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MOCK TEST PAPER

FINANCIAL MANAGEMENT AND ECONOMICS FOR FINANCE

Maximum Marks: 100 Time Allowed: 3 Hours

Topic cover in exam
Financial Management

Financial Analysis and Planning - Ratio Analysis

Management of Working Capital

Unit I: Introduction to Working Capital Management, Unit II: Treasury and Cash Management, Unit III:
Management of Inventory, Unit IV: Management of Receivables, Unit V: Management of Payables
(Creditors), Unit VI: Financing of Working Capital

Economics for Finance
Money Market
Unit I: The Concept of Money Demand : Important Theories, Unit II: The Concept of Money Supply, Unit
III: Monetary Policy
International Trade
Unit IV: Exchange Rate and Its Economic Effects, Unit V: International Capital Movements

SECTION – A: FINANCIAL MANAGEMENT (60 Marks)

Answer all questions

Answer 1.

Statement showing Estimate of Working Capital Requirement
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2. It  is assumed that  safety  margin of 20% is on net working capital.

3.  No information is given  regarding lag in payment  of wages, hence ignored assuming it is
paid regularly.

4.  Debtors/Receivables  is calculated based on total  cost.

Then Total Current assets  will be ` 5,92,500 and accordingly Net working capital and Working
capital requirement will be ` 5,32,500aand ` 6,39,000 respectively].

Answer 2.

a. If the company does not avail the cash discount and pays the amount after 45 days, the
implied cost of interest per annum would be approximately:

Now let us assume that Growth Ltd. can invest the additional cash and can obtain an annual
return of 25% and if the amount of invoice is ` 10,000. The alternatives are as follows:

Refuse
discount(`)

Accept
discount(`)

Payment to supplier 10,000 9,800
Return  from  investing ` 9,800  between  day  10  and
day 45:

(235)

Net Cost 9,765 9,800

Advise: Thus, it is better for the company to refuse the discount, as return on cash retained
is more than the saving on account of discount.
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b.

Carrying  costs  = ` 0.10  ×  1,000  = ` 100.    The  optimal  order  size  would  be 4,000
filters, which represents five orders a month.

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.

The lower the order cost, the more important carrying costs become relatively and the
smaller the optimal order size.

Answer 3.

Workings: ` in ‘000’

(1) Payments to creditors: Jan.
2020

Feb.
2020

March,
2020

Cost of Sales 1,635 1,405 1,330

Add Closing Stocks 1,200 1,100 1,000

2,835 2,505 2,330

Less: Opening Stocks 1,300 1,200 1,100

Purchases 1,535 1,305 1,230

Add: Trade Creditors, Opening balance 2,110 2,000 1,950

3,645 3,305 3,180

Less: Trade Creditors, closing balance 2,000 1,950 1,900

Payment 1,645 1,355 1,280

(2) Receipts from debtors:

Debtors, Opening balances 2,570 2,600 2,500
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Add: Sales 2,100 1,800 1,700

4,670 4,400 4,200
Less: Debtors, closing balance 2,600 2,500 2,350

Receipt 2,070 1,900 1,850

CASH BUDGET

a. 3 months ending 31st March, 2020

(` in 000)
January,

2020
February,

2020
March,

2020
Opening cash balances 545 315 65
Add: Receipts:

From Debtors 2,070 1,900 1,850
Sale of Investments --- 700 ----
Sale of Plant --- --- 50
Total (A) 2,615 2,915 1,965

Deduct: Payments
Creditors 1,645 1,355 1,280
Expenses 255 210 195
Capital Expenditure --- 800 ---
Payment of dividend --- 485 ---
Purchase of investments 400 --- 200
Total payments (B) 2,300 2,850 1,675
Closing cash balance (A-B) 315 65 290

b. Statement of Sources and uses of Funds for the three month periodending 31st March,
2020

Sources: ` ’000 ` ’000
Funds from operation:

Net profit (150+125+115) 390

Add: Depreciation (60×3) 180 570

Sale of plant 50

620
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Decrease in Working Capital
(Refer Statement of changes in working capital)

