
Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


CA

INTERMEDIATE

PAPER-8: FINANCIAL MANAGEMENT

& ECONOMICS FOR FINANCE

COMPILER

Most IMP Collection of Chapterwise
Questions & Answers

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Section-A: Financial Management

1. Scope and Objectives of Financial Management ............................................... 1-8

2. Types of Financing ................................................................................................. 9-16

3. Financial Analysis and Planning - Ratio Analysis ....................................................  17-62

4. Cost of Capital ....................................................................................................... 63-98

5. Financing Decisions - Capital Structure ............................................................... 99-134

6. Financing Decisions - Leverages ........................................................................... 135-168

7. Investment Decisions .......................................................................................... 169-218

8. Risk Analysis in Capital Budgeting ......................................................................... 219-240

9. Dividend Decisions .................................................................................................. 241-264

10. Management of Working Capital ......................................................................... 265-312

Section-B: Economics for Finance

1. Determination of National Income ......................................................................... 313-362

2. Public Finance ........................................................................................................ 363-402

3. Money Market ........................................................................................................ 403-446

4. International Trade .................................................................................................. 447-492

CONTENTS

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


CHAPTER-1
SCOPE AND OBJECTIVES OF FINANCIAL MANAGEMENT

Q-1 Explain as to how the wealth maximisation objective is superior to the profit maximisation objective
What is the cost of these sources?

Ans.  A firm’s financial management may often have the following as their objectives:
(i) The maximisation of firm’s profit
(ii) The maximisation of firm’s value / wealth.
The maximisation of profit is often considered as an implied objective of a firm. To achieve the aforesaid
objective various type of financing decisions may be taken. Options resulting into maximisation of
profit may be selected by the firm’s decision makers. They even sometime may adopt policies yielding
exorbitant profits in short run which may prove to be unhealthy for the  growth, survival and overall
interests of the firm. The profit of the firm in this case is measured in terms of its total accounting profit
available to its shareholders.
The value/wealth of a firm is defined as the market price of the firm’s stock. The market price of a firm’s
stock represents the focal judgment of all market participants as to what the value of the particular
firm is. It takes into account present and prospective future earnings per share, the timing and risk of
these earnings, the dividend policy of the firm and many other factors that bear upon the market price
of the stock.
The value maximisation objective of a firm is superior to its profit maximisation objective due to
following reasons.
1. The value maximisation objective of a firm considers all future cash flows, dividends, earning per

share, risk of a decision etc. whereas profit maximisation objective does not consider the effect
of EPS, dividend paid or any other returns to shareholders or the wealth of the shareholder.

2. A firm that wishes to maximise the shareholders wealth may pay regular dividends whereas a
firm with the objective of profit maximisation may refrain from dividend payment to its
shareholders.

3. Shareholders would prefer an increase in the firm’s wealth against its generation of increasing
flow of profits.

4. The market price of a share reflects the shareholders expected return, considering the longterm
prospects of the firm, reflects the differences in timings of the returns, considers risk and
recognizes the importance of distribution of returns.

The maximisation of a firm’s value as reflected in the market price of a share is viewed as a proper goal
of a firm. The profit maximisation can be considered as a part of the wealth maximisation strategy.

Q-2 State : Agency Cost. DISCUSS the ways to reduce the effect of it.
Ans. Agncy Cost: In a sole proprietorship firm, partnership etc., owners participate in management but in

corporate, owners are not active in management so, there is a separation between owner/ shareholders
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and managers. In theory managers should act in the best interest of shareholders however in reality,
managers may try to maximise their individual goal like salary, perks etc., so there is a principal-agent
relationship between managers and owners, which is known as Agency  Problem. In a nutshell, Agency
Problem is the chances that managers may place personal goals ahead of the goal of owners. Agency
Problem leads to Agency Cost. Agency cost is the additional cost borne by the shareholders to monitor
the manager and control their behaviour so as to maximise shareholders wealth. Generally, Agency
Costs are of four types (i) monitoring (ii) bonding (iii) opportunity (iv) structuring
However, following efforts can be made to address Agency Cost:
Managerial compensation to be linked to profit of the company to some extent with the long term
objectives of the company.
Employees’ Stock option plan (ESOP) is also designed to address the issue with the underlying
assumption that maximisation of the stock price is the objective of the investors.
Effective monitoring through corporate governance can be done.

Q-3 Discuss the three major decisions taken by a finance manager to maximize the wealth of shareholders.
Ans. To achieve wealth maximization, a finance manager has to take careful decision in respect of:

(i) Investment decisions: These decisions relate to the selection of assets in which funds will be
invested by a firm. Funds procured from different sources have to be invested in various kinds of
assets. Long term funds are used in a project for various fixed assets and also for current assets.
The investment of funds in a project has to be made after careful assessment of the various
projects through capital budgeting. A part of long term funds is also to be kept for financing the
working capital requirements. Asset management policies are to be laid down regarding various
items of current assets. The inventory policy would be determined by the production manager
and the finance manager keeping in view the requirement of production and the future price
estimates of raw materials and the availability of funds.

(ii) Financing decisions: These decisions relate to acquiring the optimum finance to meet financial
objectives and seeing that fixed and working capital are effectively managed. The financial manager
needs to possess a good knowledge of the sources of available funds and their respective costs
and needs to ensure that the company has a sound capital structure, i.e. a proper balance between
equity capital and debt. Financing decisions also call for a good knowledge of evaluation of risk,
e.g. excessive debt carried high risk for an organization’s equity because of the priority rights of
the lenders.

(iii) Dividend decisions: These decisions relate to the determination as to how much and how
frequently cash can be paid out of the profits of an organisation as income for its owners/
shareholders. The dividend decision thus has two elements – the amount to be paid out and the
amount to be retained to support the growth of the organisation, the latter being also a financing
decision; the level and regular growth of dividends represent a significant factor in determining
a profit-making company’s market value, i.e. the value placed on its shares by the stock market.
All three types of decisions are interrelated, the first two pertaining to any kind of organisation
while the third relates only to profit-making organisations, thus it can be seen that financial
management is of vital importance at every level of business activity, from a sole trader to the
largest multinational corporation.

Q-4  Describe the Inter relationship between investment, financing and dividend decisions.
Ans. Inter-relationship between Investment, Financing and Dividend Decisions: The finance functions are

divided into three major decisions, viz., investment, financing and dividend decisions. It is correct to
say that these decisions are inter-related because the underlying objective of these three decisions is
the same, i.e. maximisation of shareholders’ wealth. Since investment, financing and dividend decisions
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are all interrelated, one has to consider the joint impact of these decisions n the market price of the
company’s shares and these decisions should also be solved jointly. The decision to invest in a new
project needs the finance for the  investment. The financing decision, in turn, is influenced by and
influences dividend decision because retained earnings used in internal financing deprive shareholders
of their dividends. An efficient financial management can ensure optimal joint decisions. This is possible
by evaluating each decision in relation to its effect on the shareholders’ wealth.
The above three decisions are briefly examined below in the light of their interrelationship and to see
how they can help in maximising the shareholders’ wealth i.e. market price of the company’s shares.
Investment decision: The investment of long term funds is made after a careful assessment of the
various projects through capital budgeting and uncertainty analysis. However, only that investment
proposal is to be accepted which is expected to yield at least so much return as is adequate to meet its
cost of financing. This have an influence on the profitability of the company and ultimately on its
wealth.
Financing decision: Funds can be raised from various sources. Each source of funds involves different
issues. The finance manager has to maintain a proper balance between long-term and short-term
funds. With the total volume of long-term funds, he has to ensure a proper mix of loan funds and
owner’s funds. The optimum financing mix will increase return to equity shareholders and thus maximise
their wealth.
Dividend decision: The finance manager is also concerned with the decision to pay or declare dividend.
He assists the top management in deciding as to what portion of the profit should be paid to the
shareholders by way of dividends and what portion should be retained in the business. An optimal
dividend pay-out ratio maximises shareholders’ wealth.
The above discussion makes it clear that investment, financing and dividend decisions are interrelated
and are to be taken jointly keeping in view their joint effect on the shareholders’ wealth.

Q-5 Write a short note on : Functions of Finance Manager.
Ans. Functions of Finance Manager

The Finance Manager’s main objective is to manage funds in such a way so as to ensure their optimum
utilisation and their procurement in a manner that the risk, cost and control considerations are properly
balanced in a given situation. To achieve these objectives the Finance Manager performs the following
functions:
(i) Estimating the requirement of Funds: Both for long-term purposes i.e.investment in fixed assets

and for short-term i.e. for working capital. Forecasting the requirements of funds involves the
use of techniques of budgetary control and long-range planning.

(ii) Decision regarding Capital Structure: Once the requirement of funds has been estimated, a decision
regarding various sources from which these funds would be raised has to be taken. A proper
balance has to be made between the loan funds and own funds. He has to ensure that he raises
sufficient long term funds to finance fixed assets and other long term investments and to provide
for the needs of working capital.

(iii) Investment Decision: The investment of funds, in a project has to be made after careful assessment
of various projects through capital budgeting. Assets management policies are to be laid down
regarding various items of current assets. For e.g. receivable in coordination with sales manager,
inventory in coordination with production manager.

(iv) Dividend decision: The finance manager is concerned with the decision as to how much to retain
and what portion to pay as dividend depending on the company’s policy. Trend of earnings, trend
of share market prices, requirement of funds for future growth, cash flow situation etc., are to be
considered.
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(v) Evaluating financial performance: A finance manager has to constantly reviewthe financial
performance of the various units of organisation generally in terms of ROI Such a review helps the
management in seeing how the funds have been utilised in various divisions and what can be
done to improve it.

(vi) Financial negotiation: The finance manager plays a very important role in carrying out negotiations
with the financial institutions, banks and public depositors for raising of funds on favourable
terms.

(vii) Cash management: The finance manager lays down the cash management and cash disbursement
policies with a view to supply adequate funds to all units of organisation and to ensure that there
is no excessive cash.

(viii) Keeping touch with stock exchange: Finance manager is required to analyse major trends in stock
market and their impact on the price of the company share.

Q-6 “The profit maximization is not an operationally feasible criterion.” Identify.
Ans. The profit maximisation is not an operationally feasible criterion.” This statement is true because

profit maximisation can be a short-term objective for any organisation and cannot be its sole objective.
Profit maximization fails to serve as an operational criterion for maximizing the owner’s economic
welfare. It fails to provide an operationally feasible measure for ranking alternative courses of action
in terms of their economic efficiency. It suffers from the following limitations:
(i) Vague term: The definition of the term profit is ambiguous. Does it mean shortterm or long term

profit? Does it refer to profit before or after tax? Total profit orprofit per share?
(ii) Timing of Return:The profit maximization objective does not make distinction between returns

received in different time periods. It gives no consideration to the time value of money, and
values benefits received today and benefits received after a period as the same.

(iii) It ignores the risk factor.
(iv) The term maximization is also vague.

Q-7 Write two main objectives of Financial Management.
Ans. Two Main Objective of Financial Management

(i) Profit MaximisationIt has traditionally been argued that the primary objective of a company is to earn
profit; hence the objective of financial management is also profit maximisation.
Wealth / Value Maximization
Wealth / Value Maximization Model. Shareholders wealth are the result of cost benefit analysis adjusted
with their timing and risk i.e. time value of money. This is the real objective of Financial Management.
So,Wealth = Present Value of benefits – Present Value of Costs.

Q-8 What are the roles of Finance Executive in Modem World?
Ans. Role of Finance Executive in modern World

Today, the role of Financial Executive, is no longer confined to accounting, financial reporting and risk
management. Some of the key activities that highlight the changing role of a Finance Executive are as
follows:-
· Budgeting
· Forecasting
· Managing M & As
· Profitability analysis relating to customers or products

· Pricing Analysis

· Decisions about outsourcing
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· Overseeing the IT function.
· Overseeing the HR function.
· Strategic planning (sometimes overseeing this function).
· Regulatory compliance.
· Risk management.

Q-9 EXPLAIN in brief the features of Commercial Papers.
Ans. Commercial Paper: A Commercial Paper is an unsecured money market instrument issued in the form

of a promissory note. The Reserve Bank of India introduced the commercial paper scheme in the year
1989 with a view to enabling highly rated corporate borrowers to diversify their sources of short- term
borrowings and to provide an additional instrument to investors. Subsequently, in addition to the
Corporate, Primary Dealers and All India Financial Institutions have also been allowed to issue
Commercial Papers. Commercial papers are issued in denominations of ` 5 lakhs or multiples thereof
and the interest rate is generally linked to the yield on the one-year government bond.
All eligible issuers are required to get the credit rating from Credit Rating Info rmation Services of India
Ltd, (CRISIL), or the Investment Information and Credit Rating Agency of India Ltd (ICRA) or the Credit
Analysis and Research Ltd (CARE) or the FITCH Ratings India Pvt. Ltd or any such other credit rating
agency as is specified by the Reserve Bank of India.

Q-10 EXPLAIN agency problem and agency cost. How to address the issues of the same.
Ans. Though in a sole proprietorship firm, partnership etc., owners participate in management but in

corporates, owners are not active in management so, there is a separation between owner/ shareholders
and managers. In theory managers should act in the best interest of shareholders, however, in reality,
managers may try to maximise their individual goal like salary, perks etc., so there is a principal agent
relationship between managers and owners, which is known as Agency Problem. In a nutshell, Agency
Problem is the chances that managers may place personal goals ahead of the goal of owners. Agency
Problem leads to Agency Cost.
Agency cost is the additional cost borne by the shareholders to monitor the manager and control their
behaviour so as to maximise shareholders wealth. Generally, Agency Costs are of four types (i)
monitoring (ii) bonding (iii) opportunity (iv) structuring
Addressing the agency problem
The agency problem arises if manager’s interests are not aligned to the interests of the debt lender
and equity investors. The agency problem of debt lender would be addressed by imposing negative
covenants i.e. the managers cannot borrow beyond a point. This is one of the most important concepts
of modern day finance and the application of this would be applied in the Credit Risk Management of
Bank, Fund Raising, Valuing distressed companies.
Agency problem between the managers and shareholders can be addressed if the interests of the
managers are aligned to the interests of the shareholders. It is easier said than done.
However, following efforts have been made to address these issues:
• Managerial compensation is linked to profit of the company to some extent and also with the long

term objectives of the company.
• Employee is also designed to address the issue with the underlying assumption that maximisation

of the stock price is the objective of the investors.
• Effecting monitoring can be done.
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Q-11 Briefly explain the three finance function decisions.
Ans. The three finance function decisions are as follows:

Investment decisions: These decisions relate to the selection of assets in which funds will be invested
by a firm. Funds procured from different sources have to be invested in various kinds of assets. Long
term funds are used in a project for various fixed assets and also for current assets.
The investment of funds in a project has to be made after careful assessment of the various projects
through capital budgeting. A part of long-term funds is also to be kept for financing the working capital
requirements.
Financing decisions: These decisions relate to acquiring the optimum finance to meet financial
objectives and seeing that fixed and working capital are effectively managed. The financial manager
needs to possess a good knowledge of the sources of available funds and their respective costs and
needs to ensure that the company has a sound capital structure, i.e. a proper balance between equity
capital and debt. Such managers also need to have a very clear understanding as to the difference
between profit and cash flow, bearing in mind that profit is of little use unless the organisation is
adequately supported by cash to pay for assets and sustain the working capital cycle.
Dividend decisions: These decisions relate to the determination as to how much and how frequently
cash can be paid out of the profits of an organization as income for its owners/shareholders. The
dividend decision thus has two elements – the amount to be paid out and the amount to be retained to
support the growth of the organization, the latter being also a financing decision. The level and regular
growth of dividends represent a significant factor in determining a profit-making company’s market
value, i.e. the value placed on its shares by the stock market.

Q-12 Write two main objectives of Financial Management.
Ans. Two main objectives of Financial Management

Profit Maximisation
It has traditionally been argued that the primary objective of a company is to earn profit; he nce the
objective of financial management is also profit maximisation. This implies that the finance manager
has to make his decisions in a manner so that the profits of the concern are maximised.
Each alternative, therefore, is to be seen as to whether or not it gives maximum profit.
Wealth / Value Maximisation
We will first like to define what is Wealth / Value Maximization Model. Shareholders wealth are the
result of cost benefit analysis adjusted with their timing and risk i.e. time value of money.
So, Wealth = Present Value of benefits – Present Value of Costs It is important that benefits measured
by the finance manager are in terms of cash flow. Finance manager should emphasis on Cash flow for
investment or financing decisions not on Accountingprofit. The shareholder value maximization model
holds that the primary goal of the firm is to maximize its market value and implies that business
decisions should seek to increase the net present value of the economic profits of the firm.

Q-13 List out the steps to be followed by the manager to measure and maximize the Shareholder’s Wealth
Ans. For measuring and maximising shareholders’ wealth, manager should follow:

Cash Flow approach not Accounting Profit
Cost benefit analysis
Application of time value of money.

-6- Chapter-1 : Scope and Objectives of Financial Management
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Q-14  State four tasks involved to demonstrate the importance of good Financial Management.
Ans. The best way to demonstrate the importance of good financial management is todescribe some of the

tasks that it involves:
• Taking care not to over-invest in fixed assets
• Balancing cash-outflow with cash-inflows
• Ensuring that there is a sufficient level of short-term working capital
• Setting sales revenue targets that will deliver growth
• Increasing gross profit by setting the correct pricing for products or services
• Controlling the level of general and administrative expenses by finding more costefficient ways

of running the day-to-day business operations, and
• Tax planning that will minimize the taxes a business has to pay.

Q-15 List out the role of Chief Financial Officer in today’s World.
Ans. Role of Chief Financial Officer (CFO) in Today’s World: Today, the role of chief financial officer, or CFO,

is no longer confined to accounting, financial reporting and risk management. It’s about being a strategic
business partner of the chief executive officer, or CEO. Some of the role of a CFO in today’s world are
as follows-
• Budgeting
• Forecasting
• Managing M&As
• Profitability analysis (for example, by customer or product)
• Pricing analysis
• Decisions about outsourcing
• Overseeing the IT function.
• Overseeing the HR function.
• Strategic planning (sometimes overseeing this function).
• Regulatory compliance.
• Risk management.

Q-16 DISCUSS the points that demonstrates the Importance of good financialmanagement.
Ans. Points that demonstrate the “Importance of good financial management”:

• Taking care not to over-invest in fixed assets
• Balancing cash-outflow with cash-inflows
• Ensuring that there is a sufficient level of short-term working capital
• Setting sales revenue targets that will deliver growth
• Increasing gross profit by setting the correct pricing for products or services
• Controlling the level of general and administrative expenses by finding more cost-efficient ways

of running the day-to-day business operations, and
• Tax planning that will minimize the taxes a business has to pay.
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Q-17 “Profit Maximization cannot be the sole objective of a company”.
ANS. Following are the reasons due to which Profit Maximization cannot be the soleobjective of a company:

(a) The term profit is vague. It does not clarify what exactly it means. It conveys a different meaning
to different people. For example, profit may be in short term or long-term period; it may be total
profit or rate of profit etc.

(b) Profit maximisation has to be attempted with a realisation of risks involved.
There is a direct relationship between risk and profit. Many risky propositions yield high profit.
Higher the risk, higher is the possibility of profits. If profit maximisation is the only goal, then risk
factor is altogether ignored. This implies that finance manager will accept highly risky proposals
also, if they give high profits. In practice, however, risk is very important consideration and has to
be balanced with the profit objective.

(c) Profit maximisation as an objective does not take into account the time pattern of returns. Proposal
A may give a higher amount of profits as compared to proposal B, yet if the returns of proposal A
begin to flow say 10 years later, proposal B may be preferred which may have lower overall profit
but the returns flow is more early and quick.

(d) Profit maximisation as an objective is too narrow. It fails to take into accoun the social
considerations as also the obligations to various interests of workers, consumers, society, as well
as ethical trade practices. If these factors are ignored, a company cannot survive for long. Profit
maximization at the cost of social and moral obligations is a short sighted policy.
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CHAPTER-2
TYPES OF FINANCING

Q-1 What is debt securitisation? EXPLAIN the basics of debt securitisation process.
Ans. Debt Securitisation: It is a method of recycling of funds. It is especially beneficial to financial

intermediaries to support the lending volumes. Assets generating steady cash flows are packaged
together and against this asset pool, market securities can be issued, e.g. housing finance, auto loans,
and credit card receivables.
Process of Debt Securitisation
(i) The origination function – A borrower seeks a loan from a finance company, bank, HDFC. Thecredit

worthiness of borrower is evaluated and contract is entered into with repaymentschedule
structured over the life of the loan.

(ii) The pooling function – Similar loans on receivables are clubbed together to create anunderlying
pool of assets. The pool is transferred in favour of Special purpose Vehicle (SPV), which acts as a
trustee for investors.

(iii) The securitisation function – SPV will structure and issue securities on the basis of asset pool.
The securities carry a coupon and expected maturity which can be asset-based/mortgage based.
These are generally sold to investors through merchant bankers. Investors are –
pension funds, mutual funds, insurance funds.
The process of securitization is generally without recourse i.e. investors bear the credit risk and
issuer is under an obligation to pay to investors only if the cash flows are received by him from the
collateral. The benefits to the originator are that assets are shifted off the balance sheet, thus
giving the originator recourse to off-balance sheet funding.

Q-2 Discuss in briefly any two long term sources of finance for a partnership firm.
Ans. The two sources of long-term finance for a partnership firm are as follows:

Loans from Commercial Banks: Commercial banks provide long term loans for the purpose of expansion
or setting up of new units. Their repayment is usually scheduled over a long period of time. The
liquidity of such loans is said to depend on the anticipated income of the borrowers.
As part of the long term funding for a partnership firm, the banks also fund the long term working
capital requirement (it is also called WCTL i.e. working capital term loan).
Lease financing: Leasing is a general contract between the owner and user of the asset over a specified
period of time. The asset is purchased initially by the lessor (leasing company) and thereafter leased to
the user (lessee firm) which pays a specified rent at periodical intervals.
Thus, leasing is an alternative to the purchase of an asset out of own or borrowed funds.
Moreover, lease finance can be arranged much faster as compared to term loans from financial
institutions.

Q-3 Explain the importance of trade credit and accruals as source of short-term finance. Discuss the cost of
these sources?
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Ans. Trade credit and accruals as source of short-term finance like working capital refers to credit faci lity
given by suppliers of goods during the normal course of trade. It is a short term source of finance.
Micro small and medium enterprises (MSMEs) in particular are heavily dependent on this source for
financing their working capital needs. The major advantages of trade credit are -easy availability,
flexibility and informality.
There can be an argument that trade credit is a cost free source of finance. But it is not. It involves
implicit cost. The supplier extending trade credit incurs cost in the form of opportunity cost of funds
invested in trade receivables. Generally, the supplier passes on these costs to the buyer by increasing
the price of the goods or alternatively by not extending cash discount facility.

Q-4 Explain in brief following Financial Instruments:
(i) Euro Bonds (ii) Floating Rate Notes
(iii) Euro Commercial paper (iv) Fully Hedged Bond

Ans.
(i) Euro bonds: Euro bonds are debt instruments which are not denominated in thecurrency of the country

in which they are issued. E.g. a Yen note floated in Germany.
(ii) Floating Rate Notes: Floating Rate Notes: are issued up to seven years maturity.Interest rates are

adjusted to reflect the prevailing exchange rates. They provide
cheaper money than foreign loans.

(iii) Euro Commercial Paper(ECP): ECPs are short term money market instruments.
They are for maturities less than one year. They are usually designated in US Dollars.

(iv) Fully Hedged Bond: In foreign bonds, the risk of currency fluctuations exists. Fully hedged bonds
eliminate the risk by selling in forward markets the entire stream of principal and interest payments.

Q-5 What are Masala Bonds?
Ans. Masala Bond:

Masala (means spice) bond is an Indian name used for Rupee denominated bond that Indian corporate
borrowers can sell to investors in overseas markets. These bonds are issued outside India but
denominated in Indian Rupees. NTPC raised `2,000 crore via masala bonds for its capital expenditure
in the year 2016.

Q-6 What are the sources of short term financial requirement of the company?
Ans. There are various sources available to meet short-term needs of finance. The different sources are

discussed below:
(i) Trade Credit: It represents credit granted by suppliers of goods, etc., as an incidentof sale. The

usual duration of such credit is 15 to 90 days. It generates automatically in the course of business
and is common to almost all business operations. It can be in the form of an ‘open account’ or
‘bills payable’.

(ii) Accrued Expenses and Deferred Income: Accrued expenses represent liabilities which a company
has to pay for the services which it has already received like wages, taxes, interest and dividends.

(iii) Advances from Customers: Manufacturers and contractors engaged in producing or constructing
costly goods involving considerable length of manufacturing or construction time usually demand
advance money from their customers at the time of accepting their orders for executing their
contracts or supplying the goods. This is a cost free source of finance and really useful.

(iv) Commercial Paper: A Commercial Paper is an unsecured money market instrument issued in the
form of a promissory note.

(v) Treasury Bills: Treasury bills are a class of Central Government Securities.
Treasury bills, commonly referred to as T-Bills are issued by Government of India to meet short
term borrowing requirements with maturities ranging between 14 to 364 days.

(vi) Certificates of Deposit (CD): A certificate of deposit (CD) is basically a savings certificate with a
fixed maturity date of not less than 15 days up to a maximum of one year.

-10- Chapter-2 : Types of Financing
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(vii) Bank Advances: Banks receive deposits from public for different periods at varying rates of interest.
These funds are invested and lent in such a manner that when required, they may be called back.

Q-7 Explain the followings:
(a) Bridge Finance (b) Floating Rate Bonds (c) Packing Credit.

Ans.
(a) Bridge Finance: Bridge finance refers, normally, to loans taken by the business, usually from commercial

banks for a short period, pending disbursement of term loans by financial institutions. Normally it
takes time for the financial institution to finalise procedures of creation of security, tie-up participation
with other institutions etc. even though a positive appraisal of the project has been made.
However, once the loans are approved in principle, firms in order not to lose further time in starting
their projects arrange for bridge finance. Such temporary loan is normally repaid out of the proceeds of
the principal term loans. It is secured by hypothecation of moveable assets, personal guarantees and
demand promissory notes. Generally rate of interest on bridge finance is higher as compared with that
on term loans.

(b) Floating Rate Bonds: These are the bonds where the interest rate is not fixed and is allowed to float
depending upon the market conditions. These are ideal instruments which can be resorted to by the
issuers to hedge themselves against the volatility in the interest rates. They have become more popular
as a money market instrument and have been successfully issued by financial institutions like IDBI,
ICICI etc.

(c) Packing Credit: Packing credit is an advance made available by banks to anexporter. Any exporter,
having at hand a firm export order placed with him by his foreign buyer on an irrevocable letter of
credit opened in his favour, can approach a bank for availing of packing credit. An advance so taken by
an exporter is required to be liquidated within 180 days from the date of its commencement by
negotiation of export bills or receipt of export proceeds in an approved manner. Thus Packing is
essencially a short-term advance.

Q-8 Compare between Financial Lease and Operating Lease.
Ans.

Finance Lease Operating Lease
1. The risk and reward incident to The lessee is only provided the use

ownership are passed on to the lessee. of the asset for a certain time. Risk
The lessor only remains the legal incident to ownership belong
owner of the asset. wholly to the lessor.

2. The lessee bears the risk of The lessor bears the risk of
obsolescence. obsolescence.

3. The lessor is interested in his rentals As the lessor does not have
and not in the asset. He must get his difficulty in leasing the same asset
principal back along with interest. to other willing lessor, the lease is
Therefore, the lease is non-cancellable kept cancelable by the lessor.
by either party.

4. The lessor enters into the transaction Usually, the lessor bears cost of
only as financier. He does not bear the repairs, maintenance or operations.
cost of repairs, maintenance or
operations.

5. The lease is usually full payout, that is, The lease is usually non-payout,
the single lease repays the cost of the since the lessor expects to lease
asset together with the interest. the same asset over and over

again to several users.
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Q-9 ‘Pecking order theory’ suggests manager to use various sources for raising of fund in certain order.
BRIEF out that order.

Ans.  Pecking order theory suggests that managers may use various sources for raising of fund in the following
order:
1. Managers first choice is to use internal finance.
2. In absence of internal finance, they can use secured debt, unsecured debt, hybrid debt etc.
3. Managers may issue new equity shares as a last option.

Q-10 Brief  out any four types of Preference shares along with its feature.
Ans.

Sl. No. Type of Preference Shares Salient Features
1 Cumulative Arrear Dividend will accumulate.
2 Non-cumulative No right to arrear dividend.
3 Redeemable Redemption should be done.
4 Participating Can participate in the surplus which remainsafter

payment to equity shareholders.
5 Non- Participating Cannot participate in the surplus after paymentof

fixed rate of Dividend.
6 Convertible Option of converting into equity Shares.

Q-11 Explain any four types of Packing Credit.
Ans.

(i) Clean packing credit: This is an advance made available to an exporter only on production of a firm
export order or a letter of credit without exercising any charge or control over raw material or finished
goods. It is a clean type of export advance. Each proposal is weighed according to particular requirements
of the trade and credit worthiness of the exporter. A suitable margin has to be maintained. Also, Export
Credit Guarantee Corporation (ECGC) cover should be obtained by the bank.

(ii) Packing credit against hypothecation of goods: Export finance is made available on certain terms and
conditions where the exporter has pledge able interest and the goods are hypothecated to the bank as
security with stipulated margin. At the time of utilising the advance, the exporter is required to submit,
along with the firm export order or letter of credit relative stock statements and thereafter continue
submitting them every fortnight and/or whenever there is any movement in stocks.

(iii) Packing credit against pledge of goods: Export finance is made available on certain terms and conditions
where the exportable finished goods are pledged to the banks with approved clearing agents who will
ship the same from time to time as required by the exporter. The possession of the goods so pledged
lies with the bank and is kept under its lock and key.

(iv) E.C.G.C. guarantee: Any loan given to an exporter for the manufacture, processing, purchasing, or
packing of goods meant for export against a firm order qualifies for the packing credit guarantee issued
by Export Credit Guarantee Corporation.

(v) Forward exchange contract: Another requirement of packing credit facility is that if the export bill is to
be drawn in a foreign currency, the exporter should enter into a forward exchange contact with the
bank, thereby avoiding risk involved in a possible change in the rate of exchange.
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Q-12 Explain : Callable bonds and Puttable bonds.
Ans.

(i) Callable bonds: A callable bond has a call option which gives the issuer the right to redeem the bond
before maturity at a predetermined price known as the call price (Generally at a premium).

(ii) Puttable bonds: Puttable bonds give the investor a put option (i.e. the right to sell thebond) back to the
company before maturity.

Or
Briefly DESCRIBE bridge finance.

Ans. Bridge Finance: Bridge finance refers to loans taken by a company normally from commercial banks for
a short period because of pending disbursement of loans sanctioned by financial institutions. Though
t is of short-term nature but since it is an important step in the facilitation of long-term loan, therefore
it is being discussed along with the long term sources of funds. Normally, it takes time for financial
institutions to disburse loans to companies. However, once the loans are approved by the term lending
institutions, companies, in order not to lose further time in starting their projects, arrange short term
loans from commercial banks. The bridge loans are repaid/ adjusted out of the term loans as and when
disbursed by the concerned institutions. Bridge loans are normally secured by hypothecating movable
assets, personal guarantees and demand promissory notes. Generally, the rate of interest on bridge
finance is higher as compared with that on term loans.

Q-13 Briefly describe the financial needs of a business.
Ans. Financial Needs of a Business: Business enterprises need funds to meet their different types of

requirements. All the financial needs of a business may be grouped into the following three
categoriesLong-term financial needs: Such needs generally refer to those requirements of funds which
are for a period exceeding 5-10 years. All investments in plant, machinery, land, buildings, etc., are
considered as long-term financial needs.
Medium- term financial needs: Such requirements refer to those funds which are required for a period
exceeding one year but not exceeding 5 years.
Short- term financial needs: Such type of financial needs arises to finance current assets such as stock,
debtors, cash, etc. Investment in these assets is known as meeting of working capital requirements of
the concern for a period not exceeding one year.

Q-14 Explain in brief the forms of Post Shipment Finance.
Ans. Post-shipment Finance: It takes the following forms:

(a) Purchase/discounting of documentary export bills: Finance is provided to exporters by purchasing
export bills drawn payable at sight or by discounting usance export bills covering confirmed sales
and backed by documents including documents of the title of goods such as bill of lading, post
parcel receipts, or air consignment notes.

(b) E.C.G.C. Guarantee: Post-shipment finance, given to an exporter by a bank through purchase,
negotiation or discount of an export bill against an order, qualifies for post-shipment export
credit guarantee. It is necessary, however, that exporters should obtain a shipment or contracts
risk policy of E.C.G.C. Banks insist on the exporters to take a contracts shipments (comprehensive
risks) policy covering both political and commercial risks. The Corporation, on acceptance of the
policy, will fix credit limits for individual exporters and the Corporation’s liability will be limited
to the extent of the limit so fixed for the exporter concerned irrespective of the amount of the
policy.

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -13-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


(c) Advance against export bills sent for collection: Finance is provided by banks to exporters by way
of advance against export bills forwarded through them for collection, taking into account the
creditworthiness of the party, nature of goods exported, usance, standing of drawee, etc.

(d) Advance against duty draw backs, cash subsidy, etc.: To finance export losses sustained by exporters,
bank advance against duty draw-back, cash subsidy, etc., receivable by them against export
performance. Such advances are of clean nature; hence necessary precaution should be exercised.

Q-15 Explain in brief the following bonds: Callable Bonds
Ans. Callable bonds: A callable bond has a call option which gives the issuer the right to redeem the bond

before maturity at a predetermined price known as the call price (Generally at a premium).
Q-16 Puttable Bonds
Ans. Puttable bonds: Puttable bonds give the investor a put option (i.e. the right to sell the bond) back to

the company before maturity.
Q-17 Explain in brief the methods of Venture Capital Financing.
Ans. Methods of Venture Capital Financing: Some common methods of venture capital financing are as

follows-
(i) Equity financing: The venture capital undertakings generally require funds for a longer period but

may not be able to provide returns to the investors during the initial stages. Therefore, the
venture capital finance is generally provided by way of equity share capital. The equity contribution
of venture capital firm does not exceed 49% of the total equity capital of venture capital
undertakings so that the effective control and ownership remains with the entrepreneur.

(ii) Conditional loan: A conditional loan is repayable in the form of a royalty after the venture is able
to generate sales. No interest is paid on such loans. In India venture capital financiers charge
royalty ranging between 2 and 15 per cent; actual rate depends on other factors of the venture
such as gestation period, cash flow patterns, risk and other factors of the enterprise. Some Venture
capital financiers give a choice to the enterprise of paying a high rate of interest (which could be
well above 20 per cent) instead of royalty on sales once it becomes commercially sound.

(iii) Income note: It is a hybrid security which combines the features of both conventional loan and
conditional loan. The entrepreneur has to pay both interest and royalty on sales but at substantially
low rates. IDBI’s VCF provides funding equal to 80 – 87.50% of the projects cost for commercial
application of indigenous technology.

(iv) Participating debenture: Such security carries charges in three phases — in the start-up phase no
interest is charged, next stage a low rate of interest is charged up to a particular level of operation,
after that, a high rate of interest is required to be paid.

Q-18 Distinguish between Unsystematic Risk & Systematic Risk.
Ans.

(i) Unsystematic Risk: This is also called company specific risk as the risk is related with the company’s
performance. This type of risk can be reduced or eliminated by diversification of the securities portfolio.
This is also known as diversifiable risk.

(ii) Systematic Risk: It is the macro-economic or market specific risk under which a company operates. This
type of risk cannot be eliminated by the diversification hence, it is non-diversifiable. The examples are
inflation, Government policy, interest rate etc.
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Q-19 EXPLAIN some common methods of Venture capital financing.
Ans. Some common methods of venture capital financing are as follows:

(i) Equity financing: The venture capital undertakings generally require funds fora longer period but
may not be able to provide returns to the investors during the initial stages. Therefore, the
venture capital finance is generally provided by way of equity share capital. The equity contribution
of venture capital firm does  not exceed 49% of the total equity capital of venture capital
undertakings so that the effective control and ownership remains with the entrepreneur.

(ii) Conditional loan: A conditional loan is repayable in the form of a royalty after the venture is able
to generate sales. No interest is paid on such loans. In India venture capital financiers charge
royalty ranging between 2 and 15 per cent; actual rate depends on other factors of the venture
such as gestation period, cash flow patterns, risk and other factors of the enterprise. Some Venture
capital financiers give a choice to the enterprise of paying a high rate of interest (which could be
well above 20 per cent) instead of royalty on sales once it becomes commercially sound.

(iii) Income note: It is a hybrid security which combines the features of both conventional loan and
conditional loan. The entrepreneur has to pay both interest and royalty on sales but at substantially
low rates. IDBI’s VCF provides funding equal to 80 – 87.50% of the projects cost for commercial
application of indigenous technology.

(iv) Participating debenture: Such security carries charges in three phases — in the start-up phase no
interest is charged, next stage a low rate of interest is charged up to a particular level of operation,
after that, a high rate of interest is required to be paid.

Q-20 DISCUSS the advantages and disadvantages of raising funds by issue of preference shares.
Ans. Advantages and disadvantages of raising funds by issue of preference shares Advantages

(i) No dilution in EPS on enlarged capital base – On the other hand if equity sharesare issued it
reduces EPS, thus affecting the market perception about thecompany.There is also the advantage
of leverage as it bears a fixed charge (because

(ii) companies are required to pay a fixed rate of dividend in case of issue of preference shares). Non-
payment of preference dividends does not force a company into liquidity.

 (iii) There is no risk of takeover as the preference shareholders do not have voting rights except
where dividend payment are in arrears.

(iv) The preference dividends are fixed and pre-decided. Hence preference shareholders cannot
participate in surplus profits as the ordinary shareholders can except in case of participating
preference shareholders.

(v) Preference capital can be redeemed after a specified period.
Disadvantages
(i) One of the major disadvantages of preference shares is that preference dividendis not tax

deductible and so does not provide a tax shield to the company. Hence,preference shares are
costlier to the company than debt e.g. debenture.Preference dividends are cumulative in nature.
This means that if in a particular

(ii) year preference dividends are not paid they shall be accumulated and paid later.
Also, if these dividends are not paid, no dividend can be paid to ordinary shareholders. The non-
payment of dividend to ordinary shareholders could seriously impair the reputation of the
concerned company.
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CHAPTER-3
FINANCIAL ANALYSIS AND PLANNING - RATIO ANALYSIS

Q-1 MT Limited has the following Balance Sheet as on March 31, 2019 and March 31, 2020 :
Balance Sheet

` in lakhs
March 31, 2019 March 31, 2020

Sources of Funds:
Shareholders’ Funds 2,500 2,500
Loan Funds 3,500 3,000

6,000 5,500
Applications of Funds:

Fixed Assets 3,500  3,000
Cash and bank 450  400
Receivables 1,400  1,100
Inventories 2,500 2,000
Other Current Assets  1,500 1,000

Less: Current Liabilities (1,850) (2,000)
6,000 5,500

The Income Statement of the MT Ltd. for the year ended is as follows:
                                                                                                                                             ̀  in lakhs

March 31, 2019 March 31, 2020
Sales 22,500 23,800
Less: Cost of Goods sold (20,860) (21,100)

Gross Profit 1,640 2,700
Less: Selling, General and Administrative expenses (1,100) (1,750)
Earnings before Interest and Tax (EBIT) 540 950
Less: Interest Expense (350) (300)
Earnings before Tax (EBT) 190 650
Less: Tax (57) (195)
Profits after Tax (PAT)  133 455

Required:
Calculate for the year 2019-20-
(a) Inventory turnover ratio
(b) Financial Leverage
(c) Return on Capital Employed (ROCE)
(d) Return on Equity (ROE)
(e) Average Collection period.
[Take 1 year = 365 days]

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -17-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Ans. Ratios for the year 2019-2020

(a) Inventory turnover ratio

=  
COGS  21,100= = 9.4

2,500 +2,000Average Inventory
2

`
` 

(b) Financial leverage

=
EBIT 950

= =1.46
EBT 650

` 
` 

(c) ROCE

=

   EBIT 1- t 950 1- 0.3 665
= = ×100 = 11.56 %

6,000 + 5,500Average Capital Emplyed 5,750
2

 
 
 

` `
` ` 

[Here Return on Capital Employed [ ROCE)is calculated after Tax]

(d) ROE

=
Profit after tax  445= ×100 = 18.2%

Average shareholder's funds 2,500
`

` 

(e) Average Collection Period

23,800Average Sales per day = = 65.20 lakhs
365

`
`

=  
Average ReceivablesAverage collection period =
Average sales per day

=  

 1,400 + 1,100  1,250= =19.17days2 65.2
65.2

`
` 

` 

Q-2 MNP Limited has made plans for the year 2019 -20. It is estimated that the company will employ total
assets of Rs.50,00,000; 30% of assets being financed by debt at an interest cost of 9% p.a.

The direct costs for the year are estimated at Rs. 30,00,000 and all other operating expenses are estimated
at Rs. 4,80,000. The sales revenue are estimated at Rs. 45,00,000. Tax rate is assumed to be 40%.
CALCULATE:

(i) Net profit margin (After tax);

(ii) Return on Assets (After tax);

(iii) Asset turnover; and

(iv) Return on Equity.
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Ans. The net profit is calculated as follows :
`

Sales Revenue 45,00,000
Less: Direct Costs 30,00,000
Gross Profits 15,00,000
Less: Operating Expense 4,80,000
Earnings before Interest and tax (EBIT) 10,20,000
Less: Interest on debt (9% × 15,00,000) 1,35,000
Earnings before Tax) (EBT) 8,85,000
Less: Taxes (@ 40%) 3,54,000
Profit after Tax (PAT) 5,31,000

 (i) Net Profit Margin (After Tax)

   EBIT 1- t Rs.10,20,000× 1- 0.4
Net Profit Margin ×100 = =13.6%

Sales Rs.45,00,000

 (ii) Return on Assets (ROA) (After tax)

 ROA =
 EBIT 1- t

Total Assets

=
Rs.10,20,000 (1 - 0.4) Rs.6,12,000=

Rs.50,00,000 Rs.50,00,000

 = 0.1224 = 12.24 %
 (iii) Asset Turnover

 Asset Turnover =
Sales 45,00,000 = = 0.9

 Assets Rs.50,00,000

 Asset Turnover = 0.9 times
 (iv) Return on Equity (ROE)

ROE =
PAT Rs.5,31,000= = 15.17%

Equity Rs.35,00,000

ROE = 15.17%
Q-3 Using the following information, PREPARE and complete the Balance Sheet given below:

(i) Total debt to net worth : 1 : 2
(ii) Total assets turnover : 2
(iii) Gross profit on sales : 30%
(iv) Average collection period : 40 days
(Assume 360 days in a year)
(v) Inventory turnover ratio based on cost of goods sold and year-end inventory : 3
(vi) Acid test ratio : 0.75
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Balance Sheet
as on March 31, 20X8

Liabilities Rs. Assets Rs.
Equity Shares Capital 4,00,000 Plant and Machineryand other Fixed Assets -
Reserves and Surplus 6,00,000
Total Debt: Current Assets:
Current Liabilities - Inventory -

Debtors -
- Cash -

Ans. Net worth = Capital + Reserves and surplus
= 4,00,000 + 6,00,000 = Rs.10,00,000

Total Debt 1
=

Networth 2

  Total debtt =  Rs. 5,00,000
Total Liability side = Rs. 4,00,000 + Rs. 6,00,000 + Rs. 5,00,000

= Rs. 15,00,000
= Total Assets

Sales
Total Assets Turnover =

Total assets

Sales
2 = 

 15,00,000`

  Sales = Rs. 30,00,000
Gross Profit on Sales : 30% i.e. Rs. 9,00,000

  Cost of Goods Sold (COGS) = Rs. 30,00,000 – Rs. 9,00,000
= Rs. 21,00,000

COGS
Inventory turnover =

Inventory

21, 00,000
3 =

Inventory
`

  Inventory = Rs. 7,00,000

Average debtors
Average collection period =

Sales / day

Debtors
40 =

Rs.30, 00,000 / 360
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 Debtors = Rs.3,33,333.

Current Assets - Stock (Quick Asset)
Acid test ratio =

Current liabilities

Current Assets - Rs.7, 00,000
0.75 =

Rs.5,00, 000

 Current Assets = Rs.10,75,000.

 Fixed Assets = Total Assets – Current Assetss
= Rs.15,00,000 – Rs.10,75,000 = Rs.4,25,000

Cash and Bank balance = Current Assets – Inventory – Debtors
= Rs.10,75,000 – Rs.7,00,000 – Rs.3,33,333 = Rs.41,667
Balance Sheet as on March 31, 20X8
Liabilities Rs. Assets Rs.
Equity Share Capital 4,00,000 Plant and Machinery and other
Reserves & Surplus 6,00,000 Fixed Assets 4,25,000
Total Debt: Current Assets:

Current liabilities 5,00,000 Inventory 7,00,000
Debtors 3,33,333

________ Cash 41,667
15,00,000 15,00,000

Q-4 Based on the following particulars, PREPARE a balance sheet showing various assets and liabilities of T
Ltd.
Gross profit during the year amounts to  ` 8,00,000. There is no long-term loan or overdraft.Reserve
and surplus amount to ` 2,00,000. Ending inventory of the year is ` 20,000 above the
beginning inventory.

Ans. (a) G.P. ratio = 
GrossProfit

= 25%
Sales

Gross Profit 8, 00,000
Sales = × 100 = × 100 = 32,00, 000

25 25
` 

(b) Cost of Sales = Sales – Gross profit
= ` 32,00,000 - ` 8,00,000
= ` 24,00,000

(c) Receivable turnover = 
Sales 

= 4
Receivables

Sales
Receivables ==

4

32,00,000
= = 8, 00,000

4
`

` 
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(d) Fixed assets turnover = 
Cost of Sales
Fixed Assets

= 8

Fixed assets = 
Cost of Sales 24,00,000

= = = 3, 00,000
8 8

` 
` 

(e) Inventory turnover = Av
 C

er
ost 

age 
of Sales

Stock
= 8

Average Stock = 
 Cost of Sales 24, 00,000

= = 3,00,000
88

`
`

Average Stock = 
Opening Stock + Closing Stock

2

Average Stock = 
Opening Stock + Opening Stock + 20,000

2

Average Stock = Opening Stock + ` 10,000
Opening Stock = Average Stock - ` 10,000

= ` 3,00,000 - `10,000
= ` 2,90,000

Closing Stock =  Opening Stock + ` 20,000
= ` 2,90,000 + ` 20,000 = ` 3,10,000

(f) Payable turnover = 
Purchase
Payables

= 6

Purchases = Cost of Sales + Increase in Stock
= ` 24,00,000 + ` 20,000 = `24,20,000

Payables =
24,20, 000

= = 4, 03,333
6 6

Purchase ` 
` 

(g) Capital turnover =
Cost of Sales

Capital Employed
= 2

Capital Employed =
24, 00, 0Cost of 00

= = 12, 00,000
2

 Sales
2

` 
` 

= Capital Employed – Reserves & Surplus

(h) Capital = Capital Employed – Reserves & Surplus
= `12,00,000 – `2,00,000 = ` 10,00,000
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Balance Sheet of T Ltd as on……
Liabilities Amount (`) Assets Amount (`)
Capital 10,00,000 Fixed Assets 3,00,000
Reserve & Surplus 2,00,000 Inventories 3,10,000
Payables 4,03,333 Receivables 8,00,000

Other Current Assets 1,93,333
16,03,333 16,03,333

Q-5 Discuss the limitations of financial ratios.
Ans. The limitations of financial ratios are listed below:

(i) Diversified product lines: Many businesses operate a large number of divisions in quitedifferent
industries. In such cases ratios calculated on the basis of aggregate data cannotbe used for inter-
firm comparisons.

(ii) Financial data are badly distorted by inflation: Historical cost values may be substantially different
from true values. Such distortions of financial data are also carried in the financial ratios.

(iii) Seasonal factors may also influence financial data.
(iv) To give a good shape to the popularly used financial ratios (like current ratio, debt- equity ratios,

etc.): The business may make some year-end adjustments. Such window dressing can change the
character of financial ratios which would be different had there been no such change.

(v) Differences in accounting policies and accounting period: It can make the accountingdata of two
firms non-comparable as also the accounting ratios.

(vi) There is no standard set of ratios against which a firm’s ratios can be compared: Sometimes a
firm’s ratios are compared with the industry average. But if a firm desires to be above the average,
then industry average becomes a low standard. On the other hand, for a below average firm,
industry averages become too high a standard to achieve.

(vii) Financial ratios are inter-related, not independent: Viewed in isolation one ratio may highlight
efficiency. But when considered as a set of ratios they may speak differently.
Such interdependence among the ratios can be taken care of through multivariate analysis.

Q-6 From the following information, PREPARE a summarised Balance Sheet as at 31st March, 20X6:
Working Capital Rs.2,40,000
Bank overdraft Rs.40,000
Fixed Assets to Proprietary ratio 0.75
Reserves and Surplus Rs.1,60,000
Current ratio 2.5
Liquid ratio 1.5

Ans. Working notes:
(i) Current assets and Current liabilities computation:

Current  l
Current  a

iabilities
ssets 2.5

=
1
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 CurrC eur ntrent  Lia assets bilities
Or, = =

2. 15
k say

Or, Current Assets = 2.5 k and Current Liabilities = k
Or, Working capital = (Current Assets - Current Liabilities)
Or, Rs.2,40,000 = k (2.5 - 1) = 1.5 k
Or, k = = Rs.1,60,000

Current Liabilities = Rs. 1,60,000
Current Assets = Rs.1,60,000 x 2.5 = Rs.4,00,000

(ii) Computation of stock

Liquid assets
Liquid ratio =

Current liabilities

Current Assets - Stock
Or,1.5 =

Rs.1,60, 000

 Or, 1.5 x Rs.1,60,000 = Rs.4,00,000 - Stock
Or, Stock = Rs.1,60,000

(iii) Computation of Proprietary fund; Fixed assets; Capital and Sundry payables (creditors)

Fixed assets
Pro

Proprietary rat
prietary fun

io = =
d

0.75

  Fixed assets = 0.75 Proprietary fund
and Net working capital = 0.25 Proprietary fund
Or, Rs.2,40,000/0.25 = Proprietary fund
Or, Proprietary fund = Rs.9,60,000
and Fixed assets = 0.75 proprietary fund

= 0.75 x Rs.9,60,000
= Rs.7,20,000

Equity Capital = Proprietary fund -Reserves & Surplus
= Rs.9,60,000 - Rs.1,60,000
= Rs.8,00,000

Sundry payables (creditors) = (Current liabilities - Bank overdraft)
= (Rs.1,60,000 - Rs.40,000) = Rs.1,20,000

Balance Sheet
Liabilities (Rs.) Assets (Rs.)
Equity Capital 8,00,000 Fixed assets 7,20,000
Reserves & Surplus 1,60,000 Stock 1,60,000
Bank overdraft 40,000 Current assets 2,40,000
Sundry payables 1,20,000 ________

11,20,000 11,20,000
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Q-7 Following information relate to a concern:
Debtors Velocity 3 months
Credits Velocity 2 months
Stock Turnover Ratio 1.5
Gross Profit Ratio 25%
Bills Receivables Rs. 25,000
Bills Payables Rs. 10,000
Gross Profit Rs. 4,00,000
Fixed Assets to turnover Ratio 4
Closing stock of the period is Rs. 10,000 above the opening stock.
CALCULATE
(ii) Sundry Debtors
(iii) Sundry Creditors
(iv) Closing Stock
(v) Fixed Assets

Ans. (i) Determination of Sales and Cost of goods sold:

Gross Profit
Gross Profit Ratio = × 100

Sales

Or, 
25 Rs.4,00, 000

=
100 Sales

= Rs. 16,00,000

Cost of Goods Sold = Sales – Gross Profit
= Rs. 16,00,000 - Rs. 4,00,000 = Rs. 12,00,000

(ii) Determination of Sundry Debtors:
Debtors velocity is 3 months or Debtors’ collection period is 3 months,

12 months
So, Debtors’ turnover ratio = = 4

3 months

Credit  Sales
Debtors’ turnover ratio =

Average  Accounts  Receivable

Rs.16, 00,000
= = 4

Bills Receivable + Sunday Debtors

Or, Sundry Debtors + Bills receivable = Rs. 4,00,000
Sundry Debtors = Rs. 4,00,000 – Rs. 25,000 = Rs. 3,75,000

(iii) Determination of Sundry Creditors:
Creditors velocity of 2 months or credit payment period is 2 months.
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12 months
So, Creditors’ turnover ratio = = 6

2 months

Credit Purchases *
Creditors turnover ratio =

Average  Accounts Payables

Rs.12,10,000
= = 6

Sundry Creditors + Bills Payables

So, Sundry Creditors + Bills Payable = Rs. 2,01,667
Or, Sundry Creditors + Rs. 10,000 = Rs. 2,01,667
Or, Sundry Creditors = Rs. 2,01,667 – Rs. 10,000 = Rs. 1,91,667

(iv) Closing Stock

Cost of Goods Sold Rs.12,00, 000
Stock Turnover Ratio = = = 1.5

Average Stock AverageStock

So, Average Stock = Rs. 8,00,000

Opening Stock + Closing Stock
Now Average Stock =

2

 Opening Stock + Opening Stock + Rs.10,000
Or = Rs.8, 00,000

2

Or, Opening Stock = Rs. 7,95,000
So, Closing Stock= Rs. 7,95,000 + Rs. 10,000 = Rs. 8,05,000

(v) Calculation of Fixed Assets

Cost of GoodsSold
Fixed Assets Turnover Ratio = = 4

FixedAssets

Rs.12,00, 000
Or, = 4

Fixed  Assets

 Or, Fixed Asset = Rs. 3,00,000
Workings:
*Calculation of Credit purchases:
Cost of goods sold = Opening stock + Purchases – Closing stock
Rs. 12,00,000 = Rs. 7,95,000 + Purchases – Rs. 8,05,000
Rs. 12,00,000 + Rs. 10,000 = Purchases
Rs. 12,10,000 = Purchases (credit).
Assumption:(i) All sales are credit sales(ii) All purchases are credit purchase(iii) Stock Turnover Ratio and
Fixed Asset Turnover Ratio may be calculated eitheron Sales or on Cost of Goods Sold.
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Q-8 Following figures and ratios are related to a company Q Ltd. :
(i) Sales for the year (all credit) ` 30,00,000
(ii) Gross Profit ratio 25 per cent
(iii) Fixed assets turnover (based on cost of goods sold)  1.5
(iv) Stock turnover (based on cost of goods sold) 6
(v) Liquid ratio 1 : 1
(vi) Current ratio  1. 5 : 1
(vii) Receivables (Debtors) collection period 2 months
(viii) Reserves and surplus to share capital 0.6 : 1
(ix) Capital gearing ratio 0.5
(x) Fixed assets to net worth 1.20 : 1
You are required to calculate :
Closing stock, Fixed Assets, Current Assets, Debtors and Net worth.

