity investors. The agency problem of debt lender would be addressed by imposing negative covenants 

i.e. the managers cannot borrow beyond a point. This is one of the most important concepts of modern 

day finance and the application  of  this  would  be applied  in  the  Credit  Risk  Management  of  Bank,  

Fund Raising, Valuing distressed companies.   

Agency  problem between  the  managers and shareholders  can  be  addressed  if  the interests of the 

managers are aligned to the interests of the shareholders. It is easier said than done. 

However, following efforts have been made to address these issues: 

 Managerial compensation is linked to profit of the company to some extent and also with the long 

term objectives of the company. 

 Employee is also designed to address the issue with the underlying assumption that maximisation of 

the stock price is the objective of the investors. 

 Effecting monitoring can be done. 

b.    

 Finance Lease Operating Lease 

1.  The  risk  and  reward  incident  to ownership 

are passed on to the lessee. The  lessor  only  

remains  the  legal owner of the asset. 

The lessee is only provided the use of the asset 

for a certain time. Risk incident  to  ownership  

belong wholly to the lessor. 

2.  The  lessee  bears  the  risk  of obsolescence.   The  lessor  bears  the  risk  of obsolescence. 

3.  The  lessor  is  interested  in  his  rentals and 

not in the asset.  He must get his principal  back  

along  with  interest. Therefore, the lease is 

non-cancellable by either party. 

As  the  lessor  does  not  have difficulty in 

leasing the same asset to other willing lessor, the 

lease is kept cancelable by the lessor. 

4.  The  lessor  enters  into  the  transaction only 

as financier.  He does not bear the cost  of  

repairs,  maintenance  or operations. 

Usually,  the  lessor  bears  cost  of repairs,  

maintenance  or operations. 

5.  The lease is usually full payout, that is, the 

single lease repays the cost of the asset 

together with the interest. 

The  lease  is  usually  non-payout, since  the  

lessor  expects  to  lease the  same  asset  over  

and  over again to several users. 
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c. This theory states that firms prefer to issue debt when they are positive about future earnings. Equity is 

issued when they are doubtful and internal finance is insufficient. 

The pecking order theory argues that the capital structure decision is affected by manager’s choice of a 

source of capital that gives higher priority to sources that reveal the least amount of information.  

Pecking order theory suggests that managers may use various sources for raising of fund in the following 

order.  

1. Managers first choice is to use internal finance  

2. In absence of internal finance they can use secured debt, unsecured debt, hybrid debt etc.  

3. Managers may issue new equity shares as a last option.  

So briefly under this theory rules are   

Rule 1: Use internal financing first.  

Rule 2: Issue debt next  

Rule 3: Issue of new equity shares at last   

OR 

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. 
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SECTION – B: ECONOMICS FOR FINANCE 

Question No. 7 is compulsory. 

Answer any three from the rest. 

 

Question 7 : 

a. The market value of bonds and the market rate of interest are inversely related. The investment  consultant  

considers  the  current  interest  rate  as  low,  compared  to  the ‘normal or critical rate of interest’, i.e., 

he expects the rate of interest to rise in future (fall in  bond  prices), and therefore it  is  advantageous  to 

hold  wealth in  the  form of liquid cash rather than bonds because: 

i. when interest is low, the loss suffered by way of interest income forgone is small,   

ii. one can avoid the capital losses that would result from the anticipated increase in interest rates, and   

iii. the  return  on  money  balances  will  be  greater  than  the  return  on  alternative assets   

iv. if the interest rate does increase in future, the bond prices will fall and the idle cash balances held can 

be used to buy   bonds at lower price and can thereby make a capital-gain.   

  

b.   

i. A decision to stop smoking – positive consumption externalities  – as it causes benefits  to  other  

people  in  society  who  have  been  suffering  from  passive smoking.  

ii. Switching  from  conventional  farming  to  organic  farming-  positive  production externalities  -as  

it  helps  the  environment  as  there  are  fewer  chemicals  in  the environment.  

iii. Started  to  drive  a  car  and  increased  road  congestion–  negative  consumption externalities  –  as  

individual  consume  road  space  they  reduce  available  road space and deny this space to others.    

iv. Water  polluted  by  industries-  negative  production  externalities  –as  it  adds effluent which harms 

plants, animals and humans.     

v. Building  Lighthouse  –  free  rider  problem-  as  all  sailors  will  benefit  from  its illumination – 

even if they don’t pay towards its upkeep.   