665

Total 1,285

Uses:

Purchase of plant 800

Payment by dividends 485

Total 1,285

Statement of Changes in Working Capital

January,20 March,20 Increase Decrease
`’ 000 `’ 000 `’ 000 `’ 000

Current Assets
Cash in hand and at Bank 545 290 255
Short term Investments 300 200 100
Debtors 2,570 2,350 220
Stock 1,300 1,000 300

4,715 3,840
Current Liabilities

Trade Creditors 2,110 1,900 210 ---
Other Creditors 200 200 --- ---
Tax Due 320 320 --- ---

2,630 2,420
Working Capital 2,085 1,420
Decrease 665 665

2,085 2,085 875 875
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Answer 4.

A. Statement showing the Evaluation of Debtors Policies (Total Approach)

Recommendation: The Proposed Policy W (i.e. increase in collection period by 15 days or total
60 days) should be adopted since the net benefits under this policy are higher as compared to
other policies.
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B. Another method of solving the problem is Incremental Approach.  Here we assume that
sales are all credit sales.

Recommendation: The Proposed Policy W should be adopted since the net benefits under this
policy are higher than those under other policies.
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C. Another method of solving the problem is by computing the Expected Rate of Return.

Recommendation: The Proposed Policy W should be adopted since the Expected Rate  of
Return  (41.96%)  is  more  than  the  Required  Rate  of  Return  (20%)  and  is highest among
the given policies compared.

Answer 5.

Working notes:

i. Current Assets and Current Liabilities computation:

Current assets/ Current liabilities = 2.5/1

Or Current assets =  2.5 Current liabilities

Now,  Working capital =   Current assets − Current liabili es

Or ` 4,80,000 =  2.5 Current liability − Current liability

Or   1.5 Current liability = ` 4,80,000∴ Current Liabilities = ` 3,20,000

So, Current Assets = ` 3,20,000 × 2.5 = ` 8,00,000

ii. Computation of stock

Liquid ratio = Liquid  assets/ Current  liabilities

Or  1.5 = Current assets - Inventories
 3,20,000`

Or  1.5 × ` 3, 20,000 = ` 8,00,000 − Inventories
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Or  Inventories = ` 8,00,000 – ` 4, 80,000

Or  Stock = ` 3,20,000

iii. Computation  of  Proprietary  fund;  Fixed  assets;  Capital and  Sundry creditors

Fixed Asset to Proprietary ratio = Fixed  assets/ Proprietary fund

= 0.75∴ Fixed Assets = 0.75 Proprietary fund (PF)

[FA+NWC – Long Term Debt = PF] i.e. FA + NWC = PF as there is no long-term debt.

Or NWC = PF - FA  (i.e. .75 PF)]

Or Net Working Capital (NWC) =   0.25 Proprietary fund

Or ` 4,80,000/0.25 =   Proprietary fund

Or   Proprietary fund = ` 19,20,000

and Fixed Assets =  0.75 proprietary fund

=  0.75 × ` 19,20,000

= ` 14,40,000

Capital =  Proprietary fund − Reserves & Surplus

= ` 19,20,000 − ` 3,20,000

=` 16,00,000

Sundry Creditors =  (Current liabilities − Bank overdra )

=  (` 3,20,000 − ` 80,000)

=` 2,40,000

Balance Sheet as at 31st March, 2020

G6 ` Assets `

Capital 16,00,000 Fixed Assets 14,40,000
Reserves & Surplus 3,20,000 Stock 3,20,000
Bank overdraft 80,000 Other Current Assets 4,80,000
Sundry creditors 2,40,000

22,40,000 22,40,000



Sanjay Saraf Educational Institute 11 | P a g e

Answer 6.

i. Statement showing Working Capital for each policy

ii. Statement Showing Effect of Alternative Financing Policy
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SECTION – B: ECONOMICS FOR FINANCE (40 Marks)

Answer all questions

Answer 7.

a. Major differences between FDI and Foreign Portfolio Investment are as follows

Foreign Direct Investment Foreign Portfolio Investment
Investment involves creation of physical
assets

Investment is only in financial assets.