Ans.
(i) Calculation of Closing Stock :

Cost of Goods Sold = Sales – Gross Profit (25% of Sales)
= ` 30,00,000 – ` 7,50,000
= ` 22,50,000

Closing Stock = Cost of Goods Sold / Stock Turnover
= ` 22,50,000/6 = ` 3,75,000

(ii) Calculation of Fixed Assets:
Fixed Assets = Cost of Goods Sold / Fixed Assets Turnover

= ` 22,50,000/1.5
= ` 15,00,000

(iii) Calculation of Current Assets:
Current Ratio = 1.5 and Liquid Ratio = 1
Stock = 1.5 – 1 = 0.5
Current Assets = Amount of Stock × 1.5/0.5

= ` 3,75,000 × 1.5/0.5 = ̀  11,25,000
(iv) Calculation of Debtors:

Debtors = Sales × Debtors Collection period /12
= ` 30,00,000 × 2 /12
= ` 5,00,000

(v) Calculation of Net Worth:
Net worth = Fixed Assets /1.2

= ` 15,00,000/1.2 = ` 12,50,000
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Q-9 The following is the information of XML Ltd. relate to the year ended 31-03-2018 :
Gross Profit 20% of Sales
Net Profit 10% of Sales
Inventory Holding period 3 months
Receivable collection period 3 months
Non-Current Assets to Sales 1 : 4
Non-Current Assets to Current Assets 1 : 2
Current Ratio 2 : 1
Non-Current Liabilities to Current Liabilities 1 : 1
Share Capital to Reserve and Surplus 4 : 1
Non-current Assets as on 31st March, 2017 Assume that: ` 50,00,000
(i) No change in Non-Current Assets during the year 2017-18
(ii) No depreciation charged on Non-Current Assets during the year 2017-18.
(iii) Ignoring Tax
You are required to Calculate cost of goods sold, Net profit, Inventory, Receivables and Cash for the
year ended on 31st March, 2018.

Ans. Workings

Non Current Assets 1
=

Curent Assets 2

50, 00,000 1
Or =

Curent Assets 2

So, Current Assets = ` 1,00,00,000
Now further,

Non CurrentAssets 1
=

Sales 4

50, 00, 000 1
Or =

Sales 4

So, Sales = ` 2,00,00,000
Calculation of Cost of Goods sold, Net profit, Inventory, Receivables and Cash:
(i) Cost of Goods Sold (COGS):

Cost of Goods Sold = Sales- Gross Profit
= ` 2,00,00,000 – 20% of ` 2,00,00,000
= ̀  1,60,00,000

(ii) Net Profit = 10% of Sales = 10% of ` 2,00,00,000
 = ` 20,00,000
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(iii) Inventory:

12 Months
Inventory Holding Period =

Inventory Turnover Ratio

Inventory Turnover Ratio = 12/ 3 = 4

COGS
4 =

Average Inventory

1,60, 00, 000
4 =

Average Inventory

Average or Closing Inventory =` 40,00,000

(iv) Receivables :

12Months
Receivable Collection Period =

Re ceivablesTurnover Ratio

CreditSales
Or Receivables Turnover Ratio = 12 / 3 = 4 =

Average Accounts Receivable

2,00, 00, 000
Or 4 =

Average Accounts Receivable

So, Average Accounts Receivable/Receivables = ` 50,00,000/-

(v) Cash :

Cash* = Current Assets* – Inventory- Receivables

Cash = ` 1,00,00,000 - ` 40,00,000 - ` 50,00,000 = ` 10,00,000

(it is assumed that no other current assets are included in the Current Asset)

Q-10 The accountant of Moon Ltd. has reported the following data:

Gross profit  60,000

Gross Profit Margin 20 per cent

Total Assets Turnover 0.30:1

Net Worth to Total Assets 0.90:1

Current Ratio 1.5:1

Liquid Assets to Current Liability 1:1

Credit Sales to Total Sales 0.80:1

Average Collection Period 60 days

Assume 360 days in a year

You are required to complete the following:
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Balance Sheet of Moon Ltd.
Liabilities ` Assets `

Net Worth Fixed Assets
Current Liabilities Stock

Debtors
Cash

Total Liabilities Total Assets

Ans. Preparation of Balance Sheet
Working Notes:

Sales = Gross Profit / Gross Profit Margin
= 60,000 / 0.2  = ` 3,00,000

Total Assets = Sales / Total Asset Turnover
= 3,00,000 / 0.3 = ̀  10,00,000

Net Worth = 0.9 X Total Assets
= 0.9 X ` 10,00,000 = ` 9,00,000

Current Liability = Total Assets – Net Worth
= ` 10,00,000 – ` 9,00,000
= ` 1,00,000

Current Assets = 1.5 x Current Liability
= 1.5 x ` 1,00,000 = ` 1,50,000

Stock = Current Assets – Liquid Assets
= Current Assets – (Liquid Assets / Current Liabilities =1)
= 1,50,000 – (LA / 1,00,000 = 1) = ` 50,000

Debtors = Average Collection Period X Credit Sales / 360
= 60 x 0.8 x 3,00,000 / 360 = ̀  40,000

Cash = Current Assets – Debtors – Stock
= ` 1,50,000 – ` 40,000 – ` 50,000
=` 60,000

Fixed Assets = Total Assets – Current Assets
= ` 10,00,000 – ` 1,50,000
= ` 8,50,000

Balance Sheet
Liabilities ` Assets `

Net Worth 9,00,000 Fixed Assets 8,50,000
Current Liabilities 1,00,000 Stock 50,000

Debtors 40,000
Cash 60,000

Total liabilities 10,00,000 Total Assets 10,00,000
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Q-11 Following figures are available in the books Tirupati Ltd.
Fixed assets turnover ratio 8 times
Capital turnover ratio 2 times
Inventory Turnover 8 times
Receivable turnover 4 times
Payable turnover 6 times
G P Ratio 25%
Gross profit during the year amounts to ` 8,00,000. There is no long-term loan or overdraft.
Reserve and surplus amount to ` 2,00,000. Ending inventory of the year is ` 20,000 above the beginning
inventory.
Required:
CALCULATE various assets and liabilities and PREPARE a Balance sheet of Tirupati Ltd. Cost of Capital.

Ans.

(a)
Gross Profit

G.P.ratio = = 25%
Sales

Gross Profit 8,00,000
Sales = × 100 = × 100 = 32,00, 000

25 25
`

` 

(b) Cost of Sales = Sales – Gross profit
=  `32,00,000 - ` 8,00,000
=  ` 24,00,000

(c) Receivable turnover =
Sales

= 4
Receivables

Sales 32, 00,000
= Receivables = = = 8,00, 000

4 4
`

`

(d) Fixed assets turnover = 
Cost of Sales

= 8
Fixed Assets

Fixed assets = 
Cost of Sales 24, 00, 000

= = 3,00, 000
8 8

` 
` 

(e) Inventory turnover =
Cost of Sales

= 8
Average Stock

Average Stock = 
Cost of Sales 24,00,000

= = 3, 00, 000
8 8

` 
` 
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Average Stock = 
Opening Stock + Closing Stock

2

Average Stock = 
Opening Stock + Opening Stock + 20,000

2

Average Stock = Opening Stock + ` 10,000
Opening Stock = Average Stock - ` 10,000

=`3,00,000 - ` 10,000
= ` 2,90,000

Closing Stock = Opening Stock + ` 20,000
= ` 2,90,000 + ` 20,000

= ` 3,10,000

(f) Payable turnover =
Purchases

= 6
Payables

Purchases = Cost of Sales + Increase in Stock

= ` 24,00,000 + ` 20,000

= ̀  24,20,000

Payables =
Purchase 24,00,000= = 4,03,333

6 6
`

`

(g) Capital turnover = 
Cost of Sales

= 2
Capital Employed

Capital Employed  = 
Cost of Sales 24,00, 000

= = 12,00,000
2 2

`
`

(h) Share Capital = Capital Employed – Reserves & Surplus

= ` 12,00,000 – ` 2,00,000 = ` 10,00,000

Balance Sheet of Tirupati Ltd as on……………

Liabilities Amount (`) Assets Amount (`)

Share Capital 10,00,000 Fixed Assets 3,00,000

Reserve & Surplus 2,00,000 Closing Inventories 3,10,000

Payables 4,03,333 Receivables 8,00,000

Other Current Assets 1,93,333
________ ________

16,03,333 16,03,333

(Fixed Asset turnover, inventory turnover capital turnover is calculated on cost of sales)
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Q-12 From the following table of financial ratios of R. Textiles Limited, comment on various ratios given at
the end:

Ratios 2017 2018 Average of Textile Industry

Liquidity Ratios

Current ratio 2.2 2.5 2.5

Quick ratio 1.5 2 1.5

Receivable turnover ratio 6 6 6

Inventory turnover 9 10 6

Receivables collection period 87 days 86 days 85 days

Operating profitability

Operating income –ROI 25% 22% 15%

Operating profit margin 19% 19% 10%

Financing decisions

Debt ratio 49.00% 48.00% 57%

Return

Return on equity 24% 25% 15%

COMMENT on the following aspect of R. Textiles Limited

(i) Liquidity

(ii) Operating profits

(iii) Financing

(iv) Return to the shareholders

Ans. Ratios Comment :

Liquidity Current ratio has improved from last year and matching the industry average. Quick ratio
also improved than last year and above the industry average. This may happen due to reduction in
receivable collection period and quick inventory turnover. However, this also indicates idleness of
funds. Overall it is reasonably good. All the liquidity ratios are either better or same in both the year
compare to the Industry Average.

Operating Profits Operating Income-ROI reduced from last year but Operating Profit  Margin has been
maintained. This may happen due to variability of cost on turnover. However, both the ratio are still
higher than the industry average.

Financing The company has reduced its debt capital by 1% and saved operating profit for equity
shareholders. It also signifies that dependency on debt compared to other industry players (57%) is
low.

Return to the share holders R’s ROE is 24 per cent in 2017 and 25 per cent in 2018 compared to an
industry average of 15 per cent. The ROE is stable and improved over the last year.
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Q-13 The following is the Profit and loss account and Balance sheet of KLM LLP.
Trading and Profit & Loss Account

Particulars Amount (`) Particulars Amount (`)
To Opening stock 12,46,000 By Sales 1,96,56,000
To Purchases 1,56,20,000 By Closing stock 14,28,000
To Gross profit c/d 42,18,000 _________

2,10,84,000 2,10,84,000
By Gross profit b/d 42,18,000
To Administrative expenses 18,40,000 By Interest on investment 24,600
To Selling & distributionexpenses 7,56,000 By Dividend received 22,000
To Interest on loan 2,60,000
To Net profit 14,08,600 _________

42,64,600 42,64,600
Balance Sheet as on……….

Capital & Liabilities Amount (`) Assets Amount (`)
Capital 20,00,000 Plant & machinery 24,00,000
Retained earnings 42,00,000 Building 42,00,000
General reserve 12,00,000 Furniture 12,00,000
Term loan from bank 26,00,000 Sundry receivables 13,50,000
Sundry Payables 7,20,000 Inventory 14,28,000
Other liabilities 2,80,000 Cash & Bank balance 4,22,000

1,10,00,000 1,10,00,000
You are required to COMPUTE:
(i) Gross profit ratio (ii) Net profit ratio (iii) Operating cost ratio
(iv) Operating profit ratio (v) Inventory turnover ratio
(vii) Quick ratio (viii) Interest coverage ratio
(ix) Return on capital employed (x) Debt to assets ratio.
(vi) Current ratio

Ans. (i)
Gross profit  42,18,000Gross profit ratio = ×100 = ×100 = 21.46%

Sales 1 ,96,56,000
`

` 

(ii)
Net profit  14,08,000Net profit ratio = ×100 = ×100 = 7.17%

Sales  1 ,96,56,000
`

`

(iii)
Operatingcost

Operating ratio = ×100
Sales

Operating cost = Cost of goods sold + Operating expenses
Cost of goods sold = Sales – Gross profit

= 1,96,56,000 - 42,18,000 = 1,54,38,000
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Operating expenses = Administrative expenses + Selling & distribution expenses
= 18,40,000 + 7,56,000 = 25,96,000

1,54,38,000 + 25,96,000Therefore, Operating ratio = ×100
1,96,56,000

=
1,80,34,000

×100 = 91.75%
1,96,56,000

(iv) Operating profit ratio = 100 – Operating cost ratio
= 100 – 91.75% = 8.25%

(v)
Cost of goods soldInventory turnover ratio =

Average stock

=  
1,54,38,000

14,28,000 + 12,46,000 /2

=
1,54,38,000

= 1.55 times
13,37,000

(vi)
Current assets

Current ratio =
Current liablities

Current assets = Sundry receivables + Inventory + Cash & Bank balance
= 13,50,000 + 14,28,000 + 4,22,000 = 32,00,000
Current liabilities = Sundry Payables + Other liabilities
 = 7,20,000 + 2,80,000 = 10,00,000

32,00,000Current ratio = = 3.2 times
10,00,000

(vii)
 Current assets Inventories

Current ratio =
Current liablities

= 
32,00,000 14,28,000 = 1.77 times

10,00,000

(viii)
EBIDT Net profit -Interest

Interest coverage ratio = =
interest Interest

=
14,08,600 + 2,60,000 = 6.42 times

2,60,000

 (ix)
EBITReturn on capital employed (ROCE) = ×100

Capitalemployed

 Capital employed = Capital + Retained earnings + General reserve + Term loan
= 20,00,000 + 42,00,000 + 12,00,000 + 26,00,000
= 1,00,00,000
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16,68,600Therefore, ROCE = ×100 = 16.69%
1,00,00,000

 (x)
Debts 26,00,000Debt to assets ratio = ×100 = ×100 = 23.64%

Total assests 1,10,00,000

Q-14 Assuming the current ratio of a Company is 2, STATE in each of the following cases whether the ratio
will improve or decline or will have no change:
(i) Payment of current liability
(ii) Purchase of fixed assets by cash
(iii) Cash collected from Customers
(iv) Bills receivable dishonoured
(v) Issue of new shares

Ans.
Current Assets (CA)

Current Ratio = = 2i.e. 2 : 1
Current Liabilities (CL)

S.No. Situation Improve/Decline/ NoChange Reason

(i) Payment of Current Current Ratio will Let us assume CA is ` 2 lakhs  & CL is `

liability improve 1 lakh. If payment of Current Liability= ` 10,000
then, CA = 1,

90,000 CL= 90,000.

1, 90, 000
Current Ratio =

90, 000

2.11 : 1. When Current Ratio is 2:1 Payment of
Current liability will reduce the same amount

in the numerator and denominator.
Hence, the ratio willimprove.

(ii) Purchase of Current Ratio Since the cash being a current

Fixed Assets will decline asset converted into fixed asset,

by cash current assetsreduced, thus current
ratio will fall.

(iii) Cash collected Current Ratio Cash will increase and Debtors

from Customers  will not change  willreduce. Hence No Change in
Current Asset.

(iv) Bills Receivable Current Ratio Bills Receivable will come down

dishonoured will not change and debtors will increase. Hence no
changein Current Assets.

(v) Issue of New Current Ratio As Cash will increase, Current Assets

Shares will improve willincrease and current ratio will
increase.
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Q-15 Using the information given below, PREPARE the Balance Sheet of SKY Private Limited:
(i) Current ratio 1.6 :1
(ii) Cash and Bank balance 15% of total current assets
(iii) Debtors turnover ratio 12 times
(iv) Stock turnover (cost of goods sold) ratio 16 times
(v) Creditors turnover (cost of goods sold) ratio 10 times
(vi) Gross profit ratio 20%
(vii) Capital gearing ratio 0.6
(viii) Depreciation rate 15% on W.D.V.
(ix) Net fixed Assets  20% of total assets
(Assume all purchase and sales are on credit)

Balance Sheet of SKY Private Limited as at 31.03.2020
Liabilities Amount in ` Assets Amount in `
Share Capital 25,00,000 Fixed assets
Reserve & surplus ? Opening WDV  ?
12% Long term debt  ?  Less: Depreciation ? ?
Current liabilities
Creditors ? Current Assets
Provisions & outstanding
expenses ? 68,50,000 Stock ?

Debtors ?
Cash and bank balance ? ?

Total ? Total ?
(Detailed working notes are not required to be shown)

Ans. Working Notes
1. Computation of Current Assets and Cash & Bank Balance

 Current Assets CA
Current Ratio = = 1.6

Current Liabilities (CL)

Current Assets = 1.6 Current Liabilities = 1.6 ` 68,50,000 = ` 1,09,60,000/- ×
So, Cash and Bank Balance=15% of Current Assets = ` 16,44,000

2. Computation of Total Assets, Fixed assets and Depreciation
Total Assets = Net Fixed assets+ Current Asset
Or, Total Assets = 20% of Total Asset + ` 1,09,60,000
Or, Total Assets = ` 1,37,00,000
So, Net Fixed assets = 20% of Total Asset = ` 27,40,000

27,40, 000
Depreciation = 15% = Rs.4,83, 529

85%

Fixed Assets = ` 27,40,000 + = ` 32,23,529 Rs4,83,529
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3. Calculation of stock, Debtors and Creditors
Stock + Debtors = Current Assets – Cash & Bank

= ` 1,09,60,000 – ` 16,44,000
= ̀  93,16,000

Now, let Sales be x

Credit Sales x
So, Debtors (Credit Sales) = =

Debtors turnover ratio 12

Sales - 20% of Sales
Further, Stock (on Cost of Goods Sold) =

16

x - 20% of x
=

16

x 4x
x -

5 5= =
16 16

=
x

20

x x
So, + = Rs.93,16, 000

12 20

10x + 6x
Or, = Rs.93,16,000

120

1 6x
Or, = Rs.93,16,000

120

Or, x = ` 6,98,70,000
So, Sales = ` 6,98,70,000
Cash of Goods Sold (COGS) = ` 5,58,96,000
Stock (COGS/16) = ` 34,93,500
Debtors (Sales/12) = ` 58,22,500
Creditors (COGS/10) = ` 55,89,600

4. Calculation of Provision of outstanding Expenses
= ̀  68,50,000 – ̀  55,89,600
= ̀  12,60,400

5. Share Capital + Reserve of surplus + long term debt = Total Asset or total liability – Current liability
Or, Reserve & surplus + long term debt = ̀ 1,37,00,000 – 68,50,000 – 25,00,000

= ̀  43,50,000
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Calculation of long term Debt and Reserve & Surplus
Now, Capital Earning ratio = 0.6

12% long term Debt
So, - 0.6

Equity Share Capital + Reserve & Surplus

43, 50,000 -Reserve & Surplus
Or, = .6

25,00, 000 + Reserve & Surplus

Or, Reserve & Surplus = ` 17,81,250
So, 12% long term debt = ` 25,68,750

Balance Sheet of SKY Private Limited as at 31.03.2020
Liabilities ` Assets `

Share Capital 25,00,000 Fixed assets
Reserve & Surplus 17,81,250 Opening WDV 32,23,529
12% Long term debt 25,68,750 Less: Depreciation 4,83,529 27,40,000
Current Liabilities
Creditors 55,89,600 Current Assets
Provisions & outstanding
expenses 12,60,400 68,50,000 Stock 34,93,500

Debtors 58,22,500
_________ Cash and bank balance 16,44,000 1,09,60,000

Total 1,37,00,000 1,37,00,000
Q-16 Following information has been provided from the books of M/s Laxmi & Co. for the year ending on

31st March, 2020:
Net Working Capital ` 4,80,000
Bank overdraft ` 80,000
Fixed Assets to Proprietary ratio 0.75
Reserves and Surplus ` 3,20,000
Current ratio 2.5
Liquid ratio (Quick Ratio)  1.5
You are required to PREPARE a summarised Balance Sheet as at 31st March, 2020.

Ans.  Working notes:
(i) Current Assets and Current Liabilities computation:

Current assets
Current liabilities

 = 
2.5
1

Or Current assets = 2.5 Current liabilities
Now, Working capital = Current assets ? Current liabilities
Or ` 4,80,000  =  2.5 Current liability ? Current liability
Or 1.5 Current liability = ` 4,80,000
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? Current Liabilities = ` 3,20,000
So, Current Assets = ` 3,20,000 x 2.5 = ` 8,00,000

(ii) Computation of stock

Liquid ratio  =

Or 1.5  =

Or 1.5 x ` 3, 20,000 = ` 8,00,000 x Inventories
Or Inventories = ` 8,00,000 – ` 4, 80,000
Or Stock = ` 3,20,000

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

Fixed Asset to Proprietary ratio =  = 0.75

 Fixed Assets = 0.75 Proprietary fund (PF)[FA+NWC = PF]
or NWC = PF- FA [(i.e. .75 PF)]
and Net Working Capital (NWC) = 0.25 Proprietary fund
Or  ` 4,80,000/0.25 = Proprietary fund
Or  Proprietary fund = ` 19,20,000
and Fixed Assets = 0.75 proprietary fund

= 0.75 x ̀  19,20,000 = ̀  14,40,000
Capital = Proprietary fund x Reserves & Surplus

= ` 19,20,000 x ` 3,20,000 = ` 16,00,000
Sundry Creditors = (Current liabilities - Bank overdraft)

= (` 3,20,000 x ` 80,000) = ` 2,40,000

Balance Sheet as at 31st March, 2020
Liabilities ` Assets `
Capital 16,00,000 Fixed Assets  14,40,000
Reserves & Surplus 3,20,000 Stock 3,20,000
Bank overdraft 80,000 Other Current Assets 4,80,000
Sundry creditors 2,40,000 _______

22,40,000 22,40,000

Q-17 Jensen and spencer pharmaceutical is in the business of manufacturing pharmaceutical drugs including
the newly invented Covid vaccine. Due to increase in demand of Covid vaccines, the production had
increased at all time high level and the company urgently needs a loan to meet the cash and investment
requirements. It had already submitted a detailed loan proposal and project report to Expo-Impo bank,
along with the financial statements of previous three years as follows:
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Statement of Profit and Loss (In ` ‘000)
2018–19 2019–20 2020–21

Sales
Cash 400 960 1,600
Credit 3,600 8,640 14,400

Total sales 4,000 9,600 16,000
Cost of goods sold 2,480 5,664 9,600
Gross profit 1,520 3,936 6,400
Operating expenses:
General, administration, and selling expenses 160 900 2,000
Depreciation 200 800 1,320
Interest expenses (on borrowings) 120 316 680
Profit before tax (PBT) 1,040 1,920 2,400
Tax @ 30% 312 576 720
Profit after tax (PAT) 728 1,344 1,680
BALANCE SHEET (In ` ‘000) 2018–19 2019–20 2020–21
Assets
Non-Current Assets

Fixed assets (net of depreciation) 3,800 5,000 9,400
Current Assets

Cash and cash equivalents 80 200 212
Accounts receivable 600 3,000 4,200
Inventories 640 3,000 4,500

Total 5,120 11,200 18,312
Equity & Liabilities
Equity share capital (shares of ` 10 each) 2,400 3,200 4,000
Other Equity 728 2,072 3,752
Non-Current borrowings 1,472 2,472 5,000
Current liabilities 520 3,456 5,560
Total 5,120 11,200 18,312
INDUSTRY AVERAGE OF KEY RATIOS Ratio Sector Average
Current ratio 2.30:1
Acid test ratio (quick ratio) 1.20:1
Receivable turnover ratio 7 times
Inventory turnover ratio 4.85 times
Long-term debt to total debt 24%
Debt-to-equity ratio 35%
Net profit ratio 18%
Return on total assets 10%
Interest coverage ratio (times interest earned) 10
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As a loan officer of Expo-Impo Bank, you are REQUIRED to apprise the loan proposal on the basis of
comparison with industry average of key ratios considering closing balance for accounts receivable of
` 6,00,000 and inventories of ` 6,40,000 respectively as on 31st March, 2018.

Ans.
Ratio Formula 2018–19 2019–20 2020–21 Industry

Average

Current ratio
Current Assets

Current Liabilities
1,320
520

6,200
3,456

8,912
5,560 2.30:1

= 2.54 = 1.80 = 1.60
Acid test ratio

(quick ratio)
Quick Assets

Current Liabilities
680
520

3,200
3,456

4,412
5,560 1.20:1

= 1.31 = 0.93 = 0.79
Receivable

turnover ratio
Credit Sales

Average Accounts Receivable  
3,600

600 + 600 / 2  
8,640

600 + 3,000 / 2  
14,400

3000 + 4,200 / 2 7 times

= 6 = 4.80 = 4

Inventory
COGS

Average Inventory  
2, 480

640 + 640 / 2  
5,664

640 + 3, 000 / 2  
9,600

3, 000 + 4, 500 / 2 4.85 times

turnover ratio = 3.88 = 3.11 = 2.56

Long-termdebt 0
Long term Debt

Total Deb
× 10

t

1, 472
× 100

1,992

2, 472
× 100

5,928

5, 000
× 100

10,560 24%

to total debt = 73.90% = 41.70% = 47.35%

Debt-toequity 0
Long term Debt

Shareholders' Eq ity
× 10

u
0

1, 472

3,1 8
× 10

2
× 100

5,2

2

72

2, 47
× 100

7, 7

0

52

5, 00
35%

ratio = 47.06% = 46.89% = 64.50%

Net profit ratio 0
Net Profit

ales
× 10

S
0

728

4, 00
× 10

0
0

1,344

9,6 0
× 10

0
0

1, 680

16, 00
× 10

0 18%

= 18.2% = 14% = 10.5%

Return on total 0
Net Profit after taxes

Total as ets
× 10

s
0

728

5,12
× 10

0
0

1,344

11, 00
× 10

2
0

1,680

18, 12
× 10

3 10%

assets = 14.22% = 12% = 9.17%

Interest cover
EBIT

Interest

1,160

120

2,236

316

3, 080

680 10

age ratio (times
interestearned) = 9.67 = 7.08 = 4.53
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Conclusion:
In the last two years, the current ratio and quick ratio are less than the ideal ratio (2:1 and 1:1 respectively)
indicating that the company is not having enough resources to meet its current obligations. Receivables
are growing slower. Inventory turnover is slowing down as well, indicating a relative build-up in
inventories or increased investment in stock. High Long-term debt to total debt ratio and Debt to
equity ratio compared to that of industry average indicates high dependency on  long term debt by the
company. The net profit ratio is declining substantially and is much lower than the industry norm.
Additionally, though the Return on Total Asset(ROTA) is near to industry average, it is declining as well.
The interest coverage ratio measures how many times a company can cover its current interest payment
with its available earnings. A high interest coverage ratio means that an enterprise can easily meet its
interest obligations, however, it is declining in the case of Jensen & Spencer and is also below the
industry average indicating excessive use of debt or inefficient operations.
On overall comparison of the industry average of key ratios than that of Jensen & Spencer, the company
is in deterioration position. The company’s profitability has declined steadily over the period. However,
before jumping to the conclusion relying only on the key ratios, it is pertinent to keep in mind the
industry, the company dealing in with i.e. manufacturing of pharmaceutical drugs.
The pharmaceutical industry is one of the major contributors to the economy and is expected to grow
further. After the covid situation, people are more cautious towards their health and are going to
spend relatively more on health medicines. Thus, while analysing the loan proposal, both the factors,
financial and non-financial, needs to be kept in mind.

Q-18 ABC Ltd. has total sales of 10,00,000 all of which are credit sales. It has a gross profit ratio of 25%and a
current ratio of 2. The company’s current liabilities are ` 2,00,000. Further, it has inventoriesof ` 80,000,
marketable securities of ` 50,000 and cash of ` 30,000. From the above information:
(i) CALCULATE the average inventory, if the expected inventory turnover ratio is three times?
(ii) Also CALCULATE the average collection period if the opening balance of debtors is expectedto be

` 1,50,000.
Assume 360 days a year.

Ans. (i) Calculation of Average InventorySince gross profit is 25% of sales, the cost of goods sold should be 75%
of the sales.

Cost of goods sold =  10,00,000 x 
75

100
= 7,50,000

 Inventory Turnover =
Cost of goodssold
AverageInventory

 Average Inventory = = 2, 50,000
7, 50,000

3

(ii) Calculation of Average Collection Period

Average Collection Period =
AverageDebtors

360
Credit Sal

×
es
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 Where, Average Debtors =
OpeningDebtors + ClosingDebtors

2

 Calculation of Closing balance of debtors
` `

Current Assets (2 x 2,00,000) 4,00,000
Less: Inventories 80,000
Marketable Securities Cash 50,000

30,000 1,60,000
Debtors Closing Balance 2,40,000

Now, Average Debtors = 0
1,50,000 + 2, 40, 0

= 1,9
0

2
5,00

0

 So, Average Collection Period =
1,95, 000

360 = 70.2 or 70 days
10, 00

×
00, 0

Q-19 The following figures and ratios are related to a company:
(i) Sales for the year (all credit) ` 30,00,000
(ii) Gross Profit ratio 25 percent
(iii) Fixed assets turnover (based on cost of goods sold) 1.5
(iv) Stock turnover (based on cost of goods sold) 6
(v) Liquid ratio 1 : 1
(vi) Current ratio 1.5 : 1
(vii) Receivables (Debtors) collection period 2 months
(viii) Reserves and surplus to Share capital 0.6 : 1
(ix) Capital gearing ratio 0.5
(x) Fixed assets to net worth 1.20 : 1
You are REQUIRED to prepare:
(a) Balance Sheet of the company on the basis of above details.
(b) The statement showing working capital requirement, if the company wants to make a provision

for contingencies @ 10 percent of net working capital including such provision.
Ans. Working Notes:

(i) Cost of Goods Sold = Sales – Gross Profit (25% of Sales)
= ` 30,00,000 – ̀  7,50,000
= ` 22,50,000

(ii) Closing Stock = Cost of Goods Sold / Stock Turnover
= ` 22,50,000/6
= ` 3,75,000

(iii) Fixed Assets = Cost of Goods Sold / Fixed Assets Turnover
= ` 22,50,000/1.5
= ` 15,00,000
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(iv) Current Assets:
Current Ratio = 1.5 and Liquid Ratio = 1
Stock = 1.5 – 1 = 0.5
Current Assets = Amount of Stock × 1.5/0.5

= ` 3,75,000 × 1.5/0.5= ̀  11,25,000
(v) Liquid Assets (Debtors and Cash)

= Current Assets – Stock
= ` 11,25,000 – ̀  3,75,000
= ` 7,50,000

(vi) Debtors = Sales × Debtors Collection period /12
= ` 30,00,000 × 2 /12
= ` 5,00,000

(vii) Cash = Liquid Assets – Debtors
= ` 7,50,000 – ` 5,00,000 = ̀  2,50,000

(viii) Net worth= Fixed Assets /1.2
= ` 15,00,000/1.2 = ̀  12,50,000

(ix) Reserves and Surplus
Reserves and Share Capital = 0.6 + 1 = 1.6
Reserves and Surplus = ` 12,50,000 × 0.6/1.6

= ` 4,68,750
(x) Share Capital = Net worth – Reserves and Surplus

= ` 12,50,000 – ̀  4,68,750
= ` 7,81,250

(xi) Current Liabilities =  Current Assets/Current Ratio
= ` 11,25,000/1.5 = ̀  7,50,000

(xii) Long-term Debts
Capital Gearing Ratio = Long-term Debts / Equity Shareholders’ Fund
Long-term Debts = ` 12,50,000 × 0.5 = ` 6,25,000

(a) Preparation of Balance Sheet of a Company
Balance Sheet

Liabilities Amount (`) Assets Amount (`)
Equity Share Capital 7,81,250 Fixed Assets 15,00,000
Reserves and Surplus 4,68,750 Current Assets
Long-term Debts 6,25,000 Stock 3,75,000
Current Liabilities    7,50,000 Debtors 5,00,000

Cash 2,50,000
26,25,000 26,25,000
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 (b) Statement Showing Working Capital Requirement
(`) (`)

Current Assets
(i) Stocks 3,75,000
(ii) Receivables (Debtors) 5,00,000
(iii) Cash in hand & at bank 2,50,000

A. Current Assets: Total 11,25,000
Current Liabilities

B. Current Liabilities: Total 7,50,000
Net Working Capital (A – B) 3,75,000
Add: Provision for contingencies 41,667
(1/9th of Net Working Capital)
Working capital requirement 4,16,667

Q-20 Following information has been gathered from the books of Cram Ltd. for the year ended 31st March
2021, the equity shares of which is trading in the stock market at ` 28:
Particulars Amount (`)
Equity Share Capital (Face value @ ` 20) 20,00,000
10% Preference Share capital 4,00,000
Reserves & Surplus 16,00,000
12.5% Debentures 12,00,000
Profit before Interest and Tax for the year 8,00,000
CALCULATE the following when company falls within 25% tax bracket:
(i) Return on Capital Employed
(ii) Earnings Per share
(iii) P/E Ratio

Ans. (i) Return on Capital Employed (ROCE)

ROCE (Pre-tax)
 Profit before interest and taxes PBIT

× 100=
Capital Employed

8, 00,000
= ×100

52,00, 000
`

= 15.38% (approx.)

 ROCE (Post-tax)
 PBIT 1 - t

× 100
Capita

=
l Employed
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  8, 00,000 1 - 0.25
× 100=

 52,00, 000

`

`

 = 11.54% (approx.)
 (ii) Earnings Per share (EPS)

Profit availableto equity shareholders
Number of equity sharesoutstanding

=

4, 47,500
1, 00,000

=
` 

= ̀  4.475
 (iii) P/E Ratio’

 
 

Market Price per Share MPS

Earning per Share EPS
=

28
4.475

=
`

`

= 6.26 times (approx.)
 Workings:
(a) Income Statement

Particulars Amount (`)
Profit before Interest and Tax (PBIT) 8,00,000
Interest on Debentures (12.5% of ` 12,00,000) (1,50,000)
Profit before Tax (PBT) 6,50,000
Tax @ 25% (1,62,500)
\Profit after Tax (PAT) 4,87,500
Preference Dividend (10% of ` 4,00,000) (40,000)
Profit available to Equity shareholders 4,47,500

(b) Calculation of Capital Employed
= Equity Shareholder’s Fund + Preference share Capital + Debentures
= (` 20,00,000 + ̀  16,00,000) + ` 4,00,000 + ̀  12,00,000 = ` 52,00,000

Q-21 Given below are the estimations for the next year by Niti Ltd.:
Particulars (` in crores)
Fixed Assets 5.20
Current Liabilities 4.68
Current Assets 7.80
Sales 23.00
EBIT 2.30
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The company will issue equity funds of ` 5 crores in the next year. It is also considering the debt
alternatives of ` 3.32 crores for financing the assets. The company wants to adopt one of the policies
given below:

(` in crores)
Financing Policy                                           Short term debt               Long term debt Total

@ 12%  @ 16%
Conservative 1.08 2.24 3.32
Moderate 2.00 1.32 3.32
Aggressive 3.00 0.32 3.32
Assuming corporate tax rate at 30%, CALCULATE the following for each of the financing policy:
(i) Return on total assets

(ii) Return on owner’s equity
(iii) Net Working capital
(iv) Current Ratio
Also advise which Financing policy should be adopted if the company wants high returns.

Ans. (i) Return on total assets

Return on total assets
 
 

EBIT 1 - T

Total assets FA +CA
=

 2.30 crores 1 - 0.3

5.20 crores + 7.80 crores
=

`

` `

=
1.61crores
13 crores

`

` = 0.1238 or 12.38%

 (ii) Return on owner’s equity
(Amount in `)

Financing policy (`)
Conservative Moderate Aggressive

Expected EBIT 2,30,00,000 2,30,00,000 2,30,00,000
Less: Interest

Short term Debt @ 12% 12,96,000 24,00,000 36,00,000
Long term Debt @ 16% 35,84,000 21,12,000 5,12,000

Earnings before tax (EBT) 1,81,20,000 1,84,88,000 1,88,88,000
Less: Tax @ 30% 54,36,000 55,46,400 56,66,400
Earnings after Tax (EAT) 1,26,84,000 1,29,41,600 1,32,21,600
Owner’s Equity 5,00,00,000 5,00,00,000 5,00,00,000
Return on owner’s equity
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 Net Pr ofit after taxes EAT

Owners'equity
=

1,26,84, 000
5,00, 00,000

=
1,29, 41,600
5, 00,00,000

=
1,32,21,600
5, 00,00,000

=

= 0.2537 or25.37% = 0.2588 or25.88% = 0.2644 or26.44%
(iii) Net Working capital

(` in crores)
Financing policy

Conservative Moderate Aggressive
Current Liabilities 4.68 4.68 4.68
(ExcludingShort Term Debt)
Short term Debt 1.08 2.00 3.00
Total Current Liabilities 5.76 6.68 7.68
Current Assets 7.80 7.80 7.80
Net Working capital
= Current Assets - CurrentLiabilities 7.80 - 5.76 7.80 - 6.68 7.80 - 7.68

= 2.04 = 1.12 = 0.12
(iv) Current ratio

(` in crores)
Financing policy

Conservative Moderate Aggressive
Current Ratio

Current Assets
Current Liabilities

= 5
7.80
5.76

= =1.3 7
7.80
6.68

= =1.1 2
7.80
7.68

= =1.0

Advise: It is advisable to adopt aggressive financial policy, if the company wants high return as the
return on owner’s equity is maximum in this policy i.e. 26.44%.

Q-22 Masco Limited has furnished the following ratios and information relating to the year ended 31st
March 2021:
Sales ` 75,00,000
Return on net worth 25%
Rate of income tax 50%
Share capital to reserves 6:4
Current ratio 2.5
Net profit to sales (After Income Tax) 6.50%
Inventory turnover (based on cost of goods sold) 12
Cost of goods sold ` 22,50,000
Interest on debentures ` 75,000
Receivables (includes debtors ` 1,25,000) ` 2,00,000
Payables ` 2,50,000
Bank Overdraft ` 1,50,000
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You are required to:
(a) Calculate the operating expenses for the year ended 31st March, 2021.
(b) Prepare a balance sheet as on 31st March in the following format:
Liabilities ` Assets `

Share Capital Fixed Assets
Reserves and Surplus Current Assets
15% Debentures Stock
Payables Receivables
Bank Term Loan Cash

Ans.(a) Calculation of Operating Expenses for the year ended 31st March, 2021
Particulars (` )
Net Profit [@ 6.5% of Sales] 4,87,500
Add: Income Tax (@ 50%) 4,87,500
Profit Before Tax (PBT) 9,75,000
Add: Debenture Interest 75,000
Profit before interest and tax (PBIT) 10,50,000
Sales 75,00,000
Less: Cost of goods sold 22,50,000

PBIT 10,50,000 33,00,000
Operating Expenses 42,00,000

(b) Balance Sheet as on 31st March, 2021
Liabilities ` Assets `

Share Capital 11,70,000 Fixed Assets 18,50,000
Reserve and Surplus 7,80,000 Current Assets
15% Debentures 5,00,000 Stock 1,87,500
Payables 2,50,000 Receivables 2,00,000
Bank  Overdraft(or Cash 6,12,500
Bank Term Loan) 1,50,000 _______

28,50,000 28,50,000
Working Notes:
(i) Calculation of Share Capital and Reserves

The return on net worth is 25%. Therefore, the profit after tax of ` 4,87,500 should be equivalent to 25%
of the net worth.

Net worth x 
25

100
= ` 4,87,500

 Net worth 
4,87,500 ×100

= 19,50,000
25

` 
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The ratio of share capital to reserves is 6:4
Share Capital = 19,50,000 x 6/10 = ̀  11,70,000
Reserves = 19,50,000 x 4/10 = ` 7,80,000

(ii) Calculation of Debentures
Interest on Debentures @ 15% (as given in the balance sheet format) = ` 75,000

 Debentures = 
75,000 ×100

15
= ` 5,00,000

(iii) Calculation of Current Assets
Current Ratio = 2.5
Payables = ` 2,50,000
Bank overdraft = ` 1,50,000
Total Current Liabilities = ` 2,50,000 + ` 1,50,000 = ` 4,00,000

 Current Assets = 2.5 x Current Liabilities = 2.5 „e 4,00,000 = ` 10,00,000
(iv) Calculation of Fixed Assets

Particulars `

Share capital 11,70,000
Reserves 7,80,000
Debentures 5,00,000
Payables 2,50,000
Bank Overdraft 1,50,000
Total Liabilities 28,50,000
Less: Current Assets 10,00,000
Fixed Assets 18,50,000

(v) Calculation of Composition of Current Assets
Inventory Turnover = 12

Cost of goods sold = 12
Clo sing stock

Closing stock = 
22,50,000

12
`

Particulars `

Stock 1,87,500
Receivables 2,00,000
Cash (balancing figure) 6,12,500
Total Current Assets 10,00,000
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Q-23 From the following information, complete the Balance Sheet given below:
(i) Equity Share Capital : ` 2,00,000
(ii) Total debt to owner’s equity : 0.75
(iii) Total Assets turnover : 2 times
(iv) Inventory turnover : 8 times
(v) Fixed Assets to owner’s equity : 0.60
(vi) Current debt to total debt : 0.40

Balance Sheet of XYZ Co. as on March 31, 2020
Liabilities Amount Assets Amount

(`) (`)
Equity Shares Capital 2,00,000 Fixed Assets ?
Long term Debt ? Current Assets:
Current Debt ? Inventory ?

Cash ?
Ans. Balance Sheet of XYZ Co. as on March 31, 2020

Liabilities Amount (`) Assets Amount (`)
Equity Share Capital 2,00,000 Fixed Assets 1,20,000
Long-term Debt 90,000 Current Assets:
Current Debt 60,000 Inventory 87,500

_______ Cash (balancing figure) 1,42,500
3,50,000 3,50,000

Working Notes
1. Total Debt = 0.75 x Equity Share Capital = 0.75 x ` 2,00,000 = ` 1,50,000

Further, Current Debt to Total Debt = 0.40.
So, Current Debt = 0.40 x ` 1,50,000 = ̀  60,000
Long term Debt = ` 1,50,000 - ` 60,000 = ̀  90,000

2. Fixed Assets = 0.60 x Equity Share Capital = 0.60 x ` 2,00,000 = ` 1,20,000
3. Total Assets to Turnover = 2 times; Inventory Turnover = 8 times

Hence, Inventory /Total Assets = 2/8 =1/4
Further, Total Assets = ` 2,00,000 + ` 1,50,000 = ` 3,50,000
Therefore, Inventory = ` 3,50,000/4 = ̀  87,500
Cash in Hand = Total Assets – Fixed Assets – Inventory
= ` 3,50,000 - ` 1,20,000 - ` 87,500 = ` 1,42,500

Q-24 Following information relates to RM Co. Ltd.
(`)

Total Assets employed 10,00,000
Direct Cost 5,50,000
Other Operating Cost 90,000
Goods are sold to the customers at 150% of direct costs.
50% of the assets being financed by borrowed capital at an interest cost of 8% per annum.
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Tax rate is 30%.
You are required to calculate :
(i) Net profit margin
(ii) Return on Assets
(iii) Asset turnover
(iv) Return on owners’ equity

Ans. Computation of net profit:
Particulars (`)
Sales (150% of ` 5,50,000) 8,25,000
Direct Costs 5,50,000
Gross profit 2,75,000
Other Operating Costs 90,000
Operating profit (EBIT) 1,85,000
Interest changes (8% of ` 5,00,000) 40,000
Profit before taxes (EBT) 1,45,000
Taxes (@ 30%) 43,500
Net profit after taxes (EAT) 1,01,500

(i) Net profit margin (After tax) = 
1,01,500Profit after taxes =

Sales 8,25,000
`
` = 0.12303 or 12.303%

Net profit margin (Before tax)= 
1,45,500Profit before taxes =

Sales 8,25,000
`
` = 0.17576 or 17.576%

(ii) Return on assets = 
 1,85,000 1- 0.3EBIT (1 - T)

=
Total Assets 10,00,000

`

` = 0.1295 or 12.95%

(iii) Asset turnover =  
8,25,000Sales= =

Assets 10,00,000
`

` = 0.825 time

(iv) Return on owner’s equity = 
1,01,500Profit after taxes =

Owners equity 50%× 10,00,000
`

` 

Q-25 FM Ltd. is in a competitive market where every company offers credit. To maintain the competition, FM
Ltd. sold all its goods on credit and simultaneously received the goods on credit. The company provides
the following information relating to current financial year:
Debtors Velocity 3 months
Creditors Velocity 2 months
Stock Turnover Ratio (on Cost of Goods Sold) 1.5
Fixed Assets turnover Ratio (on Cost of Goods Sold) 4
Gross Profit Ratio 25%
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Bills Receivables ` 75,000
Bills Payables ` 30,000
Gross Profit ` 12,00,000
FM Ltd. has the tendency of maintaining extra stock of `30,000 at the end of the period than that at the
beginning.
DETERMINE:
(i) Sales and cost of goods sold
(ii) Sundry Debtors
(iii) Closing Stock
(iv) Sundry Creditors
(v) Fixed Assets

Ans.(i) Determination of Sales and Cost of goods sold:

Gross Profit Ratio =
Gross Profit

× 100
Sales

Or, 
25

100
=

 12,00,000
Sales

`

Or, Sales =
12, 00, 00,000

25
` 48,00,000

Cost of Goods Sold = Sales – Gross Profit
= ` 48,00,000 - ` 12,00,000 = ̀  36,00,000

(ii) Determination of Sundry Debtors:
Debtors’ velocity is 3 months or Debtors’ collection period is 3 months,

So, Debtors’ turnover ratio  =
12Months
3Months = 4

Debtors’ turnover ratio =
Credit Sales

Average Accounts Receivable

= 
 48, 00,000

Bills Receivable + Sundry Debtors
`

= 4 ]

Or, Sundry Debtors + Bills receivable = ` 12,00,000
Sundry Debtors = ` 12,00,000 – ` 75,000 = `11,25,000

(iii) Determination of Closing Stock

Stock Turnover Ratio =  
Cost of Goods Sold  36, 00,000

=
Average Stock Average Stock

`
= 1.5

So, Average Stock = ` 24,00,000
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Now Average Stock = 
Opening Stock + Closing Stock

2

Or 
Opening Stock + (Opening Stock +  30,000)

2
`

=  ̀  24,00,000

Or 2 Opening Stock + ` 30,000= ` 48,00,000
Or 2 Opening Stock = ` 47,70,000
Or, Opening Stock = ` 23,85,000
So, Closing Stock = ` 23,85,000 + ` 30,000 = ` 24,15,000

(iv) Determination of Sundry Creditors:
Creditors’ velocity of 2 months or credit payment period is 2 months.

So, Creditors’ turnover ratio = 
12 months
2 months

= 6

Creditors turnover ratio = 
Credit Purchases *

Average Accounts Payables

 36,30, 000
Sundry Creditors + Bills Payables

`
= 6

So, Sundry Creditors + Bills Payable = `  6,05,000
Or, Sundry Creditors + ` 30,000 = `  6,05,000
Or, Sundry Creditors           = ` 5,75,000

(v) Determination of Fixed Assets

Fixed Assets Turnover Ratio = 
Cost of Goods Sold

Fixed  Assets
= 4

Or, 
 36, 00, 000

Fixed Assets
`

= 4

Or, Fixed Asset = ` 9,00,000
Workings:
*Calculation of Credit purchases:
Cost of goods sold = Opening stock + Purchases – Closing stock
` 36,00,000 = ` 23,85,000 + Purchases – ` 24,15,000
Purchases (credit) = ` 36,30,000
Calculation of credit purchase also can be done as below:
Or Credit Purchases =Cost of goods sold +Difference in Opening Stock
Or Credit Purchases = 36,00,000 +30,000= ` 36,30,000
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Q-26 Following are the data in respect of ABC Industries for the year ended 31st March, 2021:
Debt to Total assets ratio : 0.40
Long-term debts to equity ratio : 30%
Gross profit margin on sales : 20%
Accounts receivables period : 36 days
Quick ratio : 0.9
Inventory holding period : 55 days
Cost of goods sold : ` 64,00,000
Liabilities ` Assets `
Equity Share Capital 20,00,000 Fixed assets
Reserves & surplus Inventories
Long-term debts Accounts receivable
Accounts payable ________ Cash _________
Total 50,00,000 Total _______-__
Required:
Complete the Balance Sheet of ABC Industries as on 31st March, 2021. All calculations should be in
nearest Rupee. Assume 360 days in a year.

