Mock Examination May 2007
Organized by Parveen Sharma
Courtesy: V. K. Wadhwa
Management Accounting and Financial Analysis 

Time Allowed: 3 Hours 
Max. Marks: 100
Note : Question No. 1 is compulsory, Attempt any four questions from the rest. In all attempt five questions. All questions carry equal marks.

Question No.1 (a)

A company is considering investing in a new product with an expected life of three years. It is estimated that if the demand for the product is favourable in the first year, then it is certain to be favourable in the subsequent years. And if it is low in the first year, it would remain low in year 2 and year 3. The company feels that cash flows over time are perfectly correlated. The cost of the project is Rs 50,000 and the possible cash flows for three years are:

	Yera1
	Year2
	Year3

	CASH FLOWS            PROB.
	CASH FLOWS            PROB.
	CASH FLOWS            PROB.


Rs     ----                         0.10               Rs 5,000                       0.15                  Rs     -----                   0.15

Rs   10,000                      0.20              Rs 20,000                      0.20                  Rs7,500                     0.20

        20,000                     0.40                    35,000                     0.30                      15,000                   0.30

        30,000                     0.20                    50,000                     0.20                       22,500                  0.20

        40,000                     0.10                    65,000                     0.15                       30,000                  0.15

Assume a risk free discount rate of 5 percent. Calculate the expected value and standard deviation of the probability distribution of possible net present values. Assuming a normal distribution, what is the probability of the project providing a net present value of  (a) zero or less (b) of Rs 15,000 or more?. How the standard deviation will change if the cash flows are considered independent.

                                                                                                                                                   (15 marks)

Question No 1 (b)

Write a short note on Capital Rationing.
 (5 marks)

                                                                                      OR

Question No.  1 

ABC Ltd  is contemplating investment in an additional production line of produce its range of compact discs. A market research study cost Rs 1,00,000 but the account has not been settled. 

The price and cost structure of a typical disc (net of royalties) is as follows.

Price per unit                                             Rs     12.00

Cost per unit of output

       Material cost per unit        Rs  1.50

       Direct labour cost per unit       0.50

       Variable overheads per unit    0.50

       Fixed overhead cost per unit   1.50

                                                                         (4.00)

                                                                      _______

                                                                          8.00

                                                                       ======
           The fixed overhead represent an apportionment of central administrative and marketing costs. These are expected to rise in total by Rs 5,00,000 p.a. as a result of undertaking this project. The production line is expected to operate for five years and require a total cash outlay of Rs 1.1 crore, including Rs 5,00,000 of material stocks.  The equipment will have a residual value of Rs 20 lacs. Because the company is moving towards a JIT stock management policy, it is expected to decline at about 3 percent p.a. by volume. The production line will be accommodated in a presently empty building for which an offer of Rs 20 lacs has been received from another company. If the building is ratained; it is expected price inflation will increase its value to Rs 30 lacs after five years.

         While the precise rates of price and cost inflation are uncertain, economists in ABC’s corporate planning department make the following forecast for the average annual rates of inflation relevant to the project:

                Retail Price Index                         6% p.a.

                Disc prices                                   5% p.a.

                Material Prices                              3% p.a.

                Direct Labour wages rate              7% p.a.

                Variable overhead cost                  7% p.a.

                Other overhead cost                       5% p.a.

Requirement:
             Given that ABC’s shareholders require a real return of 8.5 percent for projects of this degree of risk, assess the financial viability of this proposal.

Note : You may ignore taxes and investment allowance in this question.

Question No 2.(a)

An Indian company obtains the following quotes (Rs./$)

Spot                 46.47/46.57

3m Forward     46.53/46.65

6m forward      46.90/46.98

The company needs $100 after 6 months. If the interest rates are given below, determine whether the company should borrow in Dollars or in Rupees.

