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Less: Estimated current cost       4,000,000 

 Total         4,775,000 

 

Plant Account 

Particulars Rs. Particulars Rs. 

To Balance b/d 2,700,000 By Balance c/d 7,475,000 

To Cost of construction:    

 Cash 4,500,000   

 Old materials 275,000   

 7,475,000  7,475,000 

 

Replacement Account  

Particulars Rs. Particulars Rs. 

To Bank 4,000,000 By Bank 150,000 

  By Plant Account 275,000 

  By Revenue Account 3,575,000 

 4,000,000  4,000,000 

 

 

 

  

 

 

Financial Management 
1. An inflow of NRs. 1,500,000 is available & is to be invested in the following bond portfolio in the 

percentages specified: 
 
Bond % of money invested Duration of the bond 

1 10 10.35 

2 22 4.25 

3 19 7.50 

4 7 9.50 

5 17 12.67 

6 6 5.82 

7 11 8.50 

8 8 6.71 

 
2. Suppose you have an investment horizon of 1 year. At the beginning of the year, the price of stock A 

is NRs. 50. At the end of the year the stock will pay one time cash dividend. The price of the stock at 
the year end (after dividend) can be either NRs. 41 or NRs. 58 with probabilities of 0.34 7 0.64 
respectively. If the expected return on the stock is 15.76% p.a., what is the amount of cash dividend? 
 

3. Mr. Rajeev, a high net worth investor, wants to buy shares of Y2K company at current market price 
of NRs. 60 (FV NRs. 10). He requires a higher return on this investment as this would be his long 
term investment. He has approached you for analysis of this security. The growth rate on this 
security for the first 3 years will be 50%. The growth rate will then stabilize to 10% after the next 
four year transition period. Assume that the growth rate will decline on a constant basis. Last year the 
company paid a dividend of 10%. 
 
Required: 

a. Calculate the growth rate for each of the transition periods 
b. Calculate the amount of dividend of each of these periods 
c. Calculate dividend yield for each of the years in (b) 
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d. Assuming a required rate of return 0f 20%, calculate the expected market price of this 
security. Should Rajeev make this investment? 

 
4. X ltd. & Y ltd. are two fast growing companies in the IT industry. They‟re close competitors and 

their asset composition, capital structure & profitability records have been similar for several years. 
The primary difference is dividend policy only. Their recent EPS, DPS & MPS are as follows: 
 

Year 

X Ltd. Y Ltd. 

EPS DPS MPS Range EPS DPS MPS Range 

1 9.3 2 75 - 90 9.50 1.90 60 - 80 

2 7.4 2 55 - 80 7.00 1.40 25 - 65 

3 10.5 2 70 -110 10.50 2.10 35 - 80 

4 12.75 2.25 85 - 135 12.25 2.45 80 - 120 

5 20 2.5 135 - 200 20.25 4.05 110 - 125 

6 16 2.5 150 - 190 17.00 3.40 140 - 180 

7 19 2.5 155 - 210 20.00 4.00 180 - 190 

 
Calculate: 
Use average price where the following calculations require use of market price 

i. Determine Dividend payout & PE ratio for both the company for all the years 
ii. Determine the average D/P & PE ratios 
iii. The management of Y ltd. is puzzled as to why it‟s share price is quoted below X Ltd.‟s 

though its earnings are higher than that of X Ltd‟s. 
iv. Determine the return on equity for each of the given years for both companies. (assume 

the companies issued each of these shares at par value of NRs. 100 on year zero) 
 

5. The stock of Hareram ltd. Is selling at NRs. 50 per share. The company then issues right to subscribe 
to one share at NRs. 40 each for each 5 shares held. 

a. What is the theoretical value of a right when the shares are selling rights on? 
b. What is the theoretical value of one share when it goes ex right? 
c. What is the theoretical value of a right when the stock sells ex right at NRs. 50? 
d. John, a speculator has NRs. 1000 at the time Hareram goes exright at NRs. 50 per share. He 

feels that the share will rise to NRs. 60 by the time the rights expire. Compute his return on 
his NRs. 1000 if he (1) buys the stock at NRs. 50 or (2) buys the right at price computed in 
part c, assuming his price expectations are valid. 

 
6. KC sharma owns equity shares of NS Auto. The Company is planning a right offering in which one 

share must be owned by each 7 shares at a price of NRs. 15. NS‟s equity shares are selling for NRs. 
63 per share. 

a. What is the value of a right? 
b. At the time of offering , Sharma‟s assets consisted of NRs. 150,000 & 4900 shares of NS. 

List Sharma‟s assets prior to the ex-rights date 
c. List & show the value of sharma‟s assets on the ex-rights date if NS‟s equity sells for NRs. 

60 per share 
d. List & show the value of sharma‟s assets if sharma sells the rights on ex-right date 

 
7. It is now 1 December 2008. You have been hired as a financial consultant to the Blipton 

International Entertainment Group which is evaluating a proposal from its hotel division to build a 
400 bedroom hotel in the East End of London. 
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This area has developed rapidly over the last 15 years and the prospects have been further enhanced 
by the announcement that London is to host the 2012 Olympics. Blipton is based in Dubai and both 
reports and accounts for all its transactions in dollars. The current dollar/sterling spot rate is 
$1·4925/£. The operating costs for the hotel are expected to be £30 per occupied room per day 
(variable) and a fixed cost of £1·7 million per annum expressed in current prices. The proportion of 
bedrooms occupied, on the basis of opening for 365 days a year, is expected to be as follows: 
 
Year ended  occupancy 

31 December 2009  construction 

31 December 2010  40% 

31 December 2011  50% 

31 December 2012  90% 

31 December 2013  60% 

31 December 2014  60% 

 
UK inflation is currently projected by the Bank of England as 2·5% per annum and inflation in the 
United States is 4·8% per annum. These rates are expected to be constant over the term of the 
project. Blipton‟s real cost of capital is 4·2%. UK hotel property values within the London area are 
expected to rise in real terms by 8% per annum.  
 
The construction cost for this hotel is estimated to be £6·2 million and it will be built over the 12 
months to  31 December 2009. As part of the UK‟s Olympic Development Plan, a 50% first year 
capital allowance is available for tax purposes on building projects related to the Games. The balance 
of the capital expenditure can be claimed in equal instalments over the following three years. UK 
profit tax is 30% and is levied and paid on profits in the year they arise. There is no additional tax 
liability on remittance to or from Dubai. The company has sufficient UK profits on its other 
activities to absorb the capital allowances on this project. 
 
In making investment decisions of this type the company operates the following procedure: 

1. All cash flows including construction costs are assumed to arise at the end of the year 
concerned and are to be projected in nominal (money) terms over the six year period. 

2. The residual value of the investment at the end of six years is assumed to be the open market 
value of the property less a charge for repairs and renewals. 

3. The charge for repairs and renewals is expected to be £1·2 million in current prices payable 
on disposal. 

4. The net present value of the project should be based upon a 100% remittance of net cash 
flows to Dubai and should be calculated in dollars. 

5. Average room rates are set at the level required to recover variable cost plus 100%. 
 
Required: 
 
Prepare a report for management to include the following: 

(a) A six year nominal dollar projection of the after tax cash flow for this project distinguishing 
between cash flows arising from its investment phase and those arising from its return phase. 

(b) An estimate of the project‟s dollar net present value 
 

8. Cocoa-Mocha-Chai (CMC) Co is a large listed company based in Switzerland and uses Swiss Francs 
as its currency. It imports tea, coffee and cocoa from countries around the world, and sells its 
blended products to supermarkets and large retailers worldwide. The company has production 
facilities located in two European ports where raw materials are brought for processing, and from 
where finished products are shipped out. All raw material purchases are paid for in US dollars (US$), 
while all sales are invoiced in Swiss Francs (CHF). 
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Until  recently CMC  Co  had  no  intention  of  hedging  its  foreign  currency  exposures,  interest  
rate  exposures  or commodity price fluctuations, and stated this intent in its annual report. However, 
after consultations with senior and middle  managers,  the  company‟s  new  Board  of  Directors  
(BoD)  has  been  reviewing  its  risk  management  and operations strategies. 
 
The following two proposals have been put forward by the BoD for further consideration: 
 
Proposal one 
Setting up a treasury function to manage the foreign currency and interest rate exposures (but not 
commodity price fluctuations) using derivative products. The treasury function would be headed by 
the finance director. The purchasing director,  who  initiated  the  idea  of  having  a  treasury  
function,  was  of  the  opinion  that  this  would  enable  her management team to make better 
decisions. The finance director also supported the idea as he felt this would increase his influence on 
the BoD and strengthen his case for an increase in his remuneration. 
 
In order to assist in the further consideration of this proposal, the BoD wants you to use the 
following upcoming foreign currency and interest rate exposures to demonstrate how they would be 
managed by the treasury function: 
 
(i) a payment of US$5,060,000 which is due in four months‟ time; and  
(ii) a four-year CHF60,000,000 loan taken out to part-fund the setting up of four branches (see 
proposal two below). 
 
Interest will be payable on the loan at a fixed annual rate of 2·2% or a floating annual rate based on 
the yield curve rate plus 0·40%. The loan‟s principal amount will be repayable in full at the end of the 
fourth year. 
 
Proposal two 
This proposal suggested setting up  four new branches  in  four different countries. Each branch 
would have  its own production facilities and sales teams. As a consequence of this, one of the two 
European-based production facilities will be closed.  Initial cost-benefit analysis  indicated  that  this 
would  reduce costs  related  to production, distribution and  logistics,  as  these branches would be  
closer  to  the  sources  of  raw materials  and  also  to  the  customers. The operations and sales 
directors supported the proposal, as in addition to above, this would enable sales and marketing 
teams in the branches to respond to any changes in nearby markets more quickly. The branches 
would be controlled and staffed by the local population in those countries. However, some members 
of the BoD expressed concern that such a move would create agency issues between CMC Co‟s 
central management and the management controlling the branches. They suggested mitigation 
strategies would need to be established to minimise these issues. 
 
Response from the non-executive directors 
When the proposals were put to the non-executive directors, they indicated that they were broadly 
supportive of the second proposal if  the  financial benefits outweigh  the costs of setting up and  
running  the  four branches. However, they  felt  that  they  could not  support  the  first proposal, as  
this would  reduce  shareholder  value because  the  costs related to undertaking the proposal are 
likely to outweigh the benefits. 
 