Has a long-term interest and therefore
invested for long

Only short-term interest and generally
remain invested in short periods.

Relatively difficult to withdraw Relatively easy to withdraw
Not inclined to be speculative Speculative in nature
Often accompanied by technology transfer Not accompanied by technology transfer.
Direct impact on employment of labour and
wages.

No direct impact on employment of labour
and wages.

Enduring interest in management and
control

No abiding interest in management and
Control.

b. Liquidity  trap is  a  situation  where  the  desire  to  hold  bonds  is  very  low  and
approaches  zero,  and  the  demand  to  hold  money  in  liquid  form  as  an  alternative
approaches infinity. People expect a rise in interest rate and the consequent fall in bond
prices  and  the  resulting  capital  loss.  The  speculative  demand  becomes perfectly  elastic
with  respect  to  interest  rate  and  the  speculative  money  demand curve becomes
parallel to the X axis.

c. The day-to-day implementation of monetary policy by central banks through various
instruments  is  referred  to  as  ‘operating  procedures.  For  example,  liquidity
management is the operating procedure of the Reserve Bank of India

The operating framework relates to all aspects of implementation of monetary policy. It
primarily involves three major aspects, namely,

 choosing the operating targets,
 choosing the intermediate targets, and
 choosing the policy instruments.
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The  operating  targets  refer  to  the  financial  variables  that  can  be  controlled  by  the
central  bank  to  a  large  extent  through  the  monetary  policy  instruments  the
intermediate targets are    variables which the central bank can hope to influence to a
reasonable degree through the operating targets. The  monetary policy instruments are the
various tools that a central bank can use to influence money market and credit conditions
and pursue its monetary policy objectives.

In general, the direct instruments comprise of:

a. the required cash reserve ratios and liquidity reserve ratios prescribed from time to
time.

b. directed credit which takes the form of prescribed targets for allocation of credit to
preferred sectors

c. administered interest rates wherein the deposit and lending rates are prescribed by the
central bank.

The indirect instruments mainly consist of:

i. Repos

ii. Open market operations

iii. Standing facilities

iv. Market-based discount window.

d. Market Stabilization Scheme was introduced in 2004 as an Instrument fo r monetary
management  with  the  primary  aim  of  aiding  the  sterilization  operations of  the  RBI.
(Sterilization is the process by which the monetary authority sterilizes the effects of
significant  foreign  capital  inflows  on domestic  liquidity  by  off- loading  parts  of  the
stock  of  government  securities  held  by  it).  Surplus  liquidity  of  a  more  enduring nature
arising  from  large  capital  inflows  is  absorbed  through  sale  of  short,  dated government
securities  and  treasury  bills.  Under  this  Scheme,  the  government  of India borrows from
the RBI (Such borrowing being additional to its normal borrowing requirements  and  issues
treasury-bills/dated  securities  for  absorbing  excess liquidity from the market arising from
large capital inflows.
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Answer 8.

a. Credit Multiplier is the reciprocal of required reserved ratio.

b. An exchange rate regime is the system by which a country manages its currency with
respect to foreign currencies. There are two major types of exchange rate regimes namely
floating exchange rate regime and fixed exchange rate regime.

A floating exchange rate allows a government to pursue its own independent monetary
policy and there is no need for market intervention or maintenance of reserves. However,
volatile exchange rates generate a lot of uncertainties with regard to international
transaction.

c. Value  of  money  is  linked  to  its  purchasing  power.  Purchasing  power  is  the inverse of
the average or general level of prices as measured by the consumer price index.

The  amount  of  money  demanded  under  the  precautionary  motive  is  to  meet
unforeseen  and  unpredictable  contingencies  involving  money  payments  and depends
on  the  size  of  the  income,  prevailing  economic  as  well as  political conditions  and
personal  characteristics  of  the  individual  such  as  optimism/ pessimism, farsightedness
etc.

d. The Cambridge approach holds that money increases utility in the following two ways:
 enabling the possibility of split-up sale and purchase to two different points of time

rather than being simultaneous and
 being a hedge against uncertainty.

