
 

 

 

MANAGEMENT ACCOUNTING AND FINANCIAL ANALYSIS 

Q.N. 1 The following is the data regarding two companies ‘X’ and ‘Y’ belonging to the same 

equivalent risk class. 

   Company X Company Y 

Number of ordinary shares 90,000 1,50,000 

Market price per share Rs 1.20 Rs 1.00 

6% Debentures 60,000                   

Profit before interest Rs 18, 000 Rs 18, 000 

 

 

All profits after debenture interest are distributed as dividends. 

 

  

 You are required to:                                                                               

  
 

i) Explain whether, under Modigliani & Miller approach, an investor holding 

10% of shares in Company 'X' will be better off in switching his holding to 

Company 'Y'.  

Q.N 2 Megasoft Ltd. has issued 10,000 equity shares of Rs. 10 each. The current market 

price per share is Rs. 30. The company has a plan to make rights issue of one new equity 

share at a price of Rs. 20 for every four shares held. You are required to: 

i) calculate the theoretical post rights price per share 

ii) calculate the theoretical value of the rights alone 

iii) show the effect of the rights issue on the wealth of a shareholder who has 

1,000 shares assuming he sells the entire rights; and  

iv) show the effect if the same shareholder does not take any action and 

ignores the issue. 

Q.N. 3 : PQR company is examining an investment proposal requiring an initial outflow of 

Rs. 8 lacs and expected inflow in real terms (i.e. today’s purchasing power) is Rs. 2,80,000 

per year for the next 4 years. The company’s out of pocket monetary cost of capital is 9% 

and inflation is expected to be 3.2% p.a. over the next four years. 

i) Compute the company‟s real (net of inflation) cost of capital. 

ii) what is the present value of cash inflows if real cost of capital is taken into 

consideration? 
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ii) Compute nominal cash inflow from real cash inflows and also calculate present 

value on the basis of nominal cash inflows. 

Q.N 4 XYZ Ltd. is manufacturing a special chemical for sale at Rs 30 per kg. The variable cost 

of manufacture is Rs. 15 per kg. Fixed cost excluding depreciation is Rs. 250,000. The 

company is currently operating at 50 % capacity. It can produce a maximum of 100,000 kgs. 

at full capacity. 

 The Production Manager of the company suggests that if the existing machines are fully 

replaced, the company can achieve maximum capacity in the next five years gradually 

increasing the production by 10% per year. 

 The Finance Manager estimates that for each 10% increase in capacity, the additional 

increase in fixed cost will be Rs. 50,000. The existing machines with a current book value of 

Rs. 1,000,000 can be disposed off for Rs. 500,000. The Vice-President (Finance) 

contemplates that the existing machines cannot be used any more for production and is 

willing to replace the existing machines provided the net present value (NPV) of 

replacement decision is about Rs. 453,000 at 15% cost of capital after tax. 

 On the basis of data given above, the managing director feels that the replacement, if 

carried out, would at least yield post tax return of 15% in the three years provided the 

capacity build up is 60 %, 80% and 100% respectively.  

 Based on the above information and assertions of the concerned personnel of the 

company, you are required to:  

a) Compute the maximum total cost of the new machinery to ensure a NPV of Rs. 453,000 
for the replacement decision.  
 

b) Comment on the view point of the managing director with required computations to 
justify of your comments. 
 

For your exercise, you should assume the following: 

 

 The company follows the block assets concept and all the assets are in the same 
block. Depreciation will be on straight line basis and the same basis is allowed for 
tax purposes. 

 There will be no salvage value for the machine newly purchased. The entire cost of 
the assets will be depreciated over five year period. 

 Tax rate is at 40% 

 Cash inflows will arise at the end of the year. 

 Replacement outflow will be at the beginning of the next year. 
 

PV Factors for different years: 

Year 0 1 2 3 4 5 
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Discount Factor at 15% 1 .87 .76 .66 .57 .49 

 

 

Q.N 5 You work in Dhurmus and Suntili Ltd. Your Finance Director plans 

to acquire YZ Ltd. You are provided with the following data: 

 Dhurmus and 

Suntili Ltd 

YZ Ltd. 

Expected earning per share Rs. 120 Rs. 50 

Expected dividend per share Rs. 80 Rs. 20 

No. of shares 2,00,000 1,20,000 

Current market price Rs. 1,800 Rs. 500 

 

 Your estimates about YZ indicate expected steady growth of earnings 

and dividend to the tune of 6% per annum. However, under the new 

Management, the growth rate is likely to go up to 8% per annum 

without additional investment. 

Required:  

i) Calculate the cost of acquisition by Dhurmus and Suntili Ltd. 
Your Finance Director plans to acquire YZ Ltd. You are provided 

with the. if Rs. 600 is paid for each share of YZ Ltd. 

ii) Calculate the net cost if the agreed exchange ratio is one share 

of Dhurmus and Suntili Ltd. Your Finance Director plans to acquire 

YZ Ltd. You are provided with the. for every three shares of YZ 

Ltd., in lieu of the cash acquisition as per (i) above 

iii) Compute the gain from acquisition. 
If the expected growth rate continues to be 6% per annum, how will the new share 

price as well as cost be different? 

Q,N. 6 Wenden  Co is a Dutch-based company which has the following expected 

transactions. 

One month: Expected receipt of £2,40,000 

One month: Expected payment of £1,40,000 

Three months: Expected receipts of £3,00,000 

The finance manager has collected the following information: 
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Spot rate (£ per Rs.): 1.7820 ± 0.0002 

One month forward rate (£ per Rs.): 1.7829 ± 0.0003 

Three months forward rate (£ per Rs.): 1.7846 ± 0.0004 

Money market rates for Wenden  Co: 

Borrowing Deposit 

One year Euro interest rate: 4.9% 4.6 

One year Sterling interest rate: 5.4% 5.1 

Assume that it is now 1 April. 

Required: 

(a) Calculate the expected Euro receipts in one month and in three months 

using the forward market. 

(b) Calculate the expected Euro receipts in three months using a money-market 

hedge and recommend whether a forward market hedge or a money market 

hedge should be used. 

 

Q.N. 7 An investor  value a long term call option on the NEPSE 500, expiring in  2  
months,  with  a  strike  price  of  $900.  The  index  is  currently  at  $930 ,  and  

the annualized standard deviation in stock prices is 20% per annuam. The 
average dividend yield on the index is 0.3% per month, and is expected to remain 

unchanged over the next month. The treasury bond rate is 8%. 

a. Estimate the value of the long term call 

option. 

b. Estimate the value of a put option, with the same 

parameters. 

c. What are the implicit assumptions you are making when you use the Black -

Scholes model to value this option? 

Which of these assumptions are likely to be violated? What are the 

consequences for your valuation? 

Q.N. 8 Mr. Lee wants to acquire a mechanized feed spreader that cost Rs80,000. He 
intends to operate the equipment for 5 years, at which time it will need to be 
replaced. However, it is expected to have a salvage value of Rs10,000 at the end 
of the fifth year. The asset will be depreciated on a straight-line basis (Rs16,000 

per year) over the 5 years, and Lee is in a 30 percent tax bracket. Two means 
for financing the feed spreader are available. A lease arrangement calls for 

lease payments of Rs19,000 annually, payable in advance. A debt  alternative  
carries  an  interest  of  Rs19,000  annually,  payable in advance.  A  debt 
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alternative carries an interest cost of 10 percent. Debt payments will be at 
the start of each of the 5 years using mortgage type of debt amortization. 

(a) Using the present-value method, determine the best 

alternative. 

(b) Using the internal-rate-of-return method, which is the best alternative? 
Does your answer differ from that to part a ? 

Q.N. 9 The 6-months forward price of a security is Rs.200.  The borrowing rate is 8% 

per annum payable with monthly rests.  What should be the spot price? 

Q.N. 10 You are given three call options on a stock at exercise price of Rs. 30, Rs. 35 

and Rs. 40 with  expiration  date  in  three  months  and  the  premium  of  Rs.  4,  
Rs.  2  and  Re.  1 respectively.  Show how the option can be used to create a 
butterfly spread.  Construct a table with different market prices and show how 
profit changes with stock prices ranging from Rs. 20 to 50 for the butterfly 

spread. 