Additional information relating to proposal one 
The current spot rate is US$1·0635 per CHF1. The current annual inflation rate in the USA is three 
times higher than Switzerland. 
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The following derivative products are available to CMC Co  to manage  the exposures of  the US$ 
payment and  the interest on the loan: 
Exchange-traded currency futures 
 

Contract size CHF125,000 price quotation: US$ per CHF1 
3-month expiry 1·0647 
6-month expiry 1·0659 
Exchange-traded currency options 

 
Contract size CHF125,000, exercise price quotation: US$ per CHF1, premium: cents per CHF1 
 Call Options Put Options 

Exercise price  3-month expiry  6-month expiry  3-month expiry  6-month expiry 

1·06  1·87  2·75  1·41  2·16 

1·07  1·34  2·22  1·88  2·63 

 
It can be assumed that futures and option contracts expire at the end of the month and transaction 
costs related to these can be ignored.  
 
Over-the-counter products 
In addition to the exchange-traded products, Pecunia Bank is willing to offer the following over-the-
counter derivative products to CMC Co: 
 
(i) A forward rate between the US$ and the CHF of US$ 1·0677 per CHF1. 
(ii) An interest rate swap contract with a counterparty, where the counterparty can borrow at an 
annual floating rate based on the yield curve rate plus 0·8% or an annual fixed rate of 3·8%. Pecunia 
Bank would charge a fee of 20 basis points each to act as the intermediary of the swap. Both parties 
will benefit equally from the swap contract. 
 
Required: 
(a) Advise CMC Co on an appropriate hedging strategy to manage the foreign exchange 
exposure of the US$ payment in four months’ time. Show all relevant calculations, including 
the number of contracts bought or sold in the exchange-traded derivative markets. 
(b) Demonstrate how CMC Co could benefit from the swap offered by Pecunia Bank. 
 

9. You have recently commenced working for Bhawani Co and are reviewing a four-year project which 
the company is considering for investment. The project is in a business activity which is very 
different from Bhawani Co‟s current line of business. 
The following net present value estimate has been made for the project: 
 
All figures are in million 
Year  0  1  2  3  4 

Sales revenue    23·03  36·60  49·07  27·14 

Direct project costs   (13·82)  (21·96)  (29·44)  (16·28) 

Interest   (1·20)  (1·20)  (1·20)  (1·20) 

Profit   8·01  13·44  18·43  9·66 

Tax (20%)  (1·60)  (2·69)  (3·69)  (1·93) 

Investment/sale  (38·00)    4·00 

Cash flows  (38·00)  6·41  10·75  14·74  11·73 

Discount factors (7%)  1 0·935  0·873  0·816  0·763 

Present values  (38·00)  5·99  9·38  12·03  8·95 
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Net present  value  is negative 1·65 million,  and  therefore  the  recommendation  is  that  the 
project  should not be accepted. 
 
In calculating the net present value of the project, the following notes were made: 
 
(i) Since the real cost of capital is used to discount cash flows, neither the sales revenue nor the direct 
project costs have been inflated. It is estimated that the inflation rate applicable to sales revenue is 
8% per year and to the direct project costs is 4% per year. 
(ii) The project will require an initial investment of 38 million. Of this, 16 million relates to plant and 
machinery, which is expected to be sold for 4 million when the project ceases, after taking any 
taxation and inflation impact into account. 
(iii) Tax allowable depreciation is available on the plant and machinery at 50% in the first year, 
followed by 25% per year thereafter  on  a  reducing  balance  basis.  A  balancing  adjustment  is  
available  in  the  year  the  plant  and machinery  is  sold. Bhawani  Co  pays  20%  tax  on  its  
annual  taxable  profits. No  tax  allowable  depreciation  is available on the remaining investment 
assets and they will have a nil value at the end of the project. 
(iv) Bhawani Co uses either a nominal cost of capital of 11% or a real cost of capital of 7% to 
discount all projects, given that the rate of inflation has been stable at 4% for a number of years. 
(v) Interest is based on Bhawani Co‟s normal borrowing rate of 150 basis points over the 10-year 
government yield rate. 
(vi) At the beginning of each year, Bhawani Co will need to provide working capital of 20% of the 
anticipated sales revenue for the year. Any remaining working capital will be released at the end of 
the project. 
(vii) Working capital and depreciation have not been taken into account in the net present value 
calculation above, since depreciation is not a cash flow and all the working capital is returned at the 
end of the project. 
 
It is anticipated that the project will be financed entirely by debt, 60% of which will be obtained from 
a subsidized loan scheme run by the government, which lends money at a rate of 100 basis points 
below the 10-year government debt yield rate of 2·5%. Issue costs related to raising the finance are 
2% of the gross finance required. The remaining 40% will be funded from Bhawani Co‟s normal 
borrowing sources. It can be assumed that the debt capacity available to Bhawani Co is equal to the 
actual amount of debt finance raised for the project. 
 
Bhawani Co has identified a company, Lintu Co, which operates in the same line of business as that 
of the project it is considering. Lintu Co is financed by 4 million shares trading at 32 each and 34 
million debt trading at 94 per 100. Lintu Co‟s equity beta is estimated at 1·5. The current yield on 
government treasury bills is 2% and it is estimated that the market risk premium is 8%. Lintu Co pays 
tax at an annual rate of 20%. 
 
Both Bhawani Co and Lintu Co pay tax in the same year as when profits are earned. 
 
Required: 
(a) Calculate  the adjusted present value  (APV)  for  the project, correcting any errors made  in  the 
net present value  estimate  above,  and  conclude  whether  the  project  should  be  accepted  or  
not.  Show  all  relevant calculations. 
(b) Comment on the corrections made to the original net present value estimate and explain the APV 
approach taken in part (a), including any assumptions made. 
 

10. Makonis Co, a listed company producing motor cars, wants to acquire Nuvola Co, an engineering 
company involved in producing innovative devices for cars. Makonis Co is keen to incorporate some 
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of Nuvola Co‟s innovative devices into its cars and thereby boosting sales revenue. The following 
financial information is provided for the two companies: 
 
 Makonis Co  Nuvola Co 

Current share price  58  24 

Number of issued shares  21 million  20million 

Equity beta  1·2  1·2 

Asset beta  0·9  1·2 

 
It is thought that combining the two companies will result in several benefits. Free cash flows to firm 
of the combined company will be 216 million in current value terms, but these will increase by an 
annual growth rate of 5% for the next four years, before reverting to an annual growth rate of 2·25% 
in perpetuity. In addition to this, combining the companies will result in cash synergy benefits of 20 
million per year, for the next four years. These synergy benefits are not subject to any inflationary 
increase and no synergy benefits will occur after the fourth year. The debt-to-equit ratio of the 
combined company will be 40:60 in market value terms and it is expected that the combined 
company‟s cost of debt will be 4·55%. 
The corporation tax rate is 20%, the current risk free rate of return is 2% and the market risk 
premium is 7%. It can be assumed that the combined company‟s asset beta is the weighted average 
of Makonis Co‟s and Nuvola Co‟s asset betas, weighted by their current market values. 
Makonis Co has offered to acquire Nuvola Co through a mixed offer of one of its shares for two 
Nuvola Co shares plus a cash payment, such that a 30% premium is paid for the acquisition. Nuvola 
Co‟s equity holders feel that a 50% premium would be more acceptable. Makonis Co has sufficient 
cash reserves if the premium is 30%, but not if it is 50%. 
 
Required: 
(a) Estimate  the additional equity value created by combining Nuvola Co and Makonis Co, based on  
the  free cash flows to firm method. Comment on the results obtained and briefly discuss the 
assumptions made. 
(b) Estimate the impact on Makonis Co‟s equity holders if the premium paid is increased to 50% 
from 30%. 
(c) Estimate  the additional  funds required  if a premium of 50%  is paid  instead of 30% and discuss 
how  this premium could be financed. 
 

11. Kenduri Co is a large multinational company based in the UK with a number of subsidiary 
companies around the world. Currently, foreign exchange exposure as a result of transactions 
between Kenduri Co and its subsidiary companies is managed by each company individually. Kenduri 
Co is considering whether or not to manage the foreign exchange exposure using multilateral netting 
from the UK, with the Sterling Pound (£) as the base currency. If multilateral netting is undertaken, 
spot mid-rates would be used. 
 
The following cash flows are due in three months between Kenduri Co and three of its subsidiary 
companies. The subsidiary companies are Lakama Co, based in the United States (currency US$), Jaia 
Co, based in Canada (currency CAD) and Gochiso Co, based in Japan (currency JPY). 
 
Owed by  Owed to  Amount 

Kenduri Co  Lakama Co  US$ 4·5 million 
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Kenduri Co  Jaia Co  CAD 1·1 million 

Gochiso Co  Jaia Co  CAD 3·2 million 

Gochiso Co  Lakama Co  US$ 1·4 million 

Jaia Co   Lakama Co  US$ 1·5 million 

Jaia Co  Kenduri Co  CAD 3·4 million 

Lakama Co  Gochiso Co  JPY 320 million 

Lakama Co Kenduri Co US$ 2·1 million 

 
Exchange rates available to Kenduri Co 
US$/£1 CAD/£1 JPY/£1 
Spot 1·5938–1·5962 1·5690–1·5710 131·91–133·59 
3-month forward 1·5996–1·6037 1·5652–1·5678 129·15–131·05 
Currency options available to Kenduri Co 
Contract size £62,500, Exercise price quotation: US$/£1, Premium: cents per £1 
 
Exercise price Call Options   Put Options  

 3-month expiry 6 month expiry 3-month expiry 6 month expiry 

1.60 1.55 2.25 2.08 2.23 

1.62 0.98 1.58 3.42 3.73 

 
It can be assumed that option contracts expire at the end of the relevant month 
Annual interest rates available to Kenduri Co and subsidiaries  
Country Borrowing rate  Investing rate 

UK  4·0%  2·8% 

United States  4·8%  3·1% 

Canada  3·4%  2·1% 

Japan  2·2%  0·5% 

 
Required: 
Advise Kenduri Co on, and recommend, an appropriate hedging strategy for the US$ cash flows it is 
due to receive or pay in three months, from Lakama Co. Show all relevant calculations to support the 
advice given.  
 

12. Three proposals were put forward for further consideration after a meeting of the executive directors 
of Ennea Co to discuss the future investment and financing strategy of the business. Ennea Co is a 
listed company operating in the haulage and shipping industry. 
 
