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SOLUTION
Management Accounting and Financial Analysis 

Solutions/Answers:

Q1.  

	Year 1 
	Year 2
	Year3

	CF(Rs.)   Prob.          EVCF 

0               .10             0

10000        .20            2000   

20000       .40            8000

30000       .20            6000

40000        .10           4000  

Total                        =Rs. 20000 
	CF (Rs.)      prob.      EVCF

5000        .15            750 

20000       .20           4000

35000       .30            10500

50000       .20             10000

65000        .15            9750

                             =35000
	CF(Rs.)      prob.         EVCF

0                  .15            0

7500              .20           1500

15000           .30           4500

22500          .20            4500

30000           .15           4500

                                    =15000


Variance (σ12)= [.10(0-20000)2 + .20 (10000-20000) 2 + .40(20000 – 20000)2 .20(30000-20000) 2 + (40000-20000)2]

σ1  = 10954

Similarly  Standard Deviation  of year 2 and  year3 are 18974 & 9487

The expected value of net present of the project is :

ENPV =  - Rs 50000 + Rs 20000/1.05+Rs35000/(1.05)2+Rs15000/(1.05)3   =  13745

The standard deviation of the probability distribution of possible net present values under the assumption of perfect correlation of cash flows over time is:

             σ    =    Rs 10954/(1.05) + Rs 18974/(1.05)2 + Rs 9487/(1.05)3   = Rs 35,834

Probability of NPV zero or less = 35% and probability of NPV 15000 or more = 48%

If cash inflows are independent then Hilliers model is applicable; The standard deviation is Rs 22772.

ALTERNATIVE QUESTION:

Year               0                 1                     2                       3                    4                     5

Equipment (105)                                                                                                           20

Material         (5)                                                                       


      5

Building        (20)                                                                                                         30

Sales                                50.4               52.92              55.97              58.34              61.26

Material cost                   (6.18)             (6.37)              (6.56)             (6.75)             (6.96)

Direct Labour                  (2.14)            (2.29)               (2.45)            (2.62)              (2.81)

Variable Overheads         (2.14)            (2.29)               (2.45)            (2.62)              (2.81)

Fixed Overheads             (5.25)             (5.51)               (5.79)            (6.08)              (6.38)

                                   ______________________________________________________

                                         34.69             36.46                 38.32             40.27              97.3

Converting real rate of discounting to nominal rate: 1.085 x 1.06 = 1.15

Discounted  value of above mentioned cash flows:   34.69/1.15 +  36.46/1(1.15)2  + 38.32/(1.15)3   + 40.27/(1.15)4 + 97.3/(1.15)5       =    154.33

NPV  154.33 – 130 = 24.33.

  Q2(a)

Suppose the company borrows $ 100 for 6 months. 

The repayment after 6 month  = 100(1+.0612/2) = 103.06

To repay this loan the company has to sell forward 

= 103.06 x 46.98 = Rs 4841.76

Alternatively

Suppose the company borrows Rupees to generate same $100 for 6 months

Then 100 x 46.57 = Rs 4657

Repayment of loan after 6 months = 4657 ( 1+ 0.099/2) = Rs 4887.52

Therefore it is cheaper to borrow in $ than Rupees.

Q2 (b) Answer; $/DG   1month  0.5887/0.5903

                                      2month  0.5890/0.5910

                                      3 month 0.5895/0.5915

Q2(c)   (i)     Dollar will be at premium

            (ii)    45.5x1.04/1.01 = 46.85

           (iii)     2.967% premium on dollar

Q3(a)     Ratio to minimize the risk is 18: 15 and corresponding return and risk are 20.909 and zero respectively.

Q3(b)  Return required is 18.52%.

Q4(a)   Expected market price is Rs 206.5 and the call option premium is Rs 10.

Q4(b) Theoretical minimum forward rate is Rs 190.8. And if forward rate is Rs 195 then there exits an arbitrage opportunity.

Q4 (c) If market price is Rs 108 then option value is Rs 10 and if market price is Rs then option will not be exercised.

Q5(a) Value of shares are                X Ltd                    Y Ltd                    ZLtd

            Payout    50%                      Rs 44.44             Rs.66.67                 Rs 88.89   

            Payout     75%                     Rs 55.56             Rs 66.67                 Rs 77.76

            Payout     80%                     Rs 57.78             Rs 66.67                 Rs 75.56

Q5(b)  Factors are : Availability of profits, cash, investment opprtunties, General trend etc.

Q6(a) Years           Cash flows          Present value         Weighted Present value

     1                    60                           55.56                          55.56          

     2                    60                           51.44                         102.88

     3                    60                           47.63                         142.89

     4                    60                           44.10                         176.40

     5                 1060                        721.42                        3607.10

Macaulay Duration:   3607.1 /  721.42 = 4.439 years          

Q 6(b).   (i)  EPS & P/E before the merger:                P Ltd.         QLtd.

                                                                     EPS         Rs 3            Rs 2

                                                                      P/E         12 times    10 times

(ii)       Number of equity shares required to be issued by P Ltd. For acquisition of Q Ltd

            90000 shares of Q Ltd x 0.5 exchange ratio = 45000 shares

(i) EPS of  P Ltd. after  acquisition

(900000 + 180000)/(300000 + 45000) = Rs 3.13 approx

(iv)         Expected market price per share of P Ltd after acquisition, assuming its P/E multiple remains 

unchanged = EPS x P/E = 3.13 x 12 = Rs 37.56

(ii) Market value of the merged firm

= Market price after acquisition x Number of shares post acquisition = 37.56 x 345000 = 12958200