Q.N. 11 Seawell  Corporation,  a  manufacturer  of  do-it-yourself  hardware  and  
housewares, reported earnings per share ofR s  2.10 in 2003, on which it paid 
dividends per share of Rs. 0.69. Earnings are expected to grow 15% a year from 

2003 to 2008, during which period the dividend payout ratio is expected to 
remain unchanged. After 2008, the earnings growth rate is expected to drop 

to a stable 6%, and the payout ratio is expected to increase to 65% of 
earnings. The firm has a beta of 1.40 currently, and is expected to have a beta 
of 1.10 after 2008. The market risk premium is 5.5%. The Treasury bond rate is 

6.25%. 

(a) What is the expected price of the stock at the end of 

2008? 

(b) What is the value of the stock, using the two-stage dividend discount 

model? 

Q.N. 12 X Ltd is considering  merger  with  Y Ltd   to form XY  LTD  for better  

advantages  in the market.  Following are other information : 

Particulars X Ltd. Y Ltd. 

No of Share  4,00,000 2,00,000 

Earning after Tax  8,00,000 3,00,000 

Market Price Per 
Share  

30 15 

i) What  is  the  pre-merger  earnings  per  share  (EPS)  and  P/E  ratios  

of  both  the companies? 

ii) If the  exchange ratio is market price of share, what will be the post-

merger EPS?  

iii)    What should be the exchange ratio, if X Ltd.‟s pre-merger and post-
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merger EPS are to be the same? 

Q.N. 13 A Mutual Fund raised funds on 1.4.2012 by issuing 10 lakh units @ 17.50 per unit. Out 

of this fund Rs 160 lakhs invested in several capital market instruments. The initial expenses 

amount to Rs 9 lakh. During  June 2012 the fund sold certain securities worth Rs. 100 Lakhs for 

125 Lakh and it bought certain securities for Rs 90 Lakhs. The fund management expenses 

amounting to Rs. 5 Lakh per month. The dividend earned Rs 3 Lakh. 80 % of the realized 

earning were distributed among the unit holders. The market value of the portfolio was Rs. 175 

Lakhs. Determine the NAV per unit as on 30.06. 2012. 

 

Q.N. 14 Mega tech   is in the business of manufacturing laptops. Some more product lines are 

being planned to be added to the existing system. The plant and machinery required for the 

additional production line may be purchased or may be taken on lease. The machine can be 

taken on a 5 years lease. The year end lease rental is Rs. 1,550,000 per annum. 

Alternatively, the plant and machinery can be purchased from the market. The cost of plant is 

Rs. 5,750,000 having useful life of 5 years with the salvage value of Rs. 2,100,000. The full 

purchase value of machine can be financed by 12% loan repayable in five equal installments 

falling due at the end of each year. The company follows the written down value method of 

depreciation at the rate of 15%. The company's tax rate is 25% and cost of capital is 16%. All 

calculation must be made to nearest rupee. 

a) Suggest which option- lease or borrow, the company should choose? 

b) Assess the proposal from the lessors point of view examining whether leasing of the 

machine is viable at 14% cost of capital. 

 

Q.N. 15 Fuller Plc. is intending to acquire Felicy Plc. by merger and the following  

information  is available in respect of the companies: 

 Fuller Plc. Felicy 

Plc. Number of equity shares 1,00,000 60,00

0 Earnings after tax (Rs) 5,00,000 1,80,00

0 Market value per share (Rs) 

 

Required: 

42 28 

(i)  What is the present EPS of both the companies? 

(ii)  If the proposed  merger takes place, what would be the new earning 

per share for Fuller Plc.?  Assume that the merger takes place by 

exchange of equity shares and the exchange ratio is based on the 

current market price. 

(iii)   What  should  be  exchange  ratio,  if  Felicy  Plc.  wants  to  ensure  the  
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earnings  to members are as before the merger takes place? 

 

Q.N. 16 The most recently published Balance sheet of X Ltd is given below : 

Liabilities  ( Rs Lakhs) Assets  ( Rs Lakhs) 

Equity    (  each  share  of  

Rs 

100) 

Reserve & Surplus 

12% Debenture  

Current liabilities 

Total 

300.00 

 

 

 

383.20 

600.00 

220.67 

1503.87 

Fixed Asset 

 

 

Current Asset 

560.80 

 

 

943.07 

 

 

 

 

 

1503.87 

Shares are being traded at Rs 300.  Current P/E ratio is 20. 

The  company  wish  to  raise  Rs.300  lakhs  for  expansion  of  existing  

operation. The expected cash flow (pre tax) from Rs.60 lakhs. Company’s 

tax rate is @ 40%. 

The company desires to increase earning of shareholders by 20%, advise what 

should be doses of equity issue and debenture. 

 

Q.N. 17 The unit price of Mutual Fund ABC is Rs. 10. The public officer price (POP) of 

the unit is Rs. 10.204 and the redemption price is Rs. 9.80.  

You are required to calculate:                                                                   

i) Front-end load, and  

ii) Back-end load 

 

Q. N. 18 ) On July 28, 2008 Unicon (an importer) requested a bank to remit 

Singapore Dollar (SGD) 2,50,000 under an irrevocable  LC.   However, due to bank 

strikes, the bank could effect the remittance only on August 4, 2008.  The 

interbank ma rket rates were as follows: 

July, 28  August 4 

Bombay US$1  = Rs. 45.85/45.90  45.91/45.97 

London Pound 1  = US$   1.7840/1.7850  1.7765/1.7775 

Pound 1  = SGD 3.1575/3.1590  3.1380/3.1390 

The bank wishes to retain an exchange margin of 0.125%.  How much does 
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the customer stand to gain or lose due to the delay? 

Q.N. 19 ) BC Export Co are holding an Export bill in United States Dollar (USD) 

1,00,000 due 60 days hence.   Rate at which deal was finalized @ Rs .47.50 per 

USD.   The Company  is worried about the fluctuating  exchange  rate.   The Firm’s 

Bankers have agreed to make advance against the bill after deduction of interest  

9% per annum and also quoted a 60- day  forward  rate  of Rs.48.10.  The  cost  of 

capital  for the  exporter  is 15% p.a.  Advise whether the exporter will agree to 

the banker’s offer. 

 

Q.N. 20) Rajesh Matel  company is considering to engage a factor. The following 

information is available:  

i) The current average collection period for the company‟s debtors is 80 days and 

½% of debtors default.  The factor has agreed to pay money due after 60 days 

and will take the responsibility of any loss on account of bad debts.  

ii) The annual charge for the factoring is 2% of turnover payable annually in arrears.  

Administration cost saving is likely to be Rs. 1,00,000 per annum.  

iii) Annual sales, all on credit, are Rs. 1,00,00,000. Variable cost is 80% of sales 

price.  The Company‟s cost of borrowing is 15% per annum.  Assume the year is 

consisting of 365 days. 

 

Should the Company enter into a factoring agreement? 

Q.N. 21) Write a short notes on  

i) Role of Merchant Bankers in Public Issues 

ii) Meaning and Importance of ‘Credit-rating’ 

Q.N. 22) What is insider trading and describe about  disclosure made by the 

company in nepalease context.  

 

Q.N. 23 ) Describe the following terms  

a) Loan syndication 

b) Role of technique of ‘Delegation’ in promoting financial system 

Q.N. 24 Distinguish between: 

(a)    Event-Described and Activity-Described  Network 

(b)    Primary Market and Secondary Market 

(c)  Caps & Floors Vs. Swap options 

Q.N. 25 Explain the various types of risks to which the Swap Dealer is exposed to . 
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SUGGESTED ANSWERS/HINTS 

1.  Company X

 Company Y 

 No. of equity share 90,000 1,50,000 

 Value per share Rs. 1.20 Rs.1.00 

 Value of equity 90,000×1.2 1,50,000×1 

  =1,08,000 = 1,50,000 

 Debenture       60,000  -            

. 

 Value of Business 168000 150,000 

 ii)   EBIT 18000 18000 

 Less: Interest 3600 -            .. 

00   

 No. of Equity Share 90000 150000 

 E.P.S 0.16 0.12 

 The persons who hold 10% share of company X i.e. 9000 share in company will have a 

current annual income 9000  × 0.6= 1440. The value of each share is 9000×1.20 = 10,800. 

 He may get better position by shifting from X Ltd to Y Ltd. 

 As per MM approach , a person who hold share in levered firm if shift to unlevered firm 

(all equity firm) he has to raise personal loan in same proportion of debenture of existing 

company as he had shareholding i.e. If he had 20% share of existing company. He will raise a 

loan equal to 20% of debenture. 