Proposal 1 
To increase the company‟s level of debt by borrowing a further 20 million and use the funds raised to 
buy back share capital.  
 
Proposal 2 
To increase the company‟s level of debt by borrowing a further $20 million and use these funds to 
invest in additional non-current assets in the haulage strategic business unit.  
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Proposal 3 
To sell excess non-current haulage assets with a net book value of $25 million for $27 million and 
focus on offering more services to the shipping strategic business unit. This business unit will require 
no additional investment in  non-current assets. All the funds raised from the sale of the non-current 
assets will be used to reduce the company‟s debt. 
 
Ennea Co financial information 
 
Extracts from the forecast financial position for the coming year 
millions 
Non-current assets  282 

Current assets  66 

Total assets  348 

Equity and liabilities  

Share capital (40 per share par value)  48 

Retained earnings  123 

Total equity  171 

Non-current liabilities  140 

Current liabilities  37 

Total liabilities  177 

Total liabilities and capital  348 

 
Ennea Co‟s forecast after tax profit for the coming year is expected to be $26 million and its current 
share price is $3·20 per share. The non-current liabilities consist solely of a 6% medium term loan 
redeemable within seven years. The terms of the loan contract stipulates that an increase in 
borrowing will result in an increase in the coupon payable of 25 basis points on the total amount 
borrowed, while a reduction in borrowing will lower the coupon payable by 15 basis points on the 
total amount borrowed.  
 
Ennea Co‟s effective tax rate is 20%. The company‟s estimated after tax rate of return on investment 
is expected to be 15% on any new investment. It is expected that any reduction in investment would 
suffer the same rate of return. 
 
Required: 
Estimate and discuss the impact of each of the three proposals on the forecast statement of financial 
position, the earnings and earnings per share, and gearing of Ennea Co. 
 

13. Tisa Co is considering an opportunity to produce an innovative component which, when fitted into 
motor vehicle engines, will enable them to utilise fuel more efficiently. The component can be 
manufactured using either process Omega or process Zeta. Although this is an entirely new line of 
business for Tisa Co, it is of the opinion that developing either process over a period of four years 
and then selling the productions rights at the end of four years to another company may prove 
lucrative. 
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The annual after-tax cash flows for each process are as follows: 
 
Process Omega 
Year   0  1  2  3  4 

After-tax cash flows (000)  (3,800)  1,220  1,153  1,386  3,829 

 
Process Zeta 
Year  0  1  2  3  4 

After-tax cash flows (000)  (3,800)  643  546  1,055  5,990 

 
Tisa Co has 10 million NRs. 50 shares trading at 180 each. Its loans have a current value of 360 
million and an average after-tax cost of debt of 4·50%. Tisa Co‟s capital structure is unlikely to 
change significantly following the investment in either process. 
 
Elfu Co manufactures electronic parts for cars including the production of a component similar to 
the one being considered by Tisa Co. Elfu Co‟s equity beta is 1·40, and it is estimated that the 
equivalent equity beta for its other activities, excluding the component production, is 1·25. Elfu Co 
has 400 million shares in issue trading at 120 each. Its debt finance consists of variable rate loans 
redeemable in seven years. The loans paying interest at base rate plus 120 basis points have a current 
value of 9600 million. It can be assumed that 80% of Elfu Co‟s debt finance and 75% of Elfu Co‟s 
equity finance can be attributed to other activities excluding the component production. 
Both companies pay annual corporation tax at a rate of 25%. The current base rate is 3·5% and the 
market risk premium is estimated at 5·8%. 
 
Required: 
(a) Provide a reasoned estimate of the cost of capital that Tisa Co should use to calculate the net 
present value of the two processes. Include all relevant calculations. 
(b) Calculate the internal rate of return (IRR) and the modified internal rate of return (MIRR) for 
Process Omega. 
 
Given that the IRR and MIRR of Process Zeta are 26·6% and 23·3% respectively, recommend 
which process, if any, Tisa Co should proceed with and explain your recommendation. 
 

14. Sigra Co is a listed company producing confectionary products which it sells around the world. It 
wants to acquire Dentro Co, an unlisted company producing high quality, luxury chocolates. Sigra Co 
proposes to pay for the acquisition using one of the following three methods:  
 
Method 1 
A cash offer of 500 per Dentro Co share; or 
 
Method 2 
An offer of three of its shares for two of Dentro Co‟s shares; or 
 
Method 3 
An offer of 10, 2% coupon bond in exchange for 16 Dentro Co‟s shares. The bond will be redeemed 
in three years at its par value of 1000. 
 
Extracts from the latest financial statements of both companies are as follows: 

www.auditnca.com

www.auditnca.com


 

Page | 47  

 

 
 Sigra Co  Dentro Co 

 ‟000  ‟000 

Sales revenue  44,210  4,680 

Profit before tax  6,190  780 

Taxation  (1,240)  (155) 

Profit after tax  4,950  625 

Dividends  (2,700)  (275) 

Retained earnings for the year  2,250  350 

Non-current assets  22,450  3,350 

Current assets  3,450  247 

Non-current liabilities  9,700  873 

Current liabilities  3,600  436 

Share capital (40c per share)  4,400  500 

Reserves  8,200  1,788 

 
Sigra Co‟s current share price is 360 per share and it has estimated that Dentro Co‟s price to earnings 
ratio is 12·5% higher than Sigra Co‟s current price to earnings ratio. Sigra Co‟s non-current liabilities 
include a 6% bond redeemable in three years at par which is currently trading at 1040 per 1000 par 
value. 
Sigra Co estimates that it could achieve synergy savings of 30% of Dentro Co‟s estimated equity 
value by eliminating duplicated administrative functions, selling excess non-current assets and 
through reducing the workforce numbers, if the acquisition were successful. 
 
Required: 
Estimate the percentage gain on a Dentro Co share under each of the above three payment 
methods. Comment on the answers obtained. 
 

15. Arbore Co is a large listed company with many autonomous departments operating as investment 
centres. It sets investment limits for each department based on a three-year cycle. Projects selected by 
departments would have to fall within the investment limits set for each of the three years. All 
departments would be required to maintain a capital investment monitoring system, and report on 
their findings annually to Arbore Co‟s board of directors. 
 
The Durvo department is considering the following five investment projects with three years of 
initial investment expenditure, followed by several years of positive cash inflows. The department‟s 
initial investment expenditure limits are 9,000,000, 6,000,000 and 5,000,000 for years one, two and 
three respectively. None of the projects can be deferred and all projects can be scaled down but not 
scaled up. 
 
Investment required at start of year 
Project  Year one  Year two  Year three  Project NPV 
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PDur01  4,000,000  1,100,000  2,400,000  464,000 

PDur02  800,000  2,800,000  3,200,000  244,000 

PDur03  3,200,000  3,562,000  0  352,000 

PDur04  3,900,000  0  200,000  320,000 

PDur05  2,500,000  1,200,000  1,400,000  Not provided 

 
PDur05 project‟s annual operating cash flows commence at the end of year four and last for a period 
of 15 years. The project generates annual sales of 300,000 units at a selling price of 14 per unit and 
incurs total annual relevant costs of 3,230,000. Although the costs and units sold of the project can 
be predicted with a fair degree of certainty, there is considerable uncertainty about the unit selling 
price. The department uses a required rate of return of 11% for its projects, and inflation can be 
ignored. 
 
The Durvo department‟s managing director is of the opinion that all projects which return a positive 
net present value should be accepted and does not understand the reason(s) why Arbore Co imposes 
capital rationing on its departments. Furthermore, she is not sure why maintaining a capital 
investment monitoring system would be beneficial to the company. 
 
Required: 
(a) Calculate the net present value of project PDur05. Calculate and comment on what percentage 
fall in the selling price would need to occur before the net present value falls to zero. 
(b) Formulate an appropriate capital rationing model, based on the above investment limits, that 
maximizes the net present value for department Durvo. Finding a solution for the model is not 
required. 
 

16. Write short notes on: 
a. Dark Pool Trading 
b. Briefly discuss the main advantage and disadvantage of hedging interest rate risk using an interest rate 

collar instead of options. 
c. Explain Transaction & translation risk with respect to foreign currency risk 

 
17. Write short notes on: 

(a) Cross Currency Roll Over Contracts. 
(b) Financial Swaps. 

 
18. Outland Steel has a small but profitable export business.  Contracts involve substantial delays in 

payment, but since  the company has had a policy of always  invoicing  in dollars,  it  is  fully 
protected  against  changes  in  exchange  rates.    More  recently  the  sales  force  has  become 
unhappy with this, since the company is losing valuable orders to Japanese and German firms that 
are quoting in customers‟ own currency.  How will you, as Finance Manager, deal with the situation? 

 
19. A company is to borrow € 1 million for a period of three months after 24 months from today. It 

enters into a forward “24X27” FRA with agreed interest of 5% after 24 months, the 3 month interest 
rate is 5.50%. Explain the cash flow on account of the FRA. 
What amount will be borrowed by the company for a period of 3 months after 24 months from 
today? 
What amount will be paid by the company after 27 months from today? 
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20. During a year the price of British Gilts (FV £ 100) rose to £110 from £105, meanwhile paying a 
coupon of £8. At the same time, the exchange rate moved from $/£ of 1.80 to 1.70. What is the total 
return available to a US investor investing in this security? 
 

21. Given that you have NRs. 500,000 to invest in a stock portfolio as follows in a manner that the 
overall portfolio beta is same that of market, calculate the amount that you will invest in risk free 
assets. 
 
Stock A B C 

Amount invested 140,000 160,000 ?? 

Beta 0.9 1.2 1.6 

 
22. Write short notes on 
a. Capital rationing 
b. Embedded derivatives 
c. Leading & Lagging 
d. Take over by reverse bid 

 
Suggested Answers 

Solution to Q.No. 1 
Duration of the bond =Sum of (Weightage X Duration) = 8 (Aappx.) 
 