Ans. Working Notes:
(1) Total liability = Total Assets = ` 50,00,000

Debt to Total Asset Ratio = 0.40

Debt
Total Assets

 = 0.40

 Or,
Debt

50, 00,000
 =0.40

So, Debt = 20,00,000
(2) Total Liabilities = ̀  50,00,000

Equity share Capital + Reserves + Debt = ` 50,00,000
So, Reserves =` 50,00,000 - ` 20,00,000 - ` 20,00,000
So, Reserves & Surplus = ` 10,00,000

(3)
Long term Debt

Equity Shareholders' Fund  = 30%*

)
Long term Debt

20, 00,000 + 10, 00,000( = 30%*

 Long Term Debt = ̀  9,00,000
(4) So, Accounts Payable = ̀  20,00,000 – ̀  9,00,000

Accounts Payable = ̀  11,00,000
(5) Gross Profit to sales = 20%

Cost of Goods Sold = 80% of Sales = ` 64,00,000
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 Sales = 
100
80

 × 64,00,000  = 80,00,000

 (6) Inventory Turnover = 
360
55

COGS
Closing inventory = 

360
55

64,00, 000
Closing inventory = 

360
55

 Closing inventory = 9,77,778
(7) Accounts Receivable period = 36 days

0
AccountsReceivable

Credit sa es
× 36

l
 = 36

 Accounts Receivable = credit sales
36

×
360

=  80,00, 000 assumed all sales are on credit
36

×
360

`Accounts Receivable = ‘ 8,00,000
(8) Quick Ratio = 0.9

Quick Assets
Current liabilities

 = 0.9

Cash + Debtors
11, 00, 000

 = 0.9

Cash + 8,00,000 =  ` 9,90,000
Cash =  ̀  1,90,000

(9) Fixed Assets = Total Assets- Current Assets = 50,00,000 – (9,77,778+8,00,000+1,90,000)
= 30,32,222

 Balance Sheet of ABC Industries as on 31st March 2021
Liabilities (`) Assets  (`)
Share Capital 20,00,000 Fixed Assets 30,32,222
Reserved surplus 10,00,000 Current Assets:
Long Term Debt 9,00,000 Inventory 9,77,778
Accounts Payable 11,00,000 Accounts Receivables 8,00,000

Cash 1,90,000
Total 50,00,000 Total 50,00,000
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(*Note: Equity shareholders’ fund represent equity in ‘Long term debts to equity ratio’. The question
can be solved assuming only share capital as ‘equity’)

Q-27 From the following information, you are required to PREPARE a summarised Balance Sheet for Rudra
Ltd. for the year ended 31st March, 2022
Debt Equity Ratio 1:1
Current Ratio 3:1
Acid Test Ratio  8:3
Fixed Asset Turnover (on the basis of sales) 4
Stock Turnover (on the basis of sales)  6
Cash in hand 5,00,000
Stock to Debtor 1:1
Sales to Net Worth 4
Capital to Reserve 1:2
Gross Profit 20% of Cost
COGS to Creditor 10:1
Interest for entire year is yet to be paid on Long Term loan @ 10%

Ans.  Balance Sheet of Rudra Ltd.
Liabilities Amount (`) Assets Amount (`)
Capital 10,00,000 Fixed Assets 30,00,000
Reserves 20,00,000 Current Assets:
Long Term Loan @ 10% 30,00,000 Stock in Trade 20,00,000
Current Liabilities: Debtors 20,00,000
Creditors 10,00,000 Cash 5,00,000
Other Short-term Current 2,00,000
Liability (Other STCL)
Outstanding Interest 3,00,000 _______

75,00,000 75,00,000
Working Notes:
Let sales be ‘ x

 Balance Sheet of Rudra Ltd.
Liabilities Amount (`) Assets Amount (`)
Capital Fixed Assets x/4
Reserves Current Assets:

Net Worth x/4 Stock in Trade x/6
Long Term Loan @ 10% x/4 Debtors x/6

Cash 5,00,000
Current liabilities:
Creditors x/12
Other Short-term Current Liability
Outstanding Interest

Total Current Liabilities  x/9+5,00,000/3
Total Total
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1. Fixed Asset Turnover = 4 =  
X

Fixed  Assets

 Fixed Assets =
X
4

2. Stock Turnover = 6 =
X

stock

 Stock =
X
6

 3. Sales to net worth = 4 =
X

net worth

 Net worth =
X
4

 4. Debt: Equity = 1 : 1

Long Term Loan
Net worth

=
1
1

 Long term loan = Net worth =
X
4

5. Gross Profit to Cost = 20

GP
Sales - GP = 20%

GP = 0.2 x – 0.2 GP
1.2 GP = 0.2 x

 G P =
0.2x
1.2

G P = x/6
Cost of Goods Sold = x – x/6 = 5/6 x

6. COGS to creditors = 10:1

COGS
Creditors

=
10
1

5
x

6
Creditors

=
10
1
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 Creditors =
5x x

=
60 12

7.
Stock
Debor

= 1

 Debtor = Stock =
x
6

 8. Current Ratio = 3 : 1

Stock + Debtors + Cash
Current Liabilities

=
3
1

Current Liabilities

x x
+ + 5, 00,000

6 6 = 3

3
3

x
+ 5, 00,000

= CL

 CL = 
x 5,00,000

+
9 3

=
 
 
 

x 5, 00,000
3 +

9 3

CA = 
x

+ 5,0
3 

0, 000

 10. Net worth + Long Term Loan + Current Liability = Fixed Asset + Current Assets

x x x 5, 00, 000
+ + +

4 4 9 3
 

=

x x
+ + 5, 00, 000

4 3
 

x x x
+ -

4 9 3
=  5,00,000-

5, 00,000
3

 

9x + 4x - 12x
36

 
=

3
15, 00,000 - 5, 00,000

 x = 1,20,00,000
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 11. Now, from above calculations, we get,

 Fixed Asset =
x 1,20, 000

=
4 4

 = 30,00,000

 StocK =
x 1,20, 000

=
6 6

 = 20,00,000

 Debtor = 
x 1,20, 000

=
6 6

 = 20,00,000

Net Worth = x / 4 = 30,00,000
Now, Capital to Reserve is 1 : 2
Capital = ̀  10,00,000
and, Reserve = ̀  20,00,000

 Long Term Loan = 
x
4

=  = 30,00,000

Outstanding Interest = 30,00,000×10% = 3,00,000

Creditors = 
x 1,20,000

=
12 12

 = 10,00,000

Current Liabilities = Creditors + Other STCL + Outstanding
intrest

x 5, 00,000
=

9 3
= 10,00,000+ Other STCL + 3,00,000

1,20,000 5, 00,000
+

9 3
 = 13,00,000+ Other STCL

15,00,000 = Other STCL + 13,00,000
Other STCL = 2,00,000

Q-28 Owner’s equity of Yay Ltd. is ` 6,00,000. The financial ratios of the company are given below:
Current debt to total debt 0.4
Total debt to Owner's equity 0.6
Fixed assets to Owner's equity 0.6
Total assets turnover 2 times
Inventory turnover 8 times
COMPLETE the following Balance Sheet from the information given above:
Liabilities (`)  Assets (`)
Current Debt - Cash  -
Long-term Debt - Inventory -
Total Debt - Total Current Assets -
Owner's Equity - Fixed Assets -

9,60,000 -
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Ans.  Balance Sheet
Liabilities (`) Assets (`)
Current debt 1,44,000 Cash (balancing figure) 3,60,000
Long term debt 2,16,000 Inventory 2,40,000
Total Debt 3,60,000 Total Current Assets 6,00,000
Owner's Equity 6,00,000 Fixed Assets 3,60,000
Total liabilities 9,60,000 Total Assets 9,60,000
 Working Notes:
1. Total debt = 0.60 x Owner’s Equity = 0.60 x  ` 6,00,000 = ` 3,60,000

 Further, Current debt to Total debt = 0.40.
So, Current debt = 0.40 ×  ` 3,60,000 = ` 1,44,000
Long term debt = ` 3,60,000 -  ` 1,44,000 =  ` 2,16,000

2. Fixed assets = 0.60 × Owner’s Equity = 0.60 ×  ` 6,00,000 = ` 3,60,000
3. Total Assets = Total Liabilities = ` 9,60,000

Total assets to turnover = 2 Times; Inventory turnover = 8 Times
Hence, Inventory /Total assets = 2/8=1/4,
Therefore, Inventory =  ` 9,60,000/4 = ` 2,40,000
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CHAPTER-4
COST OF CAPITAL

Q-1 PK Ltd. has the following book-value capital structure as on March 31, 2020.
(` )

Equity share capital (10,00,000 shares) 2,00,00,000
11.5% Preference shares 60,00,000
10% Debentures 1,00,00,000

3,60,00,000
The equity shares of the company are sold for  ` 200. It is expected that the company will pay next year
a dividend of ` 10 per equity share, which is expected to grow by 5% p.a. forever. Assume a 35%
corporate tax rate.

Required:
(i) COMPUTE weighted average cost of capital (WACC) of the company based on the existing capital

structure.
(ii) COMPUTE the new WACC, if the company raises an additional ̀  50 lakhs debt by issuing 12% debentures.

This would result in increasing the expected equity dividend to `12.40 and leave the growth rate
unchanged, but the price of equity share will fall to ` 160 per share.

Ans.(i) Computation of Weighted Average Cost of Capital based on existing capital structure
Source of Capital Existing Capital Weights After tax cost of WACC (%)

structure (`) (a)  capital (%)  (b) (a)x (b)
Equity share capital (W.N.1) 2,00,00,000 0.555 10.00 5.55
11.5% Preference share capital 60,00,000 0.167 11.50 1.92
10% Debentures (W.N.2) 1,00,00,000 0.278 6.50 1.81

3,60,00,000 1.000 9.28
Working Notes (W.N.):
1. Cost of equity capital:

 1
e

0

Expected Dividend D
K = + Growth (g)

Current Market Price per share (P )

 10
+ 0.05

200
`
` 

 = 10 %

2. Cost of 10% Debentures:

   l 1- t 10,00,000 1- 035
= = = 0.065 or 6.5%

NP 1,00,00,000
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(ii) Computation of Weighted Average Cost of Capital based on new capital structure
Source of Capital New Capital Weights After tax cost of WACC (%)

structure (`) (b) capital (%)  (a) (a) x  (b)
Equity share capital (W.N. 3) 2,00,00,000 0.488 12.75 6.10
Preference share 60,00,000 0.146 11.50 1.68
10% Debentures (W.N. 2) 1,00,00,000 0.244 6.50 1.59
12% Debentures (W.N.4) 50,00,000 0.122 7.80 0.95

4,10,00,000 1.00 10.32
Working Notes (W.N.):
3. Cost of equity capital:

 1
e

0

Expected  Dividend(D  )K  = + Growth g
Current  Market  Pr ice per share(P  )

= 
12.4

+ 0.05 = 0.1275 or 12.75%
160

` 
` 

4. Cost of 12% Debentures

=
 6,00,000 1- 0.35

= 0.078 or 7.8 %
50,00,000

` 

` 

=
 

d

2,40,000 1- 0.35
K = = 0.078 or 7.8%

20,00,000
` 

` 

Q-2 ABC Ltd. has the following capital structure which is considered to be optimum as on 31st March, 2019
(Rs.)

14% Debentures 30,00,000
11% Preference shares 10,00,000
Equity Shares (10,000 shares) 1,60,00,000

2,00,00,000
The company share has a market price of Rs. 236. Next year dividend per share is 50% of year 2019 EPS.
The following is the trend of EPS for the preceding 10 years which is expected to continue in future.
Year EPS (Rs.) Year EPS (Rs.)
2010 10.00 2015 16.10
2011 11.00 2016 17.70
2012 12.10 2017 19.50
2013 13.30 2018 21.50
2014 14.60 2019 23.60
The company issued new debentures carrying 16% rate of interest and the current market price of
debenture is Rs. 96.
Preference share Rs. 9.20 (with annual dividend of Rs. 1.1 per share) were also issued. The company is
in 50% tax bracket.
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 (a) CALCULATE after tax:
(i) Cost of new debt
(ii) Cost of new preference shares
(iii) New equity share (consuming new equity from retained earnings)

(b) CALCULATE marginal cost of capital when no new shares are issued.
(c) COMPUTE the amount that can be spent for capital investment before new ordinary shares must be

sold. Assuming that retained earnings for next year’s investment are 50 percent of 2019.
(d) COMPUTE marginal cost of capital when the funds exceeds the amount calculated in (C), assuming new

equity is issued at Rs. 200 per share?

Ans. (i) Cost of new debt

 
d

0

l 1 - t
K  = 

P

 16 1- 0.5
= = 0.0833

96

(ii) Cost of new preference shares

p
PD 1.1

K = = = 0.12
P 9.20

(iii) Cost of new equity shares

D1K = + ge P0

11.80
= + 0.10 = 0.05+ 0.10 = 0.15

236
 Calculation of D1
D1 = 50% of 2019 EPS = 50% of 23.60 = Rs. 11.80

 (B) Calculation of marginal cost of capital
Type of Capital Proportion Specific Cost Product
(1) (2) (3) (2) × (3) = (4)
Debenture 0.15 0.0833 0.0125
Preference Share 0.05 0.12 0.0060
Equity Share 0.80 0.15 0.1200

Marginal cost of capital 0.1385
 (C) The company can spend the following amount without increasing marginal cost of capital and without

selling the new shares:
Retained earnings = (0.50) (236 × 10,000) = Rs. 11,80,000
The ordinary equity (Retained earnings in this case) is 80% of total capital
11,80,000 = 80% of Total Capital
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Rs.11,80,000
Capital  investment before issuing equity = = Rs.14,75,000

0.80
 (D) If the company spends in excess of Rs.14,75,000 it will have to issue new shares.

Rs.11.80
The cost of new issue will be = + 0.159

200
 The marginal cost of capital will be:
Type of Capital Proportion Specific Cost Product
(1) (2) (3) (2) × (3) = (4)
Debentures 0.15 0.0833 0.0125
Preference Shares 0.05 0.1200 0.0060
Equity Shares (New) 0.80 0.1590 0.1272

0.1457
Q-3 DISCUSS the dividend-price approach to estimate cost of equity capital.

Ans. In dividend price approach, cost of equity capital is computed by dividing the expected dividend by
market price per share. This ratio expresses the cost of equity capital in relation to what yield the
company should pay to attract investors. It is computed as:

D1K =e P0
Where, D1 = Dividend per share in period 1

P0 = Market price per share today.
Q-4 G Limited has the following capital structure, which it considers to be optimal:

Capital Structure Weightage (in %)
Debt 25
Preference Shares 15
Equity Shares 60

100
G Limited’s expected net income this year is ` 34,285.72, its established dividend payout ratio is 30 per
cent, its tax rate is 40 per cent, and investors expect earnings and dividends to grow at a constant rate
of 9 per cent in the future. It paid a dividend of ` 3.60 per share last year, and its shares currently sells
at a price of ` 54 per share.
G Limited requires additional funds which it can obtain in the following ways:
• Preference Shares: New preference shares with a dividend of ` 11 can be sold to the public at a

price of `95 per share.
• Debt: Debt can be sold at an interest rate of 12 per cent.
You are required to:
(i) Determine the cost of each capital structure component; and
(ii) Compute the weighted average cost of capital (WACC) of G Limited.
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Ans. (i) Computation of Costs of Different Components of Capital:
(a) Equity Shares:

 D 1 + gD 01K + g = + ge P P0 0

 3.60 1.09
= + 0.09      = 0.0727 + 0.09 = 16.27%

54

`

`

(b) Preference Shares:


Preference Share Dividend  11

= 11.58%
P  9p 50

K =
`

`

(c) Debt at 12%
Kd (1 – t) = 12% (1 – 0.4) = 12% × 0.6     = 7.20%

 (ii) Weighted Average Cost of Capital (WACC)
WACC = WdKd + WpKp + WeKe

WACC = 0.25 (7.2%) + 0.15 (11.58%) + 0.60 (16.27%)
= 1.8 + 1.737 + 9.762 = 13.30%.

Q-5 The capital structure of RV Limited as on 31st March, 20X8 as per its balance sheet is as follows:
Particulars Rs.
Equity shares of Rs. 10 each 25,00,000
10% Preference shares of Rs. 100 each 5,00,000
Retained earnings 5,00,000
13% debentures of Rs. 100 each 20,00,000
The market price of equity shares is Rs. 50 per share. Expected dividend on equity shares is Rs. 3 per
share. The dividend per share is expected to grow at the rate of 8%.
Preference shares are redeemable after eight years and the current market price is Rs. 80 per share.
Debenture are redeemable after five years and are currently selling at Rs. 90 per debenture.
The tax rate applicable to the company is 35%.
CALCULATE weighted average cost of capital using:
(i) Book value proportions
(ii) Market value proportions

Ans. Working Notes
(i) Cost of Equity (Ke)

D Rs.31 + g = + 0.08 = 0.14   i.e.  14%
P Rs.50

(ii) Cost of preference shares (Kp)

 10 + 100 - 80RV -NP
D + 12.58n = = = 0.1389 = 13.89%

RV + NP 100 + 80 90
2 2
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     100 - 90RV - NP
13 1 - 0.35 +I 1 - t + 8.45 + 25n = =    =  0.11 i.e.     11%

RV + NP 100 + 90 95
2 2

 Or,

   
  
  
  
  

   

13 + 100 - 90I +RV - NP
5n 1 - t = 1 - 0.35  = 0.1026  i.e.   10.26%

RV + NP 100 + 90
2 2

(iii) Cost of debenture (Kd)
Weighted Average cost of capital (Book Value)

Amount Rs. Weight (W) Cost (K) W x K
Equity shares 25,00,000 0.4546 0.14 0.0636
Preference shares 5,00,000 0.0909 0.1389 0.0126
Retained Earnings 5,00,000 0.0909 0.14 0.0127
Debentures 20,00,000 0.3636 0.1026 0.0373

55,00,000 0.1262
OR (if Kd is 11%) the WACC = 0.1289
Thus WACC (Book value based) = 12.62% or 12.89%
Weighted Average cost of capital market valued

Amount Rs. Weight (W) Cost (K) W x K
Equity shares 1,25,00,000 0.85 0.14 0.119
Preference shares 4,00,000 0.028 0.1389 0.0039
Debentures 18,00,000 0.122 0.1026 0.0125

1,47,00,000 0.1354
OR (if Kd is 11%) the WACC = 0.1363
Thus WACC (Market value based) = 13.54% or 13.63%

Q-6 PQR Ltd. has the following capital structure on October 31, 20X8:
Sources of capital (Rs.)
Equity share capital (2,00,000 shares of Rs.10 each) 20,00,000
Reserves & surplus 20,00,000
12% Preference share capital 10,00,000
9% Debentures 30,00,000

80,00,000
The market price of equity share is Rs. 30. It is expected that the company will pay next year a dividend
of Rs. 3 per share, which will grow at 7% forever. Assume 40% income tax rate.
You are required to COMPUTE weighted average cost of capital using market value weights.
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Ans. Workings:

(i) Cost of Equity (Ke)=
D  31 + g = + 0.07 = 0.1 + 0.07 = 0.17 = 17%
P 300

`

`

(ii) Cost of Debentures (Kd) = I (1 - t) = 0.09 (1 - 0.4) = 0.054 or 5.4%
Computation of Weighted Average Cost of Capital (WACC using market value weights)
Source of capital Market Value Weight Cost of capital (%) WACC (%)

of capital (Rs.)
9% Debentures 30,00,000 0.30 5.40 1.62
12% Preference Shares 10,00,000 0.10 12.00 1.20
Equity Share Capital
(Rs. 30 × 2,00,000 shares) 60,00,000 0.60 17.00 10.20
Total 1,00,00,000 1.00 13.02

Q-7   JKL Ltd. has the following book-value capital structure as on March 31, 20X8.
(Rs.)

Equity share capital (2,00,000 shares) 40,00,000
11.5% Preference shares 10,00,000
10% Debentures 30,00,000

80,00,000
The equity shares of the company are sold at Rs. 20. It is expected that the company will pay next year
a dividend of Rs.2 per equity share, which is expected to grow by 5% p.a. forever. Assume a 35%
corporate tax rate.
Required:
(i) COMPUTE weighted average cost of capital (WACC) of the company based on the existing capital

structure.
(ii) COMPUTE the new WACC, if the company raises an additional Rs.20 lakhs debt by issuing

12%debentures. This would result in increasing the expected equity dividend to Rs.2.40 and
leave the  growth rate unchanged, but the price of equity share will fall to Rs.16 per share.

Ans.(i) Computation of Weighted Average Cost of Capital based on existing capital structure
Source of Capital Existing Capital Weights After tax costof WACC (%)

structure (Rs.)  capital (%)
(a) (b) (a) x (b)

Equity share capital (W.N.1) 40,00,000 0.500 15.00 7.500
11.5% Preference share capital(W.N.2) 10,00,000 0.125 11.50 1.437
10% Debentures (W.N.3) 30,00,000 0.375 6.50 2.438

80,00,000 1.000 11.375
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Working Notes (W.N.)
1. Cost of equity capital:

 
 

Expected Dividend D1
Current Market P

+
r

 
ic

Gr
e pe

owth
r Share 

(g) 
P0

     

Rs.2
= + 0.05 = 0.15 or 15%

Rs.20

2. Cost of preference share capital:

 
 


Annual preference share PD

Net in issue the of NP

Rs.1,15, 000
= = 0.115 or 11.5%

Rs.10, 00,000

3. Cost of 10% Debentures:

   I 1 - t Rs.3, 00, 000 1 - 0.35
= = = 0.065  or  6.5%

NP Rs.30,00, 000

(ii) Computation of Weighted Average Cost of Capital based on new capital structure
Source of Capital New Capital Weights After tax cost WACC (%)

structure (Rs.) of capital (%)
(b) (a) (a) x (b)

Equity share capital (W.N. 4) 40,00,000 0.40 20.00 8.00
Preference share (W.N. 2) 10,00,000 0.10 11.50 1.15
10% Debentures (W.N. 3) 30,00,000 0.30 6.50 1.95
12% Debentures (W.N.5) 20,00,000 0.20 7.80 1.56

1,00,00,000 1.00 12.66
Working Notes (W.N.):
4. Cost of equity capital:

 
 

Expected Dividend D1
Current Market Pr ice

2.40
K = + Growth(g) =

 per share P
+ 5% = 20%e 16 0

` 

` 

5. Cost of 12% Debentures

 2, 40, 000 1 - 0.35
K = = 0.078 or 7.8%d 20,00, 000

` 

` 
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Q-8 The following summarises the percentage changes in operating income, percentage changes in revenues,
and betas for four listed firms.
Firm Change inrevenue Change in operating income Beta
A Ltd. 35% 22% 1.00
B Ltd. 24% 35% 1.65
C Ltd. 29% 26% 1.15
D Ltd. 32% 30% 1.20
Required:
(i) CALCULATE the degree of operating leverage for each of these firms. Commentalso.
(ii) Use the operating leverage to EXPLAIN why these firms have different beta.

Ans.  (i)
% Change in Operating income 

Degree of operating leverage = 
% Change in Revenues

A Ltd. = 0.22/0.35 = 0.63
B Ltd. = 0.35/0.24 = 1.46
C Ltd. = 0.26/0.29 = 0.90
D Ltd. = 0.30/0.32 = 0.94
 It is level specific.

(ii) High operating leverage leads to high beta. So when operating leverage is lowest i.e. 0.63, Beta is
minimum (1) and when operating leverage is maximum i.e. 1.46, beta is highest i.e. 1.65.

Q-9 Alpha Ltd. has furnished the following information :
- Earning Per Share (EPS) ` 4
- Dividend payout ratio 25%
- Market price per share ` 50
- Rate of tax 30%
- Growth rate of dividend 10%
The company wants to raise additional capital of ` 10 lakhs including debt of ` 4 lakhs. The cost of debt
(before tax) is 10% up to ` 2 lakhs and 15% beyond that. Compute the after tax cost of equity and debt
and also weighted average cost of capital.

Ans. (i) Cost of Equity Share Capital (Ke)

   0

0

D 1+ g 25% of 4 1+ 0.10 1.10K = + g = + 0.10 = + 0.10 = 0.122 or  12.2%e P 50 50
` ` 
` ` 

(ii) Cost of Debt (Kd)

 d
Interest

K = ×100 × 1- t
Net Proceeds

Interest on first `2,00,000 @ 10% = ` 20,000
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Interest on next ` 2,00,000 @ 15% = ` 30,000

 50,000K = × 1- 0.3 =d 4,00,000
0.0875 or 8.75%

(iii) Weighted Average Cost of Capital (WACC)
Source of capital Amount (`) Weights Cost of Capital (%) WACC (%)
Equity shares 6,00,000 0.60 12.20 7.32
Debt 4,00,000 0.40 8.75 3.50
Total 10,00,000 1.00 10.82

Alternatively Cost of Equity Share Capital (Ke) can be calculated as

0

D 25% of  4 1.00K = + g = + 0.10 = + 0.10 = 0.120 or 12.00%e P 50 50
` ` 

` ` 

Accordingly
Weighted Average Cost of Capital (WACC)

Source of capital Amount (`) Weights Cost of Capital (%) WACC (%)
Equity shares 6,00,000 0.60 12.00 7.20
Debt 4,00,000 0.40 8.75 3.50
Total 10,00,000 1.00 10.70

Q-10 Stopgo Ltd, an all equity financed company, is considering the repurchase of ` 200 lakhs equity and to
replace it with 15% debentures of the same amount. Current market Value of the company is ` 1140
lakhs and it’s cost of capital is 20%. It’s Earnings before Interest and Taxes (EBIT) are expected to remain
constant in future. It’s entire earnings are distributed as dividend. Applicable tax rate is 30 per cent.
You are required to calculate the impact on the following on account of the change in the capital
structure as per Modigliani and Miller (MM) Hypothesis:
(i) The market value of the company
(ii) It’s cost of capital, and
(iii) It’s cost of equity

Ans.  Working Note

Net income (NI) for equity - holders
= Market Value of Equity

Ke

Net income (NI) for equity holders
= 1,140 lakhs

0.20
`

Therefore, Net Income to equity–holders = ` 228 lakhs
EBIT = ` 228 lakhs / 0.7 = ` 325.70 lakhs

All Equity Debt of Equity
(` In lakhs) (` In lakhs)

EBIT 325.70 325.70
Interest on ` 200 lakhs @ 15% — 30.00
EBT 325.70 295.70
Tax @ 30 % 97.70 88.70
Income available to equity holders 228 207
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(i) Market value of levered firm = Value of unlevered firm + Tax Advantage
= ` 1,140 lakhs + (`200 lakhs x 0.3)
= ` 1,200 lakhs

The impact is that the market value of the company has increased by ` 60 lakhs
(`1,200 lakhs – ` 1,140 lakhs)
Calculation of Cost of Equity
Ke = (Net Income to equity holders / Equity Value ) x 100
= (207 lakhs / 1200 lakhs – 200 lakhs ) x 100
= (207/ 1000) x 100
= 20.7 %

(ii) Cost of Capital
Components Amount(` In lakhs) Cost of Capital% Weight WACC %
Equity 1000 20.7 83.33 17.25
Debt 200 (15% X 0.7) =10.5 16.67 1.75

1200 19.00
The impact is that the WACC has fallen by 1% (20% - 19%) due to the benefit of tax relief on debt
interest payment.

(iii) Cost of Equity is 20.7% [As calculated in point (i)]
The impact is that cost of equity has risen by 0.7% i.e. 20.7% - 20% due to the presence of financial risk.
Further, Cost of Capital and Cost of equity can also be calculated with the help of formulas as below,
though there will be no change in final answers.
Cost of Capital (Ko) = Keu(1-tL)
Where,
Keu = Cost of equity in an unlevered company
t = Tax rate

L =
Debt

Debt Equity

K0 =
 200 lakh

0.2 × 1 - × 0.3
 1,200 lakh

 
 
 

`

`

So, Cost of capital = 0.19 or 19%

   Debt 1 - t
Cost of Equity (K ) = K + K  -Ke eueu d Equity

Where,

Keu = Cost of equity in an unlevered company

Kd = Cost of debt

t = Tax rate

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -73-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


  
 
 

200 lakh× 0.7
K = 0.20 + 0.20 - 0.15 ×e 1,000 lakh

` 

` 

Ke = 0.20 + 0.007 = 0.207 or 20.7%

So, Cost of Equity = 20.70%
Q-11 KM Ltd. has the following capital structure on September 30, 2019:

Sources of capital (` )
Equity Share Capital (40,00,000 Shares of ` 10 each) 4,00,00,000
Reserves & Surplus 4,00,00,000
12% Preference Shares 2,00,00,000
9% Debentures 6,00,00,000

16,00,00,000
The market price of equity share is ` 60. It is expected that the company will pay next year a dividend
of ` 6 per share, which will grow at 10% forever. Assume 40% income tax rate.
You are required to COMPUTE weighted average cost of capital using market value weights.

Ans. Workings :

 (i)
1

0

D 6Cost of Equity (K ) = + g = + 0.10 = 0.20 = 20%e P 60
` 
` 

 (ii) Cost of Debentures (Kd) = I (1 - t) = 0.09 (1 - 0.4) = 0.054 or 5.4%
Computation of Weighted Average Cost of Capital (WACC using market value weights)

Source of capital Market Value of Weight Cost ofcapital WACC(%)
capital (`) (%)

9% Debentures 6,00,00,000 0.1875 5.40 1.01
12% Preference Shares 2,00,00,000 0.0625 12.00 0.75
Equity Share Capital
(`60 × 40,00,000 shares) 24,00,00,000 0.7500 20.00 15.00
Total 32,00,00,000 1.00 16.76

Q-12 As a financial analyst of a large electronics company, you are required to DETERMINE the weighted
average cost of capital of the company using (a) book value weights and (b) market value weights. The
following information is available for your perusal.
The Company’s present book value capital structure is:

(` )
Debentures (`100 per debenture) 8,00,000
Preference shares (`100 per share) 2,00,000
Equity shares (`10 per share) 10,00,000

20,00,000
All these securities are traded in the capital markets. Recent prices are:
Debentures, `110 per debenture, Preference shares, ` 120 per share, and Equity shares, ` 22 per share
Anticipated external financing opportunities are:
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(i) ` 100 per debenture redeemable at par; 10 year maturity, 11 per cent coupon rate, 4 per cent
flotation costs, sale price, ` 100

(ii) ` 100 preference share redeemable at par; 10 year maturity, 12 per cent dividendrate, 5 per cent
flotation costs, sale price, ` 100.

(iii) Equity shares: ` 2 per share flotation costs, sale price = ` 22.
In addition, the dividend expected on the equity share at the end of the year is ` 2 per share, the
anticipated growth rate in dividends is 7 per cent and the firm has the practice of paying all its earnings
in the form of dividends. The corporate tax rate is 35 per cent.

Ans. Determination of specific costs:

(i)

 
 

   

 

100 - 96RV - NP 11 1 - 0.35 +Interest 1 - t +
10yearsNCost Debt (K ) = =d RV + NP 100 + 96

2 2

` `
`

` `

7.15 + 0.4
= = 0.077 or 7.70%

98
` ` 

` 

(ii)    

 

 

100 - 95RV - NP 12 +PD +
10 yearsNCost of Preference Shares K = =p RV + NP 100 + 95

2 2

` ` 
` 

` ` 

12 + 0.5
= = 0.1282 or 12.82%

97.5
` `

` 

(iii)  
D 21Cost of Equity shares K = + G = + 0.07 = 0.17 or 17%e P 22 - 20

` 

` ` 

I – Interest, t – Tax, RV- Redeemable value, NP- Net proceeds, N- No. of years, PD-Preference dividend,
D1- Expected Dividend, P0- Price of share (net)
Using these specific costs we can calculate WACC on the basis of book value and market value weights
as follows:

(a) Weighted Average Cost of Capital (K0) based on Book value weights
Source of capital Book value(`) Weights Specificcost (%) WACC (%)
Debentures 8,00,000 0.40 7.70 3.08
Preferences shares 2,00,000 0.10 12.82 1.28
Equity shares 10,00,000 0.50 17.00 8.50

20,00,000 1.00 12.86

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -75-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


(b) Weighted Average Cost of Capital (K0) based on market value weights:
Source of capital Market value (`) Weights Specificcost (%) WACC(%)
Debentures

 
 
 

8, 00,000
× 110

100
` 

` 
` 

8,80,000 0.265 7.70 2.04

Preferences shares

 
 
 

, 00, 000
× 120

100
` 2

` 
` 

2,40,000 0.072 12.82 0.92

Equity shares

 
 
 

, 00,000
× 

10
` 10

` 22
` 

22,00,000 0.663 17.00 11.27

33,20,000 1.000 14.23
Q-13 M/s. Navya Corporation has a capital structure of 40% debt and 60% equity. The companyis presently

considering several alternative investment proposals costing less than ` 20 lakhs. The corporation
always raises the required funds without disturbing its present debt equity ratio.
The cost of raising the debt and equity are as under:
Project cost Cost of debt Cost of equity
Upto ` 2 lakhs 10% 12%
Above ` 2 lakhs & upto to ` 5 lakhs 11% 13%
Above ` 5 lakhs & upto ` 10 lakhs 12% 14%
Above ` 10 lakhs & upto ` 20 lakhs 13% 14.5%
Assuming the tax rate at 50%, CALCULATE:
(i) Cost of capital of two projects X and Y whose fund requirements are ` 6.5 lakhs and ` 14 lakhs

respectively.
(ii) If a project is expected to give after tax return of 10%, DETERMINE under whatconditions it would

be acceptable?
Ans. (i)  Statement of Weighted Average Cost of Capital

Project cost Financing Proportion of After tax cost Weighted
capital Structure (1–Tax 50%) average cost (%)

Upto ` 2 Lakhs Debt 0.4 10% (1 – 0.5) 0.4x5=2.0
= 5%

Equity 0.6 12% 0.45 = 2.00.6 12 = 7.2
9.2%
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Above ` 2 lakhs Debt 0.4 11% (1 – 0.5) 0.4 5.5 = 2.2
& upto to ` 5 Lakhs = 5.5%

Equity 0.6 13% 0.6 13 = 7.8

10.0%

Above ` 5 lakhs Debt 0.4 12%1 (1-0.5) 0.4x6=2.4

& up to ` 10 Lakhs =6%

Equity 0.6 14% 0.6 x 14=8.4

10.8%

Above ` 10 lakhs Debt 0.4 13% (1 – 0.5) 0.4 6.5 = 2.6

& upto ` 20 lakhs 0.6 = 6.5%

Equity 14.5% 0.6 14.5 = 8.7

11.3%

Project Fund requirement Cost of capital

X ` 6.5 lakhs 10.8% (from the above table)

Y ` 14 lakhs 11.3% (from the above table)

(ii) If a Project is expected to give after tax return of 10%, it would be acceptable provided its project cost
does not exceed ` 5 lakhs or, after tax return should be more than or at least equal to the weighted
average cost of capital.

Q-14 Navya Limited wishes to raise additional capital of `10 lakhs for meeting its modernisation plan. It has
` 3,00,000 in the form of retained earnings available for investments purposes.

The following are the further details:

Debt/ equity mix 40%/60%

Cost of debt (before tax)

Upto ` 1,80,000 10%

Beyond ` 1,80,000 16%

Earnings per share ` 4

Dividend pay out ` 2

Expected growth rate in dividend 10%

Current market price per share `44

Tax rate 50%

Required:

(i) To determine the pattern for raising the additional finance.

(ii) To calculate the post-tax average cost of additional debt.

(iii) To calculate the cost of retained earnings and cost of equity, and

(iv) To determine the overall weighted average cost of capital (after tax).
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Ans. (i)  Pattern of Raising Additional Finance

Equity = 10,00,000 × 60/100 = ̀  6,00,000

Debt = 10,00,000 × 40/100 = ̀  4,00,000

Capital structure after Raising Additional Finance

Sources of fund Amount (`)

Shareholder’s funds

Equity capital (6,00,000 – 3,00,000) 3,00,000

Retained earnings 3,00,000

Debt at 10% p.a. 1,80,000

Debt at 16% p.a. (4,00,000 -1,80,000) 2,20,000

Total funds 10,00,000
(ii) Post-tax Average Cost of Additional Debt

Kd = I(1 – t), where ‘Kd’ is cost of debt, ‘I’ is interest and ‘t’ is tax rate.
On  ` 1,80,000 = 10% (1 - 0.5) = 5% or 0.05
On  ` 2,20,000 = 16% (1 – 0.5) = 8% or 0.08
Average Cost of Debt (Post tax) i.e.

   1,80, 000 × 0.05 + 2,20, 000 × 0.08
K = × 100 = 6.65%d 4,00,000

(iii) Cost of Retained Earnings and Cost of Equity applying Dividend Growth Model

 D 1 + gD 01K = + g   or   + gd P P0 0

Then,
 2 1.1 2.2

K = + 0.10 = + 0.10 = 0.15 or 15%e 44 44
(iv) Overall Weighted Average Cost of Capital (WACC) (After Tax)

Particulars Amount (`) Weights Cost ofCapital WACC
Equity (including retained earnings) 6,00,000 0.60 15% 9.00
Debt 4,00,000 0.40 6.65% 2.66
Total 10,00,000 1.00 11.66

Q-15 P Ltd. has the following capital structure at book-value as on 31st March, 2020:
Particulars (` )
Equity share capital (10,00,000 shares) 3,00,00,000
11.5% Preference shares 60,00,000
10% Debentures  1,00,00,000

4,60,00,000
The equity shares of the company are sold for ` 300. It is expected that the company will pay next year
a dividend of ` 15 per equity share, which is expected to grow by 5% p.a. forever. Assume a 35%
corporate tax rate.
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Required:
(i) COMPUTE weighted average cost of capital (WACC) of the company based on the existing capital

structure.
(ii) COMPUTE the new WACC, if the company raises an additional ` 50 lakhs debt by issuing 12%

debentures. This would result in increasing the expected equity dividend to ` 20 and leave the
growth rate unchanged, but the price of equity share will fall to ` 250 per share.

Ans.(i) Computation of Weighted Average Cost of Capital based on existing capital structure
Source of  Existing Capital Weights After tax cost WACC (%)
Capital  structure (`)  (a)  of capital (%) (b) (a) × (b)
Equity share capital (W.N.1) 3,00,00,000 0.652 10.00 6.52
11.5% Preference share capital 60,00,000 0.130 11.50 1.50
10% Debentures (W.N.2) 1,00,00,000 0.218 6.50 1.42
Total 4,60,00,000 1.000 9.44

Working Notes:
1. Cost of Equity Capital:

Expected dividend(D )1K = + Growth(g)e Current Market Pr ice(P )0

15
= + 0.05

300
`

`

= 10%
2. Cost of 10% Debentures

Interest(1 - t)
K =d Net proceeds

 1,00, 000 1 - 0.35
=

1, 00,00, 000

` 

` 

= 0.065 or 6.5%
(ii) Computation of Weighted Average Cost of Capital based on new capital structure

Source of New Capital Weights After tax cost WACC (%)
Capital structure (`)  (a) of capital (%) (b)  (a) x (b)
Equity share capital (W.N.3) 3,00,00,000 0.588 13.00 7.64
11.5% Preference share capital 60,00,000 0.118 11.50 1.36
10% Debentures (W.N.2) 1,00,00,000 0.196 6.50 1.27
12% Debentures (W.N.4) 50,00,000 0.098 7.80 0.76
Total 5,10,00,000 1.000 11.03
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Working Notes:
3. Cost of Equity Capital:

20
K = + 0.05e 250

` 

` 

= 13%
4. Cost of 12% Debentures

  6, 00,000 1 - 0.35
K =d  50, 00,000

`

`

= 0.078 or 7.8%
Q-16 CALCULATE the WACC using the following data by using:

(a) Book value weights
(b) Market value weights
The capital structure of the company is as under:
Particulars (`)
Debentures (` 100 per debenture) 5,00,000
Preference shares (` 100 per share) 5,00,000
Equity shares (` 10 per share) 10,00,000

20,00,000
The market prices of these securities are:
Debentures ` 105 per debenture
Preference shares ` 110 per preference share
Equity shares ` 24 each.
Additional information:
(i) ` 100 per debenture redeemable at par, 10% coupon rate, 4% floatation costs, 10-year maturity.
(ii) ` 100 per preference share redeemable at par, 5% coupon rate, 2% floatation cost and 10-year

maturity.
(iii) Equity shares has ` 4 floatation cost and market price ` 24 per share.
The next year expected dividend is ` 1 with annual growth of 5%. The firm has practice of paying all
earnings in the form of dividend.
Corporate tax rate is 30%. Use YTM method to calculate cost of debentures and preference shares.

Ans.(i) Cost of Equity (Ke)

1

0

D 1
= + g = + 0.05 = 0.1 or 10%

P -F 24 - 4
` 

` `

(ii) Cost of Debt (Kd)
Current market price (P0) – floatation cost = I(1-t) × PVAF(r,10) + RV × PVIF(r,10)
` 105 – 4% of ` 105 = ` 10 (1-0.3) × PVAF (r,10) + ` 100 × PVIF (r,10)
Calculation of NPV at discount rate of 5% and 7%
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Year Cash Discount Present Discount Present
flows(`) factor @ 5% Value factor @ 7% Value(`)

0
1 to 10 100.8 1.000 (100.8) 1.000 (100.8)
10 7 7.722  54.05 7.024 49.17
NPV 100 0.614 61.40 0.508 50.80

+14.65 -0.83
 Calculation of IRR

     14.65 14.65
IRR = 5% + 7% - 5% = 5% + 7% - 5% = 6.89%

14.65 - -0.83 15.48   Cost of Debt (Kd) = 6.89%

 (iii) Cost of Preference shares (Kp)
Current market price (P0) – floatation cost = PD × PVAF(r,10) + RV × PVIF(r,10)
` 110 – 2% of ` 110 = ` 5 × PVAF (r,10) + ` 100 × PVIF (r,10)
Calculation of NPV at discount rate of 3% and 5%
Year Cash Discount Present Discount Present

flows (`) factor @ 3% Value factor @ 5% Value (`)
0 107.8 1.000  (107.8) 1.000 (107.8)
1 to 10 5 8.530 42.65 7.72 38.61
10 100 0.744 74.40 0.614 61.40
NPV +9.25 -7.79
 Calculation of IRR

     9.25 9.25
IRR = 3% + 5% - 3% = 3% + 5% - 3% = 4.08%

9.25 -7.79 17.04

Cost of Preference Shares (Kp) = 4.08%
(a) Calculation of WACC using book value weights
Source of Book Value Weights After tax cost WACC (Ko)
capital of capital

(`) (a) (b) (c) = (a)×(b)
10% Debentures 5,00,000 0.25 0.0689 0.01723
5% Preference 5,00,000 0.25 0.0408 0.0102
Shares
Equity shares 10,00,000 0.50 0.10 0.05000

20,00,000 1.00 0.07743
WACC (Ke) = 0.07743 or 7.74%

(b)  Calculation of WACC using market value weights
Source of MarketValue Weights After tax WACC (Ko)
capital cost ofcapital

(`) (a) (b) (c) = (a)×(b)
10% Debentures (` 105× 5,000) 5,25,000 0.151 0.0689 0.0104
5% Preference shares 5,50,000 0.158 0.0408 0.0064
(` 110× 5,000)
Equity shares (` 24× 1,00,000) 24,00,000 0.691 0.10 0.0691

34,75,000 1.000 0.0859
 WACC (Ko) = 0.0859 or 8.59%
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Q-17 XYZ Company’s equity share is quoted in the market at  ` 25 per share currently. The company pays a
dividend of ` 5 per share and the investor’s market expects a growth rate of 5% per year.
You are required to:
(i) CALCULATE the company’s cost of equity capital.
(ii) If the company issues 12% debentures of face value of ` 100 each and realises ` 95 per debenture

while the debentures are redeemable after 10 years at a premium of 12%, CALCULATE cost of
debenture using YTM?

Assume tax rate to be 30%.
Ans.(i) Cost of Equity Capital (Ke):

Expecteddividendpershare(D )1K  = + Growthrate(g)e Marketpricepershare(P )0

 5 ×1.05
= + 0.05 = 26%

25
`

`

 (ii) Cost of Debenture (Kd):
Using Present Value method (or YTM)
Identification of relevant cash flows
 Year Cash flows
0 Current market price (P0) = ` 95
1 to 10 Interest net of tax [I(1-t)] = 12% of ` 100 (1 – 0.30) = ` 8.40
10 Redemption value (RV) = ` 100 (1.12) = ` 112

 Calculation of Net Present Values (NPV) at two discount rates
Year Cash flows Discount factor Present Discount factor Present

@ 9% (L) Value  @ 10% (H)  Value
0 (95) 1.0000 (95.00) 1.0000 (95.00)
1 to 10 8.40 6.4176 53.91 6.1445 51.61
10 112 0.4224 47.31 0.3855 43.18
NPV +6.22 -0.21
Calculation of IRR

 
NPVLIRR =L + H-L

NPV -NPVL H

   6.22 6.22=9%+ 10% -9% = 9%+ =9.97%
6.22 - -0.21 6.43

 Therefore, Kd = 9.97%
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Q-18 The following is the capital structure of Sharda Ltd. as on 31.12.2020:
(`)

Equity shares: 2,00,000 shares (of ` 100 each) 2,00,00,000
9% Preference Shares (of ` 100 each) 60,00,000
8% Debentures 90,00,000

3,50,00,000
The market price of the company’s share is ` 120 and it is expected that a dividend of ` 12 per share
would be declared for the year 2021. The dividend growth rate is 5% and the company is in the 30% tax
bracket.
(i) CALCULATE the company’s weighted average cost of capital.
 (ii) Further, in order to finance an expansion plan, the company intends to borrow a fund of ` 2 crores

bearing 12% rate of interest. In this situation, WHAT will be the company’s revisedweighted
average cost of capital? This financing decision is expected to increase dividend from ` 12 to ` 14
per share. However, the market price of equity share is expected to decline from ` 120 to ` 115 per
share.

In case of both (i) and (ii) above, use market value weight while calculating weighted average cost
of capital.

Ans. (i) Computation of the weighted average cost of capital
Source of finance Market Value Weight After tax Cost WACC (%)
(a) of capital (`) (b)  of capital (%) (c) (b) × (c)
Equity share 2,40,00,000 0.6154 15 9.231
(Working note 1)
[`120 × 2,00,000 shares]
9% Preference share 60,00,000 0.1538 9 1.3842
8% Debentures    90,00,000  0.2308  5.60 1.2925

3,90,00,000  1.0000 11.9077
(ii) Computation of Revised Weighted Average Cost of Capital

Source of MarketValue Weight After tax Cost WACC (%)
finance (a)  of capital (`) (b) of capital (%)(c) (d) = (b) × (c)
Equity shares 2,30,00,000 0.3966 17.17    6.8096
(Working note 2)
[`115 × 2,00,000 shares]
9% Preference shares 60,00,000 0.1034 9.00 0.9306
8% Debentures  90,00,000 0.1552 5.60 0.8691
12% Loan 2,00,00,000 0.3448  8.40 2.8963

5,80,00,000 1.0000 11.5056
Working Notes:
(1) Cost of Equity Shares

ke = {Dividend Per Share (D1)/Market Price Share (P0)} + Growth Rate
= 12/120 + 0.05
= 0.15 or 15%

(2) Revised cost of equity shares (Ke)
Revisedke = 14/115 + 0.05

= 0.1717 or 17.17%
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Q-19 Kalyanam Ltd. has an operating profit of ` 34,50,000 and has employed Debt which gives total Interest
Charge of ` 7,50,000. The firm has an existing Cost of Equity and Cost of Debt as 16% and 8% respectively.
The firm has a new proposal before it, which requires funds of ` 75 Lakhs and is expected to bring an
additional profit of ` 14,25,000. To finance the proposal, the firm is expecting to issue an additional
debt at 8% and will not be issuing any new equity shares in the market. Assume no tax culture.
You are required to CALCULATE the Weighted Average Cost of Capital (WACC) of Kalyanam Ltd.:
(i) Before the new Proposal
(ii) After the new Proposal

Ans. Workings:

(a) Value of Debt  
Interest

Cost of debt KD
=

= = 93,75, 000
0

7,50, 00
.

0
0 8

`
`

 (b) Value of equity capital  
Operating profit - Interest

Cost of equity Ke
=

 34,50,000 7, 50, 00
0 = = 1,68,75, 00

0. 6

0

1

` `
`

 (c) New Cost of equity (Ke) after proposal

Increased Operating profit - Interest on Increased debt
Equity capital

=

    34,50,000 + 14,25, 000  -   7, 50, 000 + 6,00,000

1,68,75,000
=

` ` ` `

`

35,25, 000
= = %

48,75, 000 - 13,
= 0.209or20.9

1,68,75, 000 1,
0

6 ,
50,0 0

8 75, 000
` ` `

` `

(i) Calculation of Weighted Average Cost of Capital (WACC) before the new proposal
Sources Amount (`) Weight Cost ofCapital WACC
Equity 1,68,75,000 0.6429 0.160 0.1029
Debt 93,75,000 0.3571 0.080 0.0286
Total 2,62,50,000 1 0.1315 or 13.15 %

(ii) Calculation of Weighted Average Cost of Capital (WACC) after the new proposal
Sources Amount (`) Weight Cost of Capital WACC
Equity 1,68,75,000 0.5000 0.209 0.1045
Debt 1,68,75,000 0.5000 0.080 0.0400
Total 3,37,50,000 1 0.1445 or 14.45 %
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Q-20 Indel Ltd. has the following capital structure, which is considered to be optimum as on 31st March,
2021:
Particulars (` )
14% Debentures 60,000
11% Preference 20,000
shares Equity Shares (10,000 shares) 3,20,000

4,00,000
The company share has a market price of ` 47.20. Next year dividend per share is 50% of year 2020 EPS.
The following is the uniform trend of EPS for the preceding 10 years which is expected to continue in
future.
Year EPS (`) Year EPS (`)
2011 2.00 2016 3.22
2012 2.20  2017 3.54
2013 2.42 2018 3.90
2014 2.66 2019 4.29
2015 2.93 2020 4.72
The company issued new debentures carrying 16% rate of interest and the current market price of
debenture is ` 96.
Preference shares of ` 18.50 (with annual dividend of ` 2.22 per share) were also issued.
The company is in 30% tax bracket.
(A) CALCULATE after tax:

(i) Cost of new debt
(ii) Cost of new preference shares
(iii) New equity share (assuming new equity from retained earnings)

(B) CALCULATE marginal cost of capital when no new shares are issued.
(C) DETERMINE the amount that can be spent for capital investment before new ordinary shares must

be sold, assuming that the retained earnings for next year’s investment is 50 percent of earnings
of 2020.

(D) COMPUTE marginal cost of capital when the fund exceeds the amount calculated in (C), assuming
new equity is issued at ` 40 per share?

Ans. (A)
(i) Cost of new debt

 I 1 - t
K =d P0

 16 1 - 0.3
= = 0.11667

96

`

`

(ii) Cost of new preference shares

p

2.22
K = = 0.12

18.5
`

`
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(iii) Cost of new equity shares

1

0

D
K = + ge P

0
2.36
47

= +
.20

0.1
`

`

= 0.05 + 0.10 = 0.15
Calculation of g when there is a uniform trend (on the basis of EPS)

   
 

EPS 2012  - EPS 2011

EPS 201
%

1
2.20 - 2.00

= = = 0.10 or10
2.00

` `

`

Calculation of D1

D1 = 50% of 2020 EPS = 50% of ` 4.72 = ` 2.36
 (B) Calculation of marginal cost of capital

Type of Capital Proportion Specific Cost Product
(1) (2) (3) (2) × (3) = (4)

Debentures 0.15 0.11667 0.0175
Preference Share 0.05 0.1200 0.0060
Equity Share 0.80 0.1500 0.1200

Marginal cost of capital 0.1435
 (C) The company can spend the following amount without increasing marginal cost of capital and without

selling the new shares:
Retained earnings = 50% of EPS of 2020 × outstanding equity shares
= 50% of ` 4.72 × 10,000 shares = ` 23,600
The ordinary equity (Retained earnings in this case) is 80% of total capital.
S So, ` 23,600 = 80% of Total Capital

Capital investment before issuing equity shares 
23,600
0.

0
8

9
0

= 2 ,50
`

`

 (D) If the company spends in excess of ` 29,500, it will have to issue new equity shares at ` 40 per share.
  The cost of new issue of equity shares will be:

1

0

D 2.36
K = + g = + 0.10 = 0.159e P 40

`

`

The marginal cost of capital will be:
Type of Capital Proportion Specific Cost Product

(1) (2) (3) (2) × (3) = (4)
Debentures 0.15 0.11667 0.0175

Preference Shares 0.05 0.1200 0.0060
Equity Shares (New) 0.80 0.1590 0.1272
Marginal cost of capital 0.1507
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Q-21 Following are the information of TT Ltd.: Particulars
Earnings per share ` 10
Dividend per share ` 6
Expected growth rate in Dividend 6%
Current market price per share ` 120
Tax Rate 30%
Requirement of Additional Finance ` 30 lakhs
Debt Equity Ratio (For additional finance) 2:1
Cost of Debt

0-5,00,000 10%
5,00,001 - 10,00,000 9%
Above 10,00,000 8%

Assuming that there is no Reserve and Surplus available in TT Ltd.
You are required to:
(a) Find the pattern of finance for additional requirement
(b) Calculate post tax average cost of additional debt
(c) Calculate cost of equity
(d) Calculate the overall weighted average after tax cost of additional finance.

Ans.(a) Pattern of raising additional finance
Equity 1/3 of ̀  30,00,000 = ̀  10,00,000
Debt 2/3 of ̀  30,00,000 = ̀  20,00,000
The capital structure after raising additional finance:
Particulars (` )
Shareholder’s Funds
Equity Capital 10,00,000
Debt (Interest at 10% p.a.) 5,00,000

(Interest at 9% p.a.) 5,00,000
(Interest at 8% p.a.) (20,00,000–10,00,000) 10,00,000

Total Funds 30,00,000
(b) Determination of post-tax average cost of additional debt

Kd = I (1 – t)
Where,

I = Interest Rate
t = Corporate tax-rate

On First ` 5,00,000 = 10% (1 – 0.3) = 7% or 0.07
On Next ` 5,00,000 = 9% (1 – 0.3) = 6.3% or 0.063
On Next ` 10,00,000 = 8% (1 – 0.3) = 5.6% or 0.056
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Average Cost of Debt

= 
( 5,00,0000.07)( 5,00,0000.063)( 10,00,0000.056)

×100= 6.125%
20,00,000

` ` `
`

(c) Determination of cost of equity applying Dividend growth model:

D1K = + ge P0

Where,
Ke = Cost of equity
D1 = D0 (1+ g)
D0 = Dividend paid
g = Growth rate = 6%
P0 = Current market price per share = ` 120

 6 1+ 0.06 6.36
K = + 0.06 = + 0.06e 120 120

` `
` ` = 0.113 or 11.3%

(d) Computation of overall weighted average after tax cost of additional finance
Particulars (` ) Weights Cost of funds Weighted Cost (%)
Equity 10,00,000 1/3 11.3% 3.767
Debt 20,00,000 2/3 6.125% 4.083
WACC 30,00,000 7.85
(Note: In the above solution different interest rate have been considered for different slab of Debt)

Alternative Solution
(a) Pattern of raising additional finance

Equity 1/3 of ̀  30,00,000 = ̀  10,00,000
Debt 2/3 of ̀  30,00,000 = ̀  20,00,000
The capital structure after raising additional finance:
Particulars (` )
Shareholders’ Funds
Equity Capital 10,00,000
Debt (Interest at 8% p.a.) 20,00,000
Total Funds 30,00,000

(b) Determination of post-tax average cost of additional debt
Kd = I (1 – t)
Where,
I = Interest Rate
t = Corporate tax-rate
Kd = 8% (1 – 0.3) = 5.6%
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(c) Determination of cost of equity applying Dividend growth model:

Ke = 
D1 + g
P0

Where,
Ke = Cost of equity
D1 = D0 (1+ g)
D0 = Dividend paid
g = Growth rate =6%
P0 = Current market price per share = ` 120

Then, Ke = 
 6 1+ 0.06 6.36

+ 0.06 = + 0.06 = 0.113 or 11.3%
120 120

` `
` `

(d) Computation of overall weighted average after tax cost of additional finance
Particulars (` ) Weights Cost of funds Weighted Cost (%)
Equity 10,00,000 1/3 11.3% 3.767
Debt 20,00,000 2/3 5.6% 3.733
WACC 30,00,000 7.50
(Note: In the above solution single interest rate have been considered for Debt)

Q-22 The Capital structure of PQR Ltd. is as follows:
`

10% Debenture 3,00,000
12% Preference Shares 2,50,000
Equity Share (face value ` 10 per share) 5,00,000

10,50,000
Additional Information:
(i) ` 100 per debenture redeemable at par has 2% floatation cost & 10 years of maturity. Themarket

price per debenture is ` 110.
(ii) ` 100 per preference share redeemable at par has 3% floatation cost & 10 years ofmaturity. The

market price per preference share is ` 108.
(iii) Equity share has ` 4 floatation cost and market price per share of ` 25. The next yearexpected

dividend is ` 2 per share with annual growth of 5%. The firm has a practice of paying all earnings
in the form of dividends.

(iv) Corporate Income Tax rate is 30%.
Required:
Calculate Weighted Average Cost of Capital (WACC) using market value weights.

Ans. Workings:

1. Cost of Equity (Ke) 
1

0

D 2
= + g = + 0.05 = 0.145(approx.)