 In this question the person had 10% share in existing company hence he will raise loan 

equal to 10% of debenture (i.e. 10% of 60000)= Rs. 6000. 

 After raising loan he will have 10,800 + 6,000 = 16,800. 

(ii) if he is willing to maintain earlier income: 

 Then he will purchase 10% share of Y Ltd. The cost of 10% share i.e. 15,000 share of Y 

Ltd will be 15,000 × 1 = Rs. 15,000.  
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 He will be left with 16800 – 15000= 1800 which he can invest elsewhere and get 

opportunity benefit. 

 

His future annual income 

 Annual dividend from Y Ltd (15000 × 0.120) =  1800 

 Less: Interest on Loan  360 

 Net Income 1440 

 His net income will be as earlier and also an amount left is 1800. This position is better 

than earlier. 

 

Alternatively 

He may invest whole amount 16800 for share of Y Ltd. He will purchase total shares Rs. 

16800/1 = Rs. 16800 shares. 

Its future annual income will be as follows. 

 Annual income (16,800 * .12)                                                     Rs 2,016 

 Less: Interest Rs. 360 

 Net Income 1656 

 The Annual income will increase from 1440 to 1656 i.e. Rs 216 per year. He will be 

under better position under this alternatively too. 

  

Q.N. 2  

 Existing share = 4 

 Market price per share = Rs30 

 Subsription for a right share = Rs.20 

 No. of share offered one for 4 share. 

i) Post right theoretical price per share. = 
                 

   
 

 = 
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ii) Value of a right included in one share 

 = MP before right – Theoretical price after 

right 

  = 30 – 28 = Rs. 2 

There is one right share offered for 4 existing value of the share = Rs 4 × 2 = Rs 

8 

Value of the right for 1 share  = Post right price – Amount to be 

subscribed per share 

 = 28 – 20 = Rs 8 

iii) If a person hold 1000 share, the value of right in 1000 share = 1000 ×2 = Rs 

2000 

If he sells his entire right 

a.  Wealth price of right = 1000 × 30 = 30000 

b. Wealth subsequent  to right = value of share hold = 1000 × 28 = 28000 

        Value of right sold =    Rs 2,000 

 Total wealth        Rs. 30,000 

        There will be no change in wealth. 

iv)  If he does not subscribe to right but ignores right 

a. Wealth before right issue (1000 ×30)  = 30,000 

b. Wealth after right issue (1000 × 28) = 28,000 

He will loose = (a – b) = Rs 2000   

Q. N. 3  

 Initial out flows = Rs. 8,00,000 

 Annual cash in flow (real term) = 2,80,000 

 Monetary cost of capital = 9% 

 (Inflation adjusted Discount Rate) 

 Inflation Rate = 3.2% 

 Life =4 years 

Req (i) We have, 

 (1 + monetary rate) = (1 + Real rate) (1 + Inflation rate) 

 Or,  (1 + 0.09) = (1 + real rate) + (1 + 0.032) 

 Real Rate = 
    

     
    

i.e. 5.62 % 
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Req (ii) M.P.V issuing real discount rate i.e.= 5.62% 

 = (Annual inflow in real term × Sum of P.V Factor for 4 years) – Initial outflow. 

 = (2,80,000 × 3.495) – 8,00,000 

 = Rs. 1,78,600 

Req(iii) The Inflation rate is 3.2% p.a. , the inflation adjusted inflows may be calculated as 

follows 

 Year  

1 2,80,000 × (1.032)1 = 2,88,900 

2 2,80,000 × (1.032)2 = 2,98,207 

3 2,80,000 × (1.032)3 = 3,07,749 

4 2,80,000 × (1.032)4 = 3,17,597 

Now, 

 NPV from inflation adjusted CFs using inflation adjusted discounted rate i.e. 9% 

 = (2,88,450 ×0.917 + 2,98,207 × 0.841 + 3,07749 × 0.772 + 3,17,597 × 0.708) – 8,00,000 

 = Rs. 178,526.91 

Q.N. 4 Computation of Annual Depreciation (Rs. '000) 

Since all the assets are in the same block, tax savings on account of depreciation will be 

restricted to depreciation on net increase in the block i.e. Value of New Machine Less Proceeds 

on Sale of Existing Machine. 

Particulars 

Value at which new plant & machinery is acquired 

Less Value at which existing plant & machinery is transferred 

Incremental Depreciable Block at the end of the year 

Useful life (5 yrs) 

Annual Depreciation 

Tax Savings on Annual Depreciation @ 40% 

Value (Rs 000s) 

X 

-500 

X-500 

5 yrs 

.2X-100 

.08X-40 

Note:  

Under the Block of Assets scheme, gain or losses are measured for the block as a whole, and 

not for independent assets. This means- 
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*   There can be gain only if an asset of the block or the entire block has been transferred at a  

     higher value than the book value of the block of asset. 

*   There can be loss only if the entire block is transferred or sold at a value lower than the   

     current book value. 

Years 1 2 3 4 5 

Capacity Utilization 60% 70% 80% 90% 100% 

Production (kgs) 60000 70000 80000 90000 100000 

  (Rs '000) 

Contributions (Output x Rs 15) 900 1050 1200 1350 1500 

Less Fixed Costs 300 350 400 450 500 

Profit before Depn & Tax 600 700 800 900 1000 

Less Tax @ 40% 240 280 320 360 400 

Profit after Tax(Cash Inflow) 360 420 480 540 600 

Add: Tax Benefit on Depreciation .08X-40 .08X-40 .08X-40 .08X-40 .08X-40 

Total Cash Inflow 320+.08X 380+.08X 440+.08X 500+.08X 560+.08X 

Or .08X+ 320 380 440 500 560 
 

Computation of Initial Investment 

Particulars Value 

Value at which new plant & machinery is acquired X 

Less: Proceeds on sale of old plant & machinery – 500 

Net Investment (Cash Outgo at Year ) X – 500 

      Computation of NPV(Determination of Value of New Plant)   

Particulars Cash Flow Year Dis. Factor Disc. Cash Flow 

Summary of Inflows 
      

 

  

Annual Cash Inflow after 

tax 320 1 0.87 278.4 

  380 2 0.76 288.8 

  440 3 0.66 290.4 
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  500 4 0.57 285.0 

  560 5 0.49 274.4 

Cash Tax Savings on 

Depreciation .08 X 1–5 3.35 0.268 X 

Present Value of Inflows       1417 +  0.268 X 

Less: Net Investment in 

Plant & Machinery X–500 0 1 X-500 

Net Present Value 
      

453 

      From the table: 

PV of Inflows (1,417 + 0.268 X) less Net Investment X – 500 = 453 

Or, 1,417 + 0.268 X – (X – 500) = 453 

Or, 1,417+ 500 – 453 = - 0.268X + X 

Or,  1,464= 0.732 X 

Or, X = 1,464/0.732 = 2,000 thousand, or Rs. 20 lakhs 

Therefore, Value of New Plant & Machinery should not be more than Rs 20 

lakhs 

 
       

Evaluation of Managing Director's View 

Computation of Cash Flow From Operation (If useful life is also considered 

at 5 yrs) 

 Years 1 2 3 

 Capacity Utilization 60% 80% 100% 

 Production (kgs) 60000  80000  100000  

 

 

(Rs '000) 

 Contributions(Output x 

Rs 15) 900  1200  1500  

 
Less Fixed Costs                                       

          300 400  500  

 Balance 600 800 1,000 
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Assuming Useful Life of 

5 Years: 

    Less: Depreciation 

(1,500,000/5) 300.00 300.00 300.00 

 Profit before Tax  300.00 500.00 700.00 

 Less Tax @ 40% 120.00 200.00 280.00 

 Profit After Tax (Cash 

Inflow) 180.00  300.00  420.00  

 Add Depreciation 300.00  300.00  300.00  

 Total Cash Inflow 480.00  600.00  720.00  

 
Assuming Useful Life of 

3 Years: 

     
Less Depreciation 

(1,500,000/3) 500 500 500 

 Profit before tax 100 300 500 

 Less Tax @ 40% 40 120 200 

 Profit After Tax (Cash 

Inflow) 60 180 300 

 Add Depreciation 500 500 500 

 Total Cash Inflow 560 680 800 

 
Note:  Annual Depreciation assuming 5 year's life = (X-500)/5=(2000-500)/5 = 300.00 

           Annual Depreciation assuming 3 year's life = (X-500)/5=(2000-500)/3 = 500.00 

 

Computation of Net Present Value 

Particulars Year 
Discount 

Factor 

Life = 5 Years Life = 3 Years 

Cash 

Flow 

Disc. Cash 

Flow 
Cash 

Flow 

Disc. 