Solution to Q.No. 2 
 
Solution: 
We have, 
Return from stock = Dividend Yield + Capital Gain Yield 
 
Now, 
Return From Stock = 15.76% (Given) 
Capital gain Yield = (41X0.34+58X0.64)/50 = 3.76% 
 
Therefore, 
15.76% = Dividend Yield + 3.76% 
Or, Dividend yield = (15.76-3.76)% = 12% 
 
Hence the amount of cash dividend is NRs. 50 X 12% = NRs. 6 
 
Solution to Q.No. 3 
 

No of transition years 4 

Decline in rate of dividend 50-10 = 40% 

Rate of decline of dividend in each of the 4 years 40/4 = 10% 

dividend last year = 10 * 10% = NRs. 1 
 

Phase Year 
Dividend 

Growth rate 
Dividend 
amount 

Dividend yield = 
dividend/investment 

Super normal growth 
period 

1 50% 1.5 2.50% 

2 50% 2.25 3.75% 
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3 50% 3.375 5.63% 

Transition Period 

4 40% 4.725 7.88% 

5 30.0% 6.1425 10.24% 

6 20.0% 7.371 12.29% 

7 10.0% 8.1081 13.51% 

 

Year 
Dividend 
amount Price P = D/(ke-G) Total Returns 

PV Factor @ 
20% PV 

1 1.5 0 1.5 0.8333 1.25 

2 2.25 0 2.25 0.6944 1.56 

3 3.375 0 3.375 0.5787 1.95 

4 4.725 0 4.725 0.4823 2.28 

5 6.1425 0 6.1425 0.4019 2.47 

6 7.371 0 7.371 0.3349 2.47 

7 8.1081 0 8.1081 0.2791 2.26 

7 0 89.1891 89.1891 0.2326 20.74 

     
34.99 

 
Since the security is overpriced, Rajeev shall not make this investment. 
 
Solution to Q.No. 4 

Year 

X Ltd. Y Ltd. 

Dividend 
payout Ratio 
= DPS/EPS 

Average 
price(MPS) = 

(Low+High)/2 
P/E ratio = 
MPS/EPS 

Dividend 
payout Ratio = 

DPS/EPS 

Average 
price(MPS) = 

(Low+High)/2 
P/E ratio = 
MPS/EPS 

1 21.51% 82.5 8.87 20% 70 7.37 

2 27.03% 67.5 9.12 20% 45 6.43 

3 19.05% 90 8.57 20% 57.5 5.48 

4 17.65% 110 8.63 20% 100 8.16 

5 12.50% 167.5 8.38 20% 117.5 5.80 

6 15.63% 170 10.63 20% 160 9.41 

7 13.16% 182.5 9.61 20% 185 9.25 

Average 18.07% 124.29 9.11 20.00% 105 7.41 

Though the earnings are higher, Y ltd. follows a constant dividend rate policy thereby giving a doubt 
on the shareholders as to the amount of dividend that will be received. Whereas in case of X Ltd., it 
is following a constant dividend policy (i.e. fixed amount as dividend) & that has been increasing in 
intervals (without decline) therefore giving more confidence to the shareholders on the dividend 
amount & these expectations thereby fueling increased share price of X ltd. 
Calculation of ROE, 
We have, ROE = Dividend yield + Capital gains Yield 
 

For Company X 
    

      

Year Dividend Average price 
Dividend Yield = 

DPS/MPS 

Capital Gain Yield = 
(Closing Price - Opening 
Price) / Opening price ROE 
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1 
 

82.50 2.42% -17.50% -15.08% 

2 2 67.50 2.96% -18.18% -15.22% 

3 2 90.00 2.22% 33.33% 35.56% 

4 2.25  110.00 2.05% 22.22% 24.27% 

5 2.5 167.50 1.49% 52.27% 53.77% 

6 2.5 170.00 1.47% 1.49% 2.96% 

7 2.5 182.50 1.37% 7.35% 8.72% 

      For Y Ltd. 
    

Year Dividend Average price 
Dividend Yield = 

DPS/MPS 

Capital Gain Yield = 
(Closing Price - Opening 
Price) / Opening price ROE 

1 1.90 70 2.71% -30.00% -27.29% 

2 1.40 45 3.11% -35.71% -32.60% 

3 2.10 57.5 3.65% 27.78% 31.43% 

4 2.45 100 2.45% 73.91% 76.36% 

5 4.05 117.5 3.45% 17.50% 20.95% 

6 3.40 160 2.13% 36.17% 38.30% 

7 4.00 185 2.16% 15.63% 17.79% 
 

 
Solution to Q.No. 5 

a. R0= (P0-S)/(N+1)= 50-40/6 = 1.67 
b. Px= ((P0X N)+S)/(N+1) = 48.33 (or 50-1.67 = 48.33) 
c. Rx= (Px-S)/N = 2 
d. (1) 

1000/50 = 20 shares X 60 = 1200 
1200-1000 = 200 
 
(2) 

1000/2 = 500 rights X 4
*
 = 2000 

2000-1000 = 1000 
 
*4= (60-40)/5 

 
Solution to Q.No. 6 

a. The value of the right is = (M-S)/(N+1) = (63-15)/8 = 6 
b. At the time of offer announcement sharms‟s assets consisted of; 

CASH 150,000 
STOCK 308,700 (63 x 4900) 
RIGHT 29,400 (6 X 4900) 
TOTAL 488,100 
 

c. On ex-rights date, Sharma‟s asset consists of: 
CASH 150,000 
STOCK 294,000 (60 X 4900) 
RIGHT 31,510 (6.43 X 4900) 
TOTAL 475,510 
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d. If Sharma sells the rights on the ex-rights date then Sharma‟s total assets will remain the 
same at 475,510. However, cash will increase by 31,510 & the value of the rights will be zero 
as all of the rights would have been sold. 

 
Solution to Q.No. 7 
 
(a) Projection of $value cash flows for both the project investment and the project return. 
In projecting the cash flow for this project we have created a forecast of the capital requirement, the 
six year operating cash flow and the residual value of the property net of repairs and renewals at the 
end of the project. On the basis of the specified occupancy rates and a target nightly rental of £60 we 
have projected the revenues for the hotel and the expected costs. These are projected at current 
prices to give a real cash flow before conversion to nominal at the UK rate of inflation. Tax is 
calculated both in terms of the offset available against the construction costs but also at 30% of the 
operating surplus from the project. 
We assume that the benefit of the capital allowances will be recovered irrespective of the success of 
the operating phase of the project. They are therefore considered a credit to the investment phase 
(candidates who assume that they are part of the recovery phase will not be penalised). 
Finally, using purchasing power parity, future spot rates are estimated. The rate specified is indirect 
with respect to the dollar and declines as sterling strengthens. 
We have separated the calculation of the present value of the investment phase from that of the 
return phase as follows: 

Investment phase 
(values in £) 

01 Jan 
2009 

31 Dec 
2009 

31 Dec 2010 31 Dec 
2011 

31 Dec 
2012 

31 Dec 
2013 

31 Dec 
2014 

Nominal project cash flow  - 6,200,000      

Capital allowance (tax saving)  930,000 310,000  310,000  310,000   

Nominal project cash flow 
after tax (investment phase) 

 -5,270,000 310,000  310,000  310,000   

Rate of exchange 0·6700 0·6552 0·6409 0·6268 0·6130 0·5996 0·5864 

$value of investment phase  –8,043,346 483,695 494,576 505,710 0 0 

 
Return phase (value in 

£) 
01 Jan 2009 31 Dec 

2009 
31 Dec 

2010 
31 Dec 

2011 
31 Dec 

2012 
31 Dec 

2013 
31 Dec 

2014 

Occupancy rate   0  0·4  0·5  0·9  0·6  0·6 

Terminal value of 
property 

      8,915,309 

Rooms let (400 × occ. 
Rate × 365) 

0 0 58,400 73,000 131,400 87,600 87,600 

Revenue (rooms let × 
£60) 

0 0 3,504,000 4,380,000 7,884,000 5,256,000 5,256,000 

Variable operating costs 
(rooms let × £30) 

  –1,752,000 –2,190,000 –3,942,000 –2,628,000 –2,628,000 

Fixed costs   –1,700,000 –1,700,000 –1,700,000 –1,700,000 –1,700,000 

Project operating cash 
flow (real)  

  52,000  490,000  2,242,000  928,000  928,000 

Project operating cash 
flow (nominal)  

  54,633  527,676  2,474,749  1,049,947  1,076,195 

Tax on operating cash 
flows (at 30%)  

  –16,390  –158,303  –742,425  –314,984  –322,859 

Nominal project cash 
flow after tax (return 
phase)  

  38,243 369,373 1,732,324 734,963 9,668,646 

Rate of exchange 0·6700 0·6552 0·6409 0·6268 0·6130 0·5996 0·5864 

$value of return phase    59,670 589,300 2,825,977 1,225,755 16,488,141 
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(b) Project evaluation 
Net present value 
Given that the Dubai rate of inflation is 4·8% per annum and the company‟s real cost of capital is 
4·2% per annum the nominal cost of capital is estimated using the Fisher formula: 

i nom = (1 + inf)(1 + ireal) – 1 

inom = (1·048)(1·042) – 1 = 9·2016% 

Discounting the project cash flows (investment plus return) at this nominal cost of capital gives a 
project net present value as follows: 
 01 Jan 2009  31 Dec 2009  31 Dec 

2010  
31 Dec 
2011  

31 Dec 
2012  

31 Dec 
2013  

31 Dec 2014 

Nominal project cash 
flow (investment plus 
return) 

 –8,043,346 543,365 1,083,876 3,331,687 1,225,755 16,488,141 

Nominal cost of capital 
(Dubai) 

0·092016       

Discounted cash flow 0 –7,365,593 455,653 832,324 2,342,870 789,330 9,722,942 

Net present value  6,777,525       

 
A net present value of $6,777,525 strongly suggests that this project is viable and will add to 
shareholder value. 
Solution to Q.No. 8 
(a) The  foreign  exchange  exposure  of  the  dollar  payment  due  in  four months  can  be  hedged  
using  the  following  derivative products: 

Forward rate offered by Pecunia Bank; 
Exchange-traded futures contracts; and 
Exchange-traded options contracts 
Using the forward rate 

Payment in Swiss Francs = US$5,060,000/1·0677 = CHF4,739,159 
Using futures contract 
Since a dollar payment needs to be made in four months‟ time, CMC Co needs to hedge against 
Swiss Francs weakening. Hence, the company should go short and the six-month futures contract is 
undertaken. It is assumed that the basis differential will narrow in proportion to time. 
Predicted futures rate = 1·0647 + [(1·0659 – 1·0647) x 1/3] = 1·0651 
[Alternatively, can predict futures rate based on spot rate: 1·0635 + [(1·0659 – 1·0635) x 4/6] = 
1·0651] 
Expected payment = US$5,060,000/1·0651 = CHF4,750,728 
No. of contracts sold = CHF4,750,728/CHF125,000 = approx. 38 contracts 
 
Using options contracts 
Since a dollar payment needs to be made in four months‟ time, CMC Co needs to hedge against 
Swiss Francs weakening. Hence, the company should purchase six-month put options. 
 