P - F 25 - 4
`

` `

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -89-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


2. Cost of Debt (Kd)

   

 

RV -NP
I 1 - t +

n=
RV -NP

2

   

   
100 - 98

10 1 - 0.3 + 7 + 0.210= = = 0.073 approx.
100 + 98 99

2

3. Cost of Preference Shares (Kp)

 

 

RV -NP
PD +

n=
RV + NP

2

 

   
100 - 97

12 + 12 + 0.310= = = 0.125 approx.
100 + 97 98.5

2

 Calculation of WACC using market value weights
Source of capital Market Weights After tax cost WACC (Ko)

Value of capital
(`) (a) (b) (c) = (a) × (b)

10% Debentures (` 110 × 3,000) 3,30,000 0.178 0.073 0.013
12% Preference shares
(` 108 ×2,500) 2,70,000 0.146 0.125 0.018
Equity shares (` 25 × 50,000) 12,50,000 0.676 0.145 0.098

18,50,000 1.00 0.129
 WACC (Ko) = 0.129 or 12.9% (approx.)

Q-23 TT Ltd. issued 20,000, 10% convertible debenture of ` 100 each with a maturity period of 5 years. At
maturity the debenture holders will have the option to convert debentures into equity shares of the
company in ratio of 1:5 (5 shares for each debenture). The current market price of the equity share is `
20 each and historically the growth rate of the share is 4% per annum. Assuming tax rate is 25%.
Compute the cost of 10% convertible debenture using Approximation Method and Internal Rate of
Return Method.
PV Factor are as under:
Year 1 2 3 4  5
PV Factor @ 10% 0.909 0.826 0.751 0.683 0.621
PV Factor @ 15% 0.870 0.756 0.658 0.572 0.497
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Ans. Higher of-
(i) The cash value of debentures = `100
(ii) Value of equity shares = 5 shares × ` 20 (1+0.04)5

= 5 shares × ` 24.333
= ̀ 121.665 rounded to ̀ 121.67

`121.67 will be taken as redemption value as it is higher than the cash option and attractive to the
investors.

Calculation of Cost of 10% Convertible debenture
(i) Using Approximation Method:

Kd = 

 
 

   

 

121.67 -100RV -NP 10 1- 0.25 +I 1- t + 7.5+ 4.3345n = =
RV +NP 121.67 +100 110.835

2 2

= 10.676%
(ii) Using Internal Rate of Return Method

Year Cash Discount Present Discount Present
flows factor @ 10% Value factor @ 15% Value

(` ) (` )
0 100 1.000 (100.00) 1.000 (100.00)
1 to 5 7.5 3.790 28.425 3.353 25.148
5 121.67 0.621 75.557 0.497 60.470
NPV +3.982 -14.382

IRR = L +      
NPV 3.982L H-L = 10% + 15% -10%

NPV -NPV 3.982- -14.382L H

= 0.11084 or 11.084% (approx.)
Q-24 J Ltd. is considering three financing plans. The-key information is as follows:

(a) Total investment to be raised ` 4,00,000.
(b) Plans showing the Financing Proportion
Plans Equity Debt Preference Shares
X 100% - -
Y 50% 50% -
Z 50% - 50%
(c) Cost of Debt 10%

Cost of preference shares 10%
(d) Tax Rate 50%
(e) Equity shares of the face value of `10 each will be issued at a premium of ` 10 per share.
(f) Expected EBIT is ` 1,00,000.
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You are required to compute the following for each plan :
(i) Earnings per share (EPS)
(ii) Financial break even point
(iii) Indifference Point between the plans and indicate if any of the plans dominate.

Ans. (i) Computation of Earnings per Share (EPS)
Plans X (`) Y (`)  Z (`)
Earnings before interest & tax (EBIT) 1,00,000 1,00,000 1,00,000
Less: Interest charges (10% of ` 2,00,000) — (20,000) —
Earnings before tax (EBT) 1,00,000 80,000 1,00,000
Less: Tax @ 50% (50,000) (40,000) (50,000)
Earnings after tax (EAT) 50,000 40,000 50,000
Less: Preference share dividend (10% of
`2,00,000) — — (20,000)
Earnings available for equity shareholders (A) 50,000 40,000 30,000
No. of equity shares (B) 20,000 10,000 10,000
Plan X = ` 4,00,000/ ` 20
Plan Y = ` 2,00,000 / ` 20
Plan Z = ` 2,00,000 / ` 20
E.P.S (A   B) 2.5 4 3

(ii) Computation of Financial Break-even Points
Financial Break-even point = Interest + Preference dividend/(1 - tax rate)
Proposal ‘X’ = 0
Proposal ‘Y’ = ` 20,000 (Interest charges)
Proposal ‘Z’ = Earnings required for payment of preference share dividend

= ` 20,000 ÷ (1- 0.5 Tax Rate) = ` 40,000
(iii) Computation of Indifference Point between the plans

Combination of Proposals
(a) Indifference point where EBIT of proposal “X” and proposal ‘Y’ is equal

     EBIT 1- 0.5 EBIT - 20,000 1- 0.5
=

20,000 Shares 10,000shares
`

0.5 EBIT = EBIT – ̀  20,000
EBIT = ̀  40,000

(b) Indifference point where EBIT of proposal ‘X’ and proposal ‘Z’ is equal:

    EBIT 1- 0.5 - 20,000
=

20,000 Shares 10,000shares
EBIT 1-0.5 `

0.5 EBIT = EBIT- ` 40,000
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0.5 EBIT = ̀  40,000

EBIT =
40,000

0.5
`

= ̀  80,000

(c) Indifference point where EBIT of proposal ‘Y’ and proposal ‘Z’ are equal

    EBIT - 20,000 1- 0.5 EBIT 1- 0.5 -  20,000
=

10,000 shares 10,000shares
` `

0.5 EBIT – ̀  10,000 = 0.5 EBIT – ̀  20,000

There is no indifference point between proposal ‘Y’ and proposal ‘Z’
Analysis: It can be seen that financial proposal ‘Y’ dominates proposal ‘Z’, since the financial break-
even-point of the former is only ` 20,000 but in case of latter, it is ` 40,000. EPS of plan ‘Y’ is also higher.

Q-25 The information relating to book value (BV) and market value (MV) weights of Ex Limitedis given
below:
Sources Book Value (`) Market Value (`)
Equity shares 2,40,00,000  4,00,00,000
Retained earnings 60,00,000 -
Preference shares 72,00,000 67,50,000
Debentures 18,00,000 20,80,000
Additional information:
I. Equity shares are quoted at ` 130 per share and a new issue priced at ` 125 pershare will be fully

subscribed; flotation costs will be ` 5 per share on face value.
II. During the previous 5 years, dividends have steadily increased from ` 10 to ‘ 16.105 per share.

Dividend at the end of the current year is expected to be ` 17.716 per share.
III. 15% Preference shares with face value of ` 100 would realise ` 105 per share.
IV. The company proposes to issue 11-year 15% debentures but the yield on debentures of similar

maturity and risk class is 16%; flotation cost is 2% on face value.
V. Corporate tax rate is 30%.
You are required to DETERMINE the weighted average cost of capital of Ex Limited using both the
weights.

Ans. (i) Cost of Equity (Ke) =
D  17.7161 + g = + 0.010 *

P - F  125 -  50

`

` `

Ke =  0.2476
*Calculation of g:
`10 (1+g)5 = ̀  16.105

Or, (1+g)5 = 
16.105

10
= 1.6105
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Table (FVIF) suggests that ` 1 compounds to ` 1.6105 in 5 years at the compound rate of 10 percent.
Therefore, g is 10 percent.

(ii) Cost of Retained Earnings (Kr) = 
D  17.7161 + g = 
P  1300

`

` + 0.10 = 0.2363

(iii) Cost of Preference Shares (Kp) = 
PD  15

= 
P  1050

`

` = 0.1429

(iv) Cost of Debentures (Kd)  =

 
 
 

RV -NP
I(1 - t) +

n
RV + NP

2

=

 
 
 

100 - 91.75*
 15 (1 - 0.30) +

11years
100 + 91.75*

2

` `
`

` `

=
 15 × 0.70 + 0.75 11.25

=
95.875 95.875

` ` `

` ` = 0.1173

*Since yield on similar type of debentures is 16 per cent, the company would be required to offer
debentures at discount.
Market price of debentures (approximation method)
= ` 15 ÷ 0.16 = ̀  93.75
Sale proceeds from debentures = ` 93.75 – ‘ 2 (i.e., floatation cost) = ` 91.75
Market value (P0) of debentures can also be found out using the present value method:
P0 = Annual Interest × PVIFA (16%, 11 years) + Redemption value × PVIF (16%, 11 years)
P0 = ̀  15 × 5.0287 + ̀  100 × 0.1954 P0 = ̀  75.4305 + ̀  19.54 = ̀  94.9705
Net Proceeds = ` 94.9705 – 2% of ` 100 = ` 92.9705
Accordingly, the cost of debt can be calculated
Total Cost of capital [BV weights and MV weights]

(Amount in (`) lakh)
Source of capital Weights Specific Total cost

Cost (K)
BV MV (BV × K) (MV × K)

Equity Shares 240 320** 0.2476 59.4240 79.2320
Retained Earnings 60 80** 0.2363 14.1780 18.9040
Preference Shares 72  67.50 0.1429 10.2888 9.6458
Debentures 18 20.80 0.1173 2.1114 2.4398
Total 390 488.30 86.0022 110.2216
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**Market Value of equity has been apportioned in the ratio of Book Value of equity and retained
earnings i.e., 240:60 or 4:1.
Weighted Average Cost of Capital (WACC):

Using Book Value =
 86.0022

390
`

` = 0.2205 or 22.05%

Using Market Value =
 110.2216

488.30
`

` = 0.2257 or 22.57

Q-26 Book value of capital structure of B Ltd. is as follows:
Sources Amount
12%, 6,000 Debentures @ ` 100 each ` 6,00,000
Retained earnings ` 4,50,000
4,500 Equity shares @ ` 100 each ` 4,50,000

` 15,00,000
Currently, the market value of debenture is ` 110 per debenture and equity share is ` 180 per share.
The expected rate of return to equity shareholder is 24% p.a. Company is paying tax @ 30%.
Calculate WACC on the basis of market value weights.  [Sugg.-Dec’21](5 Marks)

Ans. Calculation of Cost of Capital of debentures ignoring market value:
Cost of Debentures (Kd)= 12 (1 - .30) = 8.40%
Computation of Weighted Average Cost of Capital based on Market Value Weights
Source of Capital Market Weights to After tax Cost WACC

Value (`) Total Capital of capital (%) (%)
Debentures (6,000 nos. × ` 110) 6,60,000 0.45(approx.) 8.40 3.78

Equity Shares (4,500 nos. × `180) 8,10,000 0.55(approx.) 24.00 13.20
14,70,000 1.00 16.98

Note: Cost of Debenture and Cost of equity considered as given without considering market value.
Cost of sources of capital can be computed based on the Market price and accordingly Weighted Average
Cost of Capital can be calculated as below:
Calculation of Cost of Capital for each source of capital considering market value of capital:
(1) Cost of Equity share capital:

Ke =  
Earnings 24% ×  100

=
Market Price per share 180

` 

`

(2) Cost of Debentures (Kd) = 
   l 1 = t 12 1 - 0.3

=
NP 110

`

`
= 7.636%
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Computation of Weighted Average Cost of Capital based on Market Value Weights
Source of Capital Market Weights to After tax WACC (%)

Value (`) Total Capital Cost of
capital (%)

Debentures
(6,000 nos. × `110) 6,60,000 0.45(approx.) 7.636 3.44 (approx.)
Equity Shares
(4,500 nos. × ` 180) 8,10,000 0.55(approx.) 13.333 7.33 (approx.)

14,70,000 1.00 10.77 (approx.)
Q-27 X Ltd. is a multinational company. Current market price per share is ‘ 2,185. During the F.Y. 2020-21, the

company paid ` 140 as dividend per share. The company is expected to grow @ 12% p.a. for next four
years, then 5% p.a. for an indefinite period. Expected rate of return of shareholders is 18% p.a.
(i) Find out intrinsic value per share.
(ii) State whether shares are overpriced or underpriced.
Year 1 2 3 4 5
Discounting Factor @ 18% 0.847 0.718 0.608 0.515 0.436

Ans. As per Dividend discount model, the price of share is calculated as follows:

P =        
 

   
DDD D D 1 + g 131 2 4 4+ + + + ×1 4 42 3 K - ge1 + K 1 + K 1 + K1 + K 1 + Ke e ee e

Where,
P = Price per share
Ke = Required rate of return on equity
g = Growth rate

P =        
 

   
220.29 1 + 0.05140 × 1.12 156.80 × 1.12 175.62 × 1.12 196.69 × 1.12 1

+ + + + ×1 4 42 3 0.18 - 0.051 + 0.18 1 + 0.18 1 + 0.181 + 0.18 1 + 0.18

`` ` ` `

P= 132.81 + 126.10 + 119.59 + 113.45 + 916.34 = ̀  1,408.29
Intrinsic value of share is ` 1,408.29 as compared to latest market price of ` 2,185. Market price of share
is over-priced by ` 776.71.

Q-28 The capital structure of RV Limited as on 31st March, 2022 as per its Balance Sheet is as follows:
Particulars `

Equity shares of ` 10 each 25,00,000
10% Preference shares of ` 100 each 5,00,000
Retained earnings 5,00,000
13% debentures of ` 100 each 20,00,000
The market price of equity shares is ` 50 per share. Expected dividend on equity shares is ` 3 per share.
The dividend per share is expected to grow at the rate of 8%.
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Preference shares are redeemable after eight years and the current market price is ` 80 per share.
Debentures are redeemable after five years and are currently selling at ` 90 per debenture.
The tax rate applicable to the company is 35%.
CALCULATE weighted average cost of capital using:
(i) Book value proportions
(ii) Market value proportions

Ans. Working Notes:
(i) Cost of Equity (Ke)

D Rs.31 + g = + 0.08 = 0.14 i.e. 14%
P Rs.50

(ii)  Cost of preference shares (Kp)

 100 - 80RV -NP
10 +D + 12.58n = = = 0.1389 = 13.89%

RV + NP 100 + 80 90
2 2

 (iii)   Cost of debenture (Kd)

     100 - 90RV - NP
13 1 - 0.35 +l 1 - t + 8.45 + 25n = = = 0.11 i.e. 11%

RV + NP 100 + 90 95
2 2

or

 
 

 
  
  
  
  
    

100 - 90RV -NP
13 +l +

5n 1 - t = 1 - 0.35 = 0.1026  i.e.  10.26%
RV + NP 100 + 90

2 2

Weighted Average cost of capital (Book Value)
Amount (`) Weight (W) Cost (K) W x K

Equity shares 25,00,000 0.4546 0.14 0.0636
Preference shares 5,00,000 0.0909 0.1389 0.0126
Retained Earnings 5,00,000 0.0909  0.14 0.0127
Debentures 20,00,000 0.3636 0.1026 0.0373

55,00,000 0.1262
Or (if Kd is 11%) the WACC = 0.1289
Thus, WACC (Book value based) = 12.62% or 12.89%
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Weighted Average cost of capital (Market Value)
Amount (`) Weight (W) Cost (K) W x K

Equity shares 1,25,00,000 0.85 0.14 0.119
Preference shares 4,00,000 0.028 0.1389 0.0039
Debentures 18,00,000 0.122 0.1026 0.0125

1,47,00,000 0.1354
Or (if Kd is 11%) the WACC = 0.1363
Thus, WACC (Market value based) = 13.54% or 13.63%

Q-29 pays a dividend of ` 10 per share and the investor’s market expects a growth rate of 6% per year.
CALCULATE the company’s cost of equity capital.

(ii) If the company issues 10% debentures of face value of `100 each and realises ` 98 per debenture while
the debentures are redeemable after 12 years at a premium of 1 0%,
CALCULATE cost of debenture using YTM?
Assume Tax Rate to be 50%.

Ans.(i) Cost of Equity Capital (Ke):

 
 

Expected dividend per share D1

Market price per share P0
K =e  + Growth rate(g)

10× 1.06
=

125
`

`  + 0.06 = 0.1448 or 14.48%

 (ii) Cost of Debenture (Kd):
Using Present Value method (YTM)
Identification of relevant cash flows
Year Cash flows
0 Current market price (P0) = ` 98
1 to 12 Interest net of tax [I(1-t)] = 10% of ` 100 (1 – 0.5) = ` 5
12 Redemption value (RV) = ` 100 (1.10) = ` 110
Calculation of Net Present Values (NPV) at two discount rates
Year Cash Discount factor Present Discount factor Present

flows (`) @ 5% (L) Value (`) @ 10% (H) Value (`)
0 (98) 1.000 (98.00) 1.000 (98.00)
1 to 12 5 8.863 44.32 6.814 34.07
12 110 0.557 61.27 0.319 35.09
NPV +7.59 -28.84
Calculation of IRR

IRR =  L+  L
NPVL

NPVL -NPVH
H-

 
= 5 % +    7.59

10% - 5%
7.59 - -28.84  = 6.04%

 Therefore, Kd = 6.04%
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Q-1 Calculate the level of earnings before interest and tax (EBIT) at which the EPS indifference point
between the following financing alternatives will occur.
(i) Equity share capital of ` 60,00,000 and 12% debentures of ` 40,00,000.
Or
(ii) Equity share capital of ̀  40,00,000, 14% preference share capital of ̀  20,00,000 and 12% debentures

of ` 40,00,000.
Assume the corporate tax rate is 35% and par value of equity share is ` 100 in each case.

Ans. Computation of level of earnings before interest and tax (EBIT)
In case, alternative (i) is accepted, then the EPS of the firm would be:

 (EBIT Interest) (1 tax rate) 1- tax rate
EPS Alternative (i) = 

No. of equity shares

= 
(EBIT - 0.12 ×  40,00,000) (1- 0.35)

60,000 shares
`

In case, alternative (ii) is accepted, then the EPS of the firm would be:

(EBIT - 0.12× 40,00,000) (1 - 0.35)- (0.14 ×  20,00,000)EPS Alternative (ii)
40,000 shares

` ` 

In order to determine the indifference level of EBIT, the EPS under the two alternative plans should be
equated as follows:

(EBIT 0.12 × 40,00,000) (1 - 0.35) (EBIT - 0.12×  40,00, 000) (1 0.35) (0.14 20, 00,000)=
60, 000 shares 40, 000 shares

` ` `

0.65 EBIT -  3,12,000 0.65 EBIT -  5,92,000
Or =

3 2
` `

Or 1.30 EBIT -{ ` 6,24,000 = 1.95 EBIT - { ` 17,76,000
Or (1.95 -{ 1.30) EBIT = ` 17,76,000 -{ ` 6,24,000 = ` 11,52,000

Or EBIT  =  
11,52,000

0.65
` 

Or EBIT = ` 17,72,308

CHAPTER-5
FINANCING DECISIONS - CAPITAL STRUCTURE
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Q-2 RPS Company presently has Rs. 36,00,000 in debt outstanding bearing an interest rate of 10 per cent. It
wishes to finance a Rs. 40,00,000 expansion programme and is considering three alternatives: additional
debt at 12 per cent interest, preferred stock with an 11 per cent dividend, and the sale of common stock
at Rs. 16 per share. The company presently has 8,00,000 shares of common stock outstanding and is in
a 40 per cent tax bracket.
(i) If earnings before interest and taxes are presently Rs. 15,00,000, CALCULATE earnings pershare for

the three alternatives, assuming no immediate increase in profitability?
(ii) CALCULATE indifference point between debt and common stock.

Ans.(i) (Rs. in thousands)
Debt Preferred Stock Common Stock

Rs. Rs. Rs.
EBIT 1,500 1,500 1,500
Interest on existing debt 360 360 360
Interest on new debt 480 ______ ______
Profit before taxes 660 1,140 1,140
Taxes 264 456 456
Profit after taxes 396 684 684
Preferred stock dividend ____ 440 ____
Earnings available to commonshareholders 396 244 684
Number of shares 800 800 1,050
Earnings per share .495 .305 .651

 (ii) Mathematically, the indifference point between debt and common stock is (Rs in thousands):

EBIT * 840 EBIT*-Rs.360=
800 1,050

EBIT* (1,050) – Rs. 840(1,050) = EBIT* (800) – Rs. 360 (800)
250EBIT* = Rs. 5,94,000
EBIT* = Rs. 2,376

Q-3  A Ltd. and B Ltd. are identical in every respect except capital structure. A Ltd. does not employ debts in
its capital structure whereas B Ltd. employs 12% Debentures amounting to Rs.100 lakhs. Assuming that
(i) All assumptions of M-M model are met;
(ii) Income-tax rate is 30%;
(iii) EBIT is Rs. 25,00,000 and
(iv) The Equity capitalization rate of ‘A’ Ltd. is 20%.
CALCULATE the value of both the companies and also find out the Weighted Average Cost of Capital for
both the companies.

Ans.(i) Calculation of Value of ‘A Ltd.’ and ‘B Ltd’ according to MM Hypothesis
Market Value of ‘A Ltd’ (Unlevered)

   
u

e

EBIT 1- t Rs.25,00,000 1- 0.30 Rs.17,50,000V = = = =Rs.87,50,000
K 20% 20%
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 Market Value of ‘B Ltd.’ (Levered)

Vg = Vu + TB

= Rs. 87,50,000 + (Rs.1,00,00,000 × 0.30)

= Rs. 87,50,000 + Rs.30,00,000 = Rs.1,17,50,000

 (ii) Computation of Weighted Average Cost of Capital (WACC)

WACC of ‘A Ltd.’ = 20% (i.e. Ke = Ko)

WACC of ‘B Ltd.’

B Ltd. (Rs.)

EBIT 25,00,000

Interest to Debt holders (12,00,000)

EBT 13,00,000

Taxes @ 30% (3,90,000)

Income available to Equity Shareholders 9,10,000

Total Value of Firm 1,17,50,000

Less: Market Value of Debt (1,00,00,000)

Market Value of Equity 17,50,000

Return on equity (Ke) = 9,10,000 / 17,50,000 0.52

 Computation of WACC B. Ltd

Component of Capital Amount Weight Cost of Capital WACC

Equity 17,50,000 0.149 0.52 0.0775

Debt 1,00,00,000 0.851 0.084* 0.0715

Total 1,17,50,000 0.1490

 *Kd= 12% (1- 0.3) = 12% × 0.7 = 8.4%

WACC = 14.90%

Q-4 A Company earns a profit of Rs.6,00,000 per annum after meeting its interest liability of Rs.1,20,000 on
12% debentures. The Tax rate is 50%. The number of Equity Shares of Rs.10 each are 80,000 and the
retained earnings amount to Rs.18,00,000. The company proposes to take up an expansion scheme for
which a sum of Rs.8,00,000 is required. It is anticipated that after expansion, the company will be able
to achieve the same return on investment as at present. The funds required for expansion can be  aised

either through debt at the rate of 12% or by issuing equity shares at par.

Required:

(i) COMPUTE the Earnings per Share (EPS), if:

• The additional funds were raised as debt

• The additional funds were raised by issue of equity shares.

(ii) ADVISE the company as to which source of finance is preferable .
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Ans. Working Notes:
1. Capital employed before expansion plan:

(Rs.)
Equity shares (Rs.10 × 80,000 shares) 8,00,000
Debentures {(Rs.1,20,000/12) ? 100} 10,00,000
Retained earnings 18,00,000
Total capital employed 36,00,000

2. Earnings before the payment of interest and tax (EBIT):
(Rs.)

Profit (EBT) 6,00,000
Add: Interest 1,20,000
EBIT 7,20,000

3. Return on Capital Employed (ROCE):

EBIT 7,20,000
ROCE = ×10 = ×100 = 20%

Capitalemployed 36,00, 000
` 

` 

4. Earnings before interest and tax (EBIT) after expansion scheme:
After expansion, capital employed = Rs.36,00,000 + Rs.8,00,000

= Rs.44,00,000
Desired EBIT = 20% x Rs.44,00,000 = Rs.8,80,000
(i) Computation of Earnings Per Share (EPS) under the following options:

Present Expansion scheme
situation Additional funds raised as

Debt Equity
(Rs.) (Rs.) (Rs.)

Earnings before Interest andTax (EBIT) 7,20,000 8,80,000 8,80,000
Less: Interest - Old capital 1,20,000 1,20,000 1,20,000
- New capital — 96,000

(Rs.8,00,000 x 12%) —
Earnings before Tax (EBT) 6,00,000 6,64,000 7,60,000
Less: Tax (50% of EBT) 3,00,000 3,32,000 3,80,000
PAT 3,00,000 3,32,000 3,80,000
No. of shares outstanding 80,000 80,000 1,60,000
Earnings per Share (EPS) 3.75 4.15 2.38

 
 
 

Rs.3,00, 000
80, 000

 
 
 

Rs.3,32,000
80,000

 
 
 

Rs.3,80,000
1,60,000

(ii) Advise to the Company: When the expansion scheme is financed by additional debt, the EPS is higher.
Hence, the company should finance the expansion scheme by raising debt.
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Q-5 A company needs Rs.31,25,000 for the construction of a new plant. The following three plans are

feasible:

I The company may issue 3,12,500 equity shares at Rs. 10 per share.

II The company may issue 1,56,250 equity shares at Rs. 10 per share and 15,625 debentures of Rs. 100
denomination bearing a 8% rate of interest.

ii i The company may issue 1,56,250 equity shares at Rs. 10 per share and 15,625 cumulativepreference
shares at Rs. 100 per share bearing a 8% rate of dividend.

 (i) if the company’s earnings before interest and taxes are Rs. 62,500, Rs. 1,25,000,Rs.2,50,000, Rs.
3,75,000 and Rs. 6,25,000, DETERMINE earnings per share under each ofthree financial plans?
Assume a corporate income tax rate of 40%.

(ii) IDENTIFY which alternative would you recommend and why?

(iii) DETERMINE the EBIT -EPS indifference points by formulae between Financing Plan I and Plan II
and Plan I and Plan III.

Ans.  (i) Computation of EPS under three-financial plans.

Plan I: Equity Financing

(Rs.) (Rs.) (Rs.) (Rs.) (Rs.)

EBIT 62,500 1,25,000 2,50,000 3,75,000 6,25,000

Interest 0 0 0 0 0

EBT 62,500 1,25,000 2,50,000 3,75,000 6,25,000

Less: Tax @ 40% 25,000 50,000 1,00,000 1,50,000 2,50,000

PAT 37,500 75,000 1,50,000 2,25,000 3,75,000

No. of equity shares 3,12,500 3,12,500 3,12,500 3,12,500 3,12,500

EPS 0.12 0.24 0.48 0.72 1.20

Plan II: Debt – Equity Mix

(Rs.) (Rs.) (Rs.) (Rs.) (Rs.)

EBIT 62,500 1,25,000 2,50,000 3,75,000 6,25,000

Less: Interest 1,25,000 1,25,000 1,25,000 1,25,000 1,25,000

EBT (62,500) 0 1,25,000 2,50,000 5,00,000

Less: Tax @ 40% 25,000* 0 50,000 1,00,000 2,00,000

PAT (37,500) 0 75,000 1,50,000 3,00,000

No. of equity shares 1,56,250 1,56,250 1,56,250 1,56,250 1,56,250

EPS (Rs. 0.24) 0 0.48 0.96 1.92

* The Company can set off losses against the overall business profit or may carry forward it to next
financia l years.
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Plan III: Preference Shares – Equity Mix

(Rs.) (Rs.) (Rs.) (Rs.) (Rs.)
EBIT 62,500 1,25,000 2,50,000 3,75,000 6,25,000
Less: Interest 0 0 0 0 0
EBT 62,500 1,25,000 2,50,000 3,75,000 6,25,000
Less: Tax @ 40% 25,000 50,000 1,00,000 1,50,000 2,50,000
PAT 37,500 75,000 1,50,000 2,25,000 3,75,000
Less: Pref. dividend 1,25,000* 1,25,000* 1,25,000 1,25,000 1,25,000
PAT after Pref. dividend. (87,500) (50,000) 25,000 1,00,000 2,50,000
No. of Equity shares 1,56,250 1,56,250 1,56,250 1,56,250 1,56,250
EPS (0.56) (0.32) 0.16 0.64 1.60
* In case of cumulative preference shares, the company has to pay cumulativ e dividend to preference
shareholders, when company earns sufficient profits.

(ii) From the above EPS computations tables under the three financial plans we can see that when EBIT is
Rs. 2,50,000 or more, Plan II: Debt-Equity mix is preferable over the Plan I and Plan III, as rate of EPS is
more under this plan. On the other hand an EBIT of less than Rs.2,50,000, Plan I:
Equity Financing has higher EPS than Plan II and Plan III. Plan III Preference share-Equity mix is not
acceptable at any level of EBIT, as EPS under this plan is lower.
The choice of the financing plan will depend on the performance of the company and other
macroeconomic conditions. If the company is expected to have higher operating profit Plan II: Debt –
Equity Mix is preferable. Moreover, debt financing gives more benefit due to availability of tax shield.

(iii) EBIT – EPS Indifference point : Plan I and Plan II

 
 

   
 

1
EBIT inerest × 1 - tEBIT × 1 - t 2=

No.ofequityshares N No.ofequityshares N1 2

     EBIT 1 - 0.40 EBIT - Rs.1.25, 000 × 1 - 0.40
         =

3.12, 500 shares 1,56, ,250 shares

0.6 EBIT = 1.2 EBIT – Rs.1,50,000

 1,50,000
EBIT = =  2, 50, 000

0.6
`

` 

Indifference points between Plan I and Plan II is Rs. 2,50,000

 
 

 
 

EBIT × 1 - t -Pref.dividendEBIT × 1 - t 31      =
No.of equity shares N No.of equity shares N1 3

   EBIT × 1 - 0.40 - 1,25,000EBIT × 1 - 0.40 31      =
3,12, 500 shares 1, 56, ,256 shares

` 

Indifference points between Plan I and Plan III is Rs. 4,16,667.
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Q-6 A Ltd. and B Ltd. are identical in every respect except capital structure. A Ltd. does not employdebt in
its capital structure, whereas B Ltd. employs 12% debentures amounting to Rs. 10 lakh.Assuming that -
(i) All assumptions of MM model are met
(ii) The income tax rate is 30%
(iii) EBIT is Rs. 2,50,000 and
(iv) The equity capitalization rate of A Ltd. is 20%.
CALCULATE the average Value of both the companies.

Ans. Firm A Ltd. (pure equity): unlevered firm:
EAT = EBIT (1 – t)
= EBT × 0.7 = Rs. 2,50,000 × 0.7 = Rs. 1,75,000
(since, EBIT = EBT as there is no debt)

EAT Rs.1,75, 000
Value of unlevered firm A = = = Rs.8,75,000

Equity capitalization  rate 20%

Firm B Ltd. (levered):
Value of levered firm = Value of equity + Value of debt
= Rs. 8,75,000 + ( 10,00,000) × 0.3
= Rs. 11,75,000

Q-7 The Modern Chemicals Ltd. requires Rs. 25,00,000 for a new plant. This plant is expected to yield
earnings before interest and taxes of Rs. 5,00,000. While deciding about the financial plan, the company
considers the objective of maximising earnings per share. It has three alternatives to finance the
project- by raising debt of Rs. 2,50,000 or Rs. 10,00,000 or Rs. 15,00,000 and the balance, in each case, by
issuing equity shares. The company’s share is currently selling at Rs. 150, but is expected to decline to
Rs. 125 in case the funds are borrowed in excess of Rs. 10,00,000. The funds can be borrowed at the rate
of 10% upto Rs. 2,50,000, at 15% over Rs. 2,50,000 and upto Rs. 10,00,000 and at 20% over Rs. 10,00,000.
The tax rate applicable to the company is 50%. ANALYSE, which form of financing should the company
choose?

Ans. Calculation of Earnings per share for three alternatives to finance the project
Alternatives

Particulars I II III
To raise debt of To raise debt of To raise debt of
Rs.2,50,000 and Rs. 10,00,000 and Rs. 15,00,000and

equity of equity of  equity of
Rs. 22,50,000 Rs. 15,00,000 Rs. 10,00,000

Rs. Rs. Rs.
Earnings before interestand tax 5,00,000 5,00,000 5,00,000
Less: Interest on debt at 25,000 1,37,500 2,37,500
the rate of (10% on (10% on (10% on

Rs. 2,50,000) Rs. 2,50,000) Rs. 2,50,000)
(15% on (15% on

Rs. 7,50,000) Rs. 7,50,000)
(20% on

Rs. 5,00,000)
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Earnings before tax 4,75,000 3,62,500 2,62,500

Less: Tax (@ 50%) 2,37,500 1,81,250 1,31,250

Earnings after tax: (A) 2,37,500 1,81,250 1,31,250

Number of shares :(B)

(Refer to working note) 15,000 10,000 8,000

Earnings per share:(A)/(B) 15.833 18.125 16.406

So, the earning per share (EPS) is higher in alternative II i.e. if the company finance the project by
raising debt of Rs. 10,00,000 and issue equity shares of Rs. 15,00,000. Therefore the company should
choose this alternative to finance the project.

Working Note:

Alternatives

I II III

Equity financing : (A) Rs. 22,50,000 Rs. 15,00,000 Rs. 10,00,000

Market price per share: (B) Rs. 150 Rs. 150 Rs. 125

Number of equity share: (A)/(B) 15,000 10,000 8,000

Q-8 “Operating risk is associated with cost structure, whereas financial risk is associated with capital structure
of a business concern.” Critically EXAMINE this statement.

Ans. “Operating risk is associated with cost structure whereas financial risk is associated with capital structure
of a business concern”.

Operating risk refers to the risk associated with the firm’s operations. It is represented by the variability
of earnings before interest and tax (EBIT). The variability in turn is influenced by revenues and expenses,
which are affected by demand of firm’s products, variations in prices and proportion of fixed cost in
total cost. If there is no fixed cost, there would be no operating risk. Whereas financial risk refers to the
additional risk placed on firm’s shareholders as a result of debt and preference shares used in the
capital structure of the concern. Companies that issue more debt instruments would have higher
financial risk than companies financed mostly by equity.

Q-9 Write a short note on : State the meaning of Payback Reciprocal.

Ans. As the name indicates it is the reciprocal of payback period. A major drawback of the payback period
method of capital budgeting is that it does not indicate any cut off period for the purpose of investment
decision. It is, however, argued that the reciprocal of the payback would be a close approximation of
the Internal Rate of Return (later discussed in detail) if the life of the project is at least twice the
payback period and the project generates equal amount of the annual cash inflows. In practice, the
payback reciprocal is a helpful tool for quick estimation of rate of return of a project provided its life is
at least twice the payback period.

Average annual cash in flow
Payback Reciprocal =

Initial  investment

Q-10 Y Limited requires ` 50,00,000 for a new project. This project is expected to yield earnings before
interest and taxes of ` 10,00,000. While deciding about the financial plan, the company considers the
objective of maximizing earnings per’ share. It has two alternatives to finance the project - by raising
debt ` 5,00,000 or ` 20,00,000 and the balance, in each case, by issuing Equity Shares. The company’s
share is currently selling at `300, but is expected to decline to ` 250 in case the funds are borrowed in
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excess of ` 20,00,000. The funds can be borrowed at the rate of 12 percent upto ` 5,00,000 and at 10
percent over ` 5,00,000. The tax rate applicable to the company is 25 percent.
Which form of financing should the company choose?

Ans.  Plan I = Raising Debt of Rs 5 lakh + Equity of Rs 45 lakh.

 Plan II  = Raising Debt of ` 20 lakh + Equity of ` 30 lakh.

Calculation of Earnings per share (EPS)

Particulars                                                                                                                                   Financial Plans

Plan I Plan II

` `

Expected EBIT 10,00,000 10,00,000

Less: Interest (Working Note 1) (60,000) (2,10,000)

Earnings before taxes 9,40,000 7,90,000

Less: Taxes @ 25% (2,35,000) (1,97,500)

Earnings after taxes (EAT) 7,05,000 5,92,500

Number of shares (Working Note 2) 15,000 10,000

Earnings per share (EPS) 47 59.25

Financing Plan II (i.e. Raising debt of ` 20 lakh and issue of equity share capital of ` 30 lakh) is the
option which maximises the earnings per share.

Working Notes:

1. Calculation of interest on Debt.

Plan I (` 5,00,000 x 12%) ` 60,000

Plan II (` 5,00,000 x 12%) ` 60,000 ` 2,10,000

(` 15,00,000 x 10%) ` 1,50,000

2. Number of equity shares to be issued

Rs. 45, 00,000
Plan  1 : = 15,000 shares

Rs. 300 (Market Price of share)

Rs. 30, 00,000
Plan  2 : = 10, 000 shares

Rs. 300 (Market Price of share)

(*Alternatively, interest on Debt for Plan II can be 20,00,000 X 10% i.e. ` 2,00,000. accordingly, the EPS
for the Plan II will be ` 60)

Q-11 The following data relate to two companies belonging to the same risk class :

Particulars A Ltd. B Ltd

Expected Net Operating Income  ` 18,00,000  ` 18,00,000

12% Debt ` 54,00,000 -

Equity Capitalization Rate - 18
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Required:
(a) Determine the total market value, Equity capitalization rate and weighted average cost of capital

for each company assuming no taxes as per M.M. Approach.
(b) Determine the total market value, Equity capitalization rate and weighted average cost of capital

for each company assuming 40% taxes as per M.M. Approach.

Ans. (a)Assuming no tax as per MM Approach.
Calculation of Value of Firms ‘A Ltd.’ and ‘B Ltd’ according to MM Hypothesisn
Market Value of ‘B Ltd’ [Unlevered(u)]
Total Value of Unlevered Firm (Vu) = [NOI/ke] = 18,00,000/0.18 = ` 1,00,00,000
Ke of Unlevered Firm (given) = 0.18
Ko of Unlevered Firm (Same as above = ke as there is no debt) = 0.18
Market Value of ‘A Ltd’ [Levered Firm (I)]
Total Value of Levered Firm (VL) = Vu + (Debt× Nil) = ` 1,00,00,000 + (54,00,000 × nil)

= ̀  1,00,00,000
Computation of Equity Capitalization Rate and

Weighted Average Cost of Capital (WACC)
Particulars A Ltd. B Ltd.
A. Net Operating Income (NOI) 18,00,000 18,00,000
B. Less: Interest on Debt (I) 6,48,000 -
C. Earnings of Equity Shareholders (NI) 11,52,000 18,00,000
D Overall Capitalization Rate (ko) 0.18 0.18
E Total Value of Firm (V = NOI/ko) 1,00,00,000 1,00,00,000
F Less: Market Value of Debt 54,00,000 -
G Market Value of Equity (S) 46,00,000 1,00,00,000
H Equity Capitalization Rate [ke = NI /S] 0.2504 0.18
I Weighted Average Cost of Capital [WACC (ko)]

*ko = (ke×S/V) + (kd×D/V) 0.18 0.18
*Computation of WACC A Ltd
Component of Capital Amount Weight Cost of Capital WACC
Equity 46,00,000 0.46 0.2504 0.1152
Debt 54,00,000 0.54 0.12* 0.0648
Total 81,60,000 0.18
*Kd =  12% (since there is no tax)
WACC = 18%

(b) Assuming 40% taxes as per MM Approach
Calculation of Value of Firms ‘A Ltd.’ and ‘B Ltd’ according to MM Hypothesis
Market Value of ‘B Ltd’ [Unlevered(u)]
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Total Value of unlevered Firm (Vu) = [NOI (1 - t)/ke] = 18,00,000 (1 – 0.40)] / 0.18 = ` 60,00,000
Ke of unlevered Firm (given) = 0.18
Ko of unlevered Firm (Same as above = ke as there is no debt) = 0.18
Market Value of ‘A Ltd’ [Levered Firm (I)]
Total Value of Levered Firm (VL) = Vu + (Debt× Tax)
= ̀  60,00,000 + (54,00,000 × 0.4) = ̀  81,60,000
Computation of Weighted Average Cost of Capital (WACC) of ‘B Ltd.’
= 18% (i.e. Ke = Ko)

Computation of Equity Capitalization Rate and
Weighted Average Cost of Capital (WACC) of a Ltd

Particulars A Ltd.
Net Operating Income (NOI) 18,00,000
Less: Interest on Debt (I) 6,48,000
Earnings Before Tax (EBT) 11,52,000
Less: Tax @ 40% 4,60,800
Earnings for equity shareholders (NI) 6,91,200
Total Value of Firm (V) as calculated above 81,60,000
Less: Market Value of Debt 54,00,000
Market Value of Equity (S) 27,60,000
Equity Capitalization Rate [ke = NI/S] 0.2504
Weighted Average Cost of Capital (ko)
*ko = (ke×S/V) + (kd×D/V) 13.23
*Computation of WACC A Ltd
Component of Capital Amount Weight Cost of Capital WACC
Equity 27,60,000 0.338 0.2504 0.0846
Debt 54,00,000 0.662 0.072* 0.0477
Total 81,60,000 0.1323
*Kd= 12% (1- 0.4) = 12% × 0.6 = 7.2%
WACC = 13.23%

Q-12 Sun Ltd. is considering two financing plans.
Details of which are as under:
(i) Fund’s requirement – ` 100 Lakhs
(ii) Financial Plan
Plan Equity Debt
I 100% -
II 25% 75%
(iii) Cost of debt – 12% p.a.
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(iv) Tax Rate – 30%
(v) Equity Share ` 10 each, issued at a premium of ` 15 per share
(vi) Expected Earnings before Interest and Taxes (EBIT) ` 40 Lakhs
You are required to compute:
(i) EPS in each of the plan
(ii) The Financial Break Even Point
(iii) Indifference point between Plan I and II

Ans. (i) Computation of Earnings Per Share (EPS)
Plans I (`) II (`)
Earnings before interest & tax (EBIT) 40,00,000 40,00,000
Less: Interest charges (12% of `75 lakh) — (9,00,000)
Earnings before tax (EBT) 40,00,000 31,00,000
Less: Tax @ 30% (12,00,000) (9,30,000)
Earnings after tax (EAT) 28,00,000 21,70,000
No. of equity shares (@ 10+`15) 4,00,000 1,00,000
E.P.S (`) 7.00 21.70

(ii) Computation of Financial Break-even Points
Plan ‘I’ = 0 – Under this plan there is no interest payment, hence the financial breakeven point will be
zero.
Plan ‘II’ = ` 9,00,000 - Under this plan there is an interest payment of ` 9,00,000,
hence the financial break -even point will be `9 lakhs

(iii) Computation of Indifference Point between Plan I and Plan II:
Indifference point is a point where EBIT of Plan-I and Plan-II are equal. This can be calculated by
applying the following formula:
{(EBIT –I1 ) (1- T)} / E1 = {(EBIT –I2 ) (1- T)} / E2

So 
     EBIT 1 - 0.3 EBIT - 9,00, 000 1 - 0.3

=
4,00, 000 shares 1,00, 000 shares

` 

Or, 2.8 EBIT – 25,20,000 = 0.7EBIT
Or, 2.1EBIT = 25,20,000
EBIT =12,00,000

Q-13 The management of RT Ltd. wants to raise its funds from market to meet out the financial demands of
its long-term projects. The company has various combinations of proposals to raise its funds. You are
given the following proposals of the company:
Proposal Equity shares (%) Debts (%) Preference shares (%)
P 100 - -
Q 50 50 -
R 50 - 50
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(i) Cost of debt and preference shares is 12% each.
(ii) Tax rate –40%
(iii) Equity shares of the face value of `10 each will be issued at a premium of `10 per

share.
(iv) Total investment to be raised `8,00,00,000.
(v) Expected earnings before interest and tax `3,60,00,000.
From the above proposals the management wants to take advice from you for appropriate plan after
computing the following:
• Earnings per share
• Financial break-even-point
COMPUTE the EBIT range among the plans for indifference.

Ans. (i) Computation of Earnings per Share (EPS)
Plans P (`) Q (`) R (`)
Earnings before interest & tax (EBIT) 3,60,00,000 3,60,00,000 3,60,00,000
Less: Interest charges — (48,00,000) —
Earnings before tax (EBT) 3,60,00,000 3,12,00,000 3,60,00,000
Less : Tax @ 40% (1,44,00,000) (1,24,80,000) (1,44,00,000)
Earnings after tax (EAT) 2,16,00,000 1,87,20,000 2,16,00,000
Less : Preference share dividend — — (48,00,000)
Earnings available for equityshareholders 2,16,00,000 1,87,20,000 1,68,00,000
No. of equity shares 40,00,000 20,00,000 20,00,000
E.P.S 5.40 9.36 8.40

 (ii) Computation of Financial Break-even Points
Proposal ’P’ = 0
Proposal ‘Q’  = ` 48,00,000 (Interest charges)
Proposal ‘R’ = Earnings required for payment of preference share dividend

i.e. ` 48,00,000 0.6 = ` 80,00,000
(iii) Computation of Indifference Point between the Proposals

Combination of Proposals
(a) Indifference point where EBIT of proposal “P” and proposal ‘Q’ is equal

  EBIT - 48,00,000 1- 0.4EBIT(1- 0.4) =
40,00,000 shares 20,00,000 shares

0.6 EBIT = 1.2 EBIT – ` 57,60,000
EBIT = ` 96,00,000
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(b) Indifference point where EBIT of proposal ‘P’ and proposal ‘R’ is equal:

 EBIT 1- 0.40 - 48,00,000EBIT(1- 0.40) =
40,00,000 shares 20,00,000shares

` 

0.6 EBIT 0.6 EBIT - 48,00,000=
40,00,000 shares 20,00,000 shares

` 

 0.30 EBIT = 0.6 EBIT – ̀  48,00,000

48,00,000
EBIT = = 1,60,00,000

0.30
` 

` 

 (c) Indifference point where EBIT of proposal ‘Q’ and proposal ‘R’ are equal

 EBIT -  48,00,000 1- 0.4  EBIT  48,00,000=
20,00,000 shares 20,00,000 shares

` `

 There is no indifference point between proposal ‘Q’ and proposal ‘R’
Q-14 Akash Limited provides you the following information:

(` )
Profit (EBIT) 2,80,000
Less: Interest on Debenture @ 10% (40,000)
EBT 2,40,000
Less Income Tax @ 50% (1,20,000)

1,20,000
No. of Equity Shares (` 10 each) 30,000
Earnings per share (EPS) 4
Price /EPS (PE) Ratio 10
The company has reserves and surplus of ` 7,00,000 and required ` 4,00,000 further for modernisation.
Return on Capital Employed (ROCE) is constant. Debt (Debt/ Debt + Equity) Ratio higher than 40% will
bring the P/E Ratio down to 8 and increase the interest  rate on additional debts to 12%. You are
required to ASCERTAIN the probable price of the share.
(i) If the additional capital are raised as debt; and
(ii) If the amount is raised by issuing equity shares at ruling market price.

Ans. Ascertainment of probable price of shares of Akash limited
Particulars Plan-I Plan-II

If ` 4,00,000is If ` 4,00,000 is
raised asdebt (`) raised byissuing

equity shares(`)
Earnings Before Interest and Tax (EBIT)
{20% of new capital i.e. 20% of (`14,00,000 + `4,00,000)}
(Refer working note1) 3,60,000 3,60,000
Less: Interest on old debentures(10% of `4,00,000) (40,000) (40,000)
Less: Interest on new debt(12% of `4,00,000) (48,000) —

-112- Chapter-5 : Financing Decisions - Capital Structure

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Earnings Before Tax (EBT) 2,72,000 3,20,000
Less: Tax @ 50% (1,36,000) (1,60,000)
Earnings for equity shareholders (EAT) 1,36,000 1,60,000
No. of Equity Shares (refer working note 2) 30,000 40,000
Earnings per Share (EPS) ` 4.53 ` 4.00
Price/ Earnings (P/E) Ratio (refer working note 3) 8 10
Probable Price Per Share (PE Ratio × EPS) ` 36.24 ` 40

Working Notes:
1. Calculation of existing Return of Capital Employed (ROCE):

(` )
Equity Share capital (30,000 shares × `10) 3,00,000

 
 
 

100
10% Debentures 40, 000 ×

10
` 4,00,000

Reserves and Surplus 7,00,000
Total Capital Employed 14,00,000
Earnings before interest and tax (EBIT) (given) 2,80,000

2,80, 000
ROCE = ×100

 14, 00,000
` 

`
20%

2. Number of Equity Shares to be issued in Plan-II:

4, 00, 000
= = 10, 00, 000 shares

40
`

`

Thus, after the issue total number of shares = 30,000+ 10,000 = 40,000 shares
3. Debt/Equity Ratio if ` 4,00,000 is raised as debt:

8,00, 000
= × 100 = 44.44%

18, 00,000
`

`

As the debt equity ratio is more than 40% the P/E ratio will be brought down to 8 in Plan-I.
Q-15 Rounak Ltd. is an all equity financed company with a market value of ` 25,00,000 and cost of equity (Ke)

21%. The company wants to buyback equity shares worth ` 5,00,000 by issuing and raising 15% perpetual
debt of the same amount. Rate of tax may be taken as 30%. After the capital restructuring and applying
MM Model (with taxes), you are required to COMPUTE:
(i) Market value of J Ltd.
(ii) Cost of Equity (Ke)
(iii) Weighted average cost of capital (using market weights) and comment on it.
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Ans. Value of a company (V) = Value of equity (S) + Value of debt (D)

` 25,00,000 =
Net Income(NI)

Ke
+ ` 5,00,000

Or, Net Income (NI) = 0.21 (` 25,00,000 – ` 5,00,000)
Market Value of Equity = ` 25,00,000
Ke =21%

Net income (NI) for equity holders
Ke

= Market Value of Equity

Net income (NI) for equity holders
0.21

= ̀  25,00,000

Net income for equity holders = ` 5,25,000
EBIT = 5,25,000/0.7                         = ̀  7,50,000

All Equity Debt and Equity
` `

EBIT 7,50,000 7,50,000
Interest to debt-holders - (75,000)
EBT 7,50,000 6,75,000
Taxes (30%) (2,25,000) (2,02,500)
Income available to equity shareholders 5,25,000 4,72,500
Income to debt holders plus income available toshareholders 5,25,000 5,47,500
Present value of tax-shield benefits = ` 5,00,000 × 0.30 = ` 1,50,000
(i) Value of Restructured firm = ` 25,00,000 + ` 1,50,000 = ̀  26,50,000
(ii) Cost of Equity (Ke)
Total Value = ̀ 26,50,000
Less: Value of Debt = ̀ 5,00,000
Value of Equity = ̀ 21,50,000

4,72, 500
K  = = 0.219 = 21.98%e 21,50, 000

(iii) WACC (on market value weight)
Cost of Debt (after tax) = 15% (1- 0.3) = 0.15 (0.70) = 0.105 = 10.5%
Components of Costs Amount(`) Cost of Capital(%) Weight WACC(%)
Equity 21,50,000 21.98 0.81 17.80
Debt 5,00,000 10.50 0.19 2.00

26,50,000 19.80
Comment: At present the company is all equity financed. So, Ke = Ko i.e. 21%. However, after
restructuring, the Ko would be reduced to 19.80% and Ke would increase from 21% to 21.98%.
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Q-16 Company P and Q are identical in all respects including risk factors except for debt/equity, company P
having issued 10% debentures of `18 lakhs while company Q is unlevered.Both the companies earn
20% before interest and taxes on their total assets of ` 30 lakhs.
Assuming a tax rate of 50% and capitalization rate of 15% from an all-equity company.
Required:
CALCULATE the value of companies’ P and Q using
(i) Net Income Approach and
(ii)  Net Operating Income Approach.

Ans. (i) Valuation under Net Income Approach
Particulars P Q

Amount (`) Amount (`)
Earnings before Interest & Tax (EBIT)(20% of ` 30,00,000) 6,00,000 6,00,000
Less: Interest (10% of ` 18,00,000) 1,80,000
Earnings before Tax (EBT) 4,20,000 6,00,000
Less: Tax @ 50% 2,10,000 3,00,000
Earnings after Tax (EAT)(available to equity holders) 2,10,000 3,00,000
Value of equity (capitalized @ 15%) 14,00,000 20,00,000

(2,10,000 × 100/15) (3,00,000 × 100/15)
Add: Total Value of debt 18,00,000 Nil
Total Value of Company 32,00,000 20,00,000

(ii) Valuation of Companies under Net Operating Income Approach
Particulars P Q

Amount (`) Amount (`)
Capitalisation of earnings at 15%

  
 
 

6, 00, 000 1.0.5

0.15

`
20,00,000 20,00,000

Less: Value of debt{18,00,000 (1 – 0.5)} 9,00,000 Nil
Value of equity 11,00,000 20,00,000
Add: Total Value of debt 18,00,000 Nil
Total Value of Company 29,00,000 20,00,000

Q-17 Sinha Steel Ltd. requires ` 30,00,000 for a new plant which expects to yield earnings before interest and
taxes of ` 5,00,000. While deciding about the financial plan, the company considers the objective of
maximizing earnings per share. It has three alternatives to finance the project as follows -

Alternative Debt Equity Shares
1 ` 2,50,000 balance
2 ` 10,00,000 balance
3  ̀  15,00,000 balance
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The company’s share is currently selling at ` 200, but is expected to decline to ` 160 in case the funds
are borrowed in excess of ` 10,00,000.
Slab wise interest rate for fund borrowed are as follows -
              Fund Limit Applicable Interest rate
up-to ` 2,50,000 10%
over ` 2,50,000 and up-to ` 10,00,000 15%
over ` 10,00,000 20%
The tax rate applicable to the company is 50 percent.
ANALYSE which form of financing should the company choose?

Ans. Alternative I = Raising Debt of ` 2.5 lakh + Equity of ` 27.5 lakh.
Alternative II = Raising Debt of ` 10 lakh + Equity of `20 lakh.
Alternative III = Raising Debt of ` 15 lakh + Equity of ` 15 lakh.