Cash 

Flow 

Summary of Inflows       

Annual Cash Inflow After Tax 1 0.87 480 417.60 560 487.20 

Annual Cash Inflow After Tax 2 0.76 600 456.00 680 516.80 
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Annual Cash Inflow After Tax 3 0.66 720 475.20 800 528.00 

PV of Cash Inflows    1,348.80  1,532 

Less: Net Investment in Plant & 

Machinery (Cost Rs. 2,000 – 

Salvage Rs. 500) 

   – 1,500  – 1,500 

Net Present  Value      (151.20)   32.00  
 

 

Conclusion: 

The Managing Director's contention is correct, if the incremental depreciation can be written 

off during the next three years. However, if the depreciation can be claimed only over a period 

of 5 years, then MD's contention is not correct. 

Q.N 5 Calculation of cost of acquisition by Dhurmus and Suntili Ltd.. if Rs. 600 is paid for 

each share of YZ Ltd. (Rs.) 

Cash payable to YZ Ltd. (1,20,00 shares  Rs. 600) 7,20,00,000 

Market value of YZ Ltd. (1,20,00 shares  Rs. 500) 60,000,000 

Net cost of acquisition  120,000,000 

 

i) Net cost of acquisition based on issue of shares for acquisition 

Exchange ratio = 1 share of Dhurmus and Suntili Ltd.. for every 3 shares of YZ 

Ltd. 

Numbers of shares to be issued in AB Ltd. 

            = 
       

 
 =  40,000 

Total numbers of shares in AB Ltd. after merger 

= 2,00,000 + 40,000 = 240,000 shares 

Calculation of cost of Equity of YZ Ltd. 

            = 
  

  
 + g = 

     

     
      = 0.10 or 10% 

 

Growth rate under new management after acquisition = 8% 

Value of merged company assuming perpetual growth 

 = (Rs. 1800  200,000) + *(
     

     –     
)          +  
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 = Rs. 36,00,00,000 + Rs. 12,00,00,000 = Rs. 48,00,00,000 

Value per share of the merged company 

 = Rs. 48,00,00,000/240,000 shares = Rs. 2000 per share 

Calculation of Net Cost of Acquisition     

 (Rs.) 

Gross cost of acquisition (40,000 shares  Rs. 2000) 8,00,00,000 

Less: Current market price  6,00,00,000 

Cost of acquisition  2,00,00,000 

 

ii) Computation of Gain from acquisition 

Gain from acquisition 

 = Value of merged company – (P.V. of Dhurmus and Suntili Ltd.. + P.V. of 

YZ Ltd.) 

 = Rs. 48,00,00,000 – (Rs. 36,00,00,000 + Rs. 6,00,00,000) = 

Rs. 6,00,00,000 

iii) If the expected growth rate continues to be 6% p.a., how will the new 

share price as well as cost be different? 

When the acquisition is based on share exchange, then variation will 

occur in cost of acquisition as under: 

The new share price will be 

                        =
                                      

                
 

 

 

             
                                  

       
 

 

 

 = Rs. 1750 per share 

 

Calculation of Net cost of acquisition      

 (Rs.) 

Gross cost of acquisition (4,00,00 shares  Rs. 

1750) 

7,00,00,000 
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f 

Current market value (12,00,00   Rs. 500) 6,00,00,000 

Net cost of acquisition  1,00,00,000 

 

Q.N. 6 a) Forward market evaluation 

Net receipt  in 1 month = £2,40,000 – £1,40,000 = £1,00,000 
WendenCo needs to sell Sterlings at an exchange rate of (1.7829 + 0.0003)= £1.7832 

per Rs. 

Euro value of net receipt = 1,00,000/ 1.7832 = 

Rs.56,079 

Receipt in 3 months = £3,00,000 
Wenden  Co needs to sell Sterlings at an exchange rate of 1.7846 + 0.0004 = £1.7850 

per Rs. 

Euro value of receipt in 3 months = 3,00,000/ 1.7850 = 

Rs.1,68,067 

(b)   Evaluation of money-market 

hedge 
Expected receipt after 3 months = £300,000 

Sterling interest rate over three months = 5.4/ 4 = 

1.35% Sterlings  to borrow now to have £300,000 liability 

after 3 months = 300,000/ 1.0135 = £296,004 

Spot rate for selling Sterling = 1.7820 + 0.0002 = £1.7822 per 

Rs. Euro deposit from borrowed Sterling at spot = 296,004/ 1.7822 

 = Rs.166,089 

Euro interest rate over three months = 4.6/ 4  = 

1.15% Value in 3 months of Euro deposit = 166,089 x 1.0115 = 

Rs.167,999 

The forward market is marginally preferable to the money market hedge 

for the 

Sterling receipt expected after 3 months. 

 

 

 Q.N.7 . (a) S0 = 930 

K = 900 
t =  2/12 
rf = 8% 
r = 3% 

σ2 = (0.20)2 
 

r T
 

 

rT
 

c S0e f  N(d1) Xe 

In S 

N(d2) 

/ x  r  r  
2 / 2T 

where d1
    0  f   

  T 
 

 

d2  
In S0 / x  r  r  

2 / 2T 

  T 
  d1 
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In 930 / 900 0.08  0.3  

0.22 2 / 12 

 

 

 0.544 

0.2 2 / 12 
 

 
 
 

 
d2  

In 930 / 900 0.08  0.3  0.22 2 / 12  
 0.4628 

0.2 2 / 12 
 

N (d1) = 0.7069 
 

N (d2) = 0.6782 
 

C=$930 X 0.7069 X e-0.03X2/12 –  $900 X 0.6782 X e-0.08X2/12 
 

C = $930 X 0.7069 X 0.9950 – $900 X 0.6782 X 0.9867 
 

C = $654.13 – $602.26 
 

C= $51.87 
 

(b)   Value of put with same parameters 
 

p  Xe 
 

 
rT 

 

N(d2 )  S0e 

 
rf T 

 

N(d1 )
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N (-d1) = 0.2932 
 

N (-d2) = 0.3217 
P = $900 X 0.3217 X 0.9867 – $930 X 0.2932 X 0.9950 
P = $285.68 – $271.31 
P= $14.37 

(c) (1) The variance will be unchanged for the life of the option. This is likely to be 
violated because stock price variances do change substantially over time. 

(2) There  will  be  no  early  exercise.  This  is  reasonable  and  is  unlikely  to  be 
violated. 

(3) Any deviations from the option value will be arbitraged away. 
 

While there are plenty of arbitrageurs eager to exploit deviations from true value, 

arbitraging an index is clearly more difficult to do than arbitraging an individual stock 

 Q.N. 8 Lease Alternative: 
 

 

End of 

(1) 

Lease 

(2) 

Tax 

(3) 

Cash Out 

 

 

PVF @ 7 

(4) 

PV of Cash 
Year Payment (Rs) Shield Flow %* Outflows (Rs) 

  (1) x 0.30 
(Rs) 

(1) - (2) 
(Rs) 

  

0 19,000 0 19,000 1 19,000 

1-4 19,000 5,700 13,300 3.3872 45,050 

5  5,700 (5,700) 0.713 (4,064) 

     Rs59,986 

* 10% (1-0.30) 
The present value of cash outflows is Rs59,986. 

(ii)   Debt Alternative: 
Annual debt repayments are: 
Let X be the annual installment for loan repayment 
Then Rs80,000  = X + 3.1699X (3.1699 = PV factor for 4 -year annuity at 

10%) X  =  Rs80,000/4.1699 

X  = 
Rs19,185 

End of Year Debt Payment (Rs) Principal Amount 
Owing (Rs) 

 

Annual Interest 
(Rs

) 

0 19,185 60,815 0 

1 19,185 47,712 6,082 

2 19,185 33,298 4,771 

3 19,185 17,443 3,330 

4 19,187 0 1,774 

The principal amount of Rs80,000 is reduced by the amount of the first 

payment of Rs19,185 to give Rs60,815 at time 0. The last debt payment is 

slightly higher due to rounding.
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Year Debt 
Repayment 

Interest Depn Tax 
saving 
on Int 
and 
Dep 

Outflows Factor 
@ 7 
% 

PV of 
outflows 

0 19,185 0 0 0 19,185 1 19,185 

1 19,185 6,082 16,000 6,625 12,560 0.9346 11,738 

2 19,185 4,771 16,000 6,231 12,954 0.8734 11,315 

3 19,185 3,330 16,000 5,799 13,386 0.8163 10,927 

4 19,187 1,774 16,000 5,332 13,855 0.7629 10,570 

5 0 0 16,000 4,800 (4,800) 0.7130 (3,422) 

5 (7,000)† 0.7130 (4,991) 

55,322 

†Residual value x (1 - 0.30) 
Conclusion: As the present value of cash outflows under the debt alternative is lower i.e. 