Exercise price US$1·06/CHF1 
Payment  = US$5,060,000/1·06 = CHF 4,773,585 
Buy 4,773,585/125,000  = 38·19 put contracts, say 38 contracts 
CHF payment  =CHF 4,750,000 
Premium payable = 38 x 125,000 x 0·0216  = US$102,600 
In CHF = 102,600/1·0635  = CHF 96,474 
 
Amount not hedged  = US$5,060,000 – (38 x 125,000 x 1·06) = US$25,000 
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Use forward contracts to hedge this  = US$25,000/1·0677 = CHF23,415 
Total payment  = CHF4,750,000 + CHF96,474 + CHF23,415  
 = CHF4,869,889 
Exercise price US$1·07/CHF1 
Payment  = US$5,060,000/1·07 = CHF4,728,972 
Buy 4,728,972/125,000  = 37·83 put contracts, say 38 contracts (but this is an over-
hedge) 
CHF payment  = CHF4,750,000 
Premium payable  = 38 x 125,000 x 0·0263 = US$124,925 
In CHF  = 124,925/1·0635 = CHF117,466 
Amount over-hedged  = US$5,060,000 – (38 x 125,000 x 1·07) = US$22,500 
Using forward contracts to show benefit of this = US$22,500/1·0677 = CHF21,073 
Total payment  = CHF4,750,000 + CHF117,466 – CHF21,073 = 
CHF4,846,393 
 
Advice 
Forward contracts minimise the payment and option contracts would maximise the payment, with 
the payment arising from the futures contracts in between these two. With the option contracts, the 
exercise price of US$1·07/CHF1 gives the lower cost. Although  transaction  costs are  ignored,  it  
should be noted  that with  exchange-traded  futures  contracts, margins are required and the 
contracts are marked-to-market daily. 
It would therefore seem that the futures contracts and the option contract with an exercise price of 
US$1·06/CHF1 should be rejected. The choice between forward contracts and the 1·07 options 
depends on CMC Co‟s attitude to risk. The forward rate is binding, whereas option contracts give the 
company the choice to let the option contract lapse if the CHF strengthens against the US$. 
Observing the rates of inflation between the two countries and the exchange-traded derivatives this is 
likely to be  the case, but  it  is not definite. Moreover,  the option  rates need  to move  in  favour 
considerably before  the option  is 
beneficial to CMC Co, due to the high premium payable. It would therefore seem that forward 
markets should be selected to minimise the amount of payment, but CMC Co should also bear in 
mind that the risk of default is higher with forward contracts compared with exchange-traded 
contracts. 
 
(b)  
 CMC Co  Counterparty  Interest rate differential 

Fixed rate  2·2%  3·8%  1·6% 

Floating rate  Yield rate + 0·4%  Yield rate + 0·8%  0·4% 

CMC Co has a comparative advantage in borrowing at the fixed rate and the counterparty has a 
comparative advantage in borrowing at the floating rate. Total possible benefit before Pecunia Bank‟s 
fee is 1·2%, which if shared equally results in a benefit of 0·6% each, for both CMC Co and the 
counterparty 
 
 
 CMC Co  Counterparty 

CMC Co borrows at  2·2%  

Counterparty borrows 
at 

  Yield rate + 0·8% 

Advantage  60 basis points  60 basis points 

Net result  Yield rate – 0·2%  3·2% 

SWAP   

Counterparty receives   Yield rate 

CMC Co pays  Yield rate  
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Counterparty pays   2·4% 

CMC Co receives  2·4%  

After paying the 20 basis point fee, CMC Co will effectively pay interest at the yield curve rate and 
benefit by 40 basis points or 0·4%, and the counterparty will pay interest at 3·4% and benefit by 40 
basis points or 0·4% as well. 
 
 
Solution to Q.No. 9 
(a) All figures are in million 
Year  0  1  2  3  4 

Sales revenue (inflated, 8% p.a.)   24·87  42·69  61·81  36·92 

Costs (inflated, 4% p.a.)   (14·37)  (23·75)  (33·12)  (19·05) 

Incremental profit    10·50  18·94  28·69  17·87 

Tax (W1)   (0·50)  (3·39)  (5·44)  (3·47) 

Working capital (W2)  (4·97)  (3·57)  (3·82)  4·98  7·38 

Investment/sale of machinery  (38·00)     4·00 

Cash flows  (42·97)  6·43  11·73  28·23  25·78 

Discount factors (12%, W3)  1  0·893  0·797  0·712  0·636 

Present values  (42·97)  5·74  9·35  20·10  16·40 

Base case net present value is approximately 8·62 million. 

 
W1 All figures are in million 
Year  1  2  3  4 

Incremental profit   10·50  18·94  28·69  17·87 

Capital allowances  8·00  2·00  1·50  0·50 

Taxable profit  2·50  16·94  27·19  17·37 

Tax (20%)  0·50  3·39  5·44  3·47 

 
W2 All figures are in million 
Year  0  1  2  3  4 

Working capital (20% of sales revenue)   4·97  8·54  12·36  7·38 

Working capital required/(released)   4·97  3·57  3·82  (4·98)  (7·38) 

 
W3 Lintu Co asset beta = 1·5 x128m/(128m + 31·96m x 0·8) approx. = 1·25 
All-equity financed discount rate = 2% + 1·25 x 8% = 12% 
 
Financing side effects 

‟000 
Issue costs 2/98 x $42,970,000  (876·94) 

Tax shield 
Annual tax relief = ($42,970,000 x 60% x 0·015 x 20%)+ ($42,970,000 x 40% x 0·04 x 20%) 
= 77·35 + 137·50 = 214·85 
The present value of the tax relief annuity = 214·85 x 3·63  779·91 

Annual subsidy benefit 
$42,970,000 x 60% x 0·025 x 80% = 515·64 
The present value of the subsidy benefit annuity = 515·64 x 3·63 1,871·77 

Total benefit of financing side effects  1,774·74 

 
Financing the project entirely by debt would add just under $1·78 million to the value of the project, 
or approximately, an additional 20% to the all-equity financed project. 
The adjusted present value (APV) of the project is just under $10·4 million and therefore it should be 
accepted. 
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Note: In calculating the present values of the tax shield and subsidy benefits, the annuity factor used is based on 4% to 
reflect the normal borrowing/default risk of the company. Alternatively, 2% or 2·5% could be used depending on the 
assumptions made however explanation regarding the assumption is to be made. 
 
(b) Corrections made to the original net present value 
The approach taken to exclude depreciation from the net present value computation is correct, but 
capital allowances need to be taken away from profit estimates before tax is calculated, reducing the 
profits on which tax is payable. 
Interest is not normally included in the net present value calculations. Instead, it is normally imputed 
within the cost of capital or discount rate. In this case, it is included in the financing side effects. 
Cash flows are inflated and the nominal rate based on Lintu Co‟s all-equity financed rate is used (see 
below). Where different cash flows are subject to different rates of inflation, applying a real rate to 
non-inflated amounts would not give an accurate answer. 
The impact of the working capital requirement is included in the estimate as, although all the working 
capital is recovered at the  end  of  the  project,  the  flows  of working  capital  are  subject  to  
different  discount  rates when  their  present  values  are calculated. 
 
Approach taken 
The  value  of  the  project  is  initially  assessed  considering  only  the  business  risk  involved  in  
undertaking  the  project.  The discount rate used is based on Lintu Co‟s asset beta which measures 
only the business risk of that company. Since Lintu Co is  in  the  same  line  of  business  as  the  
project,  it  is  deemed  appropriate  to  use  its  discount  rate,  instead  of  11%  that  Bhawani Co 
uses normally. 
The impact of debt financing and the subsidy benefit are then considered. In this way, Bhawani Co 
can assess the value created from its investment activity and then the additional value created from 
the manner in which the project is financed. 
 
Assumptions made 
It is assumed that all figures used are accurate and any estimates made are reasonable. Bhawani Co 
may want to consider undertaking a sensitivity analysis to assess this. 
It is assumed that the initial working capital required will form part of the funds borrowed but that 
the subsequent working capital requirements will be available from the funds generated by the 
project. The validity of this assumption needs to be assessed since the working capital requirements 
at the start of years 2 and 3 are substantial. 
 
It is assumed that Lintu Co‟s asset beta and all-equity financed discount rate represent the business 
risk of the project. The validity of  this assumption also needs  to be assessed. For  example, Lintu 
Co‟s  entire business may not be  similar  to  the project, and it may undertake other lines of business. 
In this case, the asset beta would need to be adjusted so that just the project‟s business risk is 
considered. 
Solution to Q.No. 10 
(a) Combined company, cost of capital 
Asset beta = (1·2 x 480 + 0·9 x 1218)/(480 + 1,218) = 0·985 
Equity beta = 0·985 x (60 + 40 x 0·8)/60 = 1·51 
Cost of equity = 2% + 1·51 x 7% = 12·57% 
And,  
Cost of capital  = 12·57% x 0·6 + 4·55% x 0·8 x 0·4 = 9·00% 
 
Combined company equity value 
 

Year 1 2 3 4 
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Free cash flows before synergy (growing at 5%) 226·80 238·14 250·05 262·55 

Synergies  20·00 20·00 20·00 20·00 

Free cash flows  246·80 258·14 270·05 282·55 

PV of free cash flows at 9%  226·42 217·27 208·53 200·17 

(Note: the present value (PV) figures are slightly different if discount table factors are used) 
Total PV of cash flows (years 1 to 4)  = 852·39 million 
Total PV of cash flows (years 5 to perpetuity)  = 262·55 x 1·0225 /(0·09 – 0·0225) x 1·09–4 = 

2,817·51 million 
Total value to firm  = $3,669·90 million 
Value attributable to equity holders  = 3,669·90 million x 0·6 = 2,201·94 million 
Additional  value  created  from  the  combined  company  
 =  2,201·94  million  –  (1,218  million  + 480 
million) 
 = 2,201·94 million – 1,698·00 million = 503·94 million (or 
29·7%) 
 
Although the equity beta and therefore the risk of the combined company is more than Makonis Co 
on its own, probably due to Nuvola Co‟s higher business risk (reflected by the higher asset beta), 
overall the benefits from growth in excess of the risk free  rate  and  additional  synergies  have  led  
to  an  increase  in  the  value  of  combined  company  of  just  under  30% when compared to the 
individual companies‟ values. 
However, a number of assumptions have been made in obtaining the valuation, for example: 

– The assumption of growth of cash flows in perpetuity and whether this is realistic or not; 
– Whether the calculation of the combined company‟s asset beta when based on the weighted 
average of market values is based on good evidence or not; 
– It  has  been  assumed  that  the  figures  such  as  growth  rates,  tax  rates,  free  cash  flows,  
risk  free  rate  of  return,  risk premium, and so on are accurate and do not change in the future. 
In all these circumstances, it may be appropriate to undertake sensitivity analysis to determine how 
changes in the variables would impact on the value of the combined company, and whether the 
large increase in value is justified. 