Calculation of Earnings per share (EPS):
(Amount in `)

Particulars FINANCIAL ALTERNATIVES
Alternative I Alternative II Alternative III

Expected EBIT 5,00,000 5,00,000 5,00,000
Less: Interest (working note i) (25,000) (1,37,500) (2,37,500)
Earnings before taxes 4,75,000 3,62,500 2,62,500
Less: Taxes @ 50% (2,37,500) (1,81,250) (1,31,250)
Earnings after taxes (EAT) 2,37,500 1,81,250 1,31,250
Number of shares (working note ii) 13,750 10,000 9,375
Earnings per share (EPS) 17.27 18.125 14.00
Financing Alternative II (i.e. Raising debt of `10 lakh and issue of equity share capital of ` 20 lakh) is the
option which maximises the earnings per share.
Working Notes:

(i) Calculation of interest on Debt
(Amount in `)

Alternative I (2,50,000 × 10%) 25,000
Alternative II (2,50,000 × 10%) 25,000

(7,50,000 × 15%) 1,12,500 1,37,500
Alternative III (2,50,000 × 10%) 25,000

(7,50,000 × 15%) 1,12,500
(5,00,000 × 20%) 1,00,000 2,37,500

(ii) Number of equity shares to be issued
Alternative I = ` 27,50,000/ ` 200 (Market Price of share)

= 13,750 shares
Alternative II = ̀  20,00,000/` 200

= 10,000 shares
Alternative III = ` 15,00,000/ ` 160

= 9,375 shares
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Q-18 Xylo Ltd. is considering two alternative financing plans as follows:
Particulars Plan – A (`) Plan – B (`)
Equity shares of ` 10 each 8,00,000 8,00,000
Preference Shares of ` 100 each -  4,00,000
12% Debentures 4,00,000  -

12,00,000 12,00,000
The indifference point between the plans is ` 4,80,000. Corporate tax rate is 30%.
CALCULATE the rate of dividend on preference shares.

Ans.  Computation of Rate of Preference Dividend

   
 

EBIT - Interest  1 - t

No. of Equity Shares N1
=

 
 

EBIT 1 - t  - Preference Dividend 

No. of Equity Shares N2

(

   
s

 × 1 - 04,80,

e

 .30000 - 48, 000

80,00, 000shar

` `
=

 4,80, 000 1 - 0.30 - Preferenc

s

e

0

 

0

Di

0

vid

80, , 00 h

e d

 s

n

are

`

 3,02, 400

80, 00,000shares

`
=

3,36,000 - Preference Dividend
80,00, 000 shares

`

 3,02,400 = ` 3,36,000 – Preference Dividend
Preference Dividend = ` 3,36,000 – ` 3,02,400 = ` 33,600

 Rate of Dividend = 0
Preference Div idend

Preference share capita
×10

l

=
33,600

×100 = 8.4%
4,00,000
` 

Q-19 ABC Limited is setting up a project with a capital outlay of ` 90,00,000. It has two alternatives in
financing the project cost.
Alternative-I: 100% equity finance by issuing equity shares of ` 10 each
Alternative-II: Debt-equity ratio 2:1 (issuing equity shares of ` 10 each)
The rate of interest payable on the debts is 18% p.a. The corporate tax rate is 30%. CALCULATE the
indifference point between the two alternative methods of financing.

Ans. Calculation of Indifference point between the two alternatives of financing.
Alternative-I By issue of 9,00,000 equity shares of `10 each amounting to ‘ 90 lakhs. No financial charges
are involved.
Alternative-II By raising the funds in the following way:
Debt =  ` 60 lakhs
Equity =  ` 30 lakhs (3,00,000 equity shares of ` 10 each)

Interest payable on debt = 60,00,000 × 
18

100
= ` 10,80,000
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The difference point between the two alternatives is calculated by:

     EBIT - l 1 - TEBIT - l 1 - T 21 =
E E1 2

     EBIT - 0 1- 0.30 EBIT -10,80,000 1- 0.30
=

9,00,000 3,00,000

     EBIT 0.70 EBIT -10,80,000 0.70
=

9,00,000 3,00,000

   EBIT 0.70 0.70 EBIT -10,80,000
=

3 1

EBIT = 3EBIT-32,40,000
-2 EBIT = -32,40,000

EBIT = 
32,40,000

2

EBIT = ̀  16,20,000
Therefore, at EBIT of ` 16,20,000, earnings per share for the two alternatives is equal.

Q-20 Answer the following:
In respect of two companies having same business risk, following information is given:Capital employed
= ` 4,00,000; EBIT = ` 60,000; Ke = 12%
Sources Levered Company (`) Unlevered Company (`)
Debt (@10%) 1,50,000 Nil
Equity 1,50,000 3,00,000
Investor is holding 20% shares in levered company. CALCULATE increase in annual earnings of investor
if he switches his holding from Levered to Unlevered company.

Ans.
1. Valuation of firms

Particulars Levered Firm (`) Unlevered Firm (`)
EBIT 60,000 60,000
Less: interest (1,50,000 x 10%) 15,000 Nil

Earnings available to Equity Shareholder/Ke 45,000 60,000
12% 12%

Value of Equity 3,75,000 5,00,000
Debt 1,50,000 Nil
Value of Firm  5,25,000 5,00,000
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Value of Levered company is more than that of unlevered company. Therefore, investor will sell
his shares in levered company and buy shares in unlevered company. To maintain the level of risk
he will borrow proportionate amount and invest that amount also in shares of unlevered company.

2. Investment & Borrowings
Sell shares in Levered company (3,75,000x20%) 75,000
Borrow money (1,50,000 x 20%) 30,000
Buy shares in Unlevered company 1,05,000

3. Change in Return
Income from shares in Unlevered company(1,05,000 x 12%) 12,600
Less: interest on loan (30,000 x 10%) 3,000
Net Income from unlevered firm 9,600
Income from Levered firm (75000 x 12%) 9,000
Incremental Income due to arbitrage 600

Q-21 Sophisticated Limited is considering three financing plans. The key information is as follows:
(a) Total investment amount to be raised ` 4,00,000
(b) Plans of Financing Proportion:
Plans Equity Debt  Preference Shares
A 100% - -
B 50% 50% -
C 50% - 50%
(c) Cost of debt  10%
(d) Tax rate  30%
(e) Equity shares of the face value of ` 10 each will be issued at a premium of ` 10 per share.
(f) Expected EBIT is ` 10,00,000.
You are required to DETERMINE for each plan: -
(i) Earnings per share (EPS)
(ii) The financial break-even point.
(iii) Indicate if any of the plans dominate and compute the EBIT range among the plans for indifference.

Ans. (i) Computation of Earnings per share (EPS)
Plans A B C
Earnings before interest and tax (EBIT) 10,00,000 10,00,000 10,00,000
Less: Interest charges — (20,000)

(10% × ` 2 lakh) —-
Earnings before tax (EBT) 10,00,000 9,80,000 10,00,000
Less: Tax (@ 30%) (3,00,000) (2,94,000) (3,00,000)
Earnings after tax (EAT) 7,00,000 6,86,000 7,00,000
Less: Preference Dividend — — (20,000)

(10% × ` 2 lakh)
Earnings available for Equity shareholders 7,00,000 6,86,000 6,80,000
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(A)
No. of Equity shares (B) 20,000 10,000 10,000

(` 4 lakh ÷  ` 20) (` 2 lakh ÷ ` 20) (` 2 lakh ÷ ` 20)
EPS ` [(A) ÷ (B)] 35 68.6 68

(ii) Calculation of Financial Break-even point
Financial break-even point is the earnings which are equal to the fixed finance charges and preference
dividend.
Plan A: Under this, plan there is no interest or preference dividend payment. Hence, the Financial
Break-even point will be zero.
Plan B: Under this plan, there is an interest payment of ` 20,000 and no preference dividend. Hence, the
Financial Break-even point will be ` 20,000 (Interest charges).
Plan C: Under this plan, there is no interest payment but an after tax preference dividend of ` 20,000 is
paid. Hence, the Financial Break- even point will be before tax earnings of ` 28,571 (i.e. ` 20,000 ÷ 0.7)

(iii) Computation of indifference point between the plans.
The indifference between two alternative methods of financing is calculated by applying the following
formula.

       EBIT - I 1 - TEBIT - I 1 - T1 2=
E E1 2

Where,
EBIT = Earnings before interest and tax.
l1 = Fixed charges (interest or pref. dividend) under Alternative 1
l2 = Fixed charges (interest or pref. dividend) under Alternative 2
T = Tax rate
E1 = No. of equity shares in Alternative 1
E2 = No. of equity shares in Alternative 2
Now, we can calculate indifference point between different plans of financing.
(a) Indifference point where EBIT of Plan A and Plan B is equal.

     EBIT - 0 1 - 0.3 EBIT - 20, 000 1 - 0.3
=

20000 10, 000

0.7 EBIT (10,000) = (0.7 EBIT – 14,000) (20,000)
7,000 EBIT = 14,000 EBIT – 28 crores
EBIT = 40,000

(b) Indifference point where EBIT of Plan A and Plan C is equal

     EBIT - 0 1 - 0.3 EBIT - 0 1 - 0.3 - 20,000
=

20000 10,000
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0.7 EBIT (10,000) = (0.7 EBIT – 20,000) (20,000)
7000 EBIT = 14,000 EBIT – 40 crores
EBIT =  57,142.86

(c) Indifference point where EBIT of Plan B and Plan C is equal

       EBIT - 20,000 1 - 0.3 EBIT - 0 1 - 0.3 - 20,000
=

10000 10,000

(0.7 EBIT – 14,000) (10,000) = (0.7 EBIT – 20,000) (10,000)
7,000 EBIT – 14 crore =  7,000 EBIT - 20 crore
There is no indifference point between the financial plans B and C.

Q-22 Blue Ltd., an all equity financed company is considering the repurchase of ` 275 lakhsequity shares and
to replace it with 15% debentures of the same amount. Current marketvalue of the company is ` 1,750
lakhs with its cost of capital of 20%. The company’s Earnings before Interest and Taxes (EBIT) are
expected to remain constant in future years.
The company also has a policy of distributing its entire earnings as dividend.
Assuming the corporate tax rate as 30%, you are required to CALCULATE the impact on the following on
account of the change in the capital structure as per Modigliani and Miller (MM) Approach:
(i) Market value of the company
(ii) Overall Cost of capital
(iii) Cost of equity

Ans. Workings:

Market Value of Equity
 Net income NI  for equity holders

Ke
=

` 1,750 lakhs
 Net income NI  for

0

 
=

equity hol ers

0.2

d

Net Income to equity holders/EAT = ` 350 lakhs

Therefore, EBIT    
350lakhs

= = = 500lakhs
1 - 0.

T
3

EA
1- t

`
`

Income Statement
                                                                                             All Equity (` In lakhs)                  Equity & Debt (` In lakhs)
EBIT (as calculated above) 500 500
Interest on ` 275 lakhs @ 15% - 41.25
EBT - 458.75
Tax @ 30% 500 137.63
Income available to equity holders 150 321.12

350
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(i) Market value of the company
Market value of levered firm = Value of unlevered firm + Tax Advantage

= ` 1,750 lakhs + (` 275 lakhs x 0.3)
= ` 1,832.5 lakhs

Change in market value of the company = ` 1,832.5 lakhs –  ` 1,750 lakhs
=  ` 82.50 lakhs

The impact is that the market value of the company has increased by ` 82.50 lakhs due to
replacement of equity with debt.

(ii) Overall Cost of Capital
Market Value of Equity = Market value of levered firm - Equity repurchased

= ` 1,832.50 lakhs – ` 275 lakhs = ` 1,557.50 lakhs
Cost of Equity (Ke) = (Net Income to equity holders / Market value of equity ) x 100

= (` 321.12 lakhs / ` 1,557.50 lakhs ) x 100 = 20.62%

Cost of debt (Kd) = I (1 - t) = 15 (1 - 0.3) = 10.50%

Components Amount Cost of Capital Weight WACC (Ko)
(` In lakhs) % %

Equity 1,557.50 20.62 0.85 17.53
Debt 275.00 10.50 0.15 1.58

1,832.50 1 19.11
The impact is that the Overall Cost of Capital or Ko has fallen by 0.89% (20% - 19.11%) due to the benefit
of tax relief on debt interest payment.
(iii) Cost of Equity

The impact is that cost of equity has risen by 0.62% (20.62% - 20%) due to the presence of financial
risk i.e. introduction of debt in capital structure.

Note: Cost of Capital and Cost of equity can also be calculated with the help of following formulas,
though there will be no change in the final answers.
Cost of Capital (Ko) = Keu [1 – (t x L)]
Where,
Keu = Cost of equity in an unlevered company
t = Tax rate

L
Debt

Debt +Equity
=

So, Ko = 0.20  275lakhs
1 . = 0.191 or 19.10% appro- 0.3×

1,832.5lakhs
x

  
  

  

`

`

 Cost of Equity (Ke) = Keu + (Keu – Kd)
 Debt 1 - t

Equity
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Where,
Keu = Cost of equity in an unlevered company
Kd = Cost of debt
t = Tax rate

So, Ke = 0.20 +     
 
 

275 lakhs 1 0.3

1, 55
% 0.20 - 0.15 × =0.2062or20.62

7.5 lakhs

`

`

Q-23 Zordon Ltd. has net operating income of ` 5,00,000 and total capitalization of ` 50,00,000 during the
current year. The company is contemplating to introduce debt financing in capital structure and has
various options for the same. The following information is available at different levels of debt value:
Debt value (`) Interest rate(%) Equity capitalization rate(%)
0 - 10.00
5,00,000 6.0 10.50
10,00,000 6.0 11.00
15,00,000 6.2 11.30
20,00,000 7.0 12.40
25,00,000 7.5 13.50
30,00,000 8.0 16.00
Assuming no tax and that the firm always maintains books at book values, you are
REQUIRED to calculate:
(i) Amount of debt to be employed by firm as per traditional approach.

(ii) Equity capitalization rate, if MM approach is followed.
Ans.

(a) Amount of debt to be employed by firm as per traditional approach
Calculation of Equity, Wd and We

Total Capital (`) Debt (`) Wd Equity value(`) We
(a) (b) (b)/(a) (c) = (a) - (b) (c)/(a)

50,00,000 0 - 50,00,000 1.0
50,00,000 5,00,000 0.1 45,00,000 0.9
50,00,000 10,00,000 0.2 40,00,000 0.8
50,00,000 15,00,000 0.3 35,00,000 0.7
50,00,000 20,00,000 0.4 30,00,000 0.6
50,00,000 25,00,000 0.5 25,00,000 0.5
50,00,000 30,00,000 0.6 20,00,000 0.4
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 Statement of Weighted Average Cost of Capital (WACC)
Ke We Kd Wd Ke We Kd Wd Ko

(1) (2) (3) (4) (5) = (1) x (2) (6) = (3) x (4) (7) = (5) + (6)
0.100 1.0 - - 0.100 - 0.100
0.105 0.9 0.060 0.1 0.095 0.006 0.101
0.110 0.8 0.060 0.2 0.088 0.012 0.100
0.113 0.7 0.062 0.3 0.079 0.019 0.098
0.124 0.6 0.070 0.4 0.074 0.028 0.102
0.135 0.5 0.075 0.5 0.068 0.038 0.106
0.160 0.4 0.080 0.6 0.064 0.048 0.112
So, amount of Debt to be employed = ‘ 15,00,000 as WACC is minimum at this level of debt i.e. 9.8%

(b) As per MM approach, cost of the capital (Ko) remains constant and cost of equity increases linearly with
debt.

Value of a firm
 

0

Net Operating
=

 Income NOI

K

0

5, 00,000
K

50, 00,000 =
`

`

0K = = 10%
50,0

0
0,

0
00
0

0
5, 0 ,0`

`

 Statement of Equity Capitalization rate (ke) under MM approach
Debt(‘) Equity(‘) Debt/Equity Ko Kd          Ko - Kd

Ke= Ko +
(Ko - Kd)

Debt

Equity

(1) (2) (3) = (1)/(2) (4) (5) (6) = (4)-(5) (7) = (4) +
(6) x (3)

0 50,00,000 0 0.10 - 0.100 0.100

5,00,000 45,00,000 0.11 0.10 0.060 0.040 0.104

10,00,000 40,00,000 0.25 0.10 0.060 0.040 0.110

15,00,000 35,00,000 0.43  0.10 0.062 0.038 0.116

20,00,000 30,00,000 0.67 0.10 0.070 0.030 0.120

25,00,000 25,00,000 1.00 0.10 0.075 0.025 0.125

30,00,000 20,00,000 1.50 0.10 0.080 0.020 0.130

-124- Chapter-5 : Financing Decisions - Capital Structure

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Q-24 The details about two companies R Ltd. and S Ltd. having same operating risk are given below:
Particulars R Ltd. S Ltd.
Profit before interest and tax ` 10 lakhs ` 10 lakhs
Equity share capital ` 10 each ` 17 lakhs ` 50 lakhs
Long term borrowings @ 10% ` 33 lakhs -
Cost of Equity (Ke) 18% 15%
You are required to:
(1) Calculate the value of equity of both the companies on the basis of M.M. Approach without tax.
(2) Calculate the Total Value of both the companies on the basis of M.M. Approach without tax.

Ans.(1) Computation of value of equity on the basis of MM approach without tax
Particulars R Ltd. (` in lakhs) S Ltd. (` in lakhs)
Profit before interest and taxes 10 10
Less: Interest on debt (10% × ` 33,00,000) 3.3 -
Earnings available to Equity shareholders 6.7 10
Ke 18% 15%
Value of Equity (Earnings available to Equity shareholders/Ke) 37.222 66.667

(2) Computation of total value on the basis of MM approach without tax
Particulars R Ltd. (` in lakhs) S Ltd. (` in lakhs)
Value of Equity (S) (as calculated above) 37.222 66.667
Debt (D) 33 -
Value of Firm (V) = S + D 70.222 66.667

Q-25 A Limited and B Limited are identical except for capital structures. A Ltd. has 60 per cent debt and 40 per
cent equity, whereas B Ltd. has 20 per cent debt and 80 per cent equity. (All percentages are in market-
value terms.) The borrowing rate for both companies is 8 per cent in a no-tax world, and capital markets
are assumed to be perfect.
If X, owns 3 per cent of the equity shares of A Ltd., determine his return if the Company has net
operating income of ` 4,50,000 and the overall capitalization rate of the company, (Ko) is 18 percent.

Ans. Value of A Ltd. = 
4,50,000NOI =

K 18%e

`
= ` 25,00,000

Return on Shares of X on A Ltd.
Particulars Amount (`)
Value of the company 25,00,000
Market value of debt (60% x ` 25,00,000) 15,00,000
Market value of shares (40% x ` 25,00,000) 10,00,000
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Particulars Amount (`)
Net operating income 4,50,000
Interest on debt (8% × ` 15,00,000) 1,20,000
Earnings available to shareholders 3,30,000
Return on 3% shares (3% × ` 3,30,000) 9,900

Q-26 Calculate the implied required rate of return on equity of A Ltd.

Ans. Implied required rate of return on equity of A Ltd. = 
3,30,000

10,00,000
`

= 33%

Q-27 B Ltd. has the same net operating income as A Ltd.
(i) Calculate the implied required equity return of B Ltd.
(ii) Analyse why does it differ from that of A Ltd.

Ans.
(i) Calculation of Implied rate of return of B Ltd.

Particulars Amount (`)
Total value of company 25,00,000
Market value of debt (20% × ` 25,00,000) 5,00,000
Market value of equity (80% × ` 25,00,000) 20,00,000
Particulars Amount (`)
Net operating income 4,50,000
Interest on debt (8% × ` 5,00,000) 40,000
Earnings available to shareholders 4,10,000

Implied required rate of return on equity = 
4,10,000

20,00,000
`

= 20.5%

(ii) Implied required rate of return on equity of B Ltd. is lower than that of A Ltd. because B Ltd. uses less
debt in its capital structure. As the equity capitalisation is a linear function of the debt-to-equity ratio
when we use the net operating income approach, the decline in required equity return offsets exactly
the disadvantage of not employing so much in the way of “cheaper” debt funds.

Q-28 The following data relates to two companies belonging to the same risk class:
Particulars Bee Ltd. Cee Ltd.
12% Debt ` 27,00,000 -
Equity Capitalization Rate  - 18
Expected Net Operating Income ` 9,00,000 `9,00,000
You are required to:
(a) DETERMINE the total market value, Equity capitalization rate and weighted average cost of capital

for each company assuming no taxes as per M.M. Approach.
(b) DETERMINE the total market value, Equity capitalization rate and weighted average cost of capital
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for each company assuming 40% taxes as per M.M. Approach.
Ans.(a) Assuming no tax as per MM Approach.

Calculation of Value of Firms ‘Bee Ltd.’ and ‘Cee Ltd’ according to MM Hypothesis
Market Value of ‘Cee Ltd’ [Unlevered(u)]
Total Value of Unlevered Firm (Vu) = [NOI/ke] = 9,00,000/0.18 = ` 50,00,000
Ke of Unlevered Firm (given) = 0.18
Ko of Unlevered Firm (Same as above = ke as there is no debt) = 0.18
Market Value of ‘Bee Ltd’ [Levered Firm (I)]
Total Value of Levered Firm (VL) = Vu + (Debt× Nil)

= ` 50,00,000 + (27,00,000 × nil)
= ̀  50,00,000

Computation of Equity Capitalization Rate and
Weighted Average Cost of Capital (WACC)

Particulars Bee Ltd.
Net Operating Income (NOI) 9,00,000
Less: Interest on Debt (I) 3,24,000
Earnings of Equity Shareholders (NI) 5,76,000
Overall Capitalization Rate (ko) 0.18
Total Value of Firm (V = NOI/ko) 50,00,000
Less: Market Value of Debt 27,00,000
Market Value of Equity (S) 23,00,000
Equity Capitalization Rate [ke = NI /S] 0.2504
Weighted Average Cost of Capital (ko)* 0.18
ko = (ke×S/V) + (kd×D/V)
*Computation of WACC Bee Ltd
Component of Capital Amount Weight Cost of Capital WACC
Component of Capital Amount Weight Cost of Capital WACC
Equity 23,00,000 0.46 0.2504 0.1152
Debt 27,00,000 0.54 0.12* 0.0648
Total 50,00,000 0.18
*Kd = 12% (since there is no tax)
WACC = 18%

(b) Assuming 40% taxes as per MM Approach
Calculation of Value of Firms ‘Bee Ltd.’ and ‘Cee Ltd’ according to MM Hypothesis
Market Value of ‘Cee Ltd’ [Unlevered(u)]
Total Value of unlevered Firm (Vu) = [NOI (1 - t)/ke] = 9,00,000 (1 – 0.40)] / 0.18

= ̀  30,00,000
Ke of unlevered Firm (given) = 0.18
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Ko of unlevered Firm (Same as above = ke as there is no debt) = 0.18
Market Value of ‘Bee Ltd’ [Levered Firm (I)]
Total Value of Levered Firm (VL) = Vu + (Debt× Tax)

= ̀  30,00,000 + (27,00,000 × 0.4)
= ̀  40,80,000

Computation of Weighted Average Cost of Capital (WACC) of ‘Cee Ltd.’
= 18% (i.e. Ke = Ko)

 Computation of Equity Capitalization Rate and
Weighted Average Cost of Capital (WACC) of Bee Ltd

Particulars Bee Ltd. (`)
Net Operating Income (NOI) 9,00,000
Less: Interest on Debt (I) 3,24,000
Earnings Before Tax (EBT) 5,76,000
Less: Tax @ 40% 2,30,400
Earnings for equity shareholders (NI) 3,45,600
Total Value of Firm (V) as calculated above 40,80,000
Less: Market Value of Debt 27,00,000
Market Value of Equity (S) 13,80,000
Equity Capitalization Rate [ke = NI/S] 0.2504
Weighted Average Cost of Capital (ko)* 13.23
ko = (ke×S/V) + (kd×D/V)
 *Computation of WACC Bee Ltd.
Component of Capital Amount Weight Cost of Capital WACC
Equity 13,80,000 0.338 0.2504 0.0846
Debt 27,00,000 0.662 0.072* 0.0477
Total 40,80,000 0.1323
*Kd= 12% (1- 0.4) = 12% × 0.6 = 7.2%
WACC = 13.23%

Q-29 Earnings before interest and tax of a company are `  4,50,000. Currently the company has 80,000 Equity
shares of ` 10 each, retained earnings of ` 12,00,000. It pays annual interest of `1,20,000 on 12%
Debentures. The company proposes to take up an expansion scheme for which it needs additional fund
of ` 6,00,000. It is anticipated that after expansion, the company will be able to achieve the same
return on investment as at present.
It can raise fund either through debts at rate of 12% p.a. or by issuing Equity shares at par.
Tax rate is 40%.
Required:
Compute the earning per share if:
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(i) The additional funds were raised through debts.
(ii) The additional funds were raised by issue of Equity shares.
Advise whether the company should go for expansion plan and which sources of finance should be
preferred.

Ans. Working Notes:
(1) Capital employed before expansion plan:

(`)
Equity shares (` 10 × 80,000 shares) 8,00,000
Debentures {(` 1,20,000/12) x100} 10,00,000
Retained earnings 12,00,000
Total capital employed 30,00,000

 (2) Earnings before interest and tax (EBIT) = 4,50,000
(3) Return on Capital Employed (ROCE):

 ROCE =  %
EBIT 4, 50,000

Capital emplo
5

yed 30,00, 00
× 100 =

0
× 100 = 1

`

`

 (4) Earnings before interest and tax (EBIT) after expansion scheme:
After expansion, capital employed = ` 30,00,000 + ̀  6,00,000 = ̀  36,00,000
Desired EBIT = 15% x ̀  36,00,000 = ̀  5,40,000

 (i)
& (ii) Computation of Earnings Per Share (EPS) under the following options:

Present Expansion scheme
situation Additional funds raised as

Debt (i) Equity (ii)
(`) (`) (`)

Earnings before Interest 4,50,000 5,40,000 5,40,000
and Tax (EBIT)
Less: Interest - Old Debt 1,20,000 1,20,000 1,20,000
- New Debt -- 72,000 --

(` 6,00,000 ? 12%)

Earnings before Tax (EBT) 3,30,000 3,48,000 4,20,000
Less: Tax (40% of EBT) 1,32,000 1,39,200 1,68,000
PAT/EAT 1,98,000 2,08,800 2,52,000
No. of shares outstanding 80,000 80,000 1,40,000
Earnings per Share (EPS) 2.475 2,610 1,800
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1,98,000
80,000

`  
 
 

2, 08,800
80,000

`  
 
 

2, 52, 000
1,40,000
`

Advise to the Company: When the expansion scheme is financed by additional debt, the EPS is higher.
Hence, the company should finance the expansion scheme by raising debt.

Q-30 Stand Ltd. is contemplating replacement of one of its machines which has become outdated and
inefficient. Its financial manager has prepared a report outlining two possible replacement machines.
The details of each machine are as follows:

Machine 1 Machine 2
Initial investment ` 12,00,000 ` 16,00,000
Estimated useful life 3 years 5 years
Residual value ` 1,20,000 ` 1,00,000
Contribution per annum ` 11,60,000 ` 12,00,000
Fixed maintenance costs per annum ` 40,000 ` 80,000
Other fixed operating costs per annum ` 7,20,000 ` 6,10,000
The maintenance costs are payable annually in advance. All other cash flows apart from the initial
investment assumed to occur at the end of each year. Depreciation has been calculated  by straight line
method and has been included in other fixed operating costs. The expected cost of capital for this
project is assumed as 12% p.a.
Required:
(i) Which machine is more beneficial, using Annualized Equivalent Approach? Ignore tax.
(ii) Calculate the sensitivity of your recommendation in part (i) to changes in the contribution

generated by machine 1.
Year 1 2 3 4 5 6
PVIF0.12,t 0.893 0.797 0.712 0.636 0.567 0.507
PVIFA0.12,t 0.893 1.690 2.402 3.038 3.605  4.112

Ans. (i) Calculation of Net Cash flows
Machine 1
Other fixed operating costs (excluding depreciation) = 7,20,000–[(12,00,000–1,20,000)/3] = `  3,60,000

Year  Initial Contribution Fixed Other fixed Residual Net cash
Investment (`) (`) maintenance operating Value flow

costs (`) costs
(excluding

depreciation)(`) (`) (`)
0 (12,00000) (40,000) (12,40,000)
1 11,60,000 (40,000) (3,60,000) 7,60,000
2 11,60,000 (40,000) (3,60,000) 7,60,000
3 11,60,000 (3,60,000) 1,20,000 9,20,000
Machine 2
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Other fixed operating costs (excluding depreciation) = 6,10,000–[(16,00,000–1,00,000)/5] = ` 3,10,000
Year  Initial Contribution Fixed Other fixed Residual Net cash

Investment(`) (`) maintenance operating Value flow
costs (`) costs

(excluding
depreciation)(`) (`) (`)

0 (16,00000) (80,000) (16,80,000)
1 12,00,000 (80,000) (3,10,000) 8,10,000
2 12,00,000 (80,000) (3,10,000) 8,10,000
3 12,00,000 (80,000) (3,10,000) 8,10,000
4 12,00,000 (80,000) (3,10,000) 8,10,000
5 12,00,000 (3,10,000) 1,00,000 9,90,000

 Calculation of Net Present Value
Machine 1 Machine 2

Year 12% discount Net cash Present Net cash Present
factor flow (`) value (`) flow (`) value (`)

0 1.000 (12,40,000) (12,40,000) (16,80,000) (16,80,000)
1 0.893 7,60,000 6,78,680 8,10,000 7,23,330
2 0.797 7,60,000 6,05,720 8,10,000 6,45,570
3 0.712 9,20,000 6,55,040 8,10,000 5,76,720
4 0.636 8,10,000 5,15,160
5 0.567 9,90,000 5,61,330
NPV @ 12% 6,99,440 13,42,110
PVAF @ 12% 2.402 3.605
Equivalent Annualized Criterion 2,91,190.674 3,72,291.262
Recommendation: Machine 2 is more beneficial using Equivalent Annualized Criterion.

(ii) Calculation of sensitivity of recommendation in part (i) to changes in the contribution generated by
machine 1
Difference in Equivalent Annualized Criterion of Machines required for changing the recommendation
in part (i) = 3,72,291.262- 2,91,190.674 = ̀  81,100.588

 Sensitivity relating to contribution = 
81,100.588

× 100
11,60,000.00
`

`  = 6.991 or 7% yearly

Alternatively,
The annualized equivalent cash flow for machine 1 is lower by ` (3,72,291.262– 2,91,190.674) = `
81,100.588 than for machine 2. Therefore, it would need to increase contribution for complete 3 years
before the decision would be to invest in this machine.
Sensitivity w.r.t contribution = 81,100.588 / (11,60,000 × 2.402) x100 = 2.911%
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Q-31 Following data is available in respect of two companies having same business risk:Capital employed =
`  4,00,000, EBIT = ` 60,000 and Ke = 12.5%
Sources Levered Company (`) Unlevered Company (`)
Debt (@10%) 2,00,000 Nil
Equity 2,00,000 4,00,000
 An investor is holding 15% shares in levered company. CALCULATE the increase in annual earnings of
investor if he switches his holding from Levered to Unlevered company.

Ans. Valuation of firms
Particulars Levered Firm Unlevered Firm

(`) (`)
EBIT  60,000 60,000
Less: Interest on debt (10% × ` 2,00,000) 20,000 Nil
Earnings available to Equity shareholders 40,000  60,000
Ke 12.5% 12.5%
Value of Equity (S) 3,20,000 4,80,000
(Earnings available to Equity shareholders/Ke)
Debt (D) 2,00,000 Nil
Value of Firm (V) = S + D 5,20,000 4,80,000
Value of Levered company is more than that of unlevered company. Therefore, investor will sell his
shares in levered company and buy shares in unlevered company. To maintain the level of risk he will
borrow proportionate amount and invest that amount also in shares of unlevered company.
Investment & Borrowings (`)
Sell shares in Levered company (` 3,20,000 x 15%) 48,000
Borrow money (`2,00,000 x 15%) 30,000
Buy shares in Unlevered company 78,000
Change in Return (` )
Income from shares in Unlevered company
(` 78,000 x 12.5%) 9,750
Less: Interest on loan (`30,000 x 10%) 3,000
Net Income from unlevered firm 6,750
Less: Income from Levered firm (` 48,000 x 12.5%) 6,000
Incremental Income due to arbitrage 750

Q-32 The Modern Chemicals Ltd. requires  `25,00,000 for a new plant. This plant is expected to yield earnings
before interest and taxes of `  5,00,000. While deciding about the financial plan, the company considers
the objective of maximising earnings per share. It has three alternatives to finance the project- by
raising debt of ` 2,50,000 or ` 10,00,000 or ` 15,00,000 and the balance,
in each case, by issuing equity shares. The company’s share is currently selling at ` 150, but is expected
to decline to ` 125 in case the funds are borrowed in excess of ` 10,00,000. The funds can be borrowed
at the rate of 10% upto ̀ 2,50,000, at 15% over ̀  2,50,000 and upto ̀ 10,00,000 and at 20% over ̀  10,00,000.
The tax rate applicable to the company is 50%. ANALYSE, which form of financing should the company
choose?
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Ans.  Calculation of Earnings per share for three alternatives to finance the project
Particulars I II III

To raise debt To raise debt of To raise debt of
of ̀  2,50,000 ` 10,00,000 and ` 15,00,000 and
and equity of equity of equity of
` 22,50,000 (`) ` 15,00,000 (` ) ` 10,00,000(`)

Earnings before interest and 5,00,000 5,00,000 5,00,000
tax
Less: Interest on debt at the 25,000 1,37,000 2,37,500
rate of (10% on (10% on (15% on

` 2,50,000) ` 2,50,000) `7,50,000)
(20% on

`5,00,000)
Earnings before tax 4,75,000 3,62,500 2,62,500
Less: Tax (@ 50%) 2,37,500 1,81,250 1,31,250
Earnings after tax: (A) 2,37,500 1,81,250 1,31,250
Number of shares :(B)
(Refer to working note) 15,000 10,000 8,000
Earnings per share: (A)/(B) 15.833 18.125 16.406
So, the earning per share (EPS) is higher in alternative II i.e. if the company finance the project by raising
debt of ` 10,00,000 and issue equity shares of ` 15,00,000. Therefore, the company should choose this
alternative to finance the project.
 Working Note:

Alternatives
I II III

Equity financing : (A) `  22,50,000 `  15,00,000 `  10,00,000
Market price per share : (B) `  150 `  150 ` 125
Number of equity share: (A)/(B) 15,000 10,000 8,000

Q-33 “Operating risk is associated with cost structure, whereas financial risk is associated with capital structure
of a business concern.” Critically EXAMINE this statement.

Ans. “Operating risk is associated with cost structure whereas financial risk is associated with capital structure
of a business concern”.
Operating risk refers to the risk associated with the firm’s operations. It is represented by the variability
of earnings before interest and tax (EBIT). The variability in turn is influenced by revenues and expenses,
which are affected by demand of firm’s products, variations in prices and proportion of fixed cost in
total cost. If there is no fixed cost, there would be no operating risk. Whereas financial risk refers to the
additional risk placed on firm’s shareholders as a result of debt and preference shares used in the
capital structure of the concern. Companies that issue more debt instruments would have higher
financial risk than companies financed mostly by equity.
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Q-34 PRI Ltd. and SHA Ltd. are identical, however, their capital structure (in market-value terms) differs as
follows:
Company Debt Equity
PRI Ltd. 60% 40%
SHA Ltd. 20% 80%
The borrowing rate for both companies is 8% in a no-tax world and capital markets are assumed to be
perfect.
(a) (i) If Mr. Rhi, owns 6% of the equity shares of PRI Ltd., DETERMINE his return if the Company has

net operating income of ` 9,00,000 and the overall capitalization rate of the company (Ko) is
18%.

(ii) CALCULATE the implied required rate of return on equity of PRI Ltd.
(b) SHA Ltd. has the same net operating income as PRI Ltd.

(i) CALCULATE the implied required equity return of SHA Ltd.
(ii) ANALYSE why does it differ from that of PRI Ltd.

Ans. Value of PRI Ltd. = 
NOI 9,00,000

=
K 18%o

`

(a) (i) Return on Shares of Mr. Rhi on PRI Ltd.
Particulars Amount (`)
Value of the company 50,00,000
Market value of debt (60% x ` 50,00,000) 30,00,000
Market value of shares (40% x ` 50,00,000)  20,00,000
Particulars  Amount (`)
Net operating income 9,00,000
Interest on debt (8% × ` 30,00,000) 2,40,000
Earnings available to shareholders 6,60,000
Return on 6% shares (6% × ` 6,60,000) 39,600

(ii) Implied required rate of return on equity of PRI Ltd. =  
6,60,000

= 33%
20, 00,000
`

(b) (i) Calculation of Implied rate of return of SHA Ltd.
Particulars Amount (`)
Total value of company 50,00,000
Market value of debt (20% × ` 50,00,000) 10,00,000
Market value of equity (80% × ` 50,00,000) 40,00,000
Particulars Amount (`)
Net operating income 9,00,000
Interest on debt (8% × ` 10,00,000) 80,000
Earnings available to shareholders 8,20,000

 Implied required rate of return on equity = 
8,20, 000

= 20.5%
40,00,000

`

`

(ii)  Implied required rate of return on equity of SHA Ltd. is lower than that of PRI Ltd. because SHA Ltd.
uses less debt in its capital structure. As the equity capitalisation is a linear function of the debt-to-
equity ratio when we use the net operating income approach, the decline in required equity return
offsets exactly the disadvantage of not employing so much in the way of “cheaper” debt funds.
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CHAPTER-6
FINANCING DECISIONS - LEVERAGES

Q-1 The following information is related to YZ Company Ltd. for the year ended 31st March, 2020:
Equity share capital (of ` 10 each)  ` 50 lakhs
12% Bonds of ` 1,000 each  ` 37 lakhs
Sales `  84 lakhs
Fixed cost (excluding interest)  ` 6.96 lakhs
Financial leverage 1.49
Profit-volume Ratio  27.55%
Income Tax Applicable  40%

You are required to CALCULATE:
(i) Operating Leverage;
(ii) Combined leverage; and
(iii) Earnings per share.
Show calculations up-to two decimal points.

Ans. Computation of Profits after Tax (PAT)
Particulars Amount (`)
Sales 84,00,000
Contribution (Sales × P/V ratio) 23,14,200
Less: Fixed cost (excluding Interest) (6,96,000)
EBIT (Earnings before interest and tax) 16,18,200
Less: Interest on debentures (12% x  ` 37 lakhs) (4,44,000)
Less: Other fixed Interest (balancing figure) (88,160)
EBT (Earnings before tax) 10,86,040*
Less: Tax @ 40% 4,34,416
PAT (Profit after tax) 6,51,624
(i) Operating Leverage:

Contribution 23,14,200= = 1.43
EBIT 16,18,200

` 
` 

(ii) Combined Leverage:
= Operating Leverage × Financial Leverage
= 1.43 x 1.49 = 2.13
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Or,

Combined Leverage =  
Contribution EBIT

×
EBIT EBT

Combined Leverage = 
Contribution 23,14,200= = 2.13

EBT 10,86,040
` 
` 

*Financial Leverage = 
EBIT 16,18,200

= =1.49
EBT EBT

` 

So, EBT 
16,18,200

= = 10,86,040
1.49

` 
` 

Accordingly, other fixed interest
= ` 16,18,200 - ` 10,86,040 - ` 4,44,000 = ` 88,160

(iii) Earnings per share (EPS):

PAT  6,51,624= = = 1.30
No.of shares outstanding 5,00,000 equity shares

`
` 

Q-2 B  LLP. has the following balance sheet and Income statement information:
Balance Sheet as on March 31st 2019

Liabilities (Rs.) Assets (Rs.)
Partners’ Capital 80,00,000 Net Fixed Assets 1,00,00,000
Term Loan 60,00,000 Inventories 45,00,000
Retained Earnings 35,00,000 Trade Receivables 40,50,000
Trade Payables 15,00,000 Cash & Bank 4,50,000

1,90,00,000 1,90,00,000
Income Statement for the year ending March 31st 2019

(Rs.)
Sales 34,00,000
Operating expenses (including Rs. 6,00,000 depreciation) 12,00,000
EBIT 22,00,000
Less: Interest 6,00,000
Earnings before tax 16,00,000
Less: Taxes 5,60,000
Net Earnings (EAT) 10,40,000
COMPUTE the degree of operating, financial and combined leverages at the current sales level, if all
operating expenses, other than depreciation, are variable costs.

Ans. Computation of Degree of Operating (DOL), Financial (DFL) and Combined leverages (DCL)

Rs.34,00,000 -Rs.6,00,000DOL = = 1.27
Rs.22,00,000
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Rs.22,00,000DFL = = 1.38
Rs.16,00,000

DCL = DOL ×DFL = 1.27 ×1.38  = 1.75
Q-3 From the following details of X Ltd., PREPARE the Income Statement for the year ended 31st March,

20X8:
Financial Leverage 2
Interest Rs.5,000
Operating Leverage 3
Variable cost as a percentage of sales 75%
Income tax rate 30%

Ans. Workings:

(i)
EBIT EBIT

Financial Leverage =       or              2 =
EBIT - Interest EBIT - 5, 000`

 Or, EBIT = Rs.10,000

(ii)
Contribution

Operating Leverage = 
EBIT

Contribution
Or, 3 = 

10, 000` 

Or, Contribution = Rs.30,000

(iii) Sales = 
Contribution 30, 000

 =                = 1,20, 000
P / V Ratio 25%

` 
` 

(iv) Fixed Cost = Contribution – Fixed cost = EBIT
= Rs.30,000 – Fixed cost = Rs.10,000

Or, Fixed cost = Rs. 20,000
Income Statement for the year ended 31stMarch, 20X8
Particulars Amount (Rs.)
Sales 1,20,000
Less: Variable Cost (75% of Rs.1,20,000) (90,000)
Contribution 30,000
Less: Fixed Cost (Contribution - EBIT) (20,000)
Earnings Before Interest and Tax (EBIT) 10,000
Less: Interest (5,000)
Earnings Before Tax (EBT) 5,000
Less: Income Tax @ 30% (1,500)
Earnings After Tax (EAT or PAT) 3,500
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Q-4 The following information is related to YZ Company Ltd. for the year ended 31st March, 20X8:
Fixed assets turnover ratio 8 times
Capital turnover ratio 2 times
Inventory Turnover 8 times
Receivable turnover 4 times
Payable turnover 6 times
GP Ratio 25%
Gross profit during the year amounts to `  8,00,000. There is no long-term loan or overdraft.Reserve
and surplus amount to ` 2,00,000. Ending inventory of the year is ̀  20,000 above the beginning inventory
Equity share capital (of ` 10 each) ` 50 lakhs
12% Bonds of ` 1,000 each ` 37 lakhs
Sales ` 84 lakhs
Fixed cost (excluding interest) ` 6.96 lakhs
Financial leverage 1.49
Profit-volume Ratio 27.55%
Income Tax Applicable 40%
You are required to CALCULATE:
(ii) Combined leverage; and
(iii) Earnings per share.
(Show calculations upto two decimal points.)

Ans. Computation of Profits after Tax (PAT)
Particulars Amount (`)
Sales 84,00,000
Contribution (Sales × P/V ratio) 23,14,200
Less: Fixed cost (excluding Interest) (6,96,000)
EBIT (Earnings before interest and tax) 16,18,200
Less: Interest on debentures (12% x `37 lakhs) (4,44,000)
Less: Other fixed Interest (balancing figure) (88,160)*
EBT (Earnings before tax) 10,86,040
Less: Tax @ 40% 4,34,416
PAT (Profit after tax) 6,51,624
(i) Operting Leverage:

= 
23,14,20Contribu 0

= = 1.43
EBIT 16,18,2000

tion ` 

` 

(ii)  Combined Leverage:
= Operating Leverage × Financial Leverage
= 1.43 x 1.49 = 2.13
Or,
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Combined Leverage: 
EBIT

EBIT
Contribution

EBT

Or, Combined Leverage =
23,14,20Contribu 0

= = 2.13
EBT 10,86, 0

ti n
40

o ` 

` 

Or, Combined Leverage =
EBIT  16,18,200

= = 1.49
EBT EBT

`

So, = 
 16,18,200

EBT = = 10, 86, 040
1.49

`
` 

Accordingly,other fixed interest
= ` 16,18,200 - ` 10,86,040 - ` 4,44,000 = ` 88,160

(iii) Earnings per share (EPS):

PAT 6,51,
No.of shares outstanding 5, 00, 000 equity shares

624
= = 1.30

` 
` 

Q-5 NSG Ltd. has sales of Rs. 75,00,000 variable cost of Rs. 42,00,000, and fixed cost of Rs. 6,00,000.The
Present capital structure of NSG is as follows:
Equity Shares Rs. 55,00,000
Debt (12%) Rs. 45,00,000
Total Rs. 1,00,00,000
(i) DETERMINE the ROCE of NSG Ltd.
(ii) Does NSG have a favourable financial leverage? ANALYSE.
(iii) If the industry average of asset turnover is 3, does it have a high or low asset leverage?
DETERMINE
(iv) COMPUTE the leverages of NSG?
(v) DETERMINE, at what level of sales, will the EBT be zero?

Ans. (i) 
EBIT Rs.27, 00, 000

ROCE = = ×100 = 27%
Capital Employed Rs.1, 00,00, 000

Workings:
(I) Calculation of EBT: Rs.

Sales 75,00,000
Less: Variable costs 42,00,000
Contribution 33,00,000
Less: Fixed costs 6,00,000
EBIT 27,00,000
Less: Interest (12 % of Rs. 45,00,000) 5,40,000

21,60,000
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(II) Capital employed = Debt + Equity Shares = Rs. 1,00,00,000.
(ii) Since ROCE (27%) is higher than the interest payable on debt (12%). NSG has a favourable financial

leverage.
(iii) Capital employed = Total assets = Rs. 1,00,00,000

Net sales = Rs. 75,00,000

Therefore, turnover ratio =
Rs.75,00, 000

= 0.75
Rs.1, 00,00, 000

The industry average is 3 against NSG’s ratio of 0.75. Hence NSG Ltd. has very low asset leverage.

(iv) Operating leverage =  
Rs. 33,00, 000
Rs

Contribution
= = 1.22

EBI . 27, 00,000T

Financial Leverage = 
Rs. 27, 00,000
Rs. 21,60, 0

EBIT
= = 1.25

EB 00T

Combined leverage = 
Rs. 33,00, 000
Rs

Contribution
= = 1.53

EBI . 21,60, 000T
Or

DCL = DOL × DFL = 1.22 × 1.25 = 1.53
(v) For EBT to become zero, a 100% reduction in the EBT is required. As the combinedleverage is 1.53, sales

have to drop approx. by 100/1.53 = 65.36%. Hence, the new sales will be:
Rs. 75,00,000 × (100 – 65.36%) = Rs. 25,98,000

Q-6 From the following, PREPARE Income Statement of Company A and B.
Company A B
Financial leverage 3:1 4:1
Interest Rs.20,000 Rs.30,000
Operating leverage 4:1 5:1

Variable Cost as a Percentage to Sales
2

66 %
3

75%

Income tax Rate 45% 45%

Ans. Working Notes:
Company A

EBIT 3
Financial leverage = = = Or,EBIT = 3 × EBT

EBT 1
(1)

Again EBIT – Interest = EBT
Or, EBIT- 20,000 = EBT (2)
Taking (1) and (2) we get
3 EBT- 20,000 =  EBT
Or, 2 EBT = 20,000 or EBT = Rs.10,000
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Hence EBIT = 3EBT = Rs.30,000

Again, we have operating leverage =
Contribution 4

=
EBIT 1

EBIT Contribution = Rs. 30,000, hence we get
Contribution=4 × EBIT = Rs.1,20,000

Now variable cost =
2

66 %
3

on sales

Contribution =
2 1

100 - 66 %     i.e. 33 %
3 3

 on sales

Hence, sales  =

1,20,000
= Rs.3,60, 000

1
33 %

3

Same way EBIT, EBT, contribution and sales for company B can be worked out.
Company B

EBIT 4
Financial leverage = =

EBT 1
or EBIT= 4 EBT (3)

Again EBIT – Interest = EBT or EBIT – 30,000 = EBT (4)
Taking (3) and (4) we get, 4EBT- 30,000 = EBT
Or, 3EBT = 30,000 Or, EBT=10,000
Hence, EBIT = 4 × EBT= 40,000

Again, we have operating leverage = 
Contribution 5

=
EBIT 1

EBIT= 40,000; Hence we get contribution = 5 × EBIT = 2,00,000
Now variable cost =75% on sales
Contribution = 100- 75% i.e. 25% on sales

Hence Sales = 
2, 00,000

            = Rs.8,00,000
25%

Income Statement
A (Rs.) B (Rs.)

Sales 3,60,000 8,00,000
Less: Variable Cost 2,40,000 6,00,000
Contribution 1,20,000 2,00,000
Less: Fixed Cost (bal. Fig) 90,000 1,60,000
EBIT 30,000 40,000
Less: Interest 20,000 30,000
EBT 10,000 10,000
Less: Tax 45% 4,500 4,500
EAT 5,500 5,500
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Q-7 State the disadvantages of the Certainty equivalent Method. EXPLAIN its differences with Risk Adjusted
discount rate.

Ans. Disadvantages of Certainty Equivalent Method
1. There is no Statistical or Mathematical model available to estimate certainty Equivalent.

Assumption of risk being subjective, it varies on the perception of the risk by the management
because of bias and individual opinions involved.

2.  There is no objective or mathematical method to estimate certainty equivalents. Certainty
Equivalent are subjective and vary as per each individual’s estimate.

3. Certainty equivalents are decided by the management based on their perception of risk.
However the risk perception of the shareholders who are the money lenders for the project is
ignored. Hence it is not used often in corporate decision making.

Risk-adjusted Discount Rate Vs. Certainty-Equivalent
Certainty Equivalent Method is superior to Risk Adjusted Discount Rate Method as it does not assume
that risk increases with time at constant rate. Each year’s Certainty Equivalent Coefficient is based on
level of risk impacting its cash flow. Despite its soundness, it is not preferable like Risk Adjusted
Discount Rate Method. It is difficult to specify a series of Certainty Equivalent Coefficients but simple
to adjust discount rates.

Q-8 The capital structure of the Shiva Ltd. consists of equity share capital of ` 20,00,000 (Share of ` 100 per
value) and ` 20,00,000 of 10% Debentures, sales increased by 20% from 2,00,000 units to 2,40,000 units,
the selling price is ` 10 per unit; variable costs amount to ` 6 per unit and fixed expenses amount to `
4,00,000. The income tax rate is assumed to be 50%.

(a) You are required to calculate the following:
(i) The percentage increase in earnings per share;
(ii) Financial leverage at 2,00,000 units and 2,40,000 units.
(iii) Operating leverage at 2,00,000 units and 2,40,000 units.

(b) Comment on the behaviour of operating and Financial leverages in relation to increase in production
from 2,00,000 units to 2,40,000 units.

Ans. (a)
Sales in units 2,00,000 2,40,000

(` )
Sales Value @ ` 10 Per Unit 20,00,000 24,00,000
Variable Cost @ ` 6 per unit (12,00,000) (14,40,000)
Contribution 8,00,000 9,60,000
Fixed expenses (4,00,000) (4,00,000)
EBIT 4,00,000 5,60,000
Debenture Interest (2,00,000) (2,00,000)
EBT 2,00,000 3,60,000
Tax @ 50% (1,00,000) (1,80,000)
Profit after tax (PAT) 1,00,000 1,80,000
No of Share 20,000 20,000
Earnings per share (EPS) 5 9
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(i) The percentage Increase in EPS
4

×100 = 80%
5

(ii) Financial Leverage = 
EBT
EBT

4,00,000 = 2
2,00,000

` 
` 

5,60,000 = 1.56
3,60,000

` 
` 

(iii) Operating leverage= 
Contribution

EBIT
8,00,000 = 2

  4,00,000
` 
`

 9,60,000 = 1.71
  5,60,000

` 
`

(b) When production is increased from 2,00,000 units to 2,40,000 units both financial leverage and operating
leverages reduced from 2 to 1.56 and 1.71 respectively. Reduction in financial leverage and operating
leverages signifies reduction in business risk and financial risk.

Q-9 Following is the Balance Sheet of Soni Ltd. as on 31st March, 2018 :
Liabilities Amount in `
Shareholder’s Fund

Equity Share Capital (` 10 each) 25,00,000
Reserve and Surplus 5,00,000

Non-Current Liabilities (12 Debentures) 50,00,000
Current Liabilities 20,00,000
Total 1,00,00,000
Assets Amount in `
Non-Current Assets 60,00,000
Current Assets 40,00,000
Total 1,00,00,000
Additional Information:
(i) Variable Cost is 60% of Sales.
(ii) Fixed Cost p.a. excluding interest ` 20,00,000.
(iii) Total Asset Turnover Ratio is 5 times.
(iv) Income Tax Rate 25%
You are required to:
(1) Prepare Income Statement
(2) Calculate the following and comment:

(a) Operating Leverage
(b) Financial Leverage
(c) Combined Leverage
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Ans. Workings:-
Total Assets =  ` 1 crore

Total Sales
Total Asset Turnover Ratio i.e.