Rs55,322 versus Rs59,986, hence debt option would be preferred. 

(b)   Schedule of Cash Flows: IRR Analysis of Lease 
 

 

End 

(1) 

Cost 

(2) 

Lease 

(3) 

Depreciation 

(4) 

Excess 

(5) 

Post tax 

(6) 

Net cash 

of 
Year 

 Payment  Tax 
Shield 

Residual 
Value 

Flows 

 (Rs
) 

(Rs
) 

(Rs
) 

0.30x (L- (Rs) 
D)
 (R
s) (Rs) 

0 61,000 

900 (18,100) 

900 (18,100) 

900 (18,100) 

900 (18,100) 

900 7,000 (6,100) 

0 80,000 19,000 0 

1  19,000 16,000 

2  19,000 16,000 

3  19,000 16,000 

4  19,000 16,000 

5  0 16,000 

Solving for the internal rate of return for the last column, we find it to 10.11 percent. The after 

tax cost of borrowing of 7 percent is lower, and it dominates. The answer is the same as in 

the present value method of analysis, as we would expect. 

Q.N. 9 Calculation of spot price 

The formula for calculating forward price is: 
A = P (1+r/n)nt  Where  A = Forward price 

P = Spot Price 

r = rate of interest 

n = no. of compounding t = time 

Using the above formula, 
200 = P (1 + 0.08/12) 6 

Or 200 = P x 1.0409 
P = 200/1.0409 = 192.14 

www.auditnca.com

www.auditnca.com


 

 

Hence, the spot price should be Rs.192.14. 
 

Q.N. 10 A  butterfly  spread can be constructed  by  buying  a  call  option  with  a  relatively  low exercise 

price (Rs. 30) and buying a call with a relatively high strike price (Rs. 40) and also selling two call 

options with a strike price (Rs. 35/ -) in between the high (Rs. 40) and low (Rs. 30).  The pattern of 

pay off can be shown in tabular form as under: 

Stock price 
range 

Payoff 
from  first 

long call 

Payoff 

from 

second 

long call 

Payoff from two 

short calls 
Total 

payoff 

ST<X1 0 0 0 0 

X1<ST<X2 ST - X1 0 0 ST - X1 

X2< ST <X3 ST - X1 0 -2(ST - X2) X3 - ST 

ST > X3 ST - X1 ST – X3 -2(ST - X2) 0 

Market 
Price on 

due 
date 

 

 
Rs. 

Pay off Net Premium 

 4 + (2  2) 

 1 =  1 
 

 
 
 

Rs. 

Total 

E = Rs.30, 
one 

Contract 
purchased 

E = 
Rs.35, 

two 
Contract 

sold 

E = Rs.40, 
one 

Contract 
purchased 

Total 
Pay-off 

 
 
 
 
 

Rs. 

20 0 0 0 0  1  1 
22 0 0 0 0  1  1 
24 0 0 0 0  1  1 
26 0 0 0 0  1  1 
28 0 0 0 0  1  1 
30 0 0 0 0  1  1 
32 2 0 0 2  1 + 1 

34 4 0 0 4  1 + 3 

35 5 0 0 5  1 + 4 

36 6 -2 0 4  1 + 3 

38 8 -6 0 2  1 + 1 

40 10 -10 0 0  1  1 
42 12 -14 2 0  1  1 
44 14 -18 4 0  1  1 
46 16 -22 6 0  1  1 
48 18 -26 8 0  1  1 
50 20 -30 10 0  1  1 

Q.N. 11 The expected rate of return on equity after 2008 = 0.0625 + 1.1(0.055) = 12.3% The dividends 

from 2003 onwards can be estimated as: 

Year 2003 2004 2005 2006 2007 2008 2009 

Earnings 
 

2.1 
 

2.415 
 

2.78 
 

3.19 
 

3.67 
 

4.22 
 

4.48 
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Per 
Share 
Rs  

Dividends 
Per 
Share 
Rs) 

 

0.69 
 

0.794 
 

0.913 
 

1.048 
 

1.206 
 

1.387 
 

2.91 

PV of 
dividends 
(Rs)* 

  

0.70 
 

0.70 
 

0.70 
 

0.70 
 

0.70 
 

a. The price as of 2008 =Rs2.91/ (0.123 - 0.06) =Rs46.19 
b. The required rate of return upto 2008 = 0.0625+1.4(0.055) = 13.95%. The dividends upto 2008 

are discounted using this rate. 

The current price =Rs5(0.70) +Rs46.19/(1.1395)5 =Rs27.54. 
* Values have been rounded off. 

 

 
Q.N 12 Pre-merger EPS and P/E ratios of X Ltd. and Y Ltd. 

Particulars X Ltd. Y Ltd. 

EAT 

Number of shares outstanding 

EPS 

Market Price per share 

P/E Ratio (times) 

8,00,000 

4,00,000 

2 

30 

15 

3,00,000 

2,00,000 

1.5 

15 

10 
(ii)    Y Ltd will be issues 1 share for each 2 shares. 

Post merger, No of Shares of XY Ltd = (4,00,000 + 2,00,000 x ½ ) = 5,00,000 

Post merger EPS = (Rs 11,00,000 /5,00,000) =  2.20 

(iii)   To keep Post merger EPS same with pre merger EPS, desired exchange ratio is as 

follows : 

Total   number   of  shares   in  post-merged   company   should   be  =  11,00,000   /2 

= 5,50,00 

Number of shares required to be issued to Y Ltd = 5,50,000 - 4,00,000 = 1,50,000 

Therefore, the exchange ratio is 1,50,000 : 2,00,000 = 0.75 

 

Q.N  13   Initial Amount raised by  = 17.50 × 10Lakh 

                Fund  = 175Lakh 

 Profit on sales of securities =125-100 = 25L 

                         (Capital Gain) 

 Dividend Income  = 3L 

 Total realized Profit =25 + 3 = 28L 

 Profit Distributed = 28L × 80% = 22.40 Lakh 

Bank A/C ( Rs in Lakh) 
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To, Initial Receipts 
To, sales of securities 
To, Dividend Income 

175 
125 
3 

By Expenses 
By, Purchase of Security 
By, Purchase of Security 
By Material Expenses (3×5) 
By Profit Distributed 
By Bal C/D 

9 
160 
90 
15 
22.40 
6.6 

 303  303 

 

 NAV per unit = 
mkt value of investment + Bank Balance

no of units   

  = 
175 + 6.60 L

10L   

  = Rs 18.16 

(i) Q.N. 14 present value of cash outflow under lease option: 

Year  Lease rental after tax  

 PVIFA for 1-5 

years 16%  Total PV 

1-5                     1,162,500                          3.274  

        

3,806,025  

Cash outflow under Borrowing option: 

Loan repayment in 5 equal installments Rs. 5,750,000/3.605(PVIFA 12%)=1,595,007 

Computation of tax Advantage 

Year 

 Loan 

installments  

  Interest(net 

of tax)  

Tax advantage on 

depreciation 

Net cash 

outflow 

PVIF 

@16%% Total PV 

1 

          

1,595,007  

             

517,500.00             215,625       1,896,882.00  0.862 

    

1,635,243.10  

2 

          

1,595,007  

             

436,049.37             183,281       1,847,775.12  0.743 

    

1,373,197.92  

3 

          

1,595,007  

             

344,824.66             155,789       1,784,042.60  0.641 

    

1,142,960.58  

4 

          

1,595,007  

             

242,652.99             132,421       1,705,239.29  0.552 

       

941,788.48  

5 

          

1,595,007  

             

127,749.00             112,558       1,610,198.40  0.476 

       

766,636.42  

Total PV         

    

5,859,826.50  

Less: PV salvage adjusted for tax savings on loss of sale of machinery( 

Rs.2,100,000 *0.476=Rs. 999,600+53,705)     

(Refer: WN on depreciation: 2,551,306-

2100000=451306*0.25*0.476=53,705)   

         

1,053,305  

Total present value of cash outflow       

         

4,806,522  
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Decisions: Pv of cash outflow of borrowing option is higher than lease option and hence 

lease option is recommended. 