The Cambridge money demand function is stated as:
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Md = K PY
Md = is the demand of money balances,
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  is  a  parameter  reflecting
economic structure and monetary habits, namely the ratio of desired money balances to
total transactions to income and the ratio of desired money balances to total transactions.

Answer 9.

a. M1 =  Currency  with  public  +  Demand  Deposits  with  Banking  System  +  Other Deposits
with the RBI
= 90000 crore + 200000 crore + 280000 crore
= 57 0000crore

b. Potential problems of foreign direct investment include use of inappropriate capital -
intensive  methods  in  a  labour-abundant  country,  increase  in  regional  disparity,
crowding-out  of  domestic  investments,  diversion  of  capital  resulting  in  distorted
pattern  of  production  and  investment,  instability  in  the  balance  of  payments  and
exchange rate and indiscriminate repatriation of the profits.

FDIs are also likely to indulge in anti-ethical market distortions, off shoring or shifting of
jobs,  overexploitation  of  natural  resources  causing  environmental  damage, exercising
monopoly  power,  decrease  in  competitiveness  of  domestic  companies, potentially
jeopardizing  national  security  and  sovereignty,  worsening  commodity terms of trade,
and causing emergence of a dual economy.

c. The Speculative motive reflects people’s desire to hold cash in order to be equipped to
exploit any attractive investment opportunity requiring cash expenditure. According to
Keynes, people demand to hold money balances to take advantage of the future changes in
the rate of interest, which is same as future change in bond prices. The market value of
bonds and the market rate of interest are inversely related.

When  we  go  from  the  Individual  speculative  demand  for  money  to  the  aggregate
speculative demand  for  money,  the  discontinuity  of  the  Individual  wealth- holder’s
demand  curve  for  the speculative  cash  balances  disappears  and  we  obtain  a
continuous  downward  sloping  demand function showing the inverse relationship between
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the current rate of interest and the speculative demand for money as shown in the figure
below:

According to Keynes, the higher the rates of interest, lower the speculative demand for
money, and lower the rate of interest, higher the speculative demand for money.

d. i. Not FDI because an insignificant part of the total stake is acquired

ii. FDI lending to a company in which Augusta Crop has majority stake

Answer 10.

a. The Quantity theory of money was propounded by Irving Fisher. According to him there is
strong relationship between money and price level and the quantity of money is the main
determinant of the price level or value of money.

Fisher version also termed as ‘Equation of Exchange ‘is formally stated as follows:

MV = PT

M= the total amount of money in circulation

V = transactions velocity of circulation

P = average price level

T = Total number of transactions

Subsequently Fisher extended the equation of exchange to include demand bank deposit
(M’)  and Velocity (V’) in the total supply of money.

The Expanded Form of the equation becomes:

MV + M’V’ = PT

Where M’ = the total quantity of credit money

V’ = velocity of circulation of credit money.
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b. Measurement  of  money  supply  is  essential  from  a  monetary  policy  perspective
because  it  enables  a  framework  to  evaluate  whether  the  stock  of  money  in  the
economy is consistent with the standards for price stability, to understand the nature of
deviations  from  this  standard and  to  study  the causes  of money  growth.  Central banks
all over the world adopt monetary policy to stabilise price level and GDP growth by directly
controlling the supply of money. This is achieved mainly by managing the quantity of
monetary base. The success of monetary policy depends to a large extent on the
controllability of the monetary base and the money supply.

If the money supply grows at a faster rate than the economy's ability to produce goods and
services,  then  inflation  will  result,  therefore  the  thrust  of  monetary  policy  to stabilize
price level and GDP growth by controlling the supply of money.

c. i. MV = PT;
5000 x V = 110 x 200,

Therefore V = 4.4

ii. If Volume of transaction 225,
then V = 4.95

d. 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.  Thus  it incorporates
changes in prices
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price level and GDP growth by controlling the supply of money.

c. i. MV = PT;
5000 x V = 110 x 200,

Therefore V = 4.4

ii. If Volume of transaction 225,
then V = 4.95

d. 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.  Thus  it incorporates
changes in prices
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