 

c. Escalated Tariff  structure refers to the system wherein the nominal tariff rates on imports of manufactured 

goods are higher than the nominal tariff rates on intermediate inputs and raw materials, i.e the tariff on a 

product increases as that product moves through the value-added chain. For example a four percent tariff 

on iron ore or iron ingots and twelve percent tariff on steel pipes. This type of tariff is discriminatory as 

it protects manufacturing industries in importing countries and dampens the attempts of developing 

manufacturing industries of exporting countries. This has special relevance to trade between developed 

countries and developing countries. Developing countries are thus forced to continue to be suppliers of 

raw materials without much value addition.  

 

d. Reserve Money    

=   Currency  in  circulation  +  Bankers’  deposits  with  the  RBI  +   Other deposits  with the RBI 

       =15428.40  + 4596.18  + 183.30  = 20207.88   
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Question 8 : 

a. Market fails in an economy when the free market leads to misallocation of society's scarce resources or 

in other words, there is either overproduction or underproduction of particular goods and services leading 

to a less than optimal outcome. 

The four main reasons for market failure are: market power, externalities, public goods, and incomplete 

information.   

Excessive  market  power  causes  single  producer  or  small  number  of  producers  to  produce  and sell 

less output than would be produced and charge a higher price.   

Externalities hinder the ability of market prices to convey accurate information about how much to 

produce and how much to buy.   

Public goods,  due to their special characteristics such as non-excludability and non-rivalry,  are not 

produced at all or produced less than optimal quantities. These have Free rider problem causing over-use, 

degradation and depletion of common resources resulting in market failure.   

Information failure manifests in asymmetric information causing adverse selection and moral hazard.   

 

b. Operating procedures are the variety of rules, traditions and practices used in the actual implementation 

of monetary policy. It encompasses, basically, a set of tactics such as choice of the operating target and 

policy instruments, the nature and frequency of use of policy instruments, market interventions, the width 

of corridor for market interest rates and the manner of policy signals to effect desired changes in the 

intermediate targets.   

 

c.   

i. Given, 

Increase in income= 7500 crore  

Increase in investment=  2500 crore   

Therefore,  

Investment  multiplier (k)= ∆Y/∆I  or   

∆Y/∆I=1/1-mpc  

7500/2500=1/1-mpc   

mpc= 0.66 

 

ii. Suppose assume that  income is 1000, 2000 and 3000 

Then consumption is C= 200+0.9(1000) =1100 

C= 200+0.9(2000)  = 2000 

C= 200+0.9(3000) = 2900 

Thus: 

Y       C      MPC (∆C/∆Y) 

1000     1100        - 

2000     2000     900/1000=0.9 

3000     2900     900/1000=0.9 

So  we  see  as  income increases  from  `  1000  to  `  2000  and  from  `  2000  to  ` 3000, marginal 

propensity  to consume remains constant i.e.,  0.9. 
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d. The principal objective of the WTO is to facilitate the flow of international trade smoothly, freely, fairly 

and predictably. The WTO does its functions by acting as a forum for trade negotiations among member 

governments, administering trade agreements, reviewing national trade policies, assisting developing 

countries in trade policy issues, through technical assistance and training programmes and cooperating 

with other international organizations. 

 

Question 9 : 

a. GDPMP  = Compensation of employees + mixed income of self-employed + operating surplus + 

depreciation + net indirect taxes   

= 1000 crores + 1100 crores + 2000 crores + 400 crores + 450 crores = 4950  crores 

GNPMP    = GDPMP + NFIA    

= 4950 crores + (-50) crores = 4900 crores 

NNPMP    = GNPMP – consumption of fixed capital         

= 4900 crores – 400 crores = 4500 crores 

NNPFC or NI  = NNPMP- NIT            

= 4500 crores – 450 crores= 4050 crores 

  

b. High powered money  is also known as reserve  money which determines the level  of liquidity  and price 

level in the economy. 