 
(b) Value of Nuvola equity  = 24 x 20m shares = 480m 
30% premium: 1·3 x 480m  = 624m  
50% premium: 1·5 x 480m  = 720m  
New number of shares  = 21m + ½ x 20m = 31m  
 
Loss in value per share of combined company, if 50% premium paid instead of 30% premium 
 = (720m – 624m)/31m shares =3.1/share. 
 
This represents a drop in value of approx. 5·3% on original value of a Makonis Co share (3.1/58). 
 
(c) The amount of cash required will increase substantially, by about 96 million, if Makonis Co agrees 
to the demands made by Nuvola Co‟s equity holders and pays the 50% premium. Makonis Co needs 
to determine how it is going to acquire the additional funds and the implications from this. For 
example, it could borrow the money required for the additional funds, but taking on more debt may 
affect the cost of capital and therefore the value of the company. It could raise the funds by issuing 
more equity shares, but this may not be viewed in a positive light by the current equity holders. 
Makonis Co may decide to offer a higher proportion of its shares in the share-for-share exchange 
instead of paying cash for the additional premium. However, this will affect its equity holders and 
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dilute their equity holding further. Makonis Co should also consider what Nuvola Co‟s equity holders 
would prefer. They may prefer less cash and more equity due to their personal tax circumstances, but, 
in most cases, cash is preferred by the target firm‟s equity holders. 
 
 
Solution to Q.No. 11 
Only  the  transactions  resulting  in  cash  flows  between  Kenduri  Co  and  Lakama  Co  are  
considered  for  hedging.  Other transactions are not considered. 
 
Net flow in US$: 
US$4·5m payment – US$2·1m receipt = US$2·4m payment 
 
Hedge the US$ exposure using the forward market, the money market and options. 
Forward market 
US$ hedge: 2,400,000/1·5996 = £1,500,375 payment 
 
Money market 
US$ hedge 
Invest in US$: 2,400,000/(1 + 0·031/4)  = US$2,381,543 
Convert into £ at spot: US$2,381,543/1·5938  = £1,494,255 
Borrow in £: £1,494,255 x (1 + 0·040/4)  = £1,509,198 
 
The forward market is preferred due to lower payment costs. 
 
Options 
Kenduri Co would purchase Sterling three-month put options to protect itself against a strengthening 
US$ to £. 
Exercise price: $1·60/£1 
£ payment  = 2,400,000/1·60 = 1,500,000 or 24 contracts 
24 put options purchased 
Premium payable  = 24 x 0·0208 x 62,500 = US$31,200 
Premium in £  = 31,200/1·5938 = £19,576 
Total payments  = £1,500,000 + £19,576 = £1,519,576 
 
Exercise price: $1·62/£1 
£ payment  = 2,400,000/1·62 = 1,481,481 or 23·7 contracts  
23 put options purchased 
£ payment  = 23 x 62,500 = £1,437,500 
Premium payable  = 23 x 0·0342 x 62,500 = US$49,163 
Premium in £  = 49,163/1·5938 = £30,846 
Amount not hedged  = US$2,400,000 – (23 x 62,500 x 1·62) = US$71,250 
Use forwards to hedge amount not hedged  = US$71,250/1·5996 = £44,542 
Total payments  = 1,437,500 + 30,846 + 44,542 = £1,512,888 
 
Both these hedges are worse than the hedge using forward or money markets. This is due to the 
premiums payable to let the option lapse if the prices move in Kenduri Co‟s favour . Options have 
an advantage over forwards and money markets because the prices are not  fixed and  the option 
buyer can  let  the option  lapse  if  the rates move  favourably. Hence options have an unlimited 
upside but a limited downside. With forwards and money markets, Kenduri Co cannot take 
advantage of the US$ weakening against the £.  
 
Conclusion 
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The forward market minimises the payment and is therefore recommended over the money market. 
However ,options give Kenduri Co the choice of an unlimited upside, although the cost is higher . 
Therefore the choice between the forward market and the option market depends on the risk 
preference of the company. 
 
Solution to Q.No. 12 
 
Forecast financial position 
Amounts in ‟000  Current  Proposal 1  Proposal 2  Proposal 3 

Non-current assets 282,000  282,000  302,000  257,000 

Current assets  66,000  64,720  67,720  63,682 

Total assets  348,000  346,720  369,720  320,682 

Current liabilities  37,000  37,000  37,000  37,000 

Non-current liabilities  140,000  160,000  160,000  113,000 

Total liabilities  177,000  197,000  197,000  150,000 

Share capital 48,000  45,500  48,000  48,000 

Retained earnings  123,000  104,220  124,720  122,682 

Total equity  171,000  149,720  172,720  170,682 

Total liabilities and capital  348,000  346,720  369,720  320,682 

Adjustments to forecast earnings 
Amounts in ‟000  Current  Proposal 

1 2 3 

Initial profit after tax  26,000  26,000 26,000 26,000 

Interest payable on additional borrowing (20m x 6% x (1 – 0·2))   (960) (960)  

Interest payable on extra coupon (160m x 0·25% x (1 – 0·2))  (320) (320)  

Interest saved on less borrowing (27m x 6% x (1 – 0·2))    1,296 

Interest saved on lower coupon (113m x 0·15% x (1 – 0·2))    136 

Return on additional investment (20m x 15%)   3,000  

Return lost on less investment (25m x 15%)    (3,750) 

Profit on sale of non-current assets    2,000 

Adjusted profit after tax  26,000  24,720 27,720 25,682 

 
 
Ratios Current  Proposal 1  Proposal 2  Proposal 3 

Gearing % (non-current liabilities/equity)  81·9%  106·9%  92·6%  66·2% 

Number of shares (‟000)  1200  1137.50  1200  1200 

Earnings per share (adjusted profit after 

tax/number of shares)  

21·67 21·73 23·10 21·40 

 
Note: Gearing defined as non-current liabilities/(non-current liabilities + equity) and/or using 
market value of equity is acceptable as well. 
The profit from the sale of the assets for proposal 3, of 2,000,000, is assumed to be after tax. 
Students can assume this amount as before tax as well. 
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Discussion 
Proposals 1 and 3 appear to produce opposite results to each other. Proposal 1 would lead to a small 
increase in the earnings per share (EPS) due to a reduction in the number of shares although profits 
would decrease by approximately 5%, due to the increase in the amount of interest payable as a result 
of increased borrowings. However, the level of gearing would increase substantially (by about 30%).  
With proposal 3, although the overall profits would fall, because of the lost earnings due to 
downsizing being larger than the gain in interest saved and profit made on the sale of assets, this is 
less than proposal 1 (1·2%). Gearing would reduce substantially (19·2%).  
Proposal 2 would give a significant boost in the EPS from 21·67c/share to 23·10c/share, which the 
other two proposals do not. This is mainly due to increase in earnings through extra investment. 
However, the amount of gearing would increase by more than 13%. 
Overall proposal 1 appears to be the least attractive option. The choice between proposals 2 and 3 
would be between whether the company would prefer larger EPS or less gearing. This would depend 
on factors such as the capital structure of the competitors, the reaction of the equity market to the 
proposals, the implications of the change in the risk profile of the company and the resultant impact 
on the cost of capital. Ennea Co should also bear in mind that the above are estimates and the actual 
results will probably differ from the forecasts. 
Notes: 
Proposal 1 
Debt is increased by 20m and share capital reduced by the same amount as follows: from par value = 
$20m x 40/320 = 2·5m; from retained earnings = 20m x 280/320 = 17·5m. 
Additional interest payable totaling 1,280,000 (960,000 + 320,000) is taken off retained earnings due 
to reduction in profit after tax and taken off current assets because presumably it is paid from cash. 
Note that an alternative answer would be to add the additional interest payable to current liabilities. 
Proposal 2 
Debt and non-current assets are increased by 20m. Additional interest payable as above, plus the 
additional investment of 20 million will generate a rate of return of 15%, which is 3,000,000 income. 
Net impact is 1,720,000 income which is added to retained earnings as an addition to profit after tax 
and added to current assets as a cash income (presumably). 
Proposal 3 
Net non-current assets are reduced by the 25 million, their value at disposal. Since they were sold for 
27 million, this is how much the non-current liabilities are reduced by and the profit of 2 million is 
included in the retained earnings. 
 
