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MOCK TEST PAPER

FINANCIAL MANAGEMENT AND ECONOMICS FOR FINANCE

Maximum Marks: 100 Time Allowed: 3 Hours

SECTION – A: FINANCIAL MANAGEMENT (60 Marks)

Answer all questions

Answer 1.

Determination of Cash inflows `

Sales Revenue 1,20,000
Less: Operating Cost 22,500

97,500
Less: Depreciation (` 2,00,000 – ` 18,000)/8 22,750
Net Income 74,750
Tax @ 30% 22,425
Earnings after Tax (EAT) 52,325
Add: Depreciation 22,750
Cash inflow after tax per annum 75,075
Less: Loss of Commission Income 36,000
Net Cash inflow after tax per annum 39,075
In 8th Year :
New Cash inflow after tax 39,075
Add: Salvage Value of Machine 18,000
Net Cash inflow in year 8 57,075

Topic cover in question paper
Financial Management: Investment Decisions(Capital Budgeting) & Risk Analysis in Capital Budgeting
Economics for Finance : National Income, The Keynesian Theory & Theories of International Trade
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i. Calculation of Net Present Value (NPV)

Year
CFAT
(`)

PV Factor
@10%

Present Value of Cash
inflows (`)

1 to 7 39,075 4.867 1,90,178.03

8 57,075 0.467 26,654.03

2,16,832.06

Less: Cash Outflows 2,00,000.00

NPV 16,832.06

i i . Prof itabi l i ty  Index =
Sum of discounted cash in flows
Present value of cash out flows

= 2,16,832.06
2,00,000

= 1.084

Advise: Since  the  net  present  value  (NPV)  is  positive  and  profitability index is also greater
than 1, the hospital may purchase the machine.

Answer 2.

The Present Value of  the Cash Flows for all the years  by  discounting the cash flow at 5% is
calculated as below:
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Now when the  risk-free  rate  is  5% and the risk  premium expected by  the  Management is
10%. So the risk  adjusted discount rate  is 5% + 10% =15%.

Discounting  the  above  cash  flows  using  the  Risk  Adjusted  Discount  Rate  would  be  as
below:

Answer 3.
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Advise: The company should modernize its existing equipment and not buy a new machine
because NPV is positive in modernization of equipment.
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Answer 4.

Present value (PV) of Cash Flows

Year 0 1 2 3 Total
Cost  of

Plant
(12,00,00,000)

Running
cost

0 (4,00,00,000) (5,00,00,000) (6,00,00,000)

Savings 0 12,00,00,000 14,00,00,000 11,00,00,000
Net  cash

inflow
(12,00,00,000) 8,00,00,000 9,00,00,000 5,00,00,000

PV factor 1 0.892 0.797 0.711
NPV (12,00,00,000) 7,13,60,000 7,17,30,000 3,55,50,000 5,86,40,000

Determination of the most Sensitive factor:

i. Sensitivity Analysis w.r.t. Plant cost:

NPV  of  the  project  would  be  zero  when  the  cost  of  the  plant  is  increased  by
`5,86,40,000∴ Percentage change in the cost = 5,86,40,000 100

12,00,00,000


`
`

= 48.87%

ii. Sensitivity Analysis w.r.t. Running cost:

NPV  of  the  project  would  be  zero  when  the  Running  cost  is  increased  by
`5,86,40,000∴ Percentage change in the cost

= 49.61%
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iii. Sensitivity Analysis w.r.t. Savings:

NPV of the project would be zero when the savings decreased by `5,86,40,000∴ Percentage change in the savings

= 19.75%

The Savings  factor is  the  most  sensitive  as  only  a  change  beyond  19.75%  in
savings makes the project unacceptable.

Answer 5.

i. Calculation of Net Present Value (NPV)

Year

Prob. = 0.2 Prob. = 0.7 Prob. = 0.1

Cash
flow

Probable
cash flow

Cash
flow

Probable
cash
flow

Cash
flow

Probable
cash
flow

Total
Cash
flow

PVF@
18%

PV of
Total

cash flow
0 (90,00,000) 1.000 (90,00,000)

1 20,00,000 4,00,000 30,00,000 21,00,000 40,00,000 4,00,000 29,00,000 0.847 24,56,300

2 20,00,000 4,00,000 30,00,000 21,00,000 40,00,000 4,00,000 29,00,000 0.718 20,82,200

3 20,00,000 4,00,000 30,00,000 21,00,000 40,00,000 4,00,000 29,00,000 0.608 17,63,200

4 20,00,000 4,00,000 30,00,000 21,00,000 40,00,000 4,00,000 29,00,000 0.515 14,93,500

5 20,00,000 4,00,000 30,00,000 21,00,000 40,00,000 4,00,000 29,00,000 0.437 12,67,300

5 0 0 20,00,000 14,00,000 30,00,000 3,00,000 17,00,000 0.437 7,42,900

Net Present Value (NPV) 8,05,400
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ii. Worst  and  Best  case  is  the  case  where  expected  annual  cash  inflows  are
minimum and maximum respectively.