Total Assets
= 5

Hence, Total Sales = ` 1 Crore x 5 = ` 5 crore

(1) Income Statement

(` in crore)

Sales 5

Less: Variable cost @ 60% 3

Contribution 2

Less: Fixed cost (other than Interest) 0 .2

EBIT (Earnings before interest and tax) 1.8

Less: Interest on debentures (12% x 50 lakhs) 0 .06

EBT (Earning before tax) 1.74

Less: Tax 25% 0.435

EAT (Earning after tax) 1.305

(2) (a) Operating Leverage

Contribution 2
Operating leverage = = = 1.11

EBIT 1.8

It indicates fixed cost in cost structure. It indicates sensitivity of earnings before interest and tax (EBIT)
to change in sales at a particular level.

(b) Financial Leverage

EBIT 1.8
Financial  Leverage = = = 1.03

EBT 1.74

The financial leverage is very comfortable since the debt service obligation is small vis-à-vis EBIT.

(c) Combined Leverage

Contribution EBIT
Combined Leverage = × = 1.11 × 1.03 = 1.15

EBIT EBT

Or

Contribution 2
= = 1.15

EBT 1.74

The combined leverage studies the choice of fixed cost in cost structure and choice of debt in capital
structure. It studies how sensitive the change in EPS is vis-à-vis change in sales.

The leverages- operating, financial and combined are measures of risk.

-144- Chapter-6 : Financing Decisions - Leverages

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Q-10 The following data have been extracted from the books of LM Ltd:Sales - ` 100 lakhsInterest Payable
per annum - ` 10 lakhs
Operating leverage - 1.2
Combined leverage - 2.16
You are required to calculate:
(i)      The financial leverage,
(ii) Fixed cost and
(iii) P/V ratio

Ans.(i) Calculation of Financial Leverage:
Combined Leverage (CL) = Operating Leverage (OL) x Financial Leverage (FL)
2.16    = 1.2 x FL
 FL = 1.8

(ii) Calculation of Fixed cost:

1066.94
IRR = 20% + 10% × = 28.23%

1296.82

EBIT
1.8      =

EBIT - 10,00, 000

1.8 (EBIT – 10,00,000) = EBIT
1.8 (EBIT – 18,00,000) = EBIT

18, 00,000
EBIT = = 22, 50,000

0.8
` 

Further, Operating Leverage = Contribution

Contribution
Further, Operating Leverage =

EBIT

Contribution
1.2 =

 22,50, 000`

Contribution  = ` 27,00,000
Fixed Cost =Contribution-EBIT

= ` 27,00,000- ` 22,50,00
Fixed Cost= ` 4,50,000

(iii) Calculation of P/V ratio:

Contribution(C) 27, 00, 000
P / V  ratio = ×100 = ×100 = 27%

Sales(S) 100, 00, 000
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Q-11 A Company had the following Balance Sheet as on March 31, 2019:
Equity and Liabilities (` in crore) Assets (` in crore)
Equity Share Capital(10 crore shares
of ` 10 each) 100 Fixed Assets (Net) 250
Reserves and Surplus 20 Current Assets 150
15% Debentures 200
Current Liabilities 80 ___

400 400
The additional information given is as under:
Fixed Costs per annum (excluding interest) ` 80 crores
Variable operating costs ratio 65%
Total Assets turnover ratio 2.5
Income-tax rate 40%
Required:
CALCULATE the following and comment:
(i) Earnings per share
(ii) Operating Leverage
(iii) Financial Leverage
(iv) Combined Leverage.

Ans. Total Assets = ` 400 crores
Asset Turnover Ratio = 2.5
Hence, Total Sales = 400 x 2.5 = ` 1,000 crores
Computation of Profits after Tax (PAT)

(` in crore)
Sales 1,000
Less: Variable operating cost (65% of ` 1,000 crore) (650)
Contribution 350
Less: Fixed cost (other than Interest) (80)
EBIT 270
Less: Interest on debentures (15% x `200 crore) (30)
EBT 240
Less: Tax 40% (96)
EAT (earnings available to equity share holders) 144
(i) Earnings per share (EPS)


144 crores

EPS = = 14.40
10 crore equity shares

` 
` 

(ii) Operating Leverage

Contribution 350
Operating leverage = = = 1.296

EBIT 270

It indicates sensitivity of earnings before interest and tax (EBIT) to change in sales at a particular level.

-146- Chapter-6 : Financing Decisions - Leverages

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


(iii) Financial Leverage

EBIT 270
Financial Leverage = = = 1.125

EBT 240

The financial leverage is very comfortable since the debt service obligation is small vis-à-vis EBIT.
(iv) Combined Leverage

Contribution EBIT
Combined Leverage = ×

EBIT EBT

Or, Operating Leverage × Financial Leverage = 1.296 x 1.125 = 1.458
The combined leverage studies the choice of fixed cost in cost structure and choice of debt in
capital structure. It studies how sensitive the change in EPS is vis-à-vis  change in sales.

Q-12 A firm has sales of ̀  75,00,000 variable cost is 56% and fixed cost is ̀  6,00,000. It has adebt of  ̀  45,00,000
at 9% and equity of ` 55,00,000. You are required to INTERPRET:
(i) The firm’s ROI?
(ii) Does it have favourable financial leverage?
(iii) If the firm belongs to an industry whose capital turnover is 3, does it have a high or low capital

turnover?
(iv) The operating, financial and combined leverages of the firm?
(v) If the sales is increased by 10% by what percentage EBIT will increase?
(vi) At what level of sales the EBT of the firm will be equal to zero?
(vii) If EBIT increases by 20%, by what percentage EBT will increase?

Ans. Income Statement
Particulars Amount (`)
Sales 75,00,000
Less: Variable cost (56% of 75,00,000) (42,00,000)
Contribution 33,00,000
Less: Fixed costs (6,00,000)
Earnings before interest and tax (EBIT) 27,00,000
Less: Interest on debt (@ 9% on ` 45 lakhs) (4,05,000)
Earnings before tax (EBT) 22,95,000

(i)
EBIT EBIT

ROI = ×100     =     ×100
Capital  employed Equity +Debt

27,00, 000
= ×100 = 27%

55, 00, 000 + 45,00,000

(ROI is calculated on Capital Employed)

(ii) ROI = 27% and Interest on debt is 9%, hence, it has a favourable financial leverage.
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(iii)
Net Sales

Capital Turnover = 
Capital

Net Sales 75,00,000
Or = = = 0.75

Capital 1, 00,00, 000
` 

` 

Which is very low as compared to industry average of 3.
(iv) Calculation of Operating, Financial and Combined leverages

(a) Operating Leverage =
Contribution

EBIT
=  33,00, 000

= 1.22 approx
27, 00,000

`

`

(b) Financial Leverage=
EBIT
EBT

=  27,00, 000
= 1.8 approx

22,95,000
`

`

(c) Combined Leverage =
Contribution

EBT
=  33,00, 000

= 1.44 approx
22,95, 000

`

`
Or = Operating Leverage × Financial Leverage = 1.22 × 1.18 = 1.44 (approx)

(v) Operating leverage is 1.22. So if sales is increased by 10%. EBIT will be increased by 1.22 × 10 i.e. 12.20%
(approx)

(vi) Since the combined Leverage is 1.44, sales have to drop by 100/1.44 i.e. 69.44% to bring EBT to Zero
Accordingly, New Sales = ` 75,00,000 × (1-0.6944)

= ̀  75,00,000 × 0.3056
= ` 22,92,000 (approx)

Hence at `22,92,000 sales level EBT of the firm will be equal to Zero.
(vii) Financial leverage is 1.18. So, if EBIT increases by 20% then EBT will increase by 1.18 × 20 = 23.6%

(approx)
Q-13 Calculate the operating leverage, financial leverage and combined leverage from the following data

under Situation I and II and Financial Plan A and B:
Installed Capacity 4,000 units
Actual Production and Sales 75% of the Capacity
Selling Price ` 30 per unit
Variable Cost ` 15 per unit
Fixed Cost:
Under Situation I ` 15,000
Under Situation-II ` 20,000
Capital Structure:

Financial Plan
A (`) B (`)

Equity 10,000 15,000
Debt (Rate of Interest at 20%) 10,000 5,000

20,000 20,000
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Ans.(i) Operating leverages:
Particulars Situation-I (`) Situation-II (`)
Sales (S)(3,000 units @ ` 30/- per unit) 90,000 90,000
Less: Variable Cost (VC) @ ` 15 per unit (45,000) (45,000)
Contribution (C) 45,000 45,000
Less: Fixed Cost (FC) 15,000 20,000
EBIT 30,000 25,000

Operating Leverage 
 
 
 

C
EBIT

45, 000
30,000

45, 000
25, 000

= 1.5 = 1.8
(ii) Financial Leverages:

A (`) B (`)
Situation I:
EBIT 30,000 30,000
Less: Interest on debt EBT (2,000) (1,000)

28,000 29,000

Financial Leverage 
 
 
 

EBIT
EBIT

30,000
28, 000

30,000
29, 000

= 1.07 = 1.03
Situation-II:
EBIT 25,000 25,000
Less: Interest on debt (2,000) (1,000)
EBT 23,000 24,000

Financial Leverage   
 
 
 

EBIT
EBIT

25,000
23,000

25,000
24,000

= 1.09 = 1.04
(iii) Combined Leverages:

A (`) B (`)
(a) Situation I 1.5 × 1.07 = 1.61 1.5 × 1.03 = 1.55
(b) Situation II 1.8 × 1.09 = 1.96 1.8 × 1.04 = 1.87
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Q-14 “Financial Leverage is a double-edged sword” Discuss.

Ans. On one hand when cost of `fixed cost fund’ is less than the return on investment financial leverage will
help to increase return on equity and EPS. The firm will also benefit from the saving of tax on interest
on debts etc. However, when cost of debt will be more than the return it will affect return of equity and
EPS unfavourably and as a result firm can be under financial distress. This is why financial leverage is
known as “double edged sword”.

Effect on EPS and ROE:

When, ROI > Interest – Favourable – Advantage

When, ROI < Interest – Unfavourable – Disadvantage

When, ROI = Interest – Neutral – Neither advantage nor disadvantage.

Q-15 Following Balance Sheet and Income Statement have been obtained from the books of accounts of
Benaca Pvt. Ltd.

Balance Sheet as on March 31st 2020
Liabilities Amount (`) Assets Amount (`)
Equity Capital (`10 per share) 80,00,000 Net Fixed Assets 1,00,00,000
10% Debt 60,00,000 Current Assets 90,00,000
Retained Earnings 35,00,000
Current Liabilities 15,00,000 _________

1,90,00,000 1,90,00,000
Income Statement for the year ending March 31st 2020

Particulars Amount (`)
Sales 34,00,000
Less: Operating expenses (including ` 6,00,000 depreciation) (12,00,000)
EBIT  22,00,000
Less: Interest (6,00,000)
Earnings before tax 16,00,000
The tax rate applicable to the company is 35 percent.
(i) DETERMINE the degree of operating, financial and combined leverages at the current sales level,

if all operating expenses, other than depreciation, are variable costs.
(ii) If total assets remain at the same level, but sales (i) increase by 20 percent and (ii) decrease by 20

percent, COMPUTE the earnings per share at the new sales level?
Ans.

 (i) Degree of operating, financial and combined leverages at the current sales level
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 DCL = DOL × DFL = 1.27 × 1.38 = 1.75
(ii) Earnings per share at the new sales level

(Amount in `)
Particulars Increase by 20% Decrease by 20%
Sales level 40,80,000 27,20,000
Less: Variable expenses 7,20,000 4,80,000
Less: Fixed cost 6,00,000 6,00,000
Earnings before interest and taxes 27,60,000 16,40,000
Less: Interest 6,00,000 6,00,000
Earnings before taxes 21,60,000 10,40,000
Less: Taxes @35% 7,56,000 3,64,000
Earnings after taxes (EAT) 14,04,000 6,76,000
Number of equity shares 8,00,000 8,00,000
EPS 1.76 0.85

Working Notes:
Variable Costs = ` 6,00,000 (total cost - depreciation)
Variable Costs at:
(i) Sales level, ` 40,80,000 = ` 7,20,000 (increase by 20%)
(ii) Sales level, ` 27,20,000 = ` 4,80,000 (decrease by 20%)

Q-16 The capital structure of PS Ltd. for the year ended 31st March, 2020 consisted as follows:
Particulars Amount in `
Equity share capital (face value ` 100 each) 10,00,000
10% debentures (` 100 each) 10,00,000
During the year 2019-20, sales decreased to 1,00,000 units as compared to 1,20,000 units in the previous
year. However, the selling price stood at ` 12 per unit and variable cost at ` 8 per unit for both the years.
The fixed expenses were at ` 2,00,000 p.a. and the income tax rate is 30%.
You are required to CALCULATE the following:
(a) The degree of financial leverage at 1,20,000 units and 1,00,000 units.
(b) The degree of operating leverage at 1,20,000 units and 1,00,000 units.
(c) The percentage change in EPS.

Ans.
Sales in units 1,20,000 (`) 1,00,000(`)
Sales Value 14,40,000 12,00,000
Variable Cost  (9,60,000) (8,00,000)
Contribution 4,80,000 4,00,000
Fixed expenses (2,00,000) (2,00,000)
EBIT 2,80,000  2,00,000
Debenture Interest (1,00,000) (1,00,000)
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EBT  1,80,000  1,00,000
Tax @ 30% (54,000) (30,000)
Profit after tax (PAT) 1,26,000 70,000

(i) Financial Leverage= 
EBIT
EBT

=   = 1.56 =   = 2

(ii) Operating leverage =  
Contribution

EBT
= 1.71 =  = 2

(iii) Earnings per share (EPS)  = ` 12.6  =  ` 7

Decrease in EPS = ` 12.6 - ` 7 =  ` 5.6

% decrease in EPS  = x 100 = 44.44%

Q-17 The capital structure of PS Ltd. for the year ended 31st March, 2021 consisted as follows:
Particulars Amount in `
Equity share capital (face value ` 10 each) 10,000

10% debentures (` 100 each) 1,00,000

During the year 2020-21, sales decreased to 10,000 units as compared to 12,000 units in the previous
year. However, the selling price stood at ` 12 per unit and variable cost at ` 8 per unit for both the years.
The fixed expenses were at ` 20,000 p.a. and the income tax rate is 30%.
You are required to CALCULATE the following:
(i) The degree of financial leverage at 12,000 units and 10,000 units.
(ii) The degree of operating leverage at 12,000 units and 10,000 units.
(iii) The percentage change in EPS due to change in units sold.

Ans.
Sales in units 12,000 10,000

(` ) (` )
Sales Value 1,44,000 1,20,000
Variable Cost (96,000) (80,000)
Contribution 48,000 40,000
Fixed expenses (20,000) (20,000)
EBIT 28,000 20,000
Debenture Interest (10,000) (10,000)
EBT 18,000 10,000
Tax @ 30% (5,400) (3,000)
Profit after tax (PAT) 12,600 7,000

(i) Financial Leverage= 
EBIT
EBT

28,000
= =1.56

18,000
`
`

20,000
= = 2

10,000
`
`
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(ii) Operating leverage = 
Contribution

EBIT

48,000= = 1.71
28,000

` 
`

40,000= = 2
20,000

` 
`

(iii) Earnings per share (EPS)
 12,600= = 12.6

1,000
`

`
`

 7,000= = 7
1,000

`
`

`

Decrease in EPS = ` 12.6 – ` 7 = ` 5.6

% decrease in EPS
5.6

= × 100 =44.44%
12.6

Q-18 The following details of PQR Limited for the year ended 31st March, 2021 are given below:
Operating leverage 1.4
Combined leverage 2.8
Fixed Cost (Excluding interest) ` 2.10 lakhs
Sales ` 40.00 lakhs
10% Debentures of ` 100 each ` 25.00 lakhs
Equity Share Capital of ` 10 each ` 20.00 lakhs
Income tax rate 30 per cent
REQUIRED:
(i) Calculate Financial leverage
(ii) Calculate P/V ratio and Earning per Share (EPS)
(iii) If the company belongs to an industry, whose assets turnover is 1.6, does it have a high or low

assets turnover?
(iv) At what level of sales, the Earning before Tax (EBT) of the company will be equal to zero?
In the question, assume that 10% Debentures and Share Capital consists of total liabilities.

Ans.
(i) Financial leverage

Combined Leverage = Operating Leverage x Financial Leverage
So, financial leverage = Combined Leverage/Operating Leverage

= 2.8/1.4 = 2
(ii) P/V Ratio and EPS

Operating Leverage
Contribution

Contribution - FixedCost
=

1.4
Contribution

Contribution - 2,10, 000
=

1.4 Contribution – 2,94,000 = Contribution
0.4 Contribution = 2,94,000
Contribution = 7,35,000
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Now, P/V Ratio 
7,35, 000

= %
C

×100 = ×
t

100 = 18.375
4

ontribu io
0

n
Sales , 0, 000

 Profit after tax PAT
EPS

No. of equity shares
=

Earning before tax (EBT) = Contribution – Fixed Cost – Interest
= 7,35,000 – 2,10,000 – 2,50,000
= 2,75,000

Profit after tax = EBT – Tax @ 30%
= 2,75,000 – 82,500
= 1,92,500

EPS
1,92,500
2,0

5
0

= = 0
000

.962
,

 (iii) Asset Turnover
Total Assets = Equity Share Capital + Debentures = ` 20 lakhs + ` 25 lakhs = ` 45 lakhs

Asset Turnover = 
Sales 40,

9 =
00, 0

a
= = 0.8

4s 5, 0T 0,l 00o 0
00

t  As ets

0.89 < 1.6, means lower than industry turnover.
(iv) EBT zero means 100% reduction in EBT. Since combined leverage is 2.8, sales have to be dropped

by 100/2.8 = 35.71%. Hence new sales will be
40,00,000 x (100% - 35.71%) = 25,71,600

Q-19 Write a short note on electronic fund transfer.
Ans. Electronic Fund Transfer: With the developments which took place in the information technology, the

present banking system has switched over to the computerization of banks branches to offer efficient
banking services and cash management services to their customers. The network wil l be linked to the
different branches, banks. This helped the customers in the following ways:
(i) Instant updating of accounts.
(ii) Quick transfer of funds.
(iii) Instant information about foreign exchange rates.

Q-20 The following particulars relating to Navya Ltd. for the year ended 31st March 2021 is given:
Output 1,00,000 units at normal capacity
Selling price per unit ` 40
Variable cost per unit ` 20
Fixed cost ` 10,00,000
The capital structure of the company as on 31st March, 2021 is as follows:
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Particulars `
Equity share capital (1,00,000 shares of ` 10 each) 10,00,000
Reserves and surplus 5,00,000
7% debentures 10,00,000
Current liabilities 5,00,000
Total 30,00,000
Navya Ltd. has decided to undertake an expansion project to use the market potential, that will involve
` 10 lakhs. The company expects an increase in output by 50%. Fixed cost will be increased by ` 5,00,000
and variable cost per unit will be decreased by 10%. The additional output can be sold at the existing
selling price without any adverse impact on the market.
The following alternative schemes for financing the proposed expansion programme are planned:
(i) Entirely by equity shares of ` 10 each at par.
(ii) ` 5 lakh by issue of equity shares of ` 10 each and the balance by issue of 6%debentures of ` 100

each at par.
(iii) Entirely by 6% debentures of ` 100 each at par.
FIND out which of the above-mentioned alternatives would you recommend for Navya Ltd.
with reference to the risk and return involved, assuming a corporate tax of 40%.

Ans. Statement showing Profitability of Alternative Schemes for Financing (` in `00,000)
Particulars Existing Alternative Schemes

(i) (ii) (iii)
Equity Share capital (existing) 10 10 10 10
New issues - 10 5 -

10 20 15 10
7% debentures 10 10 10 10
6% debentures - - 5 10

20 30 30 30
Debenture interest (7%) 0.7 0.7 0.7 0.7
Debenture interest (6%) - - 0.3 0.6

0.7 0.7 1.0 1.3
Output (units in lakh) 1 1.5 1.5 1.5
Contribution per. unit (`) 20 22 22 22
(Sellingprice - Variable Cost)
Contribution (` lakh) 20 33 33 33
Less: Fixed cost 10 15 15 15
EBIT 10 18 18 18
Less: Interest (as calculated 0.7 0.7 1.0 1.3
above)
EBT 9.3 17.3 17 16.7
Less: Tax (40%) 3.72 6.92 6.8 6.68
EAT 5.58 10.38 10.20 10.02
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Operating Leverage 2.00 1.83 1.83 1.83
(Contribution /EBIT)
Financial Leverage (EBIT/EBT) 1.08 1.04 1.06 1.08
Combined Leverage 2.15 1.91 1.94 1.98
(Contribution/EBT)
EPS (EAT/No. of shares) (`) 5.58 5.19 6.80 10.02
Risk - Lowest Lower than Highest

option (3)
Return - Lowest Lower than Highest

option (3)
From the above figures, we can see that the Operating Leverage is same in all alternatives though
Financial Leverage differs. Alternative (iii) uses the maximum amount of debt and  result into the
highest degree of financial leverage, followed by alternative (ii). Accordingly, risk of the company will
be maximum in these options. Corresponding to this scheme, however, maximum EPS (i.e., ` 10.02 per
share) will be also in option (iii). So, if Navya Ltd. is ready to take a high degree of risk, then alternative
(iii) is strongly recommended. In case of opting for less risk, alternative (ii) is the next best option with
a reduced EPS of ` 6.80 per share. In case of alternative (i), EPS is even lower than the existing option,
hence not recommended.

Q-21 Following information has been extracted from the accounts of newly incorporated TextylPvt. Ltd. for
the Financial Year 2020-21:
Sales ` 15,00,000
P/V ratio 70%
Operating Leverage 1.4 times
Financial Leverage 1.25 times
Using the concept of leverage, find out and verify in each case:
(i) The percentage change in taxable income if sales increase by 15%.
(ii) The percentage change in EBIT if sales decrease by 10%.
(iii) The percentage change in taxable income if EBIT increase by 15%.

Ans. Workings:
1. Contribution = Sales x P/V ratio

= ` 15,00,000 x 70% = ̀  10,50,000

2. Operating Leverage =
Contribution

Earnings before interest an )(d tax EBIT

 Or, 1.4
10,50,000

EBIT
=

`

 EBIT = ` 7,50,000

 3. Financial leverage =
EBIT
EBT
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 Or, 1.25
7, 50,000

EBT
=

`

 EBT = ` 6,00,000
4. Fixed Cost = Contribution – EBIT

= ` 10,50,000 – ̀  7,50,000 = ̀  3,00,000
5. Interest = EBIT – EBT

= ` 7,50,000 – ` 6,00,000 = ̀  1,50,000
6. Income Statement

Particulars Amount (`)
Sales 15,00,000
Less: Variable cost (30% of ` 15,00,000) 4,50,000
Contribution (70% of ` 15,00,000) 10,50,000
Less: Fixed costs 3,00,000
Earnings before interest and tax (EBIT) 7,50,000
Less: Interest 1,50,000
Earnings before tax (EBT) 6,00,000

 (i) Combined Leverage
,

=
Contribution 10, 50 000

EBT 6,00, 0
= =

00
`

`
1.75 times

Or, Combined Leverage = Operating Leverage x Financial Leverage
= 1.4 x 1.25 = 1.75 times

So, if sales is increased by 15% then taxable income (EBT) will be increased by 1.75
× 15% = 26.25%
Verification
Particulars Amount(`)
New Sales after 15% increase (` 15,00,000 + 15% of ` 15,00,000) 17,25,000
Less: Variable cost (30% of ` 17,25,000) 5,17,500
Contribution (70% of ` 17,25,000) 12,07,500
Less: Fixed costs 3,00,000
Earnings before interest and tax (EBIT) 9,07,500
Less: Interest 1,50,000
Earnings before tax after change (EBT) 7,57,500
Increase in Earnings before tax (EBT) = ` 7,57,500 - ` 6,00,000 = ` 1,57,500

So, percentage change in Taxable Income (EBT) 0
=

1,57, 500
6, 00,0 0

× 100 =
`

`
26.25% hence

verified.
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(ii) Degree of Operating Leverage (Given) = 1.4 times
So,if sales is decreased by 10% then EBIT will be decreased by 1.4 × 10% = 14%
Verification
Particulars Amount(`)
New Sales after 10% decrease (` 15,00,000 - 10% of ` 15,00,000) 13,50,000
Less: Variable cost (30% of ` 13,50,000) 4,05,000
Contribution (70% of ` 13,50,000) 9,45,000
Less: Fixed costs 3,00,000
Earnings before interest and tax after change (EBIT) 6,45,000
Decrease in Earnings before interest and tax (EBIT) = ` 7,50,000 - ` 6,45,000 =` 1,05,000

So, percentage change in EBIT = = × 1 0
1,

=
05,000

7,50, 000
0

`

`
14%, hence verified

(iii) Degree of Financial Leverage (Given) = 1.25 times
So, if EBIT increases by 15% then Taxable Income (EBT) will be increased by 1.25 ×
15% = 18.75%
Verification
Particulars Amount(`)
New EBIT after 15% increase (` 7,50,000 + 15% of ` 7,50,000) 8,62,500
Less: Interest 1,50,000
Earnings before Tax after change (EBT) 7,12,500
Increase in Earnings before Tax = ` 7,12,500 - ` 6,00,000 = ` 1,12,500

So, percentage change in Taxable Income (EBT) .= × 100 =
1,12,500
6,00, 000

`

`
18. % hence v5 erified7

Q-22 A company had the following balance sheet as on 31st March, 2021:
Liabilities ` in Crores Assets ` in Crores
Equity Share Capital
(75 lakhs Shares of ` 10 each) 7.50 Building 12.50
Reserves and Surplus 1.50 Machinery 6.25
15% Debentures 15.00 Current Assets
Current Liabilities 6.00 Stock 3.00

Debtors 3.25
____ Bank Balance 5.00

30.00 30.00
The additional information given is as under:
Fixed cost per annum (excluding interest) ` 6 crores
Variable operating cost ratio 60%
Total assets turnover ratio 2.5
Income-tax rate 40%
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Calculate the following and comment:
(i) Earnings per share
(ii) Operating Leverage
(iii) Financial Leverage
(iv) Combined Leverage

Ans.
Total Assets = ` 30 crores
Total Asset Turnover Ratio = 2.5
Hence, Total Sales = 30 x 2.5 = ` 75 crores
Computation of Profit after Tax (PAT)
Particulars (` in crores)
Sales 75.00
Less: Variable Operating Cost @ 60% 45.00
Contribution 30.00
Less: Fixed Cost (other than Interest) 6.00
EBIT/PBIT 24.00
Less: Interest on Debentures (15% „e 15) 2.25
EBT/PBT 21.75
Less: Tax @ 40% 8.70
EAT/ PAT 13.05
(i) Earnings per Share

EPS = 
PAT 13.05=

Number of Equity Shares 0.75 = ̀  17.40

It indicates the amount the company earns per share. Investors use this as a guide while valuing
the share and making investment decisions. It is also an indicator used in comparing firms within
an industry or industry segment.

(ii) Operating Leverage

Operating Leverage = 
Contribution 30

=
EBIT 24

= 1.25

It indicates the choice of technology and fixed cost in cost structure. It is level specific. When firm
operates beyond operating break-even level, then operating leverage is low. It indicates sensitivity
of earnings before interest and tax (EBIT) to change in sales at a particular level.

(iii) Financial Leverage

Financial Leverage = 
EBIT 24

=
PBT 21.75

= 1.103

The financial leverage is very comfortable since the debt service obligation is small vis -à-vis EBIT.
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(iv) Combined Leverage

Combined Leverage = 
Contribution 30

PBT 21.75
 = 1.379

Or,
= Operating Leverage × Financial Leverage
= 1.25 „e 1.103 = 1.379
The combined leverage studies the choice of fixed cost in cost structure and choice of debt in capital
structure. It studies how sensitive the change in EPS is vis-à-vis change in sales. The leverages operating,
financial and combined are used as measurement of risk.

Q-23 The information related to XYZ Company Ltd. for the year ended 31st March, 2020 are as follows:
Equity Share Capital of ` 100 each ` 50 Lakhs
12% Bonds of ` 1000 each ` 30 Lakhs
Sales ` 84 Lakhs
Fixed Cost (Excluding Interest) ` 7.5 Lakhs
Financial Leverage 1.39
Profit-Volume Ratio 25%
Market Price per Equity Share ` 200
Income Tax Rate Applicable 30%
You are required to compute the following:
(i) Operating Leverage
(ii) Combined Leverage
(iii) Earning per share
(iv) Earning Yield

Ans. Workings:

1. Profit Volume Ratio =
Contribution

×100
Sales

So,                  25 =  
Contribution ×100

84,00,000`

Contribution = 
84,00,000 25

100
`

= ̀  21,00,000

2. Financial leverage
EBIT
EBT



Or, 1.39 =  
 13,50,000 as calculated abouve

EBT
`

EBT = ̀  9,71,223
3. Income Statement
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Particulars (`)
Sales 84,00,000
Less: Variable Cost (Sales - Contribution) (63,00,000)
Contribution 21,00,000
Less: Fixed Cost (7,50,000)
EBIT 13,50,000
Less: Interest (EBIT - EBT) (3,78,777)
EBT 9,71,223
Less: Tax @ 30% (2,91,367)
Profit after Tax (PAT) 6,79,856

(i) Operating Leverage = 
Contribution

Earnings before interest and tax (EBIT)

= 
21,00,000
13,50,000

`
` = 1.556 (approx.)

(ii) Combined Leverage = Operating Leverage x Financial Leverage
= 1.556 x 1.39 = 2.163 (approx.)

Or,  
Contribution

EBT
= 

21,00,000
9,71,223

`
` = 2.162 (approx.)

(iii) Earnings per Share (EPS)

EPS = 
6,79,856PAT =

No. of shares 50,000
`

= ̀  13.597

(iv) Earning Yield

13,597EPS ×100 = ×100
MarketPrice 200

`
` = 6.80% (approx.)

Note: The question has been solved considering Financial Leverage given in the question as the base
for calculating total interest expense including the interest of 12% Bonds of ` 30 Lakhs. The question
can also be solved in other alternative ways.

Q-24 The following data is available for Stone Ltd. :
(`)

Sales 5,00,000
(-) Variable cost @ 40% 2,00,000
Contribution 3,00,000
(-) Fixed cost 2,00,000
EBIT 1,00,000
(-) Interest 25,000
Profit before tax 75,000
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Using the concept of leverage, find out
(i) The percentage change in taxable income if EBIT increases by 10%.
(ii) The percentage change in EBIT if sales increases by 10%.
(iii) The percentage change in taxable income if sales increases by 10%.
Also verify the results in each of the above case.

Ans. (i) Degree of Financial Leverage = 
1,00,000EBIT =

EBT 75,000
`
` = 1.333 times

So, If EBIT increases by 10% then Taxable Income (EBT) will be increased by 1.333 × 10 = 13.33% (approx.)
Verification
Particulars Amount (`)
New EBIT after 10% increase (` 1,00,000 + 10%) 1,10,000
Less: Interest 25,000
Earnings before Tax after change (EBT) 85,000
Increase in Earnings before Tax = ` 85,000 - ` 75,000 = ` 10,000

So, percentage change in Taxable Income (EBT) = 
10,000

100
75,000


`
` = 13.333%, hence verifiedd

(ii) Degree of Operating Leverage = 
Contribution 3,00,000=

EBIT 1,00,000` = 3 times

So, if sale is increased by 10% then EBIT will be increased by 3 × 10 = 30%
Verification
Particulars  Amount (`)
New Sales after 10% increase (` 5,00,000 + 10%) 5,50,000
Less: Variable cost (40% of ` 5,50,000) 2,20,000
Contribution 3,30,000
Less: Fixed costs 2,00,000
Earnings before interest and tax after change (EBIT) 1,30,000
Increase in Earnings before interest and tax (EBIT) = ` 1,30,000 - ` 1,00,000 = ` 30,000

So, percentage change in EBIT = 
30,000 100
1,00,000


` = 30%, hence verified.

(iii) Degree of Combined Leverage = 
30,000Contribution = 100

EBIT 75,000


`
 ̀ = 4 times

So, if sale is increased by 10% then Taxable Income (EBT) will be increased by 4 × 10 = 40%
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Verification
Particulars Amount (`)
New Sales after 10% increase (` 5,00,000 + 10%) 5,50,000
Less: Variable cost (40% of ` 5,50,000) 2,20,000
Contribution 3,30,000
Less: Fixed costs 2,00,000
Earnings before interest and tax (EBIT) 1,30,000
Less: Interest 25,000
Earnings before tax after change (EBT) 1,05,000
Increase in Earnings before tax (EBT) = ` 1,05,000 - ` 75,000 = ` 30,000

So, percentage change in Taxable Income (EBT) = 
30,000

100
75,000


`
` = 40%, hence verifiedd

Q-25 Company P and Q are having same earnings before tax. However, the margin of safety ofCompany P is
0.20 and, for Company Q, is 1.25 times than that of Company P. The interestexpense of Company P is `
1,50,000 and, for Company Q, is 1/3rd less than that of Company P. Further, the financial leverage of
Company P is 4 and, for Company Q, is 75% of Company P.
Other information is given as below:
Particulars Company P Company Q
Profit volume ratio 25% 33.33%
Tax rate 45% 45%
 You are required to PREPARE Income Statement for both the companies.

Ans.  Income Statement
Particulars Company P (`) Company Q (`)
Sales 40,00,000 18,00,000
Less: Variable Cost 30,00,000 12,00,000
Contribution 10,00,000 6,00,000
Less: Fixed Cost 8,00,000 4,50,000
EBIT 2,00,000 1,50,000
Less: Interest 1,50,000 1,00,000
EBT 50,000 50,000
Tax (45%) 22,500 22,500
EAT 27,500 27,500
Workings:
(i) Margin of Safety

For Company P = 0.20
For Company Q = 0.20 x 1.25 = 0.25

(ii) Interest Expenses
For Company P = ` 1,50,000
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For Company Q = ` 1,50,000 (1-1/3) = ` 1,00,000
(iii) Financial Leverage

For Company P = 4
For Company Q = 4 x 75% = 3

(iv) EBIT
For Company A
Financial Leverage = EBIT/(EBIT- Interest)
4 = EBIT/(EBIT- ` 1,50,000)
4EBIT – ̀  6,00,000 = EBIT
3EBIT = ̀  6,00,000
EBIT = ̀  2,00,000
For Company B
Financial Leverage = EBIT/(EBIT - Interest)
3 = EBIT/(EBIT – ` 1,00,000)
3EBIT – ̀  3,00,000 = EBIT
2EBIT =  ̀  3,00,000
EBIT =  ̀  1,50,000

(v) Contribution
For Company A
Operating Leverage = 1/Margin of Safety

= 1/0.20 = 5
Operating Leverage = Contribution/EBIT
5 = Contribution/ ` 2,00,000
Contribution =  ̀  10,00,000
For Company B
Operating Leverage = 1/Margin of Safety

= 1/0.25 = 4
Operating Leverage = Contribution/EBIT
4 = Contribution/ ` 1,50,000
Contribution = ` 6,00,000

(vi) Sales
For Company A
Profit Volume Ratio = 25%
Profit Volume Ratio = Contribution/Sales x 100
25% =  ` 10,00,000/Sales
Sales =  ̀  10,00,000/25%
Sales =  ̀  40,00,000
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For Company B
Profit Volume Ratio = 33.33%
Therefore, Sales =  ̀  6,00,000/33.33%
Sales =  ̀  18,00,000

Q-26 Information of A Ltd. is given below:
• Earnings after tax: 5% on sales
• Income tax rate: 50%
• Degree of Operating Leverage: 4 times
• 10% Debenture in capital structure:  ` 3 lakhs
• Variable costs:  ` 6 lakhs
Required:
(i) From the given data complete following statement:

Sales XXXX
Less: Variable costs  ` 6,00,000
Contribution XXXX
Less: Fixed costs XXXX
EBIT XXXX
Less: Interest expenses XXXX
EBT XXXX
Less: Income tax XXXX
EAT XXXX

(ii) Calculate Financial Leverage and Combined Leverage.
(iii) Calculate the percentage change in earning per share, if sales increased by 5%.

Ans. (i) Working Notes
Earning after tax (EAT)is 5% of sales
Income tax is 50%
So, EBT is 10% of Sales
Since Interest Expenses is  ` 30,000
EBIT = 10% of Sales +  ` 30,000 ……………………………. (Equation i)
Now Degree of operating leverage = 4

So, 4
Contributi n

EBIT
=

o

 Or, Contribution = 4 EBIT
Or, Sales – Variable Cost = 4 EBIT
Or, Sales –  ` 6,00,000 = 4 EBIT ……………………………… (Equation ii)
Replacing the value of EBIT of equation (i) in Equation (ii)
We get, Sales –  ` 6,00,000 = 4 (10% of Sales +  ` 30,000)
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Or, Sales –  ` 6,00,000 = 40% of Sales +  ` 1,20,000
Or, 60% of Sales =  ` 7,20,000

 So, Sales = 
7,20, 000

60%
`

 =  ` 12,00,000

 Contribution = Sales – Variable Cost =  ` 12,00,000 –  ` 6,00,000 = ` 6,00,000

 EBIT = 
6, 00,000

4
`

=   ̀  1,50,000

Fixed Cost = Contribution – EBIT =  ` 6,00,000 –  ` 1,50,000 =  ` 4,50,000
EBT = EBIT – Interest =  ` 1,50,000 –  ` 30,000 =  ` 1,20,000
EAT = 50% of  ` 1,20,000 =  ` 60,000

 Income Statement
Particulars ( `)
Sales 12,00,000
Less: Variable cost 6,00,000
Contribution 6,00,000
Less: Fixed cost 4,50,000
EBIT 1,50,000
Less: Interest 30,000
EBT 1,20,000
Less: Tax (50%) 60,000
EAT 60,000

 (ii) Financial Leverage= 
1,50, 000

=
1,20,000

EBIT
EBT

 = 1.25 times

Combined Leverage = Operating Leverage × Financial Leverage
= 4 x 1.25 = 5 times
Or,

Combined Leverage =  
Contribution EBIT

E
×

BIT EBT

Combined Leverage =   0
C 6on 0tri ,buti 0on

EBI
, 0 0 0

×
1 0T ,2 , 00

`

`  = 5 times

 (iii) Percentage Change in Earnings per share

 Combined Leverage = %
% Change in EPS % change in EPS

% change in Sales
= 5 =

5

   % Change in EPS = 25%
 Hence, if sales increased by 5 %, EPS will be increased by 25 %.
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Q-27 From the given details, PREPARE Income Statement for Alpha Ltd. and Beta Ltd.
Particulars Alpha Ltd. Beta Ltd.
Operating Leverage 1.875 1.800
Financial Leverage 1.600 1.250
PV Ratio 60% 50%
Profit after tax  ̀  3,00,000  ̀  2,40,000
Tax rate 40% 40%

Ans.
Particulars Alpha Ltd. ( `) Beta Ltd. ( `)
Sales 25,00,000 18,00,000
Less: Variable Cost 10,00,000 9,00,000 (Bal. fig.)
Contribution 15,00,000 9,00,000
Less: Fixed Cost 7,00,000 4,00,000 (Bal. fig.)
EBIT 8,00,000 5,00,000
Less: Interest 3,00,000 1,00,000 (Bal. fig.)
PBT 5,00,000 4,00,000
Less: Tax (40%) 2,00,000 1,60,000
PAT 3,00,000 2,40,000
Working Note:
Particulars Alpha Ltd.  Beta Ltd.
PAT  ̀  3,00,000  ̀  2,40,000
Tax Rate (t)  40% 40%

 PBT = PAT/(I-t)
4

3,00, 00
1 - 0.

0
= 5,00,000

4
2, 40, 00

1 - 0.
0

= 4,00,000

Finance Leverage 1.60 1.25
  EBIT = PBT × FL 5,00,000 × 1.6 4,00,000 × 1.25

= 8,00,000 = 5,00,000
Operating Leverage 1.875 1.800
Contribution = EBIT × OL 8,00,000 × 1.875 5,00,000 × 1.8

= 15,00,000 = 9,00,000
PV ratio 60% 50%

 Sales = 
Contribution

PV ratio 0
15, 00,0 0

.6
0

= 25,00,000 0
9,00, 0 0

.5
0

= 18,00,000

Q-28 The capital structure of Roshan Ltd. for the year ended 31st March, 2022 consisted as follows:
Particulars Amount (`’ 000)
Equity share capital (face value ` 100 each) 1,50,000
10% debentures (` 100 each) 1,50,000
During the year 2021-22, sales of the company decreased to 15,00,000 units as compared to 18,00,000
units in the previous year. However, the selling price stood at ` 120 per unit and variable cost at ` 80 per
unit for both the years. The fixed expenses were at ` 3 crore p.a. and the income tax rate is 30%.
You are required to CALCULATE the following:

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -167-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


(i) The degree of financial leverage at 18,00,000 units and 15,00,000 units.
(ii) The degree of operating leverage at 18,00,000 units and 15,00,000 units.
(iii) The percentage change in EPS.

Ans.  Income Statement with required calculations
Particulars Previous Year Current Year
Sales (in units) 18,00,000 15,00,000
No. of shares 15,00,000 15,00,000

(`’ 000) (`’ 000)
Sales Value 2,16,000 1,80,000
Variable Cost (1,44,000) (1,20,000)
Contribution 72,000 60,000
Fixed expenses (30,000) (30,000)
EBIT  42,000 30,000
Debenture Interest (15,000) (15,000)
EBT 27,000 15,000
Tax @ 30% (8,100) (4,500)
Profit after tax (PAT) 18,900 10,500
(i) Financial Leverage

EBIT
EBT

42, 000
27, 000

`

`

30,000
15, 000

`

`

= 1.56 = 2
(ii) Operating leverage

T
Contribu ion

EB
t 72,000

42, 000
`

`

60,000
30,000

`

`

= 1.71 = 2
(iii) Earnings per share (EPS)

PAT
No.of Shares

18,900
1, 500

`

`

10, 500
1,500

`

`

= ‘ 12.6 = ` 7
Decrease in EPS = ‘ 12.6 – ` 7 = ` 5.6

% decrease in EPS=
5.6

× 100
12.6

= 44.44%
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Q-1 A company is considering the proposal of taking up a new project which requires an investment of `800
lakhs on machinery and other assets. The project is expected to yield the following earnings (before
depreciation and taxes) over the next five years:
Year Earnings (`  in lakhs)
1 320
2 320
3 360
4 360
5  300
The cost of raising the additional capital is 12% and assets have to be depreciated at 20% on written
down value basis. The scrap value at the end of the five year period may be taken as zero. Income-tax
applicable to the company is 40%.
You are required to CALCULATE the net present value of the project and advise the management to take
appropriate decision. Also CALCULATE the Internal Rate of Return of the Project.
Note: Present values of Re. 1 at different rates of interest are as follows:
Year 10% 12% 14% 16% 20%
1 0.91 0.89 0.88 0.86 0.83
2 0.83 0.80 0.77 0.74 0.69
3 0.75  0.71 0.67 0.64 0.58
4 0.68 0.64 0.59 0.55 0.48
5 0.62 0.57 0.52 0.48 0.40

Ans.(i) Calculation of Net Cash Flow
(`  in lakhs)

Year Profit before Depreciation PBT PAT Net cash flow
dep. and tax (20% on WDV)

(1) (2) (3) (4) (5) (3) + (5)
1 320 800 . 20% = 160 160 96 256
2 320 (800 - 160). 20% = 128 192 115.20 243.20
3 360 (640 - 128). 20% = 102.4 257.6 154.56 256.96
4 360 (512 - 102.4). 20% = 81.92 278.08 166.85 248.77
5 300 (409.6 - 81.92) = 327.68* 27.68 16.61 311.07
*this is treated as a short term capital loss.

CHAPTER-7
INVESTMENT DECISIONS
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(ii) Calculation of Net Present Value (NPV)
(` in lakhs)
Year Net Cash Flow                              12%                         16%                       20%

D.F P.V D.F P.V D.F P.V
1 256 0.89 227.84 0.86 220.16 0.83 212.48
2 243.20 0.80 194.56 0.74 179.97 0.69 167.81
3 256.96 0.71 182.44 0.64 164.45 0.58 149.03
4 248.77 0.64 159.21 0.55 136.82 0.48 119.41
5 311.07 0.57 177.31 0.48 149.31 0.40 124.43

941.36 850.71 773.16
Less: Initial Investment 800.00 800.00 800.00

NPV 141.36 50.71 -26.84
(iii) Advise: Since Net Present Value of the project at 12% = 141.36 lakhs, therefore the project should be

implemented.
(iv) Calculation of Internal Rate of Return (IRR)

IRR 16% +  
50.71× 4

50.71- -26.84

= 16% + 
2.03

77.55
=16%+ 2.62% = 18.62%.

Q-2 H Ltd. is considering a new product line to supplement its range of products. It is anticipated that the
new product line will involve cash investments of Rs.70,00,000 at time 0 and Rs.1,00,00,000 in year 1.
After-tax cash inflows of Rs. 25,00,000 are expected in year 2, Rs.30,00,000 in year 3, Rs.35,00,000 in year
4 and Rs.40,00,000 each year thereafter through year 10. Although the product line might be viable
after year 10, the company prefers to be conservative and end all calculations at that time.
(i) If the required rate of return is 15 per cent, FIND OUT the net present value of the project? Is

it acceptable?
(ii) COMPUTE NPV if the required rate of return were 10 per cent?
(iii) COMPUTE the internal rate of return?

Ans.  (i)
Year Cash flow Discount Factor(15%) Present value

(Rs.) (Rs.) (Rs.)
0 (70,00,000) 1.000 (70,00,000)
1 (1,00,00,000) 0.870 (87,00,000)
2 25,00,000 0.756 18,90,000
3 30,00,000 0.658 19,74,000
4 35,00,000 0.572 20,02,000
5-10 40,00,000 2.163 86,52,000

Net Present Value (11,82,000)
As the net present value is negative, the project is unacceptable.
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(ii) Similarly, NPV at 10% discount rate can be computed as follows:
Year Cash flow Discount Factor(10%) Present value

(Rs.) (Rs.)
0 (70,00,000) 1.000 (70,00,000)
1 (1,00,00,000) 0.909 (90,90,000)
2 25,00,000 0.826 20,65,000
3 30,00,000 0.751 22,53,000
4 35,00,000 0.683 23,90,500
5-10 40,00,000 2.974 1,18,96,000

Net Present Value 25,14,500
 Since NPV = Rs.25,14,500 is positive, hence the project would be acceptable.

 (iii) IRR  NPV at LR
=LR + × HR -LR

NPV at LR - NPV at HR

 
 Rs.25,14,500=10% + × 15% -10%

Rs.25,14,500 - - 11,82,000

 = 10% + 3.4012 or 13.40%
Q-3 X Ltd. is considering to select a machine out of two mutually exclusive machines. The company’s cost of

capital is 15 per cent and corporate tax rate is 30 per cent. Other information relating to both machines
is as follows:

Machine – I Machine – II
Cost of Machine Rs. 30,00,000 Rs. 40,00,000
Expected Life Annual Income 10 years.    10 years.
(Before Tax and Depreciation) Rs. 12,50,000 Rs. 17,50,000
Depreciation is to be charged on straight line basis:
You are required to CALCULATE:
(i) Discounted Pay Back Period
(ii) Net Present Value
(iii) Profitability Index
The present value factors of Re.1 @ 15% are as follows:
Year 01 02 03 04 05
PV factor @ 15% 0.870 0.756 0.658 0.572 0.497

Ans. Working Notes:

30, 00, 000
Depreciation on Machine -1 = = 3,00, 000

10
`

40,00,000
Depreciation on Machine - 2 = = ,00,000

10
`4
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Particulars Machine-I (Rs.) Machine – II (Rs.)
Annual Income (before Tax and Depreciation) 12,50,000 17,50,000
Less: Depreciation 3,00,000 4,00,000
Annual Income (before Tax) 9,50,000 13,50,000
Less: Tax @ 30% (2,85,000) (4,05,000)
Annual Income (after Tax) 6,65,000 9,45,000
Add: Depreciation 3,00,000 4,00,000
Annual Cash Inflows 9,65,000 13,45,000

Machine – I Machine - II
Year  PV of Re Cash PV Cumulative Cash flow PV Cumulative

1 @ 15% flow PV  PV
1 0.870 9,65,000 8,39,550 8,39,550 13,45,000 11,70,150 11,70,150
2 0.756 9,65,000 7,29,540 15,69,090 13,45,000 10,16,820 21,86,970
3 0.658 9,65,000 6,34,970 22,04,060 13,45,000 8,85,010 30,71,980
4 0.572 9,65,000 5,51,980 27,56,040 13,45,000 7,69,340 38,41,320
5 0.497 9,65,000 4,79,605 32,35,645 13,45,000 6,68,465 45,09,785

(i) Discounted Payback Period
Machine – I

 30, 00,000 - 27,56, 040
Discounted Payback Period = 4 +

4,79,605

2,43,960
= 4 + = 4 + 0.5087    = 4,5087 years or 4 years 6.10 months

4,79,605

Machine – II

 40, 00, 000 - 38,41,320
Discounted Payback Period      = 4 +

6,68, 465

1,58,680
= 4 + = 4 + 0.2374     = 4,2374 years or 4 years 2.85 months

6,68,465

(ii) Net Present Value (NPV)
Machine – I
NPV = 32,35,645 – 30,00,000 = Rs. 2,35,645
Machine – II
NPV = 45,09,785 – 40,00,000 = Rs. 5,09,785

(iii) Profitability Index
Machine – I

Profitability Index = 
32,35,645

= 1.08
30,00, 000

-172- Chapter-7 : Investment Decisions

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Machine – II

Profitability Index = 
45,09,785

= 1.13
40,00,000

Conclusion:
Method Machine - I Machine - II Rank
Discounted Payback Period 4.51 years 4.24 years II
Net Present Value Rs. .2,35,645 Rs. 5,09,785 II
Profitability Index 1.08 1.13 II

Q-4 Sundaram Ltd. discounts its cash flows at 16% and is in the tax bracket of 35%. For the acquisition of a
machinery worth `10,00,000, it has two options – either to acquire the asset by taking a bank loan @ 15%
p.a. repayable in 5 yearly instalments of ` 2,00,000 each plus interest or to lease the asset at yearly
rentals of ` 3,34,000 for five (5) years. In both the cases, the instalment is payable at the end of the year.
Depreciation is to be applied at the rate of 15% using ‘written down value’ (WDV) method. You are
required to STATE with reason which of the financing options is to be exercised.
Year 1 2 3 4 5
P.V factor @16% 0.862 0.743 0.641 0.552 0.476

Ans. Alternative I: Acquiring the asset by taking bank loan:
Years 1 2 3 4 5
(a) Interest (@15% p.a. onopening balance) 1,50,000 1,20,000 90,000 60,000 30,000

Depreciation (@15%WDV) 1,50,000 1,27,500 1,08,375 92,119 78,301
3,00,000 2,47,500 1,98,375 1,52,119 1,08,301

(b) Tax shield (@35%) 1,05,000 86,625 69,431 53,242 37,905
Interest less Tax shield (a)-(b) 45,000 33,375 20,569 6,758 (7,905)
Principal Repayment 2,00,000 2,00,000 2,00,000 2,00,000 2,00,000
Total cash outflow 2,45,000 2,33,375 2,20,569 2,06,758 1,92,095
Discounting Factor @ 16% 0.862 0.743 0.641 0.552 0.476
Present Value 2,11,190 1,73,398 1,41,385 1,14,130 91,437

Total P.V of cash outflow = ` 7,31,540
Alternative II: Acquire the asset on lease basis
Year                   Lease Rentals Tax Shield Net Cash Discount Present

(` ) @35% Outflow Factor Value
1 3,34,000 1,16,900 2,17,100 0.862 1,87,140
2 3,34,000 1,16,900 2,17,100 0.743 1,61,305
3 3,34,000 1,16,900 2,17,100 0.641 1,39,161
4 3,34,000 1,16,900 2,17,100 0.552 1,19,839
5 3,34,000 1,16,900 2,17,100 0.476 1,03,340

Present value of Total Cash out flow 7,10,785
By making analysis of both the alternatives, it is observed that the present value of the cash outflow is
lower in alternative II by ` 20,755 (i.e. ` 731,540 – ` 7,10,785) Hence, it is suggested to acquire the asset
on lease basis.
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Q-5 You are a financial analyst of B Limited. The director of finance has asked you to analyse two capital
investments proposals, Projects X and Y. Each project has a cost of `10,000 and the cost of capital for
each project is 12 per cent. The project’s expected net cash flows are as follows:
Year  Expected net cash flows

Project X (`) Project Y (`)
0 (10,000) (10,000)
1 6,500 3,500
2 3,000 3,500
3 3,000 3,500
4 1,000 3,500
(i) CALCULATE each project’s payback period, net present value (NPV) and internal rate of return

(IRR).
(ii) DETERMINE, which project or projects should be accepted if they are independent?

Ans. (i)  Payback Period Method
The cumulative cash flows for each project are as follows:
Year                                                         Cumulative Cash Flows

Project X (`) Project Y (`)
0 (10,000) (10,000)
1 (3,500) (6,500)
2 (500) (3,000)
3 2,500 500
4 3,500 4,000

500
Payback = 2 + = 2.17 yearsx 3000

` 

` 

 3000
Payback = 2 + = 2.86 yearsy  3500

`

`

Net Present Value (NPV)

       
6,500 3000 3000 1,000

NPV = - 10,000 + + + +x 1 42 31.12 1.121.12 1.12

` ` ` `
`  = ̀  966.01

       
 3,500 3, 500 3, 500 3,500

NPV = - 10, 000 + + + +y 1 42 31.12 1.121.12 1.12

` ` ` ` 
`  =  `  630.72

Internal Rate of Return (IRR)
To solve for each project’s IRR, find the discount rates that equate each NPV to zero:
IRRx = 18.0%.
IRRy = 15.0%.
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(ii) The following table summarizes the project rankings by each method:
Project that ranks higher

Payback X
NPV X
IRR X
Analysis: All methods rank Project X over Project Y. In addition, both projects are acceptable under the
NPV and IRR criteria. Thus, both projects should be accepted if they are independent.