Solution to Q.No. 13 
(a) Use Elfu Co‟s information to estimate the component project‟s asset beta. Then based on Tisa 
Co‟s capital structure, estimatethe component project‟s equity beta and weighted average cost of 
capital. Assume that the beta of debt is zero. 
Elfu Co MVe  =120 x 400m shares = 48000m 
Elfu Co MVd  =9600m 
Elfu Co portfolio asset beta  = 1·40 x 48000m/(48000m + 9600m x (1 – 0·25)) = 1·217 
Elfu Co asset beta of other activities  = 1·25 x 36000m/(36000 + $7680m x (1 – 0·25)) = 1·078 
 
1·217 = component asset beta x 0·25 + 1·078 x 0·75 
Or, Component asset beta  = [1·217 – (1·078 x 0·75)]/0·25 = 1·634 
 
Component equity beta based on Tisa Co capital structure = 1·634 x [(1800m + $360m x 
0·75)/1800m]  
     = 1·879 
Using CAPM, component Ke  = 3·5% + 1·879 x 5·8% = 14·40% 
Component WACC  = (14·40% x 1800m + 4·5% x 360m)/(1800m + 360m) = 12·75% 

www.auditnca.com

www.auditnca.com


 

Page | 61  

 

 
(b) Process Omega 
Year  0  1  2  3  4 

Net cash flows (000)  (3,800)  1,220  1,153  1,386  3,829 

PV 12·75% (000)  (3,800)  1,082  907  967  2,369 

NPV (000)  1,525 

PV 30%  (3,800)  938  682  631  1,341 

NPV (000)  (208) 

 
Internal rate of return is approximately 27·3% 

 
Modified internal rate of return (MIRR) is approximately 22·7% ([(5,325/3,800)1/4 x (1·1275)] – 1) 
Alternatively: 
MIRR can be calculated as follows: 
Year  Cashflows (000) Multiplier Re-invested amount (000) 

1  1,220  1·12753  1,749 

2  1,153  1·12752  1,466 

3  1,386  1·1275  1,563 

4  3,829  1  3,829 

Total re-invested amount (000) = 8,607 
MIRR = (8,607/3,800)1/4 – 1 = 22·7% 
 
Conclusion: 
The internal rate of return (IRR) assumes that positive cash flows in earlier years are reinvested at the 
IRR and therefore process Omega, which has higher initial cash flows when compared to process 
Zeta, gives a slightly higher IRR. The modified internal rate of return (MIRR) assumes that positive 
cash flows are reinvested at the cost of capital. This is a more reasonable assumption and produces a 
result consistent with the net present value. Hence, process Zeta should be adopted, although the 
difference is not significant. 
[Note: Using 13% instead of 12·75% as the cost of capital is acceptable] 
 
Solution to Q.No. 14 
Number of Sigra Co shares  = 4,400,000/40 = 110,000 shares 
Sigra Co earnings per share (EPS)  = 4,950,000/110,000 shares = 45/share 
Sigra Co price to earnings (PE) ratio  = 360/45 = 8 
Dentro PE ratio  = 8 x 1·125 = 9 
Dentro Co shares  = 500,000/40 = 12,500 shares 
Dentro Co EPS  = 625,000/12,500 = 50/share 
Estimate of Dentro Co value per share  = 50 x 9 = 450/share 
 
Cash offer 
Dentro share percentage gain under cash offer 
(500-450)/450 x 100%  = 11·1% 
Share-for-share exchange 

www.auditnca.com

www.auditnca.com


 

Page | 62  

 

Equity value of Sigra Co  = 110,000 x 360 = 39,600,000 
Equity value of Dentro Co  = 12,500 x 450 = 5,625,000 
Synergy savings  = 30% x 5,625,000 = 1,688,000 
 
Total equity value of combined company 46,913,000 
 
Number of shares for share-for-share exchange 
110,000 + [12,500 x 3/2] = 128,750 
 
Expected share price of combined company 364.4/share 
 
Dentro share percentage gain under share-for-share offer 
= [(364.4 x 3 – 450 x 2)/2]/450 x 100% = 21·5% 

 
Bond offer 
Rate of return 
104 = 60 x (1 + r)–1 + 60 x (1 + r)–2 + 1060 x (1 + r)–3 
If r is 5%, price is 1027.2 
If r is 4%, price is 1055.5 
r is approximately = 4% + (1055.5 – 1040)/(1055.5 – 1027.2) x 1% = 4·55% 
Price of new bond = 2 x 1·0455–1 +2 x 1·0455–2 +102 x 1·0455–3 = 930 
Value per share = 930/16 *10= 581/share 
 
Dentro share percentage gain under bond offer 
= (581 – 450)/450 x 100% = 29·1% 
 
Comments 
An initial comparison is made between the cash and the share-for-share offers. Although the share-
for-share exchange gives a higher return compared to the cash offer, Dentro Co‟s shareholders may 
prefer the cash offer as the gains in the share price are dependent on the synergy gains being 
achieved. However, purchase for cash may mean that the shareholders face an immediate tax burden. 
Sigra Co‟s shareholders would probably prefer the cash option because the premium would only take 
$625,000 of the synergy benefits (50 x 12,500 shares), whereas a share-for-share exchange would 
result in approximately 1,209,000 of the synergy benefits being given to the Dentro Co shareholders 
(21·5% x 450 x 12,500 shares). 
The bond offer provides an alternative which may be acceptable to both sets of shareholders. Dentro 
Co‟s shareholders receive the highest return for this and Sigra Co‟s shareholders may be pleased that 
a large proportion of the payment is deferred for three years. In present value terms, however, a very 
high proportion of the projected synergy benefits are given to Dentro Co‟s shareholders (29·1% x 
450 x 1,250,000 = 1,637,000). 
 
Solution to Q.No. 15 
(a) PDur05 
Annual sales revenue  = 14 x 300,000 units = 4,200,000 
Annual costs  = 3,230,000 
Annual cash flows  = 970,000 
NPV of PDur05  = (2,500,000) + (1,200,000 x 1·11–1) + (1,400,000 x 1·11–2) + 
970,000 x 
 7·191 x 1·11–3 

 = (2,500,000) + (1,081,000) + (1,136,000) + $5,100,000 
 = 383,000 

 

www.auditnca.com

www.auditnca.com


 

Page | 63  

 

In order for the net present value to fall to nil, the PV of the project‟s annual cash flows needs to be: 
2,500,000 + 1,081,000 + 1,136,000  = 4,717,000 
Annual cash flows need to reduce to: 4,717,000/(7·191 x 1·11–3)  = 897,110 
Sales revenue would reduce to: 897,110 + 3,230,000  = 4,127,110 
Selling price would fall to: 4,127,110/300,000 units  = 13·76 
Percentage fall = (14·00 – 13·76)/$14 x 100%  = 1·7% 
[Note: The estimate of the annual cash flows will differ if tables are used rather than a calculator. This is acceptable.] 
 
Comment: The net present value of the project is very sensitive to changes in the selling price of the 
product. A small fall in the selling price would reduce the net present value to nil or negative and 
make the project not worthwhile. 
 
(b) A multi-period capital rationing model would use linear programming and is formulated as 
follows: 
 
If: 
Y1 = investment in project PDur01; Y2 = investment in project PDur02; Y3 = investment in project 
PDur03; Y4 = investment in project PDur04; and Y5 = investment in project PDur05 
 
Then the objective is to maximise 
464Y1 + 244Y2 + 352Y3 + 320Y4 + 383Y5 
 
Given the following constraints 
Constraint year 1: 4,000Y1 + 800Y2 + 3,200Y3 + 3,900Y4 + 2,500Y5 ≤ 9,000 
Constraint year 2: 1,100Y1 + 2,800Y2 + 3,562Y3 + 0Y4 + 1,200Y5 ≤ 6,000 
Constraint year 3: 2,400Y1 + 3,200Y2 + 0Y3 + 200Y4 + 1,400Y5 ≤ 5,000 
And where Y1, Y2, Y3, Y4, Y5 ≥ 0 
 
Solution to Q.No. 16 

d. Dark Pool Trading 
Dark pool trading systems allow share orders to be placed and matched without the traders‟ interests 
being declared publicly on the normal stock exchange. Therefore the price of these trades is 
determined anonymously and the trade is only declared publicly after it has been agreed. Large 
volume trades which use dark pool trading systems prevent signals reaching the markets in order to 
minimise large fluctuations in the share price or the markets moving against them.  
The main argument put forward in support of dark pool trading systems is that by preventing large 
movements in the share price due to volume sales, the markets‟ artificial price volatility would be 
reduced and the markets maintain their efficiency. The contrary arguments suggest that in fact 
market efficiency is reduced by dark pool trading systems because such trades do not contribute to 
the price changes. Furthermore, because most of the individuals who use the markets to trade equity 
shares are not aware of the trade, transparency is reduced. This, in turn, reduces the liquidity in the 
markets and therefore may compromise their efficiency. The ultimate danger is that the lack of 
transparency and liquidity may result in an uncontrolled spread of risks similar to what led to the 
recent global financial crisis. 
 

e. Advantage and disadvantage of hedging interest rate risk using an interest rate collar instead of 
options. 
The main advantage of using a collar instead of options to hedge interest rate risk is lower cost. A 
collar involves the simultaneous purchase and sale of both call and put options at different exercise 
prices. The option purchased has a higher premium when compared to the premium of the option 
sold, but the lower premium income will reduce the higher premium payable. With a normal 
uncovered option, the full premium is payable. 
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However, the main disadvantage is that, whereas with a hedge using options the buyer can get full 
benefit of any upside movement in the price of the underlying asset, with a collar hedge the benefit 
of the upside movement is limited or capped as well. 
 

f. Transaction & translation risk  
Foreign currency risk can be divided into transaction risk, translation risk and economic risk. 
Transaction risk 
This is the foreign currency risk associated with short-term transactions, such as receiving money 
from customers in settlement of foreign currency accounts receivable. The risk here is that the actual 
profit or cost associated with the future transaction may be different from the expected or forecast 
profit or cost. The expected profit on goods or service sold on credit to a foreign client, for example, 
invoiced in the foreign currency, could be decreased by an adverse exchange rate movement. 
Transaction risk is therefore cash exposure, since cash transactions are affected by it. This type of 
foreign currency risk is usually hedged. 
Translation risk 
This is the foreign currency risk associated with the consolidation of foreign currency denominated 
assets and liabilities. Movements in exchange rates can change the value of such assets and liabilities, 
resulting in unrealised foreign currency losses or gains when financial statements are consolidated for 
financial reporting purposes. These gains and losses exist only on paper and do not have a cash 
effect. Translation exposure is often referred to as accounting exposure. Translation exposure can be 
hedged using asset and liability management, but hedging this type of foreign currency risk may be 
deemed unnecessary. 
 
 
Solution to Q.No. 17 
 
(a) Cross Currency Roll Over Contacts: Cross Currency Roll Over contracts are contracts to  cover  
overseas  leg  of  long-term  foreign  exchange  liabilities  or  assets.  The  cover  is initially obtained 
for six months and later extended for further period of six months and so on. 
Roll over charge or benefit depends on  forward premium or discount, which  in  turn,  is a function 
of interest rate differentials between US dollar and  the other currency.   There is no risk of currency 
appreciation or depreciation in the overseas leg: 
Roll over for a maturity period exceeding six months is not possible because in the inter- bank 
market, quotations beyond six months are not available. Under the Roll Over Contract the basic rate 
of exchange is fixed but loss or gain arises at the time of each Roll over depending upon the market 
conditions. 
 