Working notes: 

1. Debt and interest payments 

Year 

 Loan 

installments  

 Loan beginning 

of the years  

Interest 

@12% principal 

Balance at 

the year end 

1 

          

1,595,007  

          

5,750,000.00  

           

690,000  

            

905,007  

       

4,844,993  

2 

          

1,595,007  

          

4,844,993.00  

           

581,399  

         

1,013,608  

       

3,831,385  

3 

          

1,595,007  

          

3,831,385.16  

           

459,766  

         

1,135,241  

       

2,696,144  

4 

          

1,595,007  

          

2,696,144.38  

           

323,537  

         

1,271,470  

       

1,424,675  

5 

          

1,595,007  

          

1,424,674.70  

           

170,332  

         

1,424,675  

                  

(0) 

2. Depreciation 

   

Year 

 Book value at 

the year 

beginning   Deprn. Rate  

Depreciation 

amount 

Book value at 

year end 

1           5,750,000  15% 

           

862,500  

         

4,887,500  

2           4,887,500  15% 

           

733,125  

         

4,154,375  

3           4,154,375  15% 

           

623,156  

         

3,531,219  

4           3,531,219  15% 

           

529,683  

         

3,001,536  

5           3,001,536  15% 

           

450,230  

         

2,551,306  

 

 

 

ii. Proposal from the view point of Lessor 

   Lessor's Cash Flow 

Year 

                      

1  

                           

2                      3                       4                     5  

Lease rentals 

          

1,550,000  

               

1,550,000  

        

1,550,000  

         

1,550,000  

       

1,550,000  

less: Deprn. 

            

862,500  

                 

733,125  

           

623,156  

            

529,683  

          

450,230  

EBT 

            

687,500  

                 

816,875  

           

926,844  

         

1,020,317  

       

1,099,770  

Less:Tax 

@25% 

            

171,875  

                 

204,219  

           

231,711  

            

255,079  

          

274,942  

EAT 

            

515,625  

                 

612,656  

           

695,133  

            

765,238  

          

824,827  
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CFAT 

          

1,378,125  

               

1,345,781  

        

1,318,289  

         

1,294,921  

       

1,275,058  

pv factor @ 

14% 

               

0.877  

                    

0.769  

              

0.675                 0.592  

             

0.519  

present value 

          

1,208,882  

               

1,035,535  

           

889,808  

            

766,697  

          

662,225  

Total Present Value       

       

4,563,146  

Add: PV of tax saving on sale of asset & salvage value     

(451,306*0.25*0.519)+(2,100,000*0.519) 

  

       

1,148,457  

Total present value of  cash inflow after adjusting tax saving on sale 

       

5,711,603  

Cost of machine       

       

5,750,000  

Net present value       

          

(38,397) 

Decision: Lease rental is not financially viable and therefore not recommended. 

 

Q.N. 15 (i) Earnings per share = Earnings after tax /No. of equity shares 

 Fuller Plc. = Rs 5,00,000/1,00,000  = Rs 5 

 Felicy Plc. = Rs 1,80,000 / 60,000 = Rs 3 

(i i) Number of Shares Felicy Plc.‟s shareholders  will get in Fuller Plc. based on market 

value per share  

=  Rs 28/ 42 * 60,000 = 40,000 shares 

 Total  number  of equity  shares  of Fuller  Plc.  after  merger  = 1,00,000  + 40,000  = 

1,40,000 shares Earnings per share after merger = Rs 5,00,000 + Rs1,80,000 / 1,40,000 = Rs 

4.86 

(iii)   Calculation of exchange ratio to ensure shareholders of Felicy Plc. to earn the same as 

was before merger: 

Shares to be exchanged based on EPS = (Rs 3/Rs 5) * 60,000 = 36,000 shares 

EPS after merger = (Rs 5,00,000 + Rs1,80,000)/1,36,000  = Rs 5 

total earnings in Fuller Plc. available to shareholders of Felicy Plc. = 36,000  Rs 5 

= 

Rs 1,80,000. 

Exchange  ratio based  on market  price is beneficial  to shareholders  of Felicy  

Plc. because  of  higher  Earnings  available  to  them  i.e.  (40,000  shares  *  Rs  

4.86  = 

Rs 194,400). 

Q.N. 16     Present state of affairs 

EPS = Market Price / PE ratio = 300/20 = Rs 15 lakhs 

Return on Equity = 7.5% EAT 

= 15 lakhs 

Debenture Interest = 72 lakhs 
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Let X = EBIT 

(X – 72 ) x 0.60 = 15 

0.60 X = 15 + 72 x .60 

X= 25 +72 =97 

After Expansion Programme : 
Let  New Equity issue = E New 

Debenture issue = D E + D = 

300 

New expected return on Equity = 7.5 ( 1.2) = 9% 

Equity Return = (300 + E) x 0.09  = 27 + 0.09E 

Debenture Interest = ( 600 + D ) x 0.12 = 72 + 0.12 D 

New EBIT =  97 + 60 = 157 

Or  EAT = (157  - 72 -0.12 D) x 0.60  =( 85 – 0.12 D) x 0.60 

= 51 – 0.072 D 

Thus,  51 – 0.072 D = 27 +0.09 E Or   

24 - 0.072 D = 0.09 (300- D) Or  24 – 

0.072 D = 27 – 0.09 D 

Or   0.018 D = 3 

Or   D = 3 / 0.018 = 166.67 lakhs 

Or   E = 133.33 lakhs 

Thus, proposed   Equity Issue = Rs.133.33 and Debenture issue = Rs.166.67 lakhs 

 

Q.N. 17 Calculation of Front-end Load (F): 

Public offer price =    Net asset value      
          1 – Front-end load 

Substituting the value of POP and net asset value, we get: 

Rs. 10.204 = Rs. 10/(1 – F) 

Or, 10.204 – 10.204 F = 10, 

Or, F = 0.204/10.204 = 0.01999. 

 Front-end load = 2%. 

Calculation of Back-end Load (B): 

Redemption price =    Net asset value      
           1 + Back-end load 

Rs. 9.80 = Rs. 10/(1 + B) 

Or, 9.80 + 9.80 B = 10, 

Or, B = 0.20/9.80 = 0.0204. 

 Back-end load = 2.04%. 

 

Q.N. 18 On July 28, 2008 the importer customer requested to remit SGD 2,50,000. 

www.auditnca.com

www.auditnca.com


 

 

To consider sell rate for the bank: 

US $  =  Rs. 45.90 

Pound 1  =  US$ 1.7850 
Pound 1  =  SGD 3.1575 
 

Therefore SGD1 = Rs. 45.90 * 1.7850 

SGD 3.1575 
SGD 1 =  Rs. 25.9482 

Add: Exchange margin (0.125%)  Rs.   0.0324 
Rs. 25.9806 

On August 4, 2008 the rates are 

US $  =  Rs. 45.97 

Pound 1  =  US$ 1.7775 
Pound 1  =  SGD 3.1380 

 

 Therefore SGD1 = Rs. 45.97 * 1.7775 

SGD 3.1380 
 

SGD 1 =  Rs. 26.0394 

Add: Exchange margin (0.125%)  Rs.   0.0325 
Rs. 26.0719 

Hence, loss to the importer 

= SGD 2,50,000 (Rs.26.0719 – Rs.25.9806) 

= Rs. 22,825 

 

Q.N. 19         Rs.  
Value of the export in NPR 47,50,000 

Interest  @ 1.5% for 60 days 71,250 

Net Amount to be received 46,78,750 

Cost of the fund @ 15% p.a  for 2 months 1,42,362 

Net Saving ( cost of fund – interest  ) 71,112 

Difference to be paid after 60 days at forward rate 

(48.10 – 47.50) x 1,00,000 

60,000 

 Hence the exporter should agree to the offer of his banker. 

 

Q.N. 20 ) The annual change in cash flows through entering into a factoring agreement is:  
(Amount in Rs.)  