Calculation of Worst Case and Best Case NPV:

Year
PVF@

18%

Worst case Best Case

Cash flows PV of Cashflows Cash flows
PV of Cash

flows

0 1.000 (90,00,000) (90,00,000) (90,00,000) (90,00,000)

1 0.847 20,00,000 16,94,000 40,00,000 33,88,000

2 0.718 20,00,000 14,36,000 40,00,000 28,72,000

3 0.608 20,00,000 12,16,000 40,00,000 24,32,000

4 0.515 20,00,000 10,30,000 40,00,000 20,60,000

5 0.437 20,00,000 8,74,000 40,00,000 17,48,000

5 0.437 0 0 30,00,000 13,11,000

NPV (27,50,000) 48,11,000

Worst case NPV = ` (27,50,000)

Best Case NPV = ` 48,11,000

iii. The cash flows are perfectly positively correlated over time means cash flow in first year
will be cash flows in subsequent years. The cash flow of `20,00,000 is the  worst  case
cash  flow  and  its  probability  is  20%,  thus,  possibility  of  worst case is 20% or 0.2.

Answer 6.

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
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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

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:

1. Material stock increases are taken in cash flows.

2. Idle time wages have also been considered

3. Apportioned factory overheads are not relevant only insurance charges ofthis project are
relevant.
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4. Interest calculated at 14% based on 4 equal instalments of loan repayment.

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

6. Saving in contract payment and income tax thereon considered in the cashflows.
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SECTION – B: ECONOMICS FOR FINANCE (40 Marks)

Answer all questions

Answer 7.

a. Y= C + I

b.

S = Y- C
S = 2750 – 2450= 300.

c. New  Trade  Theory (NTT) is  an economic theory  that  was  developed in the 1970s as
a way  to  understand  international  trade  patterns.  NTT  helps  in  understanding  why
developed and big countries are trade partners when they are trading similar goods and
services. These countries constitute more than 50% of world trade.
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This  is  particularly  true  in  key  economic  sectors  such  as  electronics,  IT,  food,  and
automotive. We have cars made in the India, yet we purchase many cars made in other
countries.

These  are  usually  products  that  come  from  large,  global  industries  that  directly
impact international  economies.  The  mobile  phones  that  we  use  are  a  good
example.  India produces  them  and  also  imports  them.  NTT  argues  that,  because  of
substantial economies  of  scale  and  network  effects,  it  pays  to  export  phones  to
sell  in  another country.  Those  countries  with  the  advantages  will  dominate  the
market,  and  the  market takes the form of monopolistic competition.

Monopolistic competition tells us that the firms are producing a similar product that isn
't exactly the same, but awfully close. According to NTT, two key concepts give
advantages to  countries  that  import  goods  to  compete  with  products  from  the
home  country .  These are:

Economies of Scale: As a firm produces more of a product, its cost per unit keeps going
down. So if the firm serves domestic as well as foreign market instead of just one, then
it can reap the benefit of large scale of production consequently the profits are likely to
be higher.

Network effects refer to the way one person’s value for a good or service is affected by
the  value  of  that  good  or  service  to  others.  The  value  of the  product  or  service
is enhanced as the number of individuals using it increases. This is also referred to as the
‘bandwagon  effect’.  Consumers  like  more  choices,  but  they  also  want  products
and services  with  high  utility,  and  the  network  effect  increases  utility  obtained
from  these products  over  others.  A  good  example  will  be  Mobile  App  such  as
what’s  App  and software like Microsoft Windows.

d. 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 enter 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.
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Answer 8.

a. National Income =  Net  national  product  at  market  price – Indirect  taxes  + Subsidies

= 1,891 – 175 + 30 = 1746crores

Personal Income =   National  income – Income  from  property  and entrepreneurship
accruing  to  government  administrative departments – Saving  of  non-departmental
enterprises  + National  debt  interest  +  Current  transfers from government  +  Current
transfers  from  rest  of  the world – Saving of private corporate sector – Corporate
profit tax