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   

= 41561.2 + 18459.3 + 31456.2 + 10456.1 + 21417.1 - 24981.2 = 98368.7 million 

  

c. National income is a flow measure of output per time period—for example, per year— and includes only 

those goods and services currently produced i.e. produced during the  time  interval  under  consideration.    

The  value  of  market  transactions  such  as exchange of goods which already exist or are previously 

produced, do not e nter into the  calculation  of  national  income.  No  part  of  the  used  car  sales  

proceeds  of  Rs 60,000  will  be  included  in  national  income  calculation  because  sale  of  a  used  car 

represents  transfer  of  existing  asset  which  was  produced  during  some earlier year and was accounted 

in the national income calculation of that year.  

 

Question 10 : 

a.   

i. Value added by Firm A and Firm B    

Gross Value Added (GVAMP)  of Firm A = Gross value of output (GVOMP) of Firm A - Intermediate 

consumption of firm A   

=  (Sales  by  firm  A  +  Change  in  stock  of firm A)  - (Purchases  by firm A)    

=  [(ii)  +  (iv)]  –  (vii)  =  (1500  +  200)  -  270   = 1430 Crores   
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Gross Value Added (GVAMP)  of Firm B = Gross value of output (GVOMP)  of firm B -Intermediate  

consumption of  firm B 

 

=  [Sales  by  firm  B  to  general  government  +  Sales  by  firm  B  to  households  +  (Closing  stock  

of  firm B - Opening stock of firm B)]  - Purchases by  firm B 

=  [(300  +  1350)  +  (140  -  130)]  -  300  = 1650 + 10 - 300 = `  1360 Crores 

 

ii. Gross Domestic product at Market Price: 

= Value added by firm A + Value added by firm B = 1430 + 1360 =  `  2790 Crores   

 

iii. Net Domestic Price at Factor Cost:   

NDPFC = Gross Domestic product at market price - Consumption of fixed capital –  Indirect  taxes  

paid  by both the firms 

= 2790 - (ix) - (viii)  = 2790 - 720 – (375 -0) = `  1695 Crores    

 

b. Increase in investment ( ∆ I) =  Rs 700 crore 

Increase in national income ( ∆Y )= Rs.3,500 crore  

  
MPC = 1 – 0.2 

MPC = 0.8  

We also know, MPC + MPS = 1  

Or, MPS  = 1– MPC 

   = 1 – 0.8   = 0.2 

Change in saving ( ∆S ) =  ∆Y ×  MPS = 3,500 crore  × 0.2 = 700 crore 

 

c. As  can be  seen  from the  table,  one  hour  of  labour  time produces  10 quintal   and  5 quintal of wheat 

respectively  in country  A and country B.  On the other hand, one hour of labour time produces 5 quintal 

of rice in country  A  and 10 quintal of rice in country B.   Country  A  is  more efficient  than  country  

B,  or  has  an absolute  advantage  over country  B  in production of  wheat.   Similarly,  country  B is 

more efficient  than country A,  or  has  an  absolute  advantage  over  country  A  in  the  production  of  

rice.    If  both nations  can  engage  in  trade  with  each  other,  each  nation  will  specialize  in  the 

production  of  the  good  it  has  an  absolute  advantage  in  and  obtain  the  other commodity  through  

international  trade.    Therefore,  country  A  would  specialise completely in production of wheat and 

country B in rice. 
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Question 11 : 

a. All  the  goods  mentioned  in  the  question  can be  classified  as  impure  public good. T here are many 

hybrid  goods that  possess  some features  of  both public and private goods.  These goods  are  called 

impure  public goods  and  are  partially  rivalrous  or congestible.  Because  of  the  possibility  of  

congestion,  the  benefit  that  an  individual gets  from  an impure public good  depends on the  number 

of  users.  Consumption of these  goods  by  another  person  reduces,  but  does  not  eliminate,  the  

benefits  that other  people receive  from their consumption of  the same good.  Impure public goods also 

differ  from pure public goods in that  they  are often  excludable. 