(b) Financial Swaps: Financial swaps are a  funding  technique which permit a borrower  to access 
one market and  then exchange  the  liability for another type of liability.   Investors can exchange 
one  type of asset  for another with a preferred  income stream.   Swaps by themselves are not a  
funding  instrument,  they are a device to obtain  the desired form of financing indirectly which 
otherwise might be inaccessible or too expensive. 
 
All swaps involve exchange of a series of periodic payments between two parties, usually through  an  
intermediary  which  is  a  large  international  financial  institution.    The  two payment  streams  are  
estimated  to  have  identical  present  values  at the  outset  when discounted at the respective cost 
of funds in the relevant primary financial markets. The two major types of financial swaps are interest 
rate swaps and currency swaps.  The two are combined to give a cross-currency interest rate swap.  A 
number of variations are possible within each major  type.    In  the  following para  the  concept  of  
interest  rate and currency swaps has been described. 
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Interest  rate  swaps: With  an  interest  rate  swap,  interest-payment  obligations  are exchanged 
between  two  parties,  but  they  are denominated  in  the  same  currency.   The swap can be  longer  
term  in nature  than either  the  forward or  the  future contacts.   Term may extend upto 15 years or 
more, whereas the range for forward or futures contracts is upto five years.  The market for swaps is 
unregulated and began in the early 1980‟s.  The most  common  interest  rate  swap  is  the  floating-
fixed  rate  exchange.  For  example,  a corporate that has borrowed on a fixed rate term basis may 
swap with a counter party to make floating rate interest payments. 
 
Currency  swaps: Yet  another  device  for  shifting  risk  is  the  currency  swap.    In  a currency  
swap,  two  parties  exchange  debt  obligations  denominated  in  different currencies.    Each  party  
agrees  to  pay  the  other‟s  interest  obligation.    At  maturity, principal amounts are exchanged, 
usually at a rate of exchange agreed upon in advance. The  currency  swap  market  traces  its  roots  
to  the  1960‟s,  when  parallel  loans  were arranged between two borrowers of different nationalities. 
In  currency  swaps both  the  principal  and  interest  in  one  currency  are  swapped  for principal  
and  interest  in  another  currency.    On  maturity  the  principal  amounts  are swapped back. 
Usually  in  practice  swap  is  intermediated  by  a  bank  which  takes  away  a  part  of  the savings,  
leaving  the  balance  to  be  shared  by  the  parties. Swap  gains  or  losses  arises because of spread 
compression which varies in different financial markets. 
 
Solution to Q.No. 18 
As  a  Finance Manager  to  deal with  the  situation  two  problems  emerge –  (i)  the  problem  of 
negotiating individual contracts and (ii) managing the company‟s foreign exchange exposure. The 
sales  force can be allowed  to quote  in customer‟s own currency and hedge  for currency risk by 
obtaining the forward contracts etc. 
The finance manager can decide whether the company ought to insure. There are two ways of 
protecting against exchange loss.  First, by selling the foreign currency forward.  Secondly, to borrow  
foreign currency against  its  receivables, sell  the  foreign currency spot and  invest  the proceeds  in  
the  foreign  currency  say  dollars.    Interest  rate parity  theory  tells  us  that  in  free market  the  
difference  between  selling  forward  and  selling  spot  should  be  exactly  equal  to difference 
between  the  interest on  the money one has  to pay overseas and  the  interest one earns from 
dollars. 
 
Solution to Q.No. 19 

a. The company suffers loss as the interest rate has increased. This loss will be compensated by 
the bank (through FRA). The bank will pay the following amount to the company: 
€1,000,000 X 0.005 X 0.25 X (1/1.01375) = € 1233.05 
 

b. After 24 months, the company will borrow € 998766.95 (i.e. 1,000,000 – 1233.05) 
c. After 27 months the company will end up paying €998766.96 X (1.01375) = €1,012,500 

 
Solution to Q.No. 20 
The investor needs to convert the amount of $ to £ first & then invest in this security. Let us assume 
the investor has $1,000 
£ equivalent of $ 1000  = £1000/1.80 = £555.55 
No. of securities that can be bought  = 555.55/105= 5.29 (assuming securities are divisible) 
Coupon receipts  = 5.29 X £8 = £42.32 
Capital gains at the end of the year  = 5.29 X £(110-105) = 26.45 
 
Total £ available at the year end  = Invested amount + Dividend + Capital Gains = 
£624.32 
 
On conversion of, equivalent $ of £624.32  = $624.32 X 1.70 = $ 1,061.34 
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Return available to the investor (in $)  = $1061.34 - $1,000 = $ 61.34 
Return available (in %) = 61.34/1000  = 0.06134 = 6.13% (appx.) 
 
Solution to Q.No. 21 
Given that overall beta of portfolio is equal to as that of market, overall beta = 1 
Or, WA X BetaA+ WB X BetaB + WC X BetaC+ WRF X BetaRF = 1 
Or, 1.4/5 X 0.9 + 1.6/5 X 1.2 + WC X 1.6 + 0 = 1 (Beta of risk free security is 0) 
Therefore, WC = 0.2275 
 
Now, 
WA + WB + WC + WRF = 1 
1.4/5 + 1.6/5+0.2275 + WRF = 1 
WRF = 0.1725 
 
The amount to be invested in risk free assets = 0.1725 X 500,000 = NRs. 86,250 
 
Solution to Q. No. 22 

a. Resource Constraint: There may  be  situations where  a  Firm  has  a  number  of  projects  that  
yield  a  positive NPV. However,  the most  important  resource  in  investment decisions,  i.e.  
funds, are not  fully available  to undertake all  the projects. Such a situation is considered as a 
Resource Constraint situation. 
2. Capital Rationing: In case of  restricted availability of  funds,  the objective of  the  firm  is  to 
maximize  the wealth of shareholders with  the  available  funds.  Such  investment  planning  is  
called  Capital  Rationing.  There  are  two  possible situations of Capital Rationing – 
(a) Generally, Firms fix up maximum amount that can be invested in capital projects, during a given 
period of time, say a year. This budget ceiling imposed internally is called as Soft Capital Rationing. 
(b) There may be a market constraint on the amount of funds available for investment during a 
period. This inability to obtain funds from the market, due to external factors is called Hard Capital 
Rationing. 
3. NPV Maximization: Whenever Capital Rationing exists, the Firm should allocated the limited 
funds available in such a way  that  maximizes  the  NPV  of  the  Firm.  The  following  principles  
may  be  applied  in  selecting  the  appropriate investment proposals / combinations – 

Nature of 

Project 
Indivisible Divisible 

Meaning Investment  should  be  made  in  full.  Partial  or 
Proportionate investment is not possible. 

Partial  Investment is  possible  and 
proportionate NPV can be obtained 

Steps involved in 
Decision–making 

 Determine the combination of projects to 
utilize amount available. 

 Compute NPV of each combination. 

 Select combination with maximum NPV 

 Compute  PI  of  various  projects  and rank 
them based on PI. 

 Projects  are  selected  based  on maximum 
Profitability Index. 

4. Other Factors: In the above procedure, it is assumed that the investment funds are restricted for 
one period only, i.e. if  investment  is  not  made  immediately,  the  project  will  lapse.  However,  in  
the  following  situations,  additional mathematical techniques are adopted to resolve the Capital 
Rationing problem – 
(a) Cost of investment projects spread over several periods, 
(b) Projects providing relatively higher cash flows in earlier years, which can be used for increasing 
the fund availability for other projects in those early years. 
 
 

b. 1. Meaning: An embedded derivative  is a derivative  instrument  that  is embedded  in a separate 
host contract. The host contract might be a debt or equity instrument, a lease, an insurance contract 
or a sale or purchase contract. 
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2. Nature: An embedded derivative is a component of a hybrid (combined) instrument that also 
includes a non-derivative host contract, with the effect that some of the cash flows of the combined 
instrument vary in a way similar to a stand- alone derivative. 
3. Origin: An embedded derivative can arise from deliberate financial engineering and intentional 
shifting of certain risks between parties. 
4. Changes in Cash Flow: An embedded derivative causes modification to a contract's cash flow, 
based on changes in a specified variable. 
5. An embedded derivative should be separated from the host contract and considered as a derivative 
if : 
(a) the  economic  characteristics  and  risks  of the  embedded  derivative  are  not  closely  related  
to  the  economic characteristics and risks of the host contract and 
(b) A separate instrument with the same terms as the embedded derivative can be considered a 
derivative. 
 

c. 1. Meaning: Leading  is accelerating  the payment  time. Lagging  is delaying  the payment. A 
Company which has surplus cash can lead or lag the payment based on the movement in foreign 
exchange rates. 
2. Risks / Benefits: There is no uncertainty involved, if payments are going to be made immediately. 
The disadvantage is non–utilization of credit facility offered by the Vendor. Leading the payment 
would mean non–availability of funds for any exigencies during the period till due date. 
 

d. 1. Meaning: It is the act of a smaller company gaining control over a larger one. 
2. Features: 
(a) Control to Management of the Larger Company: In Reverse–Takeover, control goes to the 
shareholders (and usually management) of the company that is formally the target of the bid i.e. 
Management of the larger company. 
(b) Purchase of Listed Company by Unlisted Company: Reverse takeover is also applicable to the 
purchase of a listed company by an unlisted company with control passing to the shareholders and 
management of the unlisted company.  This  is  known  as  a  „back  door  listing‟.  A  Reverse  
Takeover  will  take  place  by  way of  a  pure  equity acquisition, also called a Share Swap. 
3. Tests for identifying Takeover by Reverse Bid: 
(a) Assets  of  the  transferor  company  (Selling  Company)  are  greater  than  that  of  the  
transferee  company  (Buying Company). 
(b) Equity  Capital  to  be  issued  by  the transferee  company  pursuant  to  the  acquisition  exceeds  
its  original  issued capital. 
(c) Change  of  control  in  the  transferee  company  will  be  through  the  introduction  of  minority  
holder  or  group  of holders. 
 

 
Advanced Audit 

Question No. 1 

Bijuli Electricals Pvt. Ltd. (Bijuli) manufactures electrical equipment, and its year end is 

Asadh 31, 2072. You are the audit manager of MAS Associates, Chartered Accountants 

and are developing the audit program for the statutory audit of the year ended Asadh 31, 

2072. The company‘s property management department has explained their systems 

regarding capital expenditures and the related controls as under:  

– The company has a capital expenditure committee and all purchase orders for capital 

items are required to be authorized by this committee. 

 – On receipt, each asset is assigned a unique serial number and this is recorded on the 

asset and in the non-current assets register.  
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