Q-6 State Modified Internal Rate of Return method.
Ans. Modified Internal Rate of Return (MIRR): There are several limitations attached with the concept of

the conventional Internal Rate of Return. The MIRR addresses some of these deficiencies. For example,
it eliminates multiple IRR rates; it addresses the reinvestment rate issue and produces results, which
are consistent with the Net Present Value method.
Under this method, all cash flows, apart from the initial investment, are brought to the terminal value
using an appropriate discount rate (usually the cost of capital). This results in a single stream of cash
inflow in the terminal year. The MIRR is obtained by assuming a single outflow in the zeroth year and
the terminal cash inflow as mentioned above. The discount rate which equates the present value of
the terminal cash in flow to the zeroth year outflow is called the MIRR.

Q-7 An enterprise is investing Rs. 100 lakhs in a project. The risk-free rate of return is 7%. Risk premium
expected by the Management is 7%. The life of the project is 5 years. Following are the cash flows that
are estimated over the life of the project.
Year Cash flows (Rs. in lakhs)
1 25
2 60
3 75
4 80
5 65
CALCULATE Net Present Value of the project based on Risk free rate and also on the basis of Risks
adjusted discount rate.

Ans. The Present Value of the Cash Flows for all the years by discounting the cash flow at 7% is calculated as
below:
Year  Cash flow Discounting factor  Value at Present Value of

(Rs.)  in lakh @ 7% cash flows Rs. in Lakhs
1 25 0.935 23.38
2 60 0.873 52.38
3 75 0.816 61.20
4 80 0.763 61.04
5 65 0.713 46.35

Total of present value of Cash flow 244.34
Less: Initial investment 100

Net Present Value (NPV) 144.34
Now when the risk-free rate is 7 % and the risk premium expected by the Management is 7 %. So the
risk adjusted discount rate is 7 % + 7 % =14%.
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Discounting the above cash flows using the Risk Adjusted Discount Rate would be as below:
Year  Cash flow Discounting factor  Value at Present Value of

(Rs.)  in lakh @ 14% cash flows Rs. in Lakhs
1 25 0.877 21.93
2 60 0.769 46.14
3 75 0.675 50.63
4 80 0.592 47.36
5 65 0.519 33.74

Total of present value of Cash flow 199.80
Initial investment 100

Net present value (NPV) 99.80
Q-8 Domestic services (P) Ltd. is in the business of providing cleaning sewerage line services at homes.

There is a proposal before the company to purchase a mechanized sewerage cleaning system for a sum
of Rs. 20 lakhs. The present system of the company is to use manual labour for the job. You are provided
with the following information:
Proposed Mechanized System:
Cost of the machine Rs. 20 lakhs
Life of the machine 10 years
Depreciation (on straight line basis) 10%
Operating cost of mechanized system Rs. 5 lakhs per annum
Present system (Manual):
Manual labour 200 persons
Cost of manual labour Rs. 10,000 per person per annum
The company has an after tax cost of fund at 10% per annum.
The applicable tax rate is 30%.
PV factor for 10 years at 10% are as follows:

Years 1 2 3 4 5 6 7 8 9 10
P.V. factor 0.909 0.826 0.751 0.683 0.621 0.564 0.513 0.467 0.424 0.386

You are required to DETERMINE whether it is advisable to purchase the machine. Give your
recommendations with workings.

Ans.     Rs.
Cost of Manual Operation (Rs. 10,000 x 200) 20,00,000
Cost of Mechanised Operation:
(i) Operating Cost Rs. 5,00,000
(ii) Depreciation Rs. 2,00,000 7,00,000
Saving per annum 13,00,000
Tax on savings (30%) 3,90,000
Saving after tax 9,10,000
Add: Depreciation 2,00,000
Cash flow per annum 11,10,000
Cumulative PV Factor for 10 years 6.144
Present value of cash flow for 10 years 68,19,840
Less: Cost of the Machine 20,00,000
NPV 48,19,840
The Sewerage cleaning machine should be purchased as NPV  is positive by Rs. 48,19,840.
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Q-9 Explain the term ‘Payback reciprocal’.
Ans. Financial ratios provide clues but not conclusions. These are tools only in the hands of experts because

there is no standard ready-made interpretation of financial ratios As the name indicates it is the
reciprocal of payback period. A major drawback of the payback period method of capital budgeting is
that it does not indicate any cut off period for the purpose of investment decision. It is, however,
argued that the reciprocal of the payback would be a close approximation of the Internal Rate of Return
(later discussed in detail) if the life of the project is at least twice the payback period and the project
generates equal amount of the annual cash inflows. In practice, the payback reciprocal is a helpful tool
for quickly estimating the rate of return of a project provided its life is at least twice the payback
period.
The payback reciprocal can be calculated as follows:

Average annual cash in flow
Payback Re

Initial 
ci

in
p

v
ro

es
cal = 

tment

Q-10 A company has to make a choice between two projects namely A and B. The initial capital outlay of two
Projects are Rs.1,35,00,000 and Rs.2,40,00,000 respectively for A and B. There will be no scrap value at
the end of the life of both the projects. The opportunity cost of capital of the company is 16%. The
annual incomes are as under:
Year Project A Project B Discounting

factor @ 16%
1 — 60,00,000 0.862
2 30,00,000 84,00,000 0.743
3 1,32,00,000 96,00,000 0.641
4 84,00,000 1,02,00,000 0.552
5 84,00,000 90,00,000 0.476
You are required to CALCULATE for each project:
(i) Discounted payback period
(ii) Profitability index
(iii) Net present value

Ans. (1) Computation of Net Present Values of Projects (Amount in Rs. ‘000)
Year                              Cash flows Discount                       Discounted Cash flow

factor @ 16 %
Project A(Rs.) Project B(Rs.) Project A(Rs.) Project B(Rs.)

(1) (2) (3) (3) x (1) (3) x (2)
0 (13,500) (24,000) 1.000 (13,500) (24,000)
1 — 6,000 0.862 — 5,172
2 3,000 8,400 0.743 2,229 6,241.2
3 13,200 9,600 0.641 8,461.2 6,153.6
4 8,400 10,200 0.552 4,636.8 5,630.4
5 8,400 9,000 0.476 3,998.4 4,284

Net present value 5,825.4 3,481.2
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(2) Computation of Cumulative Present Values of Projects Cash inflows
(Amount in Rs. ‘000)

Year Project A Project B
PV of Cumulative PV of Cumulative

cash inflows (Rs.) PV (Rs.) cash inflows (Rs.) PV (Rs.)
1 — — 5,172 51,72
2 2,229 22,29 6,241.2 11,413.2
3 8,461.2 10,690.2 6,153.6 17,566.8
4 4,636.8 15,327 5,630.4 23,197.2
5 3,998.4 19,325.4 4,284 27,481.2

(i) Discounted payback period: (Refer to Working note 2)
Cost of Project A = Rs.1,35,00,000
Cost of Project B = Rs.2,40,00,000
Cumulative PV of cash inflows of Project A after 4 years = Rs.1,53,27,000
Cumulative PV of cash inflows of Project B after 5 years = Rs.2,74,81,200
A comparison of projects cost with their cumulative PV clearly shows that the project A’s cost will be
recovered in less than 4 years and that of project B in less than 5 years. The exact duration of discounted
payback period can be computed as follows:

Project A Project B
Excess PV of cash 18,27,000 34,81,200
inflows over the project cost (Rs.1,53,27,000 - Rs.1,35,00,000) (Rs. 2,74,81,200 ÷ Rs.2,40,00,000)
(Rs.)
Computation of period 0.39 year 0.81 years
required to recoverexcess (Rs. 18,27,000 ÷ Rs.46,36,800) (Rs.34,81,200 ÷ Rs. 42,84,000)
amount ofcumulative PV over
project cost (Refer toWorking
note 2)
Discounted paybackperiod 3.61 year(4 - 0.39) years 4.19 years(5 - 0.81) years

(ii) Profitability Index: = 
Sum of discounted cash inflows

Initian cash outlay

Profitability Index (for Project A) = 
Rs.1,93,25,400

= = 1.43
Rs.1,35, 00, 000

Profitability Index (for Project B) = 
Rs.2,74,81,200

= = 1.15
Rs.2,40, 00,000

(iii) Net present value (for Project A) = Rs.58,25,400 (Refer to Working note 1)
Net present value (for Project B) = Rs.34,81,200
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Q-11 X Limited is considering to purchase of new plant worth Rs. 80,00,000. The expected net cash flows
after taxes and before depreciation are as follows:
Year Net Cash Flows (Rs.)
1 14,00,000
2 14,00,000
3 14,00,000
4 14,00,000
5 14,00,000
6 16,00,000
7 20,00,000
8 30,00,000
9 20,00,000
10 8,00,000
The rate of cost of capital is 10%.
You are required to Calculate :
(i) Pay-back period
(ii) Net present value at 10 discount factor
(iii) Profitability index at 10 discount factor
(iv) Internal rate of return with the help of 10% and 15% discount factor
The following present value table is given for you:
Year Present value of Rs. 1 at Present value of Rs. 1 at

10% discount rate 15% discount rate
1 .909 .870
2 .826 .756
3 .751 .658
4 .683 .572
5 .621 .497
6 .564 .432
7 .513 .376
8 .467 .327
9 .424 .284
10 .386 .247

Ans.(i) Calculation of Pay-back Period
Cash Outlay of the Project = Rs. 80,00,000
Total Cash Inflow for the first five years = Rs. 70,00,000
Balance of cash outlay left to be paid back in the 6th year Rs. 10,00,000
Cash inflow for 6th year = 16,00,000
So the payback period is between 5th and 6th years, i.e.,
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Rs.10, 00, 000
5 years + = 5.625 years or 5 years 7.5 months

Rs.6,00,000

(ii) Calculation of Net Present Value (NPV) @10% discount rate:
Year Net Cash Inflow(Rs.) Present Value at Present Value(Rs.)

Discount Rate of 10%
(a) (b) (c) = (a) × (b)

1 14,00,000 0.909 12,72,600
2 14,00,000 0.826 11,56,400
3 14,00,000 0.751 10,51,400
4 14,00,000 0.683 9,56,200
5 14,00,000 0.621 8,69,400
6 16,00,000 0.564 9,02,400
7 20,00,000 0.513 10,26,000
8 30,00,000 0.467 14,01,000
9 20,00,000 0.424 8,48,000
10 8,00,000 0.386 3,08,800

97,92,200
Net Present Value (NPV) = Cash Outflow – Present Value of Cash Inflows
= Rs. 80,00,000 – Rs. 97,92,200 = 17,92,200

(iii) Calculation of Profitability Index @ 10% discount rate:

Present Value of Cash inflows
Profitability Index =

Cost of the investment

Rs.97,92,200
= = 1.224

Rs.80, 00, 000
(iv) Calculation of Internal Rate of Return:

Net present value @ 10% interest rate factor has already been calculated in (ii) above, we will calculate
Net present value @15% rate factor.
Year Net Cash Inflow Present Value at Present Value

(Rs.) DiscountRate of 15% (Rs.)
(a) (b) (c) = (a)× (b)

1 14,00,000 0.870 12,18,000
2 14,00,000 0.756 10,58,400
3 14,00,000 0.658 9,21,200
4 14,00,000 0.572 8,00,800
5 14,00,000 0.497 6,95,800
6 16,00,000 0.432 6,91,200
7 20,00,000 0.376 7,52,000
8 30,00,000 0.327 9,81,000
9 20,00,000 0.284 5,68,000
10 8,00,000 0.247 1,97,600

78,84,000
Net Present Value at 15% = Rs. 78,84,000 – Rs. 80,00,000 = Rs. -1,16,000
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As the net present value @ 15% discount rate is negative, hence internal rate of return falls in between
10% and 15%. The correct internal rate of return can be calculated as follows:

 
NPVLIRR = L + H -L

NPV - NPVL H

   Rs.17,92,200
= 10% + 15% -10%

Rs.17,92,200 - -Rs.1,16, 000

Rs.17,92,200
= 10% + × 5% = 14.7%

Rs.19,08,200

Q-12 AT Limited is considering three projects A, B and C. The cash flows associated with the projects are
given below:
Cash flows associated with the Three Projects (`)
Project C0 C1 C2 C3 C4
A (10,000) 2,000 2,000 6,000 0
B (2,000) 0 2,000 4,000 6,000
C (10,000) 2,000 2,000 6,000 10,000
You are required to :
(a) Calculate the payback period of each of the three projects.
(b) If the cut-off period is two years, then which projects should be accepted?
(c) Projects with positive NPVs if the opportunity cost of capital is 10 percent.
(d) “Payback gives too much weight to cash flows that occur after the cut-off date”. True or false?
(e) “If a firm used a single cut-off period for all projects, it is likely to accept too many short lived

projects.” True or false?
P.V. Factor @ 10 %
Year 0 1 2 3 4 5
P.V. 1.000 0.909 0.826 0.751 0.683 0.621

Ans. (a) Payback Period of Projects
Projects C0(`) C1(`) C2(`) C3(`) Payback
A (10,000) 2000 2000 6,000 2,000+2,000+6,000 =10,000 i.e 3 years
B (2,000) 0 2,000 NA 0+2,000 = 2,000 i.e 2 years
C (10,000) 2000 2000 6,000 2,000+2,000+6,000 = 10,000 i.e 3 years
(b) If standard payback period is 2 years, Project B is the only acceptable project.
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(c) Calculation of NPV
Year PVF           Project A            Project B Project C

@ 10%
Cash PV of cash Cash Flows PV of cash Cash Flows PV of

Flows (`)  flows (`)  (`)  flows (`) (` )  cash flows (`)
0 1 (10,000) (10,000) (2,000) (2,000) (10,000) (10,000)
1 0.909 2,000 1,818 0 0 2,000 1,818
2 0.826 2,000 1,652 2,000 1,652 2,000 1,652
3 0.751 6,000 4506 4,000 3004 6,000 4,506
4 0.683 0 0 6,000 4,098 10,000 6,830
NPV (-2,024) 6,754 4,806
So, Projects with positive NPV are Project B and Project C

(d) False. Payback gives no weightage to cash flows after the cut-off date.
(e) True. The payback rule ignores all cash flows after the cutoff date, meaning that future years’ cash

inflows are not considered. Thus, payback is biased towards short-term projects.
Q-13 From the following details relating to a project, analyse the sensitivity of the project to changes in the

Initial Project Cost, Annual Cash Inflow and Cost of Capital :
Particulars
Initial Project Cost ` 2,00,00,000
Annual Cash Inflow ` 60,00,000
Project Life 5 years
Cost of Capital 10%
To which of the 3 factors, the project is most sensitive if the variable is adversely affected by 10 ?
Cumulative Present Value Factor for 5 years for 10% is 3.791 and for 11% is 3.696.

Ans. Calculation of NPV through Sensitivity Analysis
`

PV of cash inflows (` 60,00,000 × 3.791) 2,27,46,000
Initial Project Cost 2,00,00,000
NPV 27,46,000
Situation NPV Changes in NPV
Base(present) ` 27,46,000

If initial project cost is (` 2,27,46,000
 ` `

`

27,46, 000 - 7, 46, 000

27, 46,000

varied adversely by 10% –` 2,20,00,000*)
= ` 7,46,000 = (72.83%)

If annual cash inflow is

varied adversely by 10% [` 54,00,000(revised
 ` `

`

27,46,000 - 4,71, 400

27, 46, 000

cash flow) ** × 3.791) –
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(` 2,00,00,000)]= ` 4,71,400 = 82.83%

If cost of capital is varied (` 60,00,000 × 3.696)–
 ` `

`

27, 46, 000 - 21,76, 400

27, 46, 000

adversely by 10% i.e. ` 2,00,00,000
itbecomes 11% = ̀  21,76,000 = 20.76%
*Revised initial project Cost = 2,00,00,000 × 110% = 2,20,00,000
**Revised Cash Flow = ` 60,00,000 x (100 – 10) % = ` 54,00,000
Conclusion: Project is most sensitive to ‘annual cash inflow’

Q-14 PD Ltd. an existing company, is planning to introduce a new product with projected life of 8 years.
Project cost will be ` 2,40,00,000. At the end of 8 years no residual value will be realized. Working
capital of ` 30,00,000 will be needed. The 100% capacity of the project is 2,00,000 units p.a. but the
Production and Sales Volume is expected are as under :
Year Number of Units
1 60,000 units
2. 80,000 units
3-5 1,40,000 units
6-8 1,20,000 units
Other Information:
(i) Selling price per unit ` 200
(ii) Variable cost is 40 of sales.
(iii) Fixed cost p.a. ` 30,00,000.
(iv) In addition to these advertisement expenditure will have to be incurred as under:
Year 1 2 3-5 6-8
Expenditure (`) 50,00,000 25,00,000 10,00,000 5,00,000
(v) Income Tax is 25%.
(vi) Straight line method of depreciation is permissible for tax purpose.
(vii) Cost of capital is 10%.
(viii) Assume that loss cannot be carried forward.
Present Value Table
Year 1 2 3 4 5 6 7 8
PVF@ 10 0.909 0.826 0.751 0.683 0.621 0.564 0.513 0.467
Advise about the project acceptability.

Ans. Computation of initial cash outlay(COF)
(` in lakhs)

Project Cost 240
Working Capital 30

270
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Calculation of Cash Inflows(CIF):
Years 1 2 3-5 6-8
Sales in units 60,000 80,000 1,40,000 1,20,000

` ` ` `

Contribution
(` 200 x 60% x No. ofUnit) 72,00,000 96,00,000 1,68,00,000 1,44,00,000
Less: Fixed cost 30,00,000 30,00,000 30,00,000 30,00,000
Less: Advertisement 50,00,000 25,00,000 10,00,000 5,00,000
Less: Depreciation (24000000/8)
= 30,00,000 30,00,000 30,00,000 30,00,000 30,00,000
Profit /(loss) (38,00,000) 11,00,000 98,00,000 79,00,000
Less: Tax @ 25% NIL 2,75,000 24,50,000 19,75,000
Profit/(Loss) after tax (38,00,000) 8,25,000 73,50,000 59,25,000
Add: Depreciation 30,00,000 30,00,000 30,00,000 30,00,000
Cash inflow (8,00,000) 38,25,000 1,03,50,000 89,25,000
(Note: Since variable cost is 40%, Contribution shall be 60% of sales)
Computation of PV of CIF
Year CIF PV Factor `

` @ 10%
1 (8,00,000) 0.909 (7,27,200)
2 38,25,000 0.826 31,59,450
3 1,03,50,000 0.751 77,72,850
4 1,03,50,000 0.683 70,69,050
5 1,03,50,000 0.621 64,27,350
6 89,25,000 0.564 50,33,700
7 89,25,000 0.513 45,78,525
8 89,25,000 0.467 55,68,975
Working Capital 30,00,000

3,88,82,700
PV of COF 2,70,00,000

NPV 1,18,82,700
Recommendation:Accept the project in view of positive NPV.

Q-15 A company is evaluating a project that requires initial investment of ` 60 lakhs in fixed assets and ` 12
lakhs towards additional working capital.
The project is expected to increase annual real cash inflow before taxes by ` 24,00,000 during its life.
The fixed assets would have zero residual value at the end of life of 5 years.
The company follows straight line method of depreciation which is expected for tax purposes also.
Inflation is expected to be 6% per year. For evaluating similar projects, the company uses discounting
rate of 12% in real terms. Company’s tax rate is 30%.
Advise whether the company should accept the project, by calculating NPV in real terms.
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PVIF (12%, 5 years) PVIF (12%, 5 years)
Year 1 0.893 Year 1 0.943
Year 2 0.797 Year 2 0.890
Year 3 0.712 Year 3 0.840
Year 4 0.636 Year 4 0.792
Year 5 0.567 Year 5 0.747

Ans.(i) Equipment’s initial cost = ` 60,00,000 + ` 12,00,000
= ̀  72,00,000

(ii) Annual straight line depreciation = ` 60,00,000/5
= ̀  12,00,000.

(iii) Net Annual cash flows can be calculated as follows:
= Before Tax CFs × (1 – Tc) + Tc × Depreciation (Tc = Corporate tax i.e. 30%)
= ` 24,00,000 × (1 – 0.3) + (0.3 x ` 12,00,000)
= ` 16,80,000 + ` 3,60,000 = ` 20,40,000
So, Total Present Value = PV of inflow + PV of working capital released

= (` 20,40,000 × PVIF 12%, 5 years) + (` 12,00,000 × 0.567)
= (` 20,40,000 × 3.605) + ` 6,80,400
= ` 73,54,200 + ` 6,80,400
= ̀  80,34,600

So NPV  = PV of Inflows – Initial Cost
= ` 80,34,600 – ` 72,00,000
= ` 8,34,600

Advice: Company should accept the project as the NPV is Positive
Q-16 An enterprise is investing ` 100 lakhs in a project. The risk-free rate of return is 7%. Risk premium

expected by the Management is 7%. The life of the project is 5 years. Following are the cash flows that
are estimated over the life of the project.
Year Cash flows (` In lakhs)
1 25
2 60
3 75
4 80
5 65
CALCULATE Net Present Value of the project based on Risk free rate and also on the basis of Risks
adjusted discount rate.

Ans. The Present Value of the Cash Flows for all the years by discounting the cash flow at 7% is calculated as
below:
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Year Cash flows ` In lakhs    Discounting Factor @ 7% Present value of Cash
Flows ` In Lakhs

1 25 0.935 23.38
2 60 0.873 52.38
3 75 0.816 61.20
4 80 0.763 61.04
5 65 0.713 46.35

Total of present value of Cash flow 244.34
Less: Initial investment (100.00)

Net Present Value (NPV) 144.34
Now when the risk-free rate is 7 % and the risk premium expected by the Management is 7 %. So the
risk adjusted discount rate is 7 % + 7 % =14%.
Discounting the above cash flows using the Risk Adjusted Discount Rate would be as below:
Year Cash flows ` in Lakhs    DiscountingFactor @ 14% Present Value of

Cash Flows ` in lakhs
1 25 0.877 21.93
2 60 0.769 46.14
3 75 0.675 50.63
4 80 0.592 47.36
5 65 0.519 33.74

Total of present value of Cash flow 199.79
Initial investment (100.00)

Net present value (NPV) 99.79
Q-17 Shiv Limited is thinking of replacing its existing machine by a new machine which would cost ` 60 lakhs.

The company’s current production is 80,000 units, and is expected to increase to 1,00,000 units, if the
new machine is bought. The selling price of the product would remain unchanged at ` 200 per unit. The
following is the cost of producing one unit of product using both the existing and new machine:

Unit cost (`)
Existing Machine New Machine Difference

(80,000 units) (1,00,000 units)
Materials 75.0 63.75 (11.25)
Wages & Salaries 51.25 37.50 (13.75)
Supervision 20.0 25.0 5.0
Repairs and Maintenance 11.25 7.50 (3.75)
Power and Fuel 15.50 14.25 (1.25)
Depreciation 0.25 5.0 4.75
Allocated Corporate Overheads 10.0 12.50 2.50

183.25 165.50 (17.75)
The existing machine has an accounting book value of ` 1,00,000, and it has been fully depreciated for
tax purpose. It is estimated that machine will be useful for 5 years. The supplier of the new machine
has offered to accept the old machine for ` 2,50,000.
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However, the market price of old machine today is ` 1,50,000 and it is expected to be ` 35,000 after 5
years. The new machine has a life of 5 years and a salvage value of ` 2,50,000 at the end of its economic
life. Assume corporate Income tax rate at 40%, and depreciation is charged on straight line basis for
Income-tax purposes. Further assume that book profit is treated as ordinary income for tax purpose.
The opportunity cost of capital of the Company is 15%.
Required:
(i) ESTIMATE net present value of the replacement decision.
(ii) CALCULATE the internal rate of return of the replacement decision.
(iii) Should Company go ahead with the replacement decision? ANALYSE.
Year (t) 1 2 3 4 5
PVIF0.15,t 0.8696 0.7561 0.6575 0.5718 0.4972
PVIF0.20,t 0.8333 0.6944 0.5787 0.4823 0.4019
PVIF0.25,t 0.80 0.64 0.512 0.4096 0.3277
PVIF0.30,t 0.7692 0.5917 0.4552 0.3501 0.2693
PVIF0.35,t 0.7407 0.5487 0.4064 0.3011 0.2230

Ans.(i) Net Cash Outlay of New Machine
Purchase Price ` 60,00,000
Less: Exchange value of old machine `  1,50,000
[2,50,000 – 0.4(2,50,000 – 0)] ` 58,50,000
Market Value of Old Machine: The old machine could be sold for ` 1,50,000 in the market. Since the
exchange value is more than the market value, this option is not attractive. This opportunity will be
lost whether the old machine is retained or replaced. Thus, on incremental basis, it has no impact.
Depreciation base: Old machine has been fully depreciated for tax purpose.
Thus, the depreciation base of the new machine will be its original cost i.e. ` 60,00,000.
Net Cash Flows: Unit cost includes depreciation and allocated overheads. Allocated overheads are
allocated from corporate office therefore they are irrelevant. The depreciation tax shield may be
computed separately. Excluding depreciation and allocated overheads, unit costs can be calculated.
The company will obtain additional revenue from additional 20,000 units sold.
Thus, after-tax saving, excluding depreciation, tax shield, would be
= {100,000(200 – 148) – 80,000(200 – 173)} × (1 – 0.40)
= {52,00,000 – 21,60,000} × 0.60
= ̀  18,24,000
After adjusting depreciation tax shield and salvage value, net cash flows and net present value are
estimated.
Calculation of Cash flows and Project Profitability

` (`000)
0 1 2 3 4 5

1 After-tax savings - 1824 1824 1824 1824 1824
2 Depreciation(` 60,00,000 – 2,50,000)/5 - 1150 1150 1150 1150 1150
3 Tax shield on depreciation

(Depreciation × Tax rate) - 460 460 460 460 460
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4 Net cash flows fromoperations (1 + 3)* - 2284 2284 2284 2284 2284
5 Initial cost (5850)
6 Net Salvage Value(2,50,000 – 35,000) - - - - - 215
7 Net Cash Flows (4+5+6) (5850) 2284 2284 2284 2284 2499
8 PVF at 15% 1.00 0.8696 0.7561 0.6575 0.5718 0.4972
9 PV (5850) 1986.166 1726.932 1501.73 1305.99 1242.50
10 NPV ` 1913.32
* Alternately Net Cash flows from operation can be calculated as follows:
Profit before depreciation and tax = ` 1,00,000 (200 -148) - 80,000 (200 -173)
= ̀  52,00,000 – 21,60,000
= ` 30,40,000]
So profit after depreciation and tax is ` (30,40,000 -11,50,000) × (1 - .40)
= ̀  11,34,000
So profit before depreciation and after tax is :
` 11,34,000 + ` 11,50,000 (Depreciation added back) = ` 22,84,000

(ii)
` (‘000)

0 1 2 3 4 5
NCF (5850) 2284 2284 2284 2284 2499
PVF at 20% 1.00 0.8333 0.6944 0.5787 0.4823 0.4019
PV (5850) 1903.257 1586.01 1321.751 1101.57 1004.35
PV of benefits 6916.94
PVF at 30% 1.00 0.7692 0.5917 0.4550 0.3501 0.2693
PV (5850) 1756.85 1351.44 1039.22 799.63 672.98
PV of benefits 5620.12

1066.94
IRR = 20% + 10% × = 28.23%

1296.82

(iii) Advise: The Company should go ahead with replacement project, since it is positive NPV decision.
Q-18 Gauav Ltd. using certainty-equivalent approach in the evaluation of risky proposals. The following

information regarding a new project is as follows:
Year Expected Cash flow Certainty-equivalentquotient
0 (4,00,000) 1.0
1 3,20,000 0.8
2 2,80,000 0.7
3 2,60,000 0.6
4 2,40,000 0.4
5 1,60,000 0.3
Riskless rate of interest on the government securities is 6 per cent. DETERMINE whether the project
should be accepted?
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Ans. Determination of Net Present Value (NPV)
Year Expected Cash Certainty Adjusted Cash PV factor Total PV (`)

flow (`) equivalent(CE) flow (Cash flow (at 0.06)
× CE) (`)

0 (4,00,000) 1.0 (4,00,000) 1.000 (4,00,000)
1 3,20,000 0.8 2,56,000 0.943 2,41,408
2 2,80,000 0.7 1,96,000 0.890 1,74,440
3 2,60,000 0.6 1,56,000 0.840 1,31,040
4 2,40,000 0.4 96,000 0.792 76,032
5 1,60,000 0.3 48,000 0.747 35,856

NPV = (6,58,776 – 4,00,000) 2,58,776
As the Net Present Value is positive the project should be accepted.

Q-19 A company has to make a choice between two projects namely A and B. The initial capital outlay of two
Projects are ` 1,35,000 and ` 2,40,000 respectively for A and B. There will be no scrap value at the end
of the life of both the projects. The opportunity Cost of Capital of the company is 16%. The annual
incomes are as under:
Year Project A (`) Project B (`) Discounting factor @ 16%
1 — 60,000 0.862
2 30,000 84,000 0.743
3 1,32,000 96,000 0.641
4 84,000 1,02,000 0.552
5 84,000 90,000 0.476
Required:
CALCULATE for each project:
(i) Discounted payback period
(ii) Profitability index
(iii) Net present value
DECIDE which of these projects should be accepted?

Ans. Working notes
1. Computation of Net Present Values of Projects

Year Cash flows Disct. Discounted Cash
factor flow

 @16 %
Project A(`) Project B(`) Project A(`) Project B(`)

(1) (2) (3) (3) x (1) (3) x (2)
0 (1,35,000) (2,40,000) 1.000 (1,35,000) (2,40,000)
1 — 60,000 0.862 — 51,720
2 30,000 84,000 0.743 22,290 62,412
3 1,32,000 96,000 0.641 84,612 61,536
4 84,000 1,02,000 0.552 46,368 56,304
5 84,000 90,000 0.476 39,984 42,840

Net present value 58,254 34,812
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2. Computation of Cumulative Present Values of Projects Cash inflows
Year Project A Project B

PV of Cumulative PV of Cumulative
cash inflows (`) PV (`) cash inflows (`) PV (`)

1 — — 51,720 51,720
2 22,290 22,290 62,412 1,14,132
3 84,612 1,06,902 61,536 1,75,668
4 46,368 1,53,270 56,304 2,31,972
5 39,984 1,93,254 42,840 2,74,812
(i) Discounted payback period: (Refer to Working note 2)

Cost of Project A = ` 1,35,000
Cost of Project B = ` 2,40,000
Cumulative PV of cash inflows of Project A after 4 years = ` 1,53,270
Cumulative PV of cash inflows of Project B after 5 years = ` 2,74,812
A comparison of projects cost with their cumulative PV clearly shows that the project A’s cost will
be recovered in less than 4 years and that of project B in less than 5 years. The exact duration of
discounted payback period can be computed as follows:

Project A Project B
Excess PV of cash inflows 18,270 34,812
over theproject cost (`) (` 1,53,270 - ` 1,35,000) (` 2,74,812 - ` 2,40,000)
Computation of 0.39 year 0.81 years
period required to (` 18,270 ÷ ` 46,368) (` 34,812 ÷ ` 42,840)
recover excess
amount of cumulative
PV over project cost
(Refer to Working
note 2)
Discounted pay back 3.61 year 4.19 years
period (4 - 0.39) years (5 - 0.81) years

(ii) Profitability Index(PI): =
Sum of discounted  cash  in flows

Initian cash outlay

Profitability Index (for Project A) =
1,93,254

= 1.43
1,35, 000

`

`

Profitability Index (for Project B) =
 2,74,812

= 1.15
 2, 40, 000

`

`

(iii) Net present value(NPV) (for Project A) = ` 58,254
Net present value(NPV) (for Project B) = ` 34,812
(Refer to Working note 1)
Conclusion: As the NPV, PI of Project A is higher and Discounted Pay back is lower, therefore Project a
should be accepted.
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Q-20 From the following details relating to a project, analyse the sensitivity of the project tochanges in
initial project cost, annual cash inflow and cost of capital:
Initial Project Cost (`) 1,20,000
Annual Cash Inflow (`) 45,000
Project Life (Years) 4
Cost of Capital 10%
Required:
EXAMINE which of the three factors, the project is most sensitive? (Use annuity factors:
for 10% 3.169 and 11% 3.103).

Ans. CALCULATION OF NET PRESENT VALUE
(` )

PV of Annual cash inflows (` 45,000 × 3.169) 1,42,605
Initial Project Cost 1,20,000
NPV (PV of Cash flow – Initial Cost) 22,605
If initial project cost is varied adversely by 10%*
Initial Project Cost (1,20,000 × 110%) ` 1,32,000
NPV (Revised) (` 1,42,605 - ` 1,32,000 ) ` 10,605
Change in NPV (` 22,605 – ` 10,605)/ ` 22,605 i.e 53.08%
If annual cash inflow is varied adversely by 10%*
Revised annual inflow (` 45,000 × 90%) ` 40,500
NPV (Revised) (` 40,500 × 3.169) – (` 1,20,000) (+) ` 8,345
Change in NPV (` 22,605 – ` 8,345) / ` 22,605 63.08%
If cost of capital is varied adversely by 10%*
NPV (Revised) (` 45,000 × 3.103) – ` 1,20,000 (+) ` 19,635
Change in NPV (` 22,605 – ` 19,635) / ` 22,605 13.14 %
Conclusion: Project is most sensitive to ‘annual cash inflows’
(*It is assumed that adverse variation is 10%)

Q-21 MTR Limited is considering buying a new machine which would have a useful economic life of five
years, at a cost of `25,00,000 and a scrap value of `3,00,000, with 80 per cent of the cost being payable
at the start of the project and 20 per cent at the end of the first year. The machine would produce 75,000
units per annum of a new product with an estimated selling price of ` 300 per unit. Direct costs would
be ` 285 per unit and annual fixed costs, including depreciation calculated on a straight- line basis,
would be `8,40,000 per annum.
In the first year and the second year, special sales promotion expenditure, not included in the above
costs, would be incurred, amounting to ` 1,00,000 and `1,50,000 respectively.
EVALUATE the project using the NPV method of investment appraisal, assuming the company’s cost of
capital to be 15 percent.

Ans. Calculation of Net Cash flows
Contribution = (300 – 285) x 75,000 = `11,25,000
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Fixed costs = 8,40,000 – [(25,00,000 – 3,00,000)/5] = ` 4,00,000
Year Capital (`) Contribution(`) Fixed costs(`) Adverts(`) Net cashflow (`)
0 (20,00,000) (20,00,000)
1 (5,00,000) 11,25,000 (4,00,000) (1,00,000) 1,25,000
2 11,25,000 (4,00,000) (1,50,000) 5,75,000
3 11,25,000 (4,00,000) 7,25,000
4 11,25,000 (4,00,000) 7,25,000
5 3,00,000 11,25,000 (4,00,000) 10,25,000
Calculation of Net Present Value
Year Net cash flow (`) 12% discount factor Present value(`)
0 (20,00,000) 1.000 (20,00,000)
1 1,25,000 0.892 1,11,500
2 5,75,000 0.797 4,58,275
3 7,25,000 0.711 5,15,475
4 7,25,000 0.635 4,60,375
5 10,25,000 0.567 5,81,175

1,26,800
 The net present value of the project is `1,26,800.

Q-22 SL  Ltd. has invested `1,000 lakhs in a project. The risk-free rate of return is 5%. Risk premium expected
by the Management is 10%. The life of the project is 5 years. Following are the cash flows that are
estimated over the life of the project.
Year Cash flows (` in lakhs)
1 125
2 300
3 375
4 400
5 325
CALCULATE Net Present Value of the project based on Risk free rate and also on the  basis of Risks
adjusted discount rate.

Ans. The Present Value of the Cash Flows for all the years by discounting the cash flow at 5% is calculated as
below:
Year Cash flows` in lakhs Discounting Present value of Cash

Factor@5% Flows ` In Lakhs
1 125 0.952 119.00
2 300 0.907 272.10
3 375 0.863 323.62
4 400 0.822 328.80
5 325 0.783 254.47

Total of present value of Cash flow 1,297.99
Less: Initial investment 1,000.00

Net Present Value (NPV) 297.99
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Now when the risk-free rate is 5% and the risk premium expected by the Management is 10%. So the
risk adjusted discount rate is 5% + 10% =15%.

Discounting the above cash flows using the Risk Adjusted Discount Rate would be as below:

Year Cash flows ` in Lakhs DiscountingFactor@15% Present Value of Cash

Flows ` in lakhs

1 125 0.869 108.62

2 300 0.756 226.80

3 375 0.657 246.37

4 400 0.571 228.40

5 325 0.497 161.52

Total of present value of Cash flow 971.71

Initial investment 1,000.00

Net present value (NPV) (28.29)

Q-23 BT Pathology Lab Ltd. is using an X-ray machines which reached at the end of their useful lives. Following
new X-ray machines are of two different brands with same features are

available for the purchase.

Brand Cost of Life of Maintenance Cost Rate of
Machine Machine Year 1-5 Year 6-10 Year 11-15 Depreciation

XYZ ` 6,00,000 15 years ` 20,000 ` 28,000 ` 39,000 4%

ABC ` 4,50,000 10 years ` 31,000 ` 53,000 — 6%

Residual Value of both of above machines shall be dropped by 1/3 of Purchase price in the first year and
thereafter shall be depreciated at the rate mentioned above.

Alternatively, the machine of Brand ABC can also be taken on rent to be returned back to the owner
after use on the following terms and conditions:

• Annual Rent shall be paid in the beginning of each year and for first year it shall be ` 1,02,000.

• Annual Rent for the subsequent 4 years shall be ` 1,02,500.

• Annual Rent for the final 5 years shall be ` 1,09,950.

• The Rent Agreement can be terminated by BT Labs by making a payment of ` 1,00,000 as penalty.
This penalty would be reduced by ` 10,000 each year of the period of rental agreement.

You are required to:

(a) ADVISE which brand of X-ray machine should be acquired assuming that the use of machine shall
be continued for a period of 20 years.

(b) STATE which of the option is most economical if machine is likely to be used for aperiod of 5 years?

The cost of capital of BT Labs is 12%.

Ans. Since the life span of each machine is different and time span exceeds the useful lives of each model,
we shall use Equivalent Annual Cost method to decide which brand should be chosen.

(i) If machine is used for 20 years

Present Value (PV) of cost if machine of Brand XYZ is purchased
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Period Cash Outflow (`) PVF@12% Present Value

0 6,00,000 1.000 6,00,000
1-5 20,000 3.605 72,100
6-10 28,000 2.045 57,260
11-15 39,000 1.161 45,279
15 (64,000) 0.183 (11,712)

7,62,927
PVAF for 1-15 years 6.811

7,62,927
Equivalent Annual Cost = = 1.12,014

6.811
`

` 

Present Value (PV) of cost if machine of Brand ABC is purchased
Period Cash Outflow (`) PVF@12% Present Value
0 4,50,000 1.000 4,50,000
1 - 5 31,000 3.605 1,11,755
6 -10 53,000 2.045 1,08,385
10 (57,000) 0.322 (18,354)

6,51,786
PVAF for 1-10 years  5.65

6,51,786
Equivalent Annual Cost = = 1,15,360

5.65
` 

` 

Present Value (PV) of cost if machine of Brand ABC is taken on Rent
Period Cash Outflow (`) PVF@12% Present Value
0 1,02,000 1.000 1,02,000
1 - 4 1,02,500 3.037 3,11,293
5-9 1,09,950 2.291 2,51,895

6,65,188
PVAF for 1-10 years 5.65

6,65,188
Equivalent Annual Cost = = 1,17,732

5.65
`

`

Decision: Since Equivalent Annual Cash Outflow is least in case of purchase of Machine of brand XYZ the
same should be purchased.

(ii) If machine is used for 5 years
(a) Scrap Value of Machine of Brand XYZ

= ` 6,00,000 – ` 2,00,000 – ` 6,00,000 × 0.04 × 4 = ` 3,04,000
(b) Scrap Value of Machine of Brand ABC

= ` 4,50,000 – ` 1,50,000 – ` 4,50,000 × 0.06 × 4 = ` 1,92,000
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Present Value (PV) of cost if machine of Brand XYZ is purchased
Period Cash Outflow (`) PVF@12% Present Value
0 6,00,000 1.000 6,00,000
1 - 5 20,000 3.605 72,100
5 (3,04,000) 0.567 (1,72,368)

4,99,732
Present Value (PV) of cost if machine of Brand ABC is purchased
Period Cash Outflow (`) PVF@12% Present Value
0 4,50,000 1.000 4,50,000
1-5 31,000 3.605 1,11,755
5 (1,92,000) 0.567 (1,08,864)

4,52,891
Present Value (PV) of cost if machine of Brand ABC is taken on Rent
Period Cash Outflow (`) PVF@12% Present Value
0 1,02,000 1.000 1,02,000
1-4 1,02,500 3.037 3,11,293
5 50,000 0.567 28,350

4,41,643
Decision: Since Cash Outflow is least in case of lease of Machine of brand ABC the same should be taken
on rent.

Q-24 A firm can make investment in either of the following two projects. The firm anticipates its cost of
capital to be 10%. The pre-tax cash flows of the projects for five years are as follows:
Year 0 1 2 3 4 5
Project A (`) (2,00,000) 35,000 80,000 90,000 75,000 20,000
Project 8 (`) (2,00,000) 2,18,000 10,000 10,000 4,000 3,000
Ignore Taxation.
An amount of ` 35,000 will be spent on account of sales promotion in year 3 in case of Project A. This
has not been taken into account in calculation of pre-tax cash flows.
The discount factors are as under:
Year 0 1 2 3 4 5
PVF (10%) 1 0.91 0.83 0.75 0.68 0.62
You are required to calculate for each project:
(i) The payback period
(ii) The discounted payback period
(iii) Desirability factor
(iv) Net Present Value
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Ans.  Calculation of Present Value of cash flows
Year PV factor Project A Project B

@ 10% Cash flows (`) Discounted Cash flows (`) Discounted
Cash flows Cash flows

0 1.00 (2,00,000) (2,00,000) (2,00,000) (2,00,000)
1 0.91 35,000 31,850 2,18,000 1,98,380
2 0.83 80,000 66,400 10,000 8,300
3 0.75 55,000

       (90,000-35,000) 41,250 10,000 7,500
4 0.68 75,000 51,000 4,000 2,720
5 0.62 20,000 12,400 3,000 1,860
Net Present Value 2,900 18,760

(i) The Payback period of the projects:Project-A: The cumulative cash inflows up-to year 3 is `1,70,000 and
remaining amount required to equate the cash outflow is ` 30,000 i.e. (` 2,00,000 – ` 1,70,000) which
will be recovered from year-4 cash inflow. Hence, Payback period will be calculated as below:

3 years +   = 3.4 years Or 3 years 4.8 months Or 3 years 4 months and 24 days

Project-B: The cash inflow in year-1 is ` 2,18,000 and the amount required to equate the cash outflow
is ` 2,00,000, which can be recovered in a period less than a year. Hence, Payback period will be
calculated as below:

  = 0.917 years Or 11 months

(ii) Discounted Payback period for the projects:
Project-A: The cumulative discounted cash inflows up-to year 4 is ` 1,90,500 and remaining amount
required to equate the cash outflow is ` 9,500 i.e. (` 2,00,000 – ` 1,90,500) which will be recovered from
year-5 cash inflow. Hence, Payback period will be calculated as below:

4 years + = 4.766 years Or 4 years 9.19 months Or 4 years 9 months and 6 days

Project-B: The cash inflow in year-1 is `1,98,380 and remaining amount required to equate the cash
outflow is ` 1,620 i.e. (` 2,00,000 – ` 1,98,380) which will be recovered from year-2 cash inflow. Hence,
Payback period will be calculated as below:

1 year +  = 1.195 years Or 1 Year 2.34 months Or 1 Year 2 months and 10 days.

(iii) Desirability factor of the projects
Desirability Factor (Profitability Index) = Discounted value Cash Inflows

         Discounted value of Cash Outflows

Project A =  = 1.01

Project B = = 1.09
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(iv) Net Present Value (NPV) of the projects:
Please refer the above table.
Project A- ` 2,900
Project B- ` 18,760

Q-25 A large profit making company is considering the installation of a machine to process the waste produced
by one of its existing manufacturing process to be converted into a marketable product. At present, the
waste is removed by a contractor for disposal on payment by the company of ` 150 lakh per annum for
the next four years. The contract can be terminated upon installation of the aforesaid machine on
payment of a compensation of ` 90 lakh before the processing operation starts. This compensation is
not allowed as deduction for tax purposes.
The machine required for carrying out the processing will cost ` 600 lakh to be financed by a loan
repayable in 4 equal instalments commencing from end of the year 1. The interest rate is 14% per
annum. At the end of the 4th year, the machine can be sold for ` 60 lakh and the cost of dismantling and
removal will be ` 45 lakh.
Sales and direct costs of the product emerging from waste processing for 4 years are estimated as
under:

(` In lakh)
Year 1 2 3 4
Sales 966 966 1,254 1,254
Material consumption 90 120 255 255
Wages 225 225 255 300
Other expenses 120 135 162 210
Factory overheads 165 180 330 435
Depreciation (as per income tax rules) 150 114 84 63
Initial stock of materials required before commencement of the processing operations is ` 60 lakh at
the start of year 1. The stock levels of materials to be maintained at the end of year 1, 2 and 3 will be `
165 lakh and the stocks at the end of year 4 will be nil. The storage of materials will utilise space which
would otherwise have been rented out for ` 30 lakh per annum. Labour costs include wages of 40
workers, whose transfer to this process will reduce idle time payments of ` 45 lakh in the year - 1 and
` 30 lakh in the year - 2. Factory overheads include apportionment of general factory overheads except
to the extent of insurance charges of ` 90 lakh per annum payable on this venture. The company’s tax
rate is 30%.
Present value factors for four years are as under:
Year 1 2 3 4
PV factors @14% 0.877 0.769 0.674 0.592
ADVISE the management on the desirability of installing the machine for processing the waste. All
calculations should form part of the answer.

Ans.  Statement of Operating Profit from processing of waste ( ` in lakh)
Year 1 2 3 4
Sales :(A) 966 966 1,254 1,254
Material consumption 90 120 255  255
Wages  180 195 255 300
Other expenses 120 135 162  210
Factory overheads (insurance only) 90 90 90 90
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Loss of rent on storage space (opportunity cost) 30 30 30 30
Interest @14% 84 63 42 21
Depreciation (as per income tax rules) 150 114 84 63
Total cost: (B) 744 747 918 969
Profit (C)=(A)-(B) 222 219 336 285
Tax (30%) 66.6 65.7 100.8 85.5
Profit after Tax (PAT) 155.4 153.3 235.2 199.5

 Statement of Incremental Cash Flows (` in lakh)
Year 0 1 2 3 4
Material stock (60) (105) - - 165
Compensation for contract (90) - - - -
Contract payment saved - 150 150 150 150
Tax on contract payment - (45) (45) (45) (45)
Incremental profit - 222 219 336 285
Depreciation added back - 150 114 84 63
Tax on profits  - (66.6) (65.7) (100.8) (85.5)
Loan repayment - (150) (150) (150) (150)
Profit on sale of machinery (net) - - - - 15
Total incremental cash flows (150) 155.4 222.3 274.2 397.5
Present value factor 1.00 0.877 0.769 0.674 0.592
Present value of cash flows (150) 136.28 170.95 184.81 235.32
Net present value 577.36
Advice: Since the net present value of cash flows is ` 577.36 lakh which is positive the management
should install the machine for processing the waste.
Notes:
(i) Material stock increases are taken in cash flows.
(ii) Idle time wages have also been considered.
(iii) Apportioned factory overheads are not relevant only insurance charges of this project are relevant.
(iv) Interest calculated at 14% based on 4 equal instalments of loan repayment.
(v) Sale of machinery- Net income after deducting removal expenses taken. Tax on Capital gains

ignored.
(vi) Saving in contract payment and income tax thereon considered in the cash flows.

Q-26 Sadbhavna Limited is a manufacturer of computers. It wants to introduce artificial intelligence while
making computers. It estimates that the annual savings from the artificial intelligence (AI) include a
reduction of five employees with annual salaries of ` 3,00,000 each, ` 3,00,000 from reduction in
production delays caused by inventory problem, reduction in lost sales ` 2,50,000 and ` 2,00,000 from
billing issues.
The purchase price of the system for installation of artificial intelligence is ` 20,00,000 with installation
cost of ` 1,00,000. The life of the system is 5 years and it will be depreciated on a straight-line basis.
The salvage value is zero which will be its market value after the end of its life of five years.
However, the operation of the new system for AI requires two computer specialists with annual salaries
of ` 5,00,000 per person. Also, the estimated maintenance and operating expenses of 1,50,000 is
required.
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The company’s tax rate is 30% and its required rate of return is 12%.
From the above information:
(i) CALCULATE the initial cash outflow and annual operating cash flow over its life of 5 years.
(ii) Further, EVALUATE the project by using Payback Period, Net Present Value and Profitability Index.
(iii) You are also REQUIRED to obtain the cash flows and NPV on the assumption that book salvage

value for depreciation purposes is ` 2,00,000 even though the machine is having no real worth
interms of its resale value. Also, the book salvage value of ` 2,00,000 is allowed for tax purposes.

Also COMMENT on the acceptability of the project in (ii) and (iii) above.
Ans.

(i) Project’s Initial Cash Outlay Cost 20,00,000
Installation Expenses 1,00,000
Total Cash Outflow 21,00,000
Depreciation per year = 21,00,000/5 = 4,20,000
Project’s Operating Cash Flows over its 5-year life
Savings (A)
Reduction in salaries (` 3,00,000 x 5) 15,00,000
Reduction in production delays 3,00,000
Reduction in lost sales 2,50,000
Gains due to timely billing 2,00,000

22,50,000
Costs (B)
- Depreciation 4,20,000
- Additional Specialist Cost (` 5,00,000 x 2) 10,00,000
- Maintenance Cost 1,50,000

15,70,000
Increase in Profit before tax (A – B) 6,80,000
Less: Tax @ 30% 2,04,000
Profit after tax 4,76,000
Cash Inflows = Profit after tax + Depreciation
= 4,76,000 + 4,20,000 = 8,96,000

(ii) Evaluation of the project by using NPV Method
Year Cash Inflows PVAF (12%,5y) Total PV
1-5 8,96,000 3.605 32,30,080
Less: Total Initial Cash Outflow 21,00,000
Net Present Value 11,30,080
Since NPV is positive, therefore, the project is acceptable.
Evaluation of the project by using Profitability Index Method
Profitability Index = Present Value of Cash Inflows/Present Value of Cash Outflows

= 32,30,080/21,00,000
= 1.538

Since, the profitability index is more than 1, the project is acceptable.
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Calculation of the Project’s Payback*
Year Net Cash Flow Cumulative Cash Flow
1 8,96,000 8,96,000
2 8,96,000 17,92,000
3 8,96,000 26,88,000
4 8,96,000 35,84,000
5 8,96,000 44,80,000

Here, the payback period is 2 years plus a fraction of the 3rd year
So, payback period = 2 years + 3,08,000/8,96,000

= 2.34 years
* Payback period may also be solved directly as follows: 21,00,000/8,96,000 = 2.34 years

(iii) Project’s cash flows and NPV assuming that the book salvage for depreciation purpose is ` 2,00,000
Depreciation = (` 21,00,000 – 2,00,000)/5 = 3,80,000
Cash Inflows for the years 1 to 5 are:
Savings (calculated as earlier) 22,50,000
 Less: Costs
- Depreciation 3,80,000
- Additional Specialists cost 10,00,000
- Maintenance cost 1,50,000 15,30,000
Profit before tax 7,20,000
Less: Tax @ 30% 2,16,000
Profit after tax 5,04,000
Cash Inflow (5,04,000 + 3,80,000) 8,84,000
Calculation of NPV
It may be noted that at the end of year 5, the book value of the project would be ` 2,00,000 but its
realizable value is nil. So, the capital loss of ` 2,00,000 will result in tax savings of ` 60,000 (i.e., `
2,00,000 x 30%), as the capital loss is available for tax purposes in view of the information given.
Therefore, at the end of year 5, there would be an additional inflow of ` 60,000. The NPV may now be
calculated as follows:
Year Cash Flow (`) PVAF (12%, n) PV
1-5 5 8,84,000 3.605 31,86,820

60,000 0.567 34,020
PV of inflows 32,20,840
Outflows 21,00,000
NPV 11,20,840
As the NPV of the project is positive, the project is acceptable.