3month interest rate     Rs 9.8%      $ 6.4%

6month interest rate     Rs 9.9%      $ 6.12%                                                                            
(7marks)

Question No 2 (b)

The following quotes are available in Amsterdam:

S/DG Spot  :  0.5875/85

1 month   :  12/18

2 month   :   15/25

3 month   :   20/30

Calculate the outright forward.
 (6 marks)
Question No 2 (c)

The U S Dollar is selling in India at Rs 45.50. If the interest rate for a 6 month borrowing in India is 8% per annum and the corresponding rate in USA is 2% p.a.
(i) Do you expect US Dollar to be at a premium or at discount in the Indian forward market?

(ii) What is the expected 6-month forward rate for US Dollar in India? 

(iii) What is the rate of forward premium or discount?
 ( 7 marks)
Question No 3 (a)

L Ltd. and M Ltd. have the following risk and return estimates.

                          Return           Risk (Standard Deviation)                        

L Ltd.                  20%                  15% 

M Ltd                  22%                  18%

Correlation Coefficient  =  (1. Calculate the proportion of investment in L Ltd. and M Ltd. to minimise the risk of portfolio. Also calculate corresponding return and risk.                                                         

(10marks)

Question No. 3 (b)

Ram can earn a return of 16 percent by investing in equity shares on his own. Now he is considering a recently announced equity based mutual fund scheme in which initial expenses are 5.5 percent and annual recurring expenses are 1.5 percent. How much should the mutual fund earn to provide him a return of 16 percent.
(10 marks)

Question No  4 (a) 

Market price of Satyam Ltd are expected to have the following probability distributions with respect to market price per share six month hence.

                      Probability of Occurrence          Likely Market Price 6 month hence

0.05 170

0.20 190

0.40 200

0.20 220

0.15 240

Options are available for an exercise rate of Rs 200 and expiration 6 months from now.

(i) What is the expected value of market price per share?

(ii) What is the expected value of option price for Satyam Ltd. for the same duration?
 (8 marks)

Question  No 4 (b)

The following data relates to ABC Ltd.’s share prices:

Current price per share                                          Rs 180

Price per share in the future market (6 month)      Rs 195

It is possible to borrow money in the market for securities transactions at the rate of 12 % per annum.

Required:

(i) Calculate the theoretical minimum price of a  6 month forward contract.

(ii) Explain if any arbitrage opportunities exist.
 (7 marks)

Question No 4 (c)

You have bought one 6 month call option on a share with an exercise price of Rs 98 at a premium of Rs 3. The share has a current price of Rs 100. You expect share to either rise to Rs 108 or fall to Rs 95 after six months. What will be your pay-off when option matures? 

                                                                                                                                                       (5 marks)

Question No 5 (a)

Following are the detail regarding three companies X Ltd., Y Ltd., and Z Ltd.

                                                                  X  Ltd                 Y Ltd                   Z Ltd.

Internal rate of return (%)                             5                        15                         25

Cost of equity capital  (%)                           15                        15                         15

Earning per share                                    Rs  10                    Rs   10                  Rs  10

Calculate the value of an equity shares of each of  the companies applying Walter formula when dividend payment ratio (D/P) ratio is (a) 50% (b) 75% (c) 80%.
(12marks)

Question No 5 (b)

Explain the factors which determine the dividend policy of a company.

(8 marks)

Question No 6 (a)

Calculate Macaulay duration of the 6% , 5 year bond, given YTM = 8% and Face Value Rs 1,000.

(12 marks)

Question No. 6 (b)

P wants to acquire Q by exchanging 0.5 of its shares for every share of Q. The relevant financial data is given below 

                                                                     P                                Q

Earning After Taxes   (Rs)                     9,00,000                      1,80,000  

 No. of Shares                                         3,00,000                         90,000

Market Price (Rs)                                           36                                20

Calculate :

(i) EPS and P/E ratio of both firms before acquisition

(ii) The number of equity shares required to be issued by P for acquiring Q

(iii) EPS of P after acquisition

(iv) Market Price of P after acquisition assuming its P/E multiple remain same

(v) The market value of the merged firm.                            