Since free  riding can be eliminated,  the  impure public good may  be provided  either by  the  market or  

by  the  government  at  a price or  fee.  If  the  consumption of  a  good can  be  excluded,  then  the  

market  would  provide  a  price  mechanism for  it.  The provider  of  an  impure public good  may  be 

able to  control  the  degree  of  congestion either by regulating the number of people who may use it,  or 

the frequency with which it may be used or both.    

   

b. Customs  duties  are basically  taxes  or  duties  imposed on goods  and services  which are  imported  or  

exported.    It  is  defined  as  a  financial charge  in  the  form  of  a  tax, imposed at  the  border  on  goods 

going  from one  customs territory  to  another.  They are  the  most  visible  and  universally  used  trade  

measures  that  determine  market access for  goods.    Import  duties  being pervasive  than  export  duties,  

custom duties are often identified with import duties. Custom duties are aimed at altering the relative 

prices of  goods and  services  imported,  so  as  to contract  the  domestic demand and thus regulate the 

volume of their imports.  Custom duties leave the world market price of  the goods unaffected;  while 

raising their  prices in the domestic market.  The main goals of custom duties are to raise revenue  for the 

government,  and more importantly to protect the  domestic import-competing industries. 

  

c.   

i. Yes,  prohibition  of  import of  poultry  from countries  affected  by  avian  flu,  meat  and poultry  

processing  standards  to  reduce  pathogens,  residue  limits  for  pesticides  in foods  etc.  are  the  

examples of  Sanitary  and Phytosanitary  (SPS)  measures.  These measures  are applied  to  protect  

human,  animal or  plant  life  from  risks  arising from additives,  pests,  contaminants,  toxins  or  

disease-causing  organisms and  to  protect biodiversity.   These include ban or prohibition of import 

of certain goods, all measures governing  quality  and hygienic  requirements,  production processes,  

and associated compliance assessments. 

ii. Food  laws,  quality  standards,  industrial  standards  are  some  of  the  examples  of Technical 

Barriers to Trade (T BT), which cover both food and non-food traded products. Technical Barriers to 

Trade refer to mandatory ‘Standards and Technical Regulations’ that  define  the  specific 

characteristics  that  a  product  should  have,  such  as  its  size, shape,  design,  

labelling/marking/packaging,  functionality  or  performance  and production methods, excluding 

measures covered by  the SPS Agreement. 

 

OR 

 

i. Demerit  goods  are  deemed  socially  undesirable  and  their  consumption  imposes considerable  

negative  externalities  on  the  society  as a whole.  Examples of demerit goods  are  cigarettes,  

alcohol  etc.  Since  demerit  goods  are  clear  cases  of  market failure,  the  government  intervenes  

in the marketplace to discourage their production and consumption mainly by  the following methods: 
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a. At  the extreme, the government may enforce complete ban on a demerit good; e.g. intoxicating 

drugs. In such cases, the possession, trading or consumption of the good is made illegal.   

b. Impose unusually high taxes on producing or purchasing the demerit goods making them very 

costly and unaffordable to many.  

c. Through persuasion which is mainly intended to be achieved by negative advertising campaigns 

which emphasize the dangers associated with consumption of demerit goods and granting of 

subsidies for such advertisements.   

d. Through legislations that prohibit the advertising or promotion of demerit goods in whatsoever 

manner.    

e. Strict regulations of the market for the good may be put in place so as to limit access to the good, 

especially by vulnerable groups such as children and adolescents. Restrictions in terms of a 

minimum age may be stipulated at which young people are permitted to buy cigarettes and 

alcohol. 

f. Regulatory controls in the form of spatial restrictions e.g. smoking in public places, sale of 

tobacco to be away from schools, and time restrictions under which sale at particular times during 

the day is banned.    

ii. The  ‘real  exchange  rate'  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.  Thu s  it incorporates changes 

in prices   

 

 