Savings     

Administration cost saved  1,00,000  

Existing average debtors 

[Rs.1,00,00,000/365) x 80 days] 

21,91,781   

Average New Debtors  16,43,836   

[(Rs.100,00,000/365) x 60 days]    

Reduction in debtors 5,47,945   

Cost there of @80% 4,38,356   
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Add: Interest saving @15% P.A on. 

Rs.4,38,356 

 65,753  

Add: Bad Debts Saved @.005   of 

 Rs.1,00,00,000  

  

50,000 

 

 Total  2,15,753  

Less: Annual charges @2% of 

 Rs.1,00,00,000  

 2,00,000  

    

     Net annual benefits of  factoring  15,753  

Therefore, the factoring agreement is worthwhile and should be undertaken.  

 

Q. N. 21 i) Role of Merchant Bankers in Public Issues: 

In the present day capital market scenario merchant bankers play as an encouraging and supporting 

force to the entrepreneurs, corporate sectors and to the investors. Several new institutions have 

appeared in the financial spectrum and merchant bankers have joined to expand the range of financial 

services.  Moreover, the activities of these Merchant Bankers have developed considerably both 

horizontally and vertically to cope with the changing environment so that these financial institutions 

can be constituted as a subsidiary of the parent body.  Merchant Banks help in promoting and 

sustaining capital markets and money markets, and they provide a variety of financial services to the 

corporate sector. 

Management of the public issues of shares, debentures or even an offer for sales, has been the 

traditional service rendered by merchant bankers.  Some of the other services are:  

(i) Deciding on the size and timing of a public issue in the light of the market conditions.  

(ii) Preparing the base of successful issue marketing from the initial documentation to the 

preparation of the actual launch. 

(iii) Optimum underwriting support. 

(iv) Appointment of bankers and brokers as well as issue houses. 

(v) Professional liaison with share market functionaries like brokers, portfolio managers and 

financial press for pre-selling and media coverage.  

(vi) Preparation of draft prospectus and other documents. 

(vii) Wide coverage throughout the country for collection of applications. 

(viii) Preparation of advertising and promotional material. 

The merchant bankers presence in all the major financial centres as well his long established 

relationships with the underwriter and broker fraternities, makes possible the high degree of 

synchronization required to ensure the success of an issue. 

 

 

ii)  Meaning and Importance of ‘Credit-rating’ 
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Credit rating reflects the probability of timely repayment of principal and interest by a borrower 

company.  It indicates the risk involved in a debt instrument as well its qualities.  Higher the credit 

rating, greater is the probability that the borrower will make timely payment of principal and interest 

and vice-versa. 

It has assumed an important place in the modern and developed financial markets.  It is a boon to 

the companies as well as investors.  It facilitates the company in raising funds in the capital market 

and helps the investor to select their risk-return trade-off.  By indicating credit-worthiness of a 

borrower, it helps the investor in arriving at a correct and rational decision about making 

investments. 

Credit rating system plays a vital role in investor protection.  Fair and good credit ratings motivate 

the public to invest their savings. 

As a fee-based financial advisory service, credit rating is obviously extremely useful to the 

investors, the corporate (borrowers) and banks and financial institutions.  To the investors, it is an 

indicator expressing the underlying credit quality of a (debt) issue programme.  The investor is 

fully informed about the company as any effect of changes in business/economic conditions on the 

company is evaluated and published regularly by the rating agencies.  The Corporate borrowers can 

raise funds at a cheaper rate with good rating.  It minimizes the role of the „name recognition‟ and 

less known companies can also approach the market on the basis of their rating.  The fund ratings 

are useful to the banks and other financial institutions while deciding lending and investment 

strategies. 

 

Q.N. 22 Insider Trading denotes dealing in a company‟s securities on the basis of confidential 

information relating to the company, which is not published and not known to the public., used 

to make profit or avoid loss in transactions in securities of the company. Insider trading 

generally means trading in the shares of a company by the persons who are in the management 

of the company or are close to them on the basis of undisclosed price sensitive information 

regarding the working of the company, which they possess but is not available to others. The 

misuse of inside information is bad for several reasons: 

a) because it involves taking a secret , unfair advantage 

b) because it gives rise to potential conflicts of interest in which the company‟s best interest 

may wrongfully take second place to the insider‟s self interest. 

c) Because it brings the market into disrepute and may be a disincentive to investment. 

It  is the buying or selling or dealing in the securities of a listed company by a director, 

member of management , an employee of the firm or by any other person such as internal or 

statutory auditor, agent, advisor, analyst, consultant etc who has knowledge of material, 

“inside” information not available to the general public. The dealing in securities by an insider 

is illegal when it is predicated upon the utilization of „inside‟ information to profit at the 

expense of other investors who do not have access to the same information . The prices of 

most securities reflect the available public information about those companies. Thus , insider 

trading is said to be indulged in when persons connected with a company possessing 

confidential unpublished information , which is likely to affect the price of the company‟s 

securities, deal in the securities for their own profit(either by making gain or avoiding loss) 

and thereby cause detriment to those who do not possess such information and, therefore, do 

not deal in the securities. 
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Disclosure Practices to Prevent Insider Trading 

Certain types of companies are required to use its websites for giving investors direct access to 

significant background information and replies to question to analyst and investors. They are 

required to submit periodical information to stock exchange. Some are required to publish 

their performance data on quarterly basis and so on like banks and financial institutuions, 

Insurance company and hydro project.  

 

Q.N. 23 

a)  Loan syndication refers to the services rendered by the financial service expert or 

firm in procurement of term loans and working capital facilities from financial 

institutions, banks and other financing and investment firms for its clients. These 

services are rendered by the merchant bankers, financial and management consultants 

etc. The service is rendered on fee base and generally as a percentage on the loan 

amount syndicated. These services are rendered for both existing companies as well 

as new projects. This will save the time of the management and the promoters in 

raising necessary finance for the business. The expertise of the syndicators can be 

used for the advantage of the concern for at a reasonable cost of raising finance. 

The major activities involved in syndication of loans consists of the following: 

a) Preparation of project reports and other necessary information with the help of his 
client. 

b) Scouting for location or identification of source of finance. 
c) Short-listing the providers of funds and preliminary discussion with them about the 

possibilities of finance and viability of the proposal. 
d) Selection of financial institutions for loan syndication. 
e) Preparation and filing of loan applications with the finance firms which shows 

interest in financing. 
f) Submission of all necessary information for appraisal of the proposal. 
g) Obtain in principle letter sanctioning the loan. 
h) Getting the loan documentation completed between the lender and the borrower 

and also help in creation of security for the loan. 
i) Compliance of terms and conditions for availing loan. 
j) Getting disbursement of loan to the client. 
k) Ensure the clients in complying with the terms and conditions as per the loan 

agreement entered. 
The syndicator of loan will charge his client the fee for the services rendered. 

b) Delegation is one of the basic techniques involved in financial system. When a 

depositor delegates to a bank or some other intermediary the work of making a loan, 
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it bears the promotional impact on the financial system especially because of 

following underlying reasons: 

a) Delegation reduces transaction costs. - The delegate can do the work once for 

all of them, rather than each having to do the work independently. 

b) Delegation allows specialization. The delegate representing many lenders and 

lending often, acquires experiences and know how. 

c) Because lending is concentrated in delegate‟s hand he can negotiate in better 

terms. 

d) Revealing information to a single delegate may be more acceptable to the 

borrower than a more general disclosure to the public at large. 

Q.N. 24 Distinction between Event-Described  or Activity-Described  Network  

a) Often,  a  network  is  described  by  stating  the  events,  i.e.,  the  

start  and  finish  of activities. Usually, the PERT network is described 

by events, because activities consuming  time are considered  

uncertain  and a probabilistic  approach  is resorted to.  In  the  so-

called  CPM  network,  activities  between  two  nodes,  i.e.,  the  arc 

elements,   are   stated.   Here,   the   nodes   are   dependent   on   the   

deterministic assessment of activities. 

However, this distinction based on describing the procedure either 

through nodes or by  activities  is  fast  disappearing   and  both  

PERT  and  CPM  can  be  desc ribed interchangeably  by either of 

the above methods. But it is important that a consistent convention is 

adhered to throughout the network logic 

 

b) Distinction between primary and secondary markets 
Nature of Securities:  The primary markets deals with new 

securities,  that is, securities,  which  were not previously  available  

and are, therefore,  offered  to the investing public for the first time.   