=   1746 – 45 –10+ 15 + 35 + 20 – 25 – 25

=   1711 Crores

b.
i. GDP at factor cost

=   NDP at factor cost + Depreciation

=  Compensation  of  employees+ Rent+  Interest+ Profit  +Mixed  income+  (Gross
domestic  capital formation - Net domestic capital formation)

= ` 3,000 + ` 800 + ` 900 + ` 1,300 + (` 900 - ` 800)

= ` 6100 Crores

ii. Gross Domestic Product at Market Price

=  GDP at factor cost + Net Indirect taxes

=` 6100 + ` 300

= 6400 Crores

Answer 9.

a. Goods produced by each country
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Each  country  has  4000  hours  of  labour  and  uses  2000  hours  each  for  both the
goods. Therefore, the number of hours spent per unit on each good

Since  Rose  Land  produces  both  goods  in  less  time,  it  has  absolute advantage in
both shirts and trousers.

Comparative advantage; comparing the opportunity costs of both goods we have

Rose Land

Opportunity cost of Shirts =2.5/4 = 0.625 trousers

If  4  hours  are  used  up  in  1  trouser,  trousers  given  up  in  2.5  hours  are (1/4) 2.5
= 0.625 trousers.

Similarly, Opportunity cost of Trousers = 4/2. 5 =1.6 shirts

Daisy Land

Opportunity cost of Shirts 4/8 = 0.5 trousers

Opportunity cost of Trousers 8/4 =2 shirts

For producing shirts

Daisy  Land  has  lower  opportunity  cost  for  producing  shirts  (0.5<0.625), therefore
Daisy Land has comparative advantage

For producing Trousers

Rose  Land  has  lower  opportunity  cost  for  producing  Trousers  (1.6<2), therefore
Rose Land has comparative advantage
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Rose  Land  has  lower  opportunity  cost  for  producing  Trousers  (1.6<2), therefore
Rose Land has comparative advantage
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Each  country  has  4000  hours  of  labour  and  uses  2000  hours  each  for  both the
goods. Therefore, the number of hours spent per unit on each good

Since  Rose  Land  produces  both  goods  in  less  time,  it  has  absolute advantage in
both shirts and trousers.

Comparative advantage; comparing the opportunity costs of both goods we have

Rose Land

Opportunity cost of Shirts =2.5/4 = 0.625 trousers

If  4  hours  are  used  up  in  1  trouser,  trousers  given  up  in  2.5  hours  are (1/4) 2.5
= 0.625 trousers.

Similarly, Opportunity cost of Trousers = 4/2. 5 =1.6 shirts

Daisy Land

Opportunity cost of Shirts 4/8 = 0.5 trousers

Opportunity cost of Trousers 8/4 =2 shirts

For producing shirts

Daisy  Land  has  lower  opportunity  cost  for  producing  shirts  (0.5<0.625), therefore
Daisy Land has comparative advantage

For producing Trousers
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b.
i. Productivity  of  labour  in  both  countries  in  respect  of  both commodities

ii. Country X has absolute advantage in the production of wheat because
productivity  of  wheat  is  higher  in  country  X  ,  or  conversely,  the number  of
labour  hours  required  to    produce  wheat  in  country  X  is less compared to
country Y

iii. Country Y has absolute advantage in the production of cloth because
productivity of cloth is higher in country Y , or conversely, the number of  labour
hours  required  to    produce  cloth  in  country  Y  is  less compared to country X

iv. In  country  X,  the  opportunity  cost  is  0.25 units  of  cloth  for  0.5  unit  of
wheat.

v. In  country  Y  the  opportunity  cost  is  0.4  units  of  wheat  for  1  unit  of cloth.

Answer 10.

a. Expenditure Method formula:
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v. In  country  Y  the  opportunity  cost  is  0.4  units  of  wheat  for  1  unit  of cloth.

Answer 10.

a. Expenditure Method formula:
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b.
i. Y = AE

Y = C + I + G + (X – M)

Y = 50+0.6(Y-T) + I + G + (X – M)

240+.55Y = Y

Ye = 533.33 Crores
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ii. X-M = 20 - .05(533.33)

= -6.66 Crores

iii. Change in I = 35

Change in Y = 35/(1-b+m)

= 35/ (1-.6+.05)

= 77.77 Crores

Thus, Ye = 533.33+77.77

= 611.1 Crores

X-M @ Ye = 611.1= 20-.05(611.1)

= 10.555 Crores