The market, therefore, derives its name from the fact that it makes 

available a new block of securities for public subscription.  The  

stock  market,  on  the  other  hand,  is  a  market  for  old securities,   

which  may  be  defined  as  securities,   which  have  been  issued 

already   and   granted   stock   exchange   quotation.  The   stock   

exchanges, therefore,  provide  a regular  and continuous  market  for 

buying  and selling  of securities. 

Nature  of  Financing:  Another  aspect  related  to  the  separate  

functions  of these  two parts of the securities  market  is the nature  

of their contribution  to industrial   financing.  Since   the   primary   

market   is   concerned   with   new securities,  it  provides  additional  

funds  to  the  issuing  companies  either  for starting a new enterprise 

or for the expansion or diversification  of the existing one and, 

therefore, its contribution to company financing is direct. In 

contrast, the secondary  markets  can in no circumstance  supply  

additional  funds  since the company is not involved in the 

transaction. This, however, does not mean that  the  stock  markets  

do  not  have  relevance  in  the  process  of  transfer  of resources 

from savers to investors. Their role regarding the supply of capital is 
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indirect.  The usual course in the development of industrial 

enterprise seems to be that those who bear the initial burden of 

financing a new enterprise pass it on to others when the enterprise  

becomes well established.   The existence of secondary   markets  

which  provide  institutional   facilities  for  the  continuous purchase   

and   sale   of   securities   and,   to  that   extent,   lend   liquidity   and 

marketability, play an important part in the process. 

Organisational  Differences:    The stock exchanges  have  physical  

existence and are located  in a particular  geographical  area. The 

primary  market  is not rooted in any particular spot and has no 

geographical  existence.  The primary market  has neither  any 

tangible  form any administrative  organizational  setup like that of 

stock exchanges, nor is it subjected to any centralized  control and 

administration  for the consummation  of its business.   It is 

recognized  only by the services that it renders to the lenders and 

borro wers of capital funds at the time of any particular operation. 

c)    Distinction between Caps & floors vs. Swaptions 
For caps/floors, the relevant stochastic variable is the implied 

forward rate for each time bucket. Comparatively,  the underlying 

stochastic  variable for swaptions  would be the forward-starting 

swap. It is also important to note that a swaption will actually only 

has one date of exercise compared  to a cap (which is essentially  a 

series of separate call options on forward rates). Although the cash 

flow dates will be similar, each caplet in a cap should be treated 

independently. Once a swaption is exercised, all  the  cash  flows  on  

the  underlying  IRS  of  the  swaption  will  occur.  There  is 

consequently quite a big difference between a 2-year cap on 3-

month instrument (a total of 7 options) and a 3-month swaption on an 

18-month forward-start IRS (only a single option). This difference  is 

reflected in the fact that swaptions attract a lower premium. 

Where swaptions are used to hedge a borrowing, it would appear at 

first glance that the cost of the premium of swaptions  would cancel 

any benefit. This would be the case if the hedge  were priced 

entirely  off the forward  curve,  as is the case when caps are used. 

The volatility  element  in the cap premium  is determined  by taking 

into account  the consideration  of each time bucket.  As pointed  

out, a swaption  is however  an option  on a forward  start IRS. The 

volatility  curve  is therefore  drawn around the swap and not the 

forward curve. The swap curve will always be below the forward 

curve as long as the two curves are positive. This relationship  

results from the fact that the swap rate is the one fixed rate that causes 

the sum of the net present values of the fixed cash flows to equal the 

sum of the net present values of the floating flows. 

Another  difference  between  the  instruments  is  the  fact  that  once  

a  swaption  is exercised,  the holder  has entered  into a swap. This 

swap will have been entered into  at  a  favourable  rate,  but  the  

holder  can  still  lose  money  if  the  rates  move against him. When a 

cap is exercised, the holder can never lose money. 

 

Q.N. 25 In the process of swap, the role of swap dealer is significant 

www.auditnca.com

www.auditnca.com


 

 

insofar as it brings together two counter-parties whose interests are 

complementary to each other. For this role, it takes a small part of 

the interest payment flow. Since the principal amount is large, even a 

small percentage of the interest payment adds considerably to its 

profit. But, on the other hand, the swap dealer has to face a variety 

of risks. It is a fact that the swap dealers are professional bodies and 

they anticipate almost with certainty the changes in interest rate or the 

exchange rate. But there is every possibility that their anticipa tion 

proves wrong. In that case, they have to bear the interest rate exposure 

or the exchange rate exposure. In addition to these two forms of risk, 

there are some other forms of risk that they are exposed to. These 

different forms of risks as follows: 

(a) Interest-rate Risk :  Interest-rate risk arises when the interest 

rate on a particular loan fails to keep abreast of the movement of the 

market interest rate. Thus it can be said  that  the fixed loans  under 

the swap carry  higher risk. On the contrary, floating  interest  rate 

should not  be  risky  because  it  changes  with  the  changing profile of 

the money market. But it does carry risk at least between two reset dates 

when the interest rate of a particular loan may not be reset despite 

changes in the market interest rates. 

The swap dealer is faced with the interest-rate risk, especially when it 

has a naked position in the swap. Suppose the swap dealer pays fixed-

rate interest to the end- user or to the counter-party; and in exchange it 

receives LIBOR. If LIBOR mov es to the swap dealer‟s disadvantage, 

it will have to pay more in form of interest. But the risk can be 

reduced if the swap dealer does not have a naked position and passes 

on the risk to another counter-party. 

(b)   Exchange-rate Risk :   Changes in the exchange rate are a 

common affair in the foreign exchange market. If the swap dealer pays 

fixed rate of interest on a loan denominated in a currency which is going 

to depreciate, it will have to pay a greater amount of interest to the 

end-user. Here it may be noted that if the swap dealer faces both the 

interest-rate risk and the exchange-rate risk simultaneously, the 

quantum of risk will be very large. If the two risks are positively 

correlated, the risk will be still higher. But if they are negatively 

correla ted or uncorrelated, the risk will ot be so high. 

(c) Credit Risk :  Credit risk arises when a counter-party defaults 

payment to the swap dealer.  In  such  cases,  the  contract  is  

terminated.  However,  termination  of  the contract does not protect the 

swap dealer from loss. This is because the contract is terminated only 

with one counter-party. The other needs payment which the swap dealer 

has to make. 

(d)   Mismatch Risk :  There are occasions when it is difficult for the 

swap dealer to find a perfect match for a counter-party. When a perfect 

match is not available, the swap dealer offers concessions to attract 

suitable counter-party. Any such concession causes loss to it. 

Sometimes after giving concessions, perfect match is not available on 

different counts, such as notional principal, maturity, swap coupon, 

reset dates, etc. The swap dealer may have to pay more interest. 

e ) Sovereign Risk:  Sovereign risk arises when the government of a 

country to which one  of  the  two  counter-party  belongs,  puts  
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restrictions  on  the  flow  of  foreign exchange. This entails upon 

payments received by the swap dealer. It should not be called to  

default risk  or credit  risk because the counter -party is  willing to 

make payments. It is the governmental restriction that comes in the 

way. In the same way there is delivery risk too.  

 

 

 

ADVANCED AUDIT 

Audit Planning, Audit Sampling & Estimates 
 
Q. N. 1 
(a) NSA 520 Analytical procedures provides guidance on the use of analytical procedures during the 

course of the external audit. Analytical procedures can be used as substantive audit procedures 
during audit fieldwork, as well as during planning and review. 

 
Required 
List six factors that should be considered by the external auditor when using analytical procedures as 
substantive audit procedures.  
 
(b) NSA 540 Auditing accounting estimates provides guidance on the audit of estimates contained in the 

financial statements. 
 
Required 
Explain what an accounting estimate is and list four examples of situations where accounting 
estimates 
might be used in the financial statements.  
 
(c) NSA 530 Audit sampling states that the objective of the auditor, when using audit sampling, is to 

provide a reasonable basis for the auditor to draw conclusions about the population from which 
the sample is selected. Explain the difference between statistical and non-statistical sampling and 
list three examples of methods of sample selection. 

 
Audit Evidences 
 
Q. N. 2 
(a) NSA 505, External confirmations, states that „the objective of the auditor, when using external 

confirmation procedures is to design and perform such procedures to obtain relevant and 
reliable audit evidence‟. 

 
Required 

(i) List four examples of external confirmations. 
(ii) For each of the examples in (i) above explain: 

– One audit assertion that the external confirmation supports, and 
– One audit assertion that the external confirmation does NOT support. 

 

www.auditnca.com

www.auditnca.com