Q-26 HMR Ltd. is considering replacing a manually operated old machine with a fully automatic new machine.
The old machine had been fully depreciated for tax purpose but has a book value of ` 2,40,000 on 31st
March 2021. The machine has begun causing problems with breakdowns and it cannot fetch more than
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` 30,000 if sold in the market at present. It will have no realizable value after 10 years. The company has
been offered ` 1,00,000 for the old machine as a trade in on the new machine which has a price (before
allowance for trade in) of ` 4,50,000. The expected life of new machine is 10 years with salvage value of
` 35,000.
Further, the company follows straight line depreciation method but for tax purpose, written down
value method depreciation @ 7.5% is allowed taking that this is the only machine in the block of assets.
Given below are the expected sales and costs from both old and new machine:

Old machine (`) New machine (`)
Sales 8,10,000 8,10,000
Material cost 1,80,000 1,26,250
Labour cost 1,35,000 1,10,000
Variable overhead 56,250 47,500
Fixed overhead 90,000 97,500
Depreciation 24,000 41,500
PBT 3,24,750 3,87,250
Tax @ 30% 97,425 1,16,175
PAT          2,27,325 2,71,075
From the above information, ANALYSE whether the old machine should be replaced or not if required
rate of return is 10%? Ignore capital gain tax.
PV factors @ 10%:
Year 1 2 3 4 5 6 7 8 9 10
PVF 0.909 0.826 0.751 0.683 0.621 0.564 0.513 0.467 0.424 0.386

Ans.. Workings:
1. Calculation of Base for depreciation or Cost of New Machine
Particulars (`)
Purchase price of new machine 4,50,000
Less: Sale price of old machine 1,00,000

3,50,000
2. Calculation of Profit before tax as per books
Particulars Old machine(`) New machine(`) Difference(`)
PBT as per books 3,24,750 3,87,250 62,500
Add: Depreciation as per books 24,000 41,500 17,500
Profit before tax anddepreciation (PBTD) 3,48,750 4,28,750 80,000

 Calculation of Incremental NPV
Year PVF PBTD(`) Dep. PBT(`) Tax @ CashInflows PV of Cash

@ 10% @7.5%(`) 30%(`) (`) Inflows(`)
(1) (2) (3) (4) (5) = (4)  (6) = (4) (7) = (6) x (1)

– (5)+ (3)
1 0.909 80,000.00 26,250.00 53,750.00 16,125.00 63,875.00 58,062.38
2 0.826 80,000.00 24,281.25 55,718.75 16,715.63 63,284.38 52,272.89
3 0.751 80,000.00 22,460.16 57,539.84 17,261.95 62,738.05 47,116.27
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4 0.683 80,000.00 20,775.64 59,224.36 17,767.31 62,232.69 42,504.93
5 0.621 80,000.00 19,217.47 60,782.53 18,234.76 61,765.24 38,356.21
6 0.564 80,000.00 17,776.16 62,223.84 18,667.15 61,332.85 34,591.73
7 0.513 80,000.00 16,442.95 63,557.05 19,067.12 60,932.88 31,258.57
8 0.467 80,000.00 15,209.73 64,790.27 19,437.08 60,562.92 28,282.88
9 0.424 80,000.00 14,069.00 65,931.00 19,779.30 60,220.70 25,533.58
10 0.386 80,000.00 13,013.82 66,986.18 20,095.85 59,904.15 23,123.00

3,81,102.44
Add: PV of Salvage value of new machine (` 35,000 x 0.386) 13,510.00
Total PV of incremental cash inflows 3,94,612.44
Less: Cost of new machine 3,50,000.00
Incremental Net Present Value 44,612.44
Analysis: Since the Incremental NPV is positive, the old machine should be replaced.

Q-27 The General Manager of Merry Ltd. is considering the replacement of five-year-old equipment. The
company has to incur excessive maintenance cost of the equipment. The equipment has zero written
down value. It can be modernized at a cost of ` 1,40,000 enhancing its economic life to 5 years. The
equipment could be sold for ` 30,000 after 5 years. The modernization would help in material handling
and in reducing labour , maintenance & repairs costs.
The company has another alternative to buy a new machine at a cost of ` 3,50,000 with an economic life
of 5 years and salvage value of ` 60,000. The new machine is expected to be more efficient in reducing
costs of material handling, labour, maintenance & repairs, etc.
The annual cost are as follows:

Existing Equipment(`) Modernization(`) New Machine(`)
Wages & Salaries 45,000 35,500 15,000
Supervision 20,000 10,000 7,000
Maintenance 25,000 5,000 2,500
Power 30,000 20,000 15,000

1,20,000 70,500 39,500
Assuming tax rate of 50% and required rate of return of 10%, should the company modernize the
equipment or buy a new machine?
PV factor at 10% are as follows:
Year 1 2 3 4 5
PV factor 0.909 0.826 0.751 0.683 0.621

Ans. Workings:
Calculation of Depreciation:

On Modernized Equipment 
1,40,000 - 30,000

a = = .
5

2
 y

,
ear

2 p
s

000
` `

`
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 On New machine
3,50, 000 - 60,000

a = = .
5

5
 y

,
ear

8 p
s

000
` `

`

 (i) Calculation of Incremental annual cash inflows/ savings:
Particulars Existing Modernization New Machine

Equipment(`)  Amount(`) Savings(`) Amount(`) Savings(`)
(1) (2) (3)=(1)-(2) (4) (5)=(1)-(4)

Wages & Salaries 45,000 35,500 9,500 15,000 30,000
Superv ision 20,000 10,000 10,000 7,000 13,000
Maintenance 25,000 5,000 20,000 2,500 22,500
Power 30,000 20,000 10,000 15,000 15,000
Total 1,20,000 70,500 49,500 39,500 80,500
Less: Depreciation
(Refer Workings) 22,000 58,000
Total Savings 27,500 22,500
Less: Tax @ 50% 13,750 11,250
After Tax Savings 13,750 11,250
Add: Depreciation 22,000 58,000
Incremental Annual

Cash Inflows 35,750 69,250

(ii) Calculation of Net Present Value (NPV)
Particulars Year Modernization(`) New Machine(`)
Initial Cash outflow (A) 0 1,40,000.00 3,50,000.00
Incremental Cash Inflows 1-5  1,35,492.50 2,62,457.50

(` 35,750 x 3.790) (` 69,250 x 3.790)
Salvage value 5 18,630.00 37,260.00

(` 30,000 x 0.621) (` 60,000 x 0.621)
PV of Cash inflows (B) 1,54,122.50 2,99,717.50
Net Present Value (B - A) 14,122.50 (50,282.50)
Advise: The company should modernize its existing equipment and not buy a new machine because
NPV is positive in modernization of equipment.

Q-28 K.P. Ltd. is investing `50 lakhs in a project. The life of the project is 4 years. Risk free rate of return is 6%
and risk premium is 6%, other information is as under:
Sales of 1st year ` 50 lakhs
Sales of 2nd year ` 60 lakhs
Sales of 3rd year ` 70 lakhs
Sales of 4th year ` 80 lakhs
P/V Ratio (same in all the years) 50%
Fixed Cost (Excluding Depreciation) of 1st year ` 10 lakhs
Fixed Cost (Excluding Depreciation) of 2nd year ` 12 lakhs
Fixed Cost (Excluding Depreciation) of 3rd year ` 14 lakhs
Fixed Cost (Excluding Depreciation) of 4th year ` 16 lakhs
Ignoring interest and taxes,
You are required to calculate NPV of given project on the basis of Risk Adjusted Discount Rate.
Discount factor @ 6% and 12% are as under:
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Year 1 2 3 4
Discount Factor @ 6% 0.943 0.890 0.840 0.792
Discount Factor@ 12% 0.893 0.797 0.712 0.636

Ans. Calculation of Cash Flow
Year Sales (` in Lakhs) P/V Contribution Fixed Cost Cash Flows

(A)  ratio (B)  (` in Lakhs) (` in Lakhs) (` in lakhs)
(C) = (A x B)  (D)  (E) = (C – D)

1 50 50% 25 10 15
2 60 50% 30 12 18
3 70 50% 35 14 21
4 80 50% 40 16 24
When risk-free rate is 6% and the risk premium expected is 6%, then risk adjusted discount rate would
be 6% + 6% =12%.
Calculation of NPV using Risk Adjusted Discount Rate (@ 12%)
Year Cash flows (` in Lakhs) Discounting Factor Present Value of Cash Flows

@ 12%  (` in lakhs)
1 15 0.893 13.395
2 18 0.797 14.346
3 21 0.712 14.952
4 24 0.636 15.264
Total of present value of Cash flow 57.957
Less: Initial Investment 50.000
Net Present value (NPV) 7.957

Q-29 An existing company has a machine which has been in operation for two years, its estimated remaining
useful life is 4 years with no residual value in the end. Its current market value is ` 3 lakhs. The
management is considering a proposal to purchase an improved model of a machine gives increase
output. The details are as under:
Particulars Existing Machine New Machine
Purchase Price ` 6,00,000 ` 10,00,000
Estimated Life 6 years 4 years
Residual Value 0 0
Annual Operating days 300 300
Operating hours per day 6 6
Selling price per unit ` 10 ` 10
Material cost per unit ` 2 ` 2
Output per hour in units 20 40
Labour cost per hour ` 20 ` 30
Fixed overhead per annum excluding depreciation ` 1,00,000 ` 60,000
Working Capital ` 1,00,000 ` 2,00,000
Income-tax rate 30% 30%
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Assuming that - cost of capital is 10% and the company uses written down value of depreciation @ 20%
and it has several machines in 20% block.
Advice the management on the Replacement of Machine as per the NPV method.
The discounting factors table given below:
Discounting Factors Year 1 Year 2 Year 3 Year 4
10% 0.909 0.826 0.751 0.683

Ans. (i) Calculation of Net Initial Cash Outflows:
Particulars `

Purchase Price of new machine 10,00,000
Add: Net Working Capital 1,00,000
Less: Sale proceeds of existing machine 3,00,000
Net initial cash outflows 8,00,000

(ii) Calculation of annual Profit Before Tax and depreciation
Particulars Existing machine New Machine Differential
(1) (2) (3) (4) = (3) – (2)
Annual output 36,000 units 72,000 units 36,000 units

` ` `

(A) Sales revenue @ ` 10 per unit 3,60,000 7,20,000 3,60,000
(B) Cost of Operation

Material @ ` 2 per unit 72,000 1,44,000 72,000
Labour
Old = 1,800 „e ` 20 36,000
New = 1,800 „e ` 30 54,000 18,000

Fixed overhead excluding depreciation 1,00,000 60,000 (40,000)
Total Cost (B) 2,08,000 2,58,000 50,000
Profit Before Tax and depreciation (PBTD) (A – B) 1,52,000 4,62,000 3,10,000

(iii) Calculation of Net Present value on replacement of machine
Year PBTD Depreciation PBT Tax @ 30% PAT Net cash PVF @ PV

@ 20% WDV flow  10%
(1) (2) (3) (4 = 2-3) (5) (6 = 4-5) (7 = 6 + 3) (8) (9 = 7 x 8)
1 3,10,000 1,40,000 1,70,000 51,000 1,19,000 2,59,000 0.909 2,35,431.000
2 3,10,000 1,12,000 1,98,000 59,400 1,38,600 2,50,600 0.826 2,06,995.600
3 3,10,000 89,600 2,20,400 66,120 1,54,280 2,43,880 0.751 1,83,153.880
4 3,10,000 71,680 2,38,320 71,496 1,66,824 2,38,504 0.683 1,62,898.232

7,88,478.712
Add: Release of net working capital at year end 4 (1,00,000 x 0.683) 68,300.000
Less: Initial Cash Outflow 8,00,000.000
NPV 56,778.712
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Advice: Since the incremental NPV is positive, existing machine should be replaced.
Working Notes:
1. Calculation of Annual Output

Annual output = (Annual operating days x Operating hours per day) x output per hour
Existing machine = (300 x 6) x 20 = 1,800 x 20 = 36,000 units
New machine = (300 x 6) x 40 = 1,800 x 40 = 72,000 units

2. Base for incremental depreciation
Particulars `

WDV of Existing Machine
Purchase price of existing machine 6,00,000
Less: Depreciation for year 1 1,20,000

Depreciation for Year 2 96,000 2,16,000
WDV of Existing Machine (i) 3,84,000
Depreciation base of New Machine
Purchase price of new machine 10,00,000
Add: WDV of existing machine 3,84,000
Less: Sales value of existing machine 3,00,000
Depreciation base of New Machine (ii) 10,84,000
Base for incremental depreciation [(ii) – (i)] 7,00,000
(Note: The above solution have been done based on incremental approach)
Alternatively, solution can be done based on Total Approach as below:
(i) Calculation of depreciation:

Existing Machine
Year 1 Year 2 Year 3 Year 4 Year 5 Year 6

Opening balance 6,00,000 4,80,000 3,84,000 3,07,200 2,45,760 1,96,608.00
Less: Depreciation @ 20% 1,20,000 96,000 76,800 61,440 49,152 39,321.60
WDV 4,80,000 3,84,000 3,07,200 2,45,760 1,96,608 1,57,286.40

New Machine
Year 1 Year 2 Year 3 Year 4

Opening balance 10,84,000* 8,67,200 6,93,760 5,55,008.00
Less: Depreciation @ 20% 2,16,800 1,73,440 1,38,752 1,11,001.60
WDV 8,67,200 6,93,760 5,55,008 4,44,006.40
* As the company has several machines in 20% block, the value of Existing Machine from the block
calculated as below shall be added to the new machine of ` 10,00,000:
WDV of existing machine at the beginning of the year ` 3,84,000
Less: Sale Value of Machine ` 3,00,000
WDV of existing machine in the block ` 84,000
Therefore, opening balance for depreciation of block = ` 10,00,000 + ` 84,000 = ` 10,84,000
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(ii) Calculation of annual cash inflows from operation:
Particulars EXISTING MACHINE

Year 3 Year 4 Year 5 Year 6
Annual output (300 operating
days x 6 operating hours x 20 output
per hour) 36,000 36,000 36,000 36,000

units  units  units
` ` ` `

(A) Sales revenue @ ` 10 per unit 3,60,000.00 3,60,000.00 3,60,000.00 3,60,000.00
(B) Less: Cost of Operation

Material @ ` 2 per unit 72,000.00 72,000.00 72,000.00 72,000.00
Labour @ ` 20 per hour for (300 x 6) hours 36,000.00 36,000.00 36,000.00 36,000.00
Fixed overhead 1,00,000.00 1,00,000.00 1,00,000.00 1,00,000.00
Depreciation 76,800.00 61,440.00 49,152.00 39,321.60
Total Cost (B) 2,84,800.00 2,69,440.00 2,57,152.00 2,47,321.60
Profit Before Tax (A – B) 75,200.00 90,560.00 1,02,848.00 1,12,678.40
Less: Tax @ 30% 22,560.00 27,168.00 30,854.40 33,803.52
Profit After Tax 52,640.00 63,392.00 71,993.60 78,874.88
Add: Depreciation 76,800.00 61,440.00 49,152.00 39,321.60
Add: Release of Working Capital 1,00,000.00
Annual Cash Inflows 1,29,440.00 1,24,832.00 1,21,145.60 2,18,196.48

Particulars NEW MACHINE
Year 1 Year 2 Year 3 Year 4

Annual output (300 operating
days x 6 operating hours x 40
output per hour) 72,000 units 72,000 units 72,000 units 72,000 units

` ` ` `
(A) Sales revenue @ ` 10 per unit 7,20,000.00 7,20,000.00 7,20,000.00 7,20,000.00
(B) Less: Cost of Operation

Material @ ` 2 per unit 1,44,000.00 1,44,000.00 1,44,000.00 1,44,000.00
Labour @ ` 30 per hour for
(300 x 6) hours 54,000.00 54,000.00 54,000.00 54,000.00
Fixed overhead 60,000.00 60,000.00 60,000.00 60,000.00
Depreciation 2,16,800.00 1,73,440.00 1,38,752.00 1,11,001.60
Total Cost (B) 4,74,800.00 4,31,440.00 3,96,752.00 3,69,001.60
Profit Before Tax (A – B) 2,45,200.00 2,88,560.00 3,23,248.00 3,50,998.40
Less: Tax @ 30% 73,560.00 86,568.00 96,974.40 1,05,299.52
Profit After Tax 1,71,640.00 2,01,992.00 2,26,273.60 2,45,698.88
Add: Depreciation 2,16,800.00 1,73,440.00 1,38,752.00 1,11,001.60
Add: Release of Working Capital 2,00,000.00
Annual Cash Inflows 3,88,440.00 3,75,432.00 3,65,025.60 5,56,700.48
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(iii) Calculation of Incremental Annual Cash Flow:
Particulars Year 1 (`) Year 2 (`) Year 3 (`) Year 4 (`)
Existing Machine (A) 1,29,440.00 1,24,832.00 1,21,145.60 2,18,196.48
New Machine (B) 3,88,440.00 3,75,432.00 3,65,025.60 5,56,700.48
Incremental Annual
Cash Flow (B – A) 2,59,000.00 2,50,600.00 2,43,880.00 3,38,504.00

(iv) Calculation of Net Present Value on replacement of machine:
Year Incremental Annual Discounting factor Present Value of Incremental

Cash Flow (`) (A) @ 10% (B) Annual Cash Flow (`) (A x B)
1 2,59,000.00 0.909 2,35,431.000
2 2,50,600.00 0.826 2,06,995.600
3 2,43,880.00 0.751 1,83,153.880
4 3,38,504.00 0.683 2,31,198.232
Total Incremental Inflows 8,56,778.712
Less: Net Initial Cash Outflows (Working note) 8,00,000.000
Incremental NPV 56,778.712
Advice: Since the incremental NPV is positive, existing machine should be replaced.
Working Note:
Calculation of Net Initial Cash Outflows:
Particulars `

Cost of new machine 10,00,000
Less: Sale proceeds of existing machine 3,00,000
Add: incremental working capital required (` 2,00,000 – ` 1,00,000) 1,00,000
Net initial cash outflows 8,00,000

Q-30 Explain the limitations of Average Rate of Return.
Ans.  Limitations of Average Rate of Return

• The accounting rate of return technique, like the payback period technique, ignores the time
value of money and considers the value of all cash flows to be equal.

• The technique uses accounting numbers that are dependent on the organization’s choice of
accounting procedures, and different accounting procedures, e.g., depreciation methods, can
lead to substantially different amounts for an investment’s net income and book values.

• The method uses net income rather than cash flows; while net income is a useful measure of
profitability, the net cash flow is a better measure of an investment’s performance.

• Furthermore, inclusion of only the book value of the invested asset ignores the fact that a project
can require commitments of working capital and other outlays that are not included in the book
value of the project.
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Q-31 Define Internal Rate of Return (IRR)
Ans. Internal rate of return: Internal rate of return for an investment proposal is the discount ratethat

equates the present value of the expected cash inflows with the initial cash outflow.
Q-32 CK Ltd. is planning to buy a new machine. Details of which are as follows:

Cost of the Machine at the commencement ` 2,50,000
Economic Life of the Machine 8 year
Residual Value Nil
Annual Production Capacity of the Machine 1,00,000 units
Estimated Selling Price per unit ` 6
Estimated Variable Cost per unit ` 3
Estimated Annual Fixed Cost ` 1,00,000
(Excluding depreciation)
Advertisement Expenses in 1st year in addition of
annual fixed cost ` 20,000
Maintenance Expenses in 5th year in addition of
annual fixed cost ` 30,000
Cost of Capital 12%
Ignore Tax.
Analyse the above mentioned proposal using the Net Present Value Method and advice.
P.V. factor @ 12% are as under:
Year 1 2 3 4 5 6 7 8
PV Factor 0.893 0.797 0.712 0.636 0.567 0.507 0.452 0.404

Ans. Calculation of Net Cash flows
Contribution = (` 6 – ` 3) „e 1,00,000 units = ` 3,00,000
Fixed costs (excluding depreciation) = ` 1,00,000

Year Capital Contribution Fixed costs Advertisement/ Net cash
(` ) (` ) (` ) Maintenance flow (`)

expenses (`)

0 (2,50,000) (2,50,000)
1 3,00,000 (1,00,000) (20,000) 1,80,000
2 3,00,000  (1,00,000)  2,00,000
3 3,00,000 (1,00,000) 2,00,000
4 3,00,000 (1,00,000) 2,00,000
5 3,00,000 (1,00,000) (30,000) 1,70,000
6 3,00,000 (1,00,000) 2,00,000
7 3,00,000 (1,00,000) 2,00,000
8 3,00,000 (1,00,000) 2,00,000
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Calculation of Net Present Value
Year Net cash flow (`)  12% discount factor Present value (`)
0 (2,50,000) 1.000 (2,50,000)
1 1,80,000 0.893 1,60,740
2 2,00,000 0.797 1,59,400
3 2,00,000 0.712 1,42,400
4 2,00,000 0.636 1,27,200
5 1,70,000 0.567 96,390
6 2,00,000 0.507 1,01,400
7 2,00,000 0.452 90,400
8 2,00,000 0.404 80,800

7,08,730
Advise: CK Ltd. should buy the new machine, as the net present value of the proposal is positive i.e `
7,08,730.

Q-33 Superb Ltd. constructs customized parts for satellites to be launched by USA and Canada. The parts are
constructed in eight locations (including the central headquarter) around the world. The Finance Director,
Ms. Kuthrapali, chooses to implement video conferencing to speed up the budget process and save
travel costs. She finds that, in earlier years, the company sent two officers from each location to the
central headquarter to discuss the budget twice a year. The average travel cost per
person, including air fare, hotels and meals, is ` 27,000 per trip. The cost of using video conferencing is
` 8,25,000 to set up a system at each location plus ` 300 per hour average cost of telephone time to
transmit signals. A total 48 hours of transmission time will be needed to complete the budget each
year. The company depreciates this type of equipment over five years by using straight line method.
An alternative approach is to travel to local rented video conferencing facilities, which can be rented
for ` 1,500 per hour plus ` 400 per hour averge cost for telephone charges. You are Senior Officer of
Finance Department. You have been asked by Ms. Kuthrapali to EVALUATE the proposal and SUGGEST if
it would be worthwhile for the company to implement video conferencing. [MTP-Nov’21][10 Marks]

Ans. Option I : Cost of travel, in case Video Conferencing facility is not provided
Total Trip = No. of Locations × No. of Persons × No. of Trips per Person = 7×2×2 = 28 Trips
Total Travel Cost (including air fare, hotel accommodation and meals) (28 trips × ` 27,000 per trip)
= ̀  7,56,000
Option II : Video Conferencing Facility is provided by Installation of Own Equipment at Different
Locations
Cost of Equipment at each location (` 8,25,000 × 8 locations) = ` 66,00,000
Economic life of Machines (5 years). Annual depreciation (66,00,000/5) = ` 13,20,000
Annual transmission cost (48 hrs. transmission × 8 locations × ` 300 per hour) = ` 1,15,200
Annual cost of operation (13,20,000 + 1,15,200) = ` 14,35,200
Option III : Engaging Video Conferencing Facility on Rental Basis
Rental cost (48 hrs. × 8 location × ` 1,500 per hr) = ` 5,76,000
Telephone cost (48 hrs.× 8 locations × ` 400 per hr.) = ` 1,53,600
Total rental cost of equipment (5,76,000 + 1,53,600) = ` 7,29,600
Analysis: The annual cash outflow is minimum, if video conferencing facility is engaged on rental basis.
Therefore, Option III is suggested.
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Q-34 A company wants to buy a machine, and two different models namely A and B are available.
Following further particulars are available:
Particulars Machine-A Machine-B
Original Cost (`) 8,00,000 6,00,000
Estimated Life in years 4 4
Salvage Value (`)  0 0
The company provides depreciation under Straight Line Method. Income tax rate applicable is 30%.
The present value of ` 1 at 12% discounting factor and net profit before depreciation and tax are as
under:
Year Net Profit Before Depreciation and tax PV Factor

Machine-A ` Machine-B `
1. 2,30,000 1,75,000 0.893
2. 2,40,000 2,60,000 0.797
3. 2,20,000 3,20,000 0.712
4. 5,60,000 1,50,000 0.636
Calculate:
1. NPV (Net Present Value)
2. Discounted pay-back period
3. PI (Profitability Index)
Suggest: Purchase of which machine is more beneficial under Discounted pay-back period method,
NPV method nd PI method.

Ans. Workings:
(i) Calculation of Annual Depreciation

Depreciation on Machine – A = = 2,00, 000
4

8,00, 000`
`

 Depreciation on Machine – B 
6

= = 1,50, 000
4

,00, 000`
`

(ii) Calculation of Annual Cash Inflows
Particulars Machine-A (`)

1 2 3 4
Net Profit before Depreciation and Tax 2,30,000 2,40,000 2,20,000 5,60,000
Less: Depreciation 2,00,000 2,00,000 2,00,000 2,00,000
Profit before Tax 30,000 40,000 20,000 3,60,000
Less: Tax @ 30% 9,000 12,000 6,000 1,08,000
Profit after Tax 21,000 28,000 14,000 2,52,000
Add: Depreciation 2,00,000 2,00,000 2,00,000 2,00,000
Annual Cash Inflows 2,21,000 2,28,000 2,14,000 4,52,000
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Particulars Machine-B (`)
1 2 3 4

Net Profit before Depreciation and Tax 1,75,000 2,60,000 3,20,000 1,50,000
Less: Depreciation 1,50,000 1,50,000 1,50,000 1,50,000
Profit before Tax 25,000 1,10,000 1,70,000  0
Less: Tax @ 30% 7,500 33,000 51,000 0
Profit after Tax 17,500 77,000 1,19,000 0
Add: Depreciation 1,50,000 1,50,000 1,50,000 1,50,000
Annual Cash Inflows 1,67,500 2,27,000 2,69,000 1,50,000
(iii) Calculation of PV of Cash Flows

Machine – A Machine - B
Year PV of Re Cashflow PV Cumulative Cash flow PV Cumulative

1@ 12%  (`) (`) PV (`) (`) (`) PV (`)
1 0.893 2,21,000 1,97,353 1,97,353 1,67,500 1,49,578 1,49,578
2 0.797 2,28,000  1,81,716 3,79,069 2,27,000 1,80,919 3,30,497
3 0.712 2,14,000  1,52,368 5,31,437 2,69,000 1,91,528 5,22,025
4 0.636 4,52,000 2,87,472 8,18,909 1,50,000 95,400 6,17,425

1. NPV (Net Present Value)
Machine – A
NPV = ` 8,18,909 - ` 8,00,000 = ` 18,909
Machine – B
NPV = ` 6,17,425 – ` 6,00,000 = ` 17,425

2. Discounted Payback Period
Machine – A
Discounted Payback Period 

8, 00,000 - 5,31,437
= 3 +

2,87,472
` `

`
= 3 + 0.934
= 3.934 years or 3 years 11.21 months

Machine – B
Discounted Payback Period

6, 00,000 - 5,22, 025
= 3 +

95,400
` `

`
 = 3 + 0.817
= 3.817 years or 3 years 9.80 months

3. PI (Profitability Index)
Machine – A
Profitability Index

8,18,909
= = 1.024

8, 00,000
`

`
Machine – B
Profitability Index

6,17,425
= = 1.029

6,00, 000
`

`
 Suggestion:
Method Machine - A Machine - B Suggested Machine
Net Present Value ` 18,909 ` 17,425 Machine A
Discounted Payback Period 3.934 years 3.817 years Machine B

Profitability Index 1.024 1.029 Machine B
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Q-35 ABC & Co. is considering whether to replace an existing machine or to spend money on revamping it.
ABC & Co. currently pays no taxes. The replacement machine costs `18,00,000 now and requires
maintenance of ` 2,00,000 at the end of every year for eight years. At the end of eight years, it would
have a salvage value of ` 4,00,000 and would be sold. The existing machine requires increasing amounts
of maintenance each year and its salvage value fall each year as follows:
Year Maintenance (`) Salvage (`)
Present 0 8,00,000
1 2,00,000 5,00,000
2 4,00,000 3,00,000
3 6,00,000 2,00,000
4 8,00,000 0
The opportunity cost of capital for ABC & Co. is 15%.
REQUIRED:
When should the company replace the machine?
The following present value table is given for you:
Year Present value of `1 at

15% discount rate
1 0.8696
2 0.7561
3 0.6575
4 0.5718
5 0.4972
6 0.4323
7 0.3759
8 0.3269

Ans.  ABC & Co.
Equivalent Annual Cost (EAC) of new machine

(` )
(i) Cost of new machine now 18,00,000

Add: PV of annual repairs @ ` 2,00,000 per annum for 8 years
(` 2,00,000 ? 4.4873) 8,97,460

26,97,460
Less: PV of salvage value at the end of 8 years

(` 4,00,000?0.3269) 1,30,760
25,66,700

Equivalent annual cost (EAC) (` 25,66,700/4.4873) 5,71,992
PV of cost of replacing the old machine in each of 4 years

with new machine

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -213-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Scenario Year Cash Flow PV @ 15% PV
(` ) (` )

Replace Immediately 0 (5,71,992) 1.00 (5,71,992)
0 8,00,000 1.00 8,00,000

2,28,008
Replace in one year 1 (5,71,992) 0.8696 (4,97,404)

1 (2,00,000) 0.8696 (1,73,920)
1 5,00,000 0.8696 4,34,800

(2,36,524)
Replace in two years 1 (2,00,000) 0.8696 (1,73,920)

2 (5,71,992)  0.7561 (4,32,483)
2 (4,00,000)  0.7561 (3,02,440)
2 3,00,000 0.7561 2,26,830

(6,82,013)
Replace in three years 1 (2,00,000) 0.8696 (1,73,920)

2 (4,00,000) 0.7561 (3,02,440)
3 (5,71,992) 0.6575 (3,76,085)
3 (6,00,000) 0.6575 (3,94,500)
3 2,00,000 0.6575 1,31,500

(11,15,445)
Replace in four years 1 (2,00,000) 0.8696 (1,73,920)

2 (4,00,000) 0.7561 (3,02,440)
3 (6,00,000) 0.6575 (3,94,500)
4 (5,71,992) 0.5718 (3,27,065)
4 (8,00,000) 0.5718 (4,57,440)

(16,55,365)
Advice: The company should replace the old machine immediately because the PV of cost of replacing
the old machine with new machine is least.

Q-36  An enterprise is investing ` 100 lakhs in a project. The risk-free rate of return is 7%. Risk premium
expected by the Management is 7%. The life of the project is 5 years. Following are the cash flows that
are estimated over the life of the project.
Year Cash flows (` in lakhs)
1 25
2 60
3 75
4 80
5 65
CALCULATE Net Present Value of the project based on Risk free rate and also on the basis of Risks
adjusted discount rate.
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Ans. The Present Value of the Cash Flows for all the years by discounting the cash flow at 7% is calculated as
below:
Year Cash flows Discounting Factor Present value of Cash

(` in lakhs) @7% Flows (` in Lakhs)
1  25 0.935 23.38
2 60 0.873 52.38
3 75 0.816 61.20
4 80 0.763 61.04
5 65 0.713 46.35
Total of present value of Cash flow 244.34
Less: Initial investment 100
Net Present Value (NPV) 144.34
Now, when the risk-free rate is 7 % and the risk premium expected by the Management is 7 %. So, the
risk adjusted discount rate is 7 % + 7 % =14%.
Discounting the above cash flows using the Risk Adjusted Discount Rate would be as below:
Year Cash flows Discounting Factor Present value of Cash

(` in lakhs) @14% Flows (` in Lakhs)
1 25 0.877 21.93
2 60 0.769 46.14
3 75 0.675 50.63
4 80 0.592 47.36
5 65 0.519 33.74
Total of present value of Cash flow 199.80
Initial investment 100
Net present value (NPV) 99.80

Q-37 Manoranjan Ltd is a News broadcasting channel having its broadcasting Centre in Mumbai. There are
total 200 employees in the organisation including top management. As a part of employee benefit
expenses, the company serves tea or coffee to its employees, which is outsourced from a third -party.
The company offers tea or coffee three times a day to each of its employees. 120 employees prefer tea
all three times, 40 employees prefer coffee all three times and remaining prefer tea only once in a day.
The third-party charges ` 10 for each cup of tea and `15 for each cup of coffee. The company works for
200 days in a year.
Looking at the substantial amount of expenditure on tea and coffee, the finance department has
proposed to the management an installation of a master tea and coffee vending machine which will
cost ` 10,00,000 with a useful life of five years. Upon purchasing the machine, the company will have to
enter into an annual maintenance contract with the vendor, which will require a payment of ` 75,000
every year. The machine would require electricity consumption of 500 units p.m. and current incremental
cost of electricity for the company is ` 12 per unit. Apart from these running costs, the company will
have to incur the following consumables expenditure also:
(1) Packets of Coffee beans at a cost of ` 90 per packet.
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(2) Packet of tea powder at a cost of ` 70 per packet.
(3) Sugar at a cost of ` 50 per Kg.
(4) Milk at a cost of ` 50 per litre.
(5) Paper cup at a cost of 20 paise per cup.
Each packet of coffee beans would produce 200 cups of coffee and same goes for tea powder packet.
Each cup of tea or coffee would consist of 10g of sugar on an average and 100 ml of milk.
The company anticipate that due to ready availability of tea and coffee through vending machines its
employees would end up consuming more tea and coffee. It estimates that the consumption will
increase by on an average 20% for all class of employees. Also, the paper cups consumption will be 10%
more than the actual cups served due to leakages in them.
The company is in the 25% tax bracket and has a current cost of capital at 12% per annum. Straight line
method of depreciation is allowed for the purpose of taxation. You as a financial consultant is required
to ADVISE on the feasibility of acquiring the vending machine.
PV factors @ 12%:
Year 1 2 3 4 5
PVF 0.8929 0.7972 0.7118 0.6355 0.5674

Ans.A. Computation of CFAT (Year 1 to 5)
Particulars Amount (`)
(a) Savings in existing (120 × 10 ×3) + (40 ×15 × 3) + (40 ×10 × 1) 11,60,000

Tea & Coffee charges     x 200 days
(b) AMC of machine (75,000)
(c) Electricity charges 500 ×12 ×12 (72,000)
(d) Coffee Beans (W.N.) 144 × 90 (12,960)
(e) Tea Powder (W.N.) 480 × 70 (33,600)
(f) Sugar (W.N.) 1248 × 50 (62,400)
(g) Milk (W.N.) 12480 × 50 (6,24,000)
(h) Paper Cup (W.N.) 1,37,280 × 0.2 (27,456)
(i) Depreciation 10,00,000/5 (2,00,000)
Profit before Tax 52,584
(-) Tax @ 25% (13,146)
Profit after Tax 39,438
Depreciation 2,00,000
CFAT 2,39,438

 B. Computation of NPV
Year Particulars CF PVF @ 12% PV
0 Cost of machine (10,00,00) 1 (10,00,000)
1-5 CFAT 2,39,438 3.6048 8,63,126
Net Present Value (1,36,874)
Since NPV of the machine is negative, it should not be purchased.
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Working Note:
Computation of Qty of consumable
No. of Tea Cups = [(120 × 3 × 200 days) + (40 × 1 × 200 days) × 1.2 = 96,000
No. of Coffee cups = 40 × 3 × 200 days × 1.2 = 28,800

No. of coffee beans packet =
28,800

200
 = 144

 No. of Tea Powder Packets =
96,000

200
= 480

Qty of Sugar =  
96,000 + 28,80

g
0( )

1,
1

0
× 0 g

00 
 

 = 1248 kgs

 Qty of Milk = 
( )

l
96,000 + 28,800 × 0

1,0
0 g

00 m
1

 = 12,480 litres

No. of paper cups = (96,000 + 28,800) × 1.1 = 1,37,280

Q-38 A manufacturing company is presently paying a garbage disposer company ` 0.50 per kilogram to
dispose-off the waste resulting from its manufacturing operations. At normal operating capacity, the
waste is about 2,00,000 kilograms per year.
After spending ` 1,20,000 on research, the company discovered that the waste could be sold for ` 5 per
kilogram if it was processed further. Additional processing would, however, require an investment of
` 12,00,000 in new equipment, which would have an estimated life of 10 years with no salvage value.
Depreciation would be calculated by straight line method.
No change in the present selling and administrative expenses is expected except for the costs incurred
in advertising ` 40,000 per year, if the new product is sold. Additional processing costs would include
variable cost of ` 2.50 per kilogram of waste put into process along with fixed cost of ` 60,000 per year
(excluding Depreciation).
There will be no losses in processing, and it is assumed that the total waste processed in a given year
will be sold in the same year. Estimates indicate that 2,00,000 kilograms of the product could be sold
each year.
The management when confronted with the choice of disposing off the waste or processing it further
and selling it, seeks your ADVICE. Which alternative would you RECOMMEND? Assume that the firm’s
cost of capital is 15% and it pays on an average 50% Tax on its income.
Consider Present value of Annuity of ` 1 per year @ 15% p.a. for 10 years as 5.019.

Ans. Evaluation of Alternatives:
Savings in disposing off the waste
Particulars (` )
Outflow (2,00,000 × ` 0.50) 1,00,000
Less: tax savings @ 50% 50,000
Net Outflow per year 50,000
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Calculation of Annual Cash inflows in Processing of waste Material
Particulars Amount (`) Amount (`)
Sale value of waste (` 5 × 2,00,000 kilograms) 10,00,000
Less: Variable processing cost (` 2.50 × 2,00,000 kilograms) 5,00,000
Less: Fixed processing cost 60,000
Less: Advertisement cost 40,000
Less: Depreciation 1,20,000 (7,20,000)
Earnings before tax (EBT) 2,80,000
Less: Tax @ 50% (1,40,000)
Earnings after tax (EAT) 1,40,000
Add: Depreciation 1,20,000
Annual Cash inflows 2,60,000
Total Annual Benefits = Annual Cash inflows + Net savings (adjusting tax) in disposal cost = ` 2,60,000 +
` 50,000 = ` 3,10,000
Calculation of Net Present Value
Year Particulars Amount (`)
0 Investment in new equipment (12,00,000)
1 to 10 Total Annual benefits × PVAF(10 years, 15%)

` 3,10,000 × 5.019 15,55,890
Net Present Value 3,55,890

Recommendation: Processing of waste is a better option as it gives a positive Net Present Value.
Note- Research cost of ` 1,20,000 is not relevant for decision making as it is sunk cost.

Q-39 DISTINGUISH between Sensitivity Analysis & Scenario Analysis.
Ans. Sensitivity Analysis Vs. Scenario Analysis: Sensitivity analysis and Scenario analysis both help to

understand the impact of the change in input variable on the outcome of the project. However, there
are certain basic differences between the two.
Sensitivity analysis calculates the impact of the change of a single input variable on the outcome of the
project viz., NPV or IRR. The sensitivity analysis thus enables to identify that single critical variable
which can impact the outcome in a huge way and the range of outcomes of the project given the change
in the input variable.
Scenario analysis, on the other hand, is based on a scenario. The scenario may be recession or a boom
wherein depending on the scenario, all input variables change. Scenario Analysis calculates the outcome
of the project considering this scenario where the variables have changed simultaneously. Similarly,
the outcome of the project would also be considered for the normal and recessionary situation. The
variability in the outcome under the three different scenarios would help the management to assess
the risk a project carries. Higher deviation in the outcome can be assessed as higher risk and lower to
medium deviation can be assessed accordingly.
Scenario analysis is far more complex than sensitivity analysis because in scenario analysis all inputs
are changed simultaneously, considering the situation in hand while in sensitivity analysis, only one
input is changed and others are kept constant.
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Q-1 G Ltd. using certainty-equivalent approach in the evaluation of risky proposals. The following
information regarding a new project is as follows:
Year Expected Cash flow Certainty-equivalent quotient
0 (8,00,000) 1.0
1 6,40,000 0.8
2 5,60,000 0.7
3 5,20,000  0.6
4 4,80,000 0.4
5 3,20,000 0.3
Riskless rate of interest on the government securities is 6 per cent. DETERMINE whether the project
should be accepted?

Ans. Determination of Net Present Value (NPV)
Year Expected Certainty- Adjusted Cash PV Total PV (`)

Cash flow (`) equivalent (CE) flow (Cash factor
flow × CE) (`)  (at 0.06)

0 (8,00,000) 1.0 (8,00,000) 1.000 (8,00,000)
1 6,40,000 0.8 5,12,000 0.943 4,82,816
2 5,60,000 0.7 3,92,000 0.890 3,48,880
3 5,20,000 0.6 3,12,000 0.840 2,62,080
4 4,80,000 0.4 1,92,000 0.792 1,52,064
5 3,20,000 0.3 96,000 0.747 71,712

NPV = (13,17,552 – 8,00,000) 5,17,552
As the Net Present Value is positive the project should be accepted.

Q-2 Calculate Variance and Standard Deviation on the basis of following information:

Possible Project A Project B
 Event Cash Flow(Rs.) Probability Cash Flow(Rs.) Probability
A 80,000 0.10 2,40,000 0.10
B 1,00,000 0.20 2,00,000 0.15
C 1,20,000 0.40 1,60,000 0.50
D 1,40,000 0.20 1,20,000 0.15
E 1,60,000 0.10 80,000 0.10

CHAPTER-8
RISK ANALYSIS IN CAPITAL BUDGETING

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -219-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Ans. Calculation of Expected Value for Project A and Project B
Project A Project B

Possible Net Cash Probability Expected Cash Probability Expected
Event Flow (Rs.) Value(Rs.) Flow (Rs.) Value(Rs.)
A 80,000 0.10 8,000 2,40,000 0.10 24,000
B 1,00,000 0.20 20,000 2,00,000 0.15 30,000
C 1,20,000 0.40 48,000 1,60,000 0.50 80,000
D 1,40,000 0.20 28,000 1,20,000 0.15 18,000
E 1,60,000 0.10 16,000 80,000 0.10 8,000
ENCF 1,20,000 1,60,000
Project A

�Variance ( 2) = (80,000 – 1,20,000)2 × (0.1) + (1,00,000 -1,20,000)2 × (0.2) + (1,20,000 – 1,20,000)2 × (0.4) +
(1,40,000 – 1,20,000)2 × (0.2) + (1,60,000 – 1,20,000)2 × (0.1)
 = 16,00,00,000 + 8,00,00,000 + 0 + 8,00,00,000 + 16,00,00,000
= 48,00,00,000

   2Standard Deviation σ Variance σ = 48,00,00,000 =21,908.90

Project B:
�Variance( 2) = (2,40,000 – 1,60,000)2 × (0.1) + (2,00,000 – 1,60,000)2 × (0.15) + (1,60,000 –

1,60,000)2 ×(0.5) + (1,20,000 – 1,60,000)2 × (0.15) + (80,000 – 1,60,000)2 × (0.1)
= 64,00,00,000 + 24,00,00,000 + 0 + 24,00,00,000 + 64,00,00,000
= 1,76,00,00,000

 Standard Deviation σ = 1,76,00,00,000 = 41,952.35

Q-3 Explain the concept of discounted payback period.
Ans. Concept of Discounted Payback Period

Payback period is time taken to recover the original investment from project cash flows. It is also
termed as break even period. The focus of the analysis is on liquidity aspect and it suffers from the
limitation of ignoring time value of money and profitability. Discounted payback period consi ders
present value of cash flows, discounted at company’s cost of capital to estimate breakeven period i.e.
it is that period in which future discounted cash flows equal the initial outflow. The shorter the period,
better it is. It also ignores post discounted payback period cash flows.

Q-4 Determine the risk adjusted net present value of the following projects:
X Y Z

Net cash outlays (Rs.) 2,10,000 1,20,000 1,00,000
Project life 5 years 5 years 5 years
Annual Cash inflow (Rs.) 70,000 42,000 30,000
Coefficient of variation 1.2 0.8 0.4
The Company selects the risk-adjusted rate of discount on the basis of the coefficient of variation:
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Coefficient of
Variation Risk-Adjusted Rate P.V. Factor 1 to 5 years At risk

of Return adjusted rate of discount
0.0 10% 3.791
0.4 12% 3.605
0.8 14% 3.433
1.2 16% 3.274
1.6 18% 3.127
2.0 22% 2.864
More than 2.0 25% 2.689

Ans. Statement showing the determination of the risk adjusted net present value
Projects Net Coefficient Risk Annual PV factor Discounted Net present

cash of adjusted cash 1-5 years cash inflow value
out variation discount inflow
lays rate

(Rs.) (Rs.) (Rs.) (Rs.)
(i) (ii) (iii) (iv) (v) (vi) (vii) = (v) x (vi)(viii) = (vii) x (ii)
X 2,10,000 1.20 16% 70,000 3.274 2,29,180 19,180
Y 1,20,000 0.80 14% 42,000 3.433 1,44,186 24,186
Z 1,00,000 0.40 12% 30,000 3.605 1,08,150 8,150

Q-5 An enterprise is investing Rs.100 lakhs in a project. The risk-free rate of return is 7%. Risk premium
expected by the management is 7%. The life of the project is 5 years. Following are the cash flows that
are estimated over the life of the project.
Year Cash flows (Rs.)
1 25,00,000
2 60,00,000
3 75,00,000
4 80,00,000
5 65,00,000
CALCULATE Net Present Value of the project based on Risk free rate and also on the basis of Risks
adjusted discount rate.

Ans. The Present Value of the Cash Flows for all the years by discounting the cash flow at 7% is calculated as
below:
Year Cash flows Rs. in lakhs Discounting factor @7% Present value of cash

flows Rs. in lakhs
1 25,00,000 0.935 23,37,500
2 60,00,000 0.873 52,38,000
3 75,00,000 0.816 61,20,000

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -221-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


4 80,00,000 0.763 61,04,000
5 65,00,000 0.713 46,34,500

Total of present value of Cash flow 2,44,34,000
Less: Initial investment 1,00,00,000

Net Present Value (NPV) 1,44,34,000
When the risk-free rate is 7% and the risk premium expected by the management is 7 %. So the risk
adjusted discount rate is 7% + 7% =14%.
Discounting the above cash flows using the Risk Adjusted Discount Rate would be as below:
Year Cash flowsRs. in lakhs Discounting factor @14% Present Value of cash

flowsRs. in lakhs
1 25,00,000 0.877 21,92,500
2 60,00,000 0.769 46,14,000
3 75,00,000 0.675 50,62,500
4 80,00,000 0.592 47,36,000
5 65,00,000 0.519 33,73,500

Total of present value of Cash flow 1,99,78,500
Initial investment 1,00,00,000

Net present value (NPV) 99,78,500
Q-6 Following are cost information of KG Ltd., which has commenced a new project for anannual production

of 24,000 units which is the full capacity:
Costs per unit (`)

Materials 80.00
Direct labour and variable expenses 40.00
Fixed manufacturing expenses 12.00
Depreciation 20.00
Fixed administration expenses 8.00

160.00
The selling price per unit is expected to be `192 and the selling expenses `10 per unit, 80% of which is
variable.
In the first two years of operations, production and sales are expected to be as follows:
Year Production (No. of units) Sales (No. of units)
1 12,000 10,000
2 18,000 17,000
To assess the working capital requirements, the following additional information is available:
(a) Stock of materials 2 months’ average consumption
(b) Work-in-process Nil
(c) Debtors 2 month’s average sales.
(d) Cash balance ` 1,00,000
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(e) Creditors for supply ofmaterials 1 month’s average purchase during the year.
(f) Creditors for expenses 1 month’s average of all expenses during the year.
PREPARE, for the two years:
(i) A projected statement of Profit/Loss (Ignoring taxation); and
(ii) A projected statement of working capital requirements

Ans. Projected Statement of Profit / Loss
(Ignoring Taxation)

Year 1 Year 2
Production (Units) 12,000 18,000
Sales (Units) 10,000 17,000

(` ) (` )
Sales revenue (A) 19,20,000 32,64,000
(Sales unit ×  ` 192)
Cost of production:
Materials cost(Units produced × ` 80) 9,60,000 14,40,000
Direct labour and variable expenses(Units produced × ` 40) 4,80,000 7,20,000
Fixed manufacturing expenses
(Production Capacity: 24,000 units × `12) 2,88,000 2,88,000
Depreciation(Production Capacity : 24,000 units × ` 20) 4,80,000 4,80,000
Fixed administration expenses
(Production Capacity : 24,000 units × ` 8) 1,92,000 1,92,000

Total Costs of Production 24,00,000 31,20,000
Add: Opening stock of finished goods(Year 1 : Nil; Year 2 : 2,000 units) _____— 4,00,000
Cost of Goods available for sale
(Year 1: 12,000 units; Year 2: 20,000 units) 24,00,000 35,20,000
Less: Closing stock of finished goods at averagecost
(year 1: 2000 units, year 2 : 3000 units)(Cost of
Production × Closing stock/ unitsproduced) (4,00,000) (5,28,000)
Cost of Goods Sold 20,00,000 29,92,000
Add: Selling expenses – Variable (Sales unit × ` 8) 80,000 1,36,000
Add: Selling expenses -Fixed (24,000 units ×  ` 2) 48,000 48,000
Cost of Sales : (B) 21,28,000 31,76,000
Profit (+) / Loss (-): (A - B) (-) 2,08,000 (+) 88,000

Working Notes:
1. Calculation of creditors for supply of materials:

Year 1 (`) Year 2 (`)
Materials consumed during the year 9,60,000 14,40,000
Add: Closing stock (2 month’s average consumption) 1,60,000 2,40,000

11,20,000 16,80,000
Less: Opening Stock — 1,60,000
Purchases during the year 11,20,000 15,20,000
Average purchases per month (Creditors) 93,333 1,26,667
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2. Creditors for expenses:
Year 1 (`) Year 2 (`)

Direct labour and variable expenses 4,80,000 7,20,000
Fixed manufacturing expenses 2,88,000 2,88,000
Fixed administration expenses 1,92,000 1,92,000
Selling expenses (variable + fixed) 1,28,000 1,84,000
Total 10,88,000 13,84,000
Average per month 90,667 1,15,333

(ii) Projected Statement of Working Capital requirements
Year 1 (`) Year 2 (`)

Current Assets:
Inventories:

-Stock of materials 1,60,000 2,40,000
(2 month’s average consumption)
-Finished goods 4,00,000 5,28,000

Debtors (2 month’s average sales) (including profit) 3,20,000 5,44,000
Cash 1,00,000 1,00,000
Total Current Assets/ Gross working capital (A) 9,80,000 14,12,000
Current Liabilities:
Creditors for supply of materials(Refer to working note 1) 93,333 1,26,667
Creditors for expenses(Refer to working note 2) 90,667 1,15,333
Total Current Liabilities: (B) 1,84,000 2,42,000
Estimated Working Capital Requirements: (A-B) 7,96,000 11,70,000

Q-7 Write a short note on : State the functions of treasury department.

Ans. 1.       Cash Management: It involves efficient cash collection process and managing payment of cash
           both inside the organisation and to third parties.

There may be complete centralization within a group treasury or the treasury may simply advise
subsidiaries and divisions on policy matter viz., collection/payment periods, discounts, etc.
Treasury will also manage surplus funds in an investment portfolio. Investment policy will consider
future needs for liquid funds and acceptable levels of risk as determined by company policy.

2. Currency Management: The treasury department manages the foreign currency risk exposure of
the company. In a large multinational company (MNC) the first step will usually be to set off intra-
group indebtedness. The use of matching receipts and payments in the same currency will save
transaction costs. Treasury might advise on the currency to be used when invoicing overseas
sales.
The treasury will manage any net exchange exposures in accordance with company policy. If risks
are to be minimized then forward contracts can be used either to buy or sell currency forward.

3. Fund Management: Treasury department is responsible for planning and sourcing the company’s
shot, medium and long-term cash needs. Treasury department will also participate in the decision
on capital structure and forecast future interest and foreign currency rates.
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4. Banking: It is important that a company maintains a good relationship with its bankers. Treasury
department carry out negotiations with bankers and act as the initial point of contact with them.
Short-term finance can come in the form of bank loans or through the sale of commercial paper in
the money market.

5. Corporate Finance: Treasury department is involved with both acquisition and divestment activities
within the group. In addition, it will often have responsibility for investor relations. The latter
activity has assumed increased importance in markets where share-price performance is regarded
as crucial and may affect the company’s ability to undertake acquisition activity or, if the price
falls drastically, render it vulnerable to a hostile bid.

Q-8 A proforma cost sheet of a company provides the following particulars:
Amount per unit (`)

Raw materials cost 100.00
Direct labour cost 37.50
Overheads cost 75.00
Total cost 212.50
Profit 37.50
Selling Price 250.00
The Company keeps raw material in stock, on an average for one month; work-in-progress, on an
average for one week; and finished goods in stock, on an average for two weeks.
The credit allowed by suppliers is three weeks and company allows four weeks credit to its debtors.
The lag in payment of wages is one week and lag in payment of overhead expenses is two weeks.
The Company sells one-fifth of the output against cash and maintains cash-in-hand and at bank put
together at  `37,500.
Required:
PREPARE a statement showing estimate of Working Capital needed to finance an activity level of
1,30,000 units of production. Assume that production is carried on evenly throughout the year, and
wages and overheads accrue similarly. Work-in-progress stock is 80% complete in all respects.

Ans. Statement showing Estimate of Working Capital Needs
(Amount in `) (Amount in `)

A. Current Assets
(i) Inventories:

Raw material (1 month or 4 weeks)

 
 
 

1,30, 000units × 100
× 4weeks

52weeks
`

10,00,000

WIP Inventory (1 week)× 0.8

 
 
 

1,30, 000 units × 212.50
× 1 week × 0.8

52 weeks
` ` 

4,25,000

Finished goods inventory (2 weeks)
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1,30, 000 units × 212.50
× 2 week

52 weeks
` ` 

10,62,500 24,87,500

(ii) Receivables (Debtors) (4 weeks)


 
 
 

1,30,000 units × 212.50 4
× 4 week

52 weeks 5th

` ` 
17,00,000

(iii) Cash and bank balance 37,500

Total Current Assets 42,25,000
B. Current Liabilities:
(i) Payables (Creditors) for materials (3 weeks) 7,50,000

 
 
 

 1,30, 000 units ×  100
× 3 week

52 weeks
` `

(ii) Outstanding wages (1 week)

 
 
 

 1,30,000 units ×  37.50
×1 week

52 weeks
` `

93,750

(iii) Outstanding overheads (2 weeks) 3,75,000

 
 
 

 1,30,000 units ×  75
× 2 week

52 weeks
` `

Total Current Liabilities 12,18,750
Net Working Capital Needs (A – B) 30,06,250

Q-9 A Ltd. is in the manufacturing business and it acquires raw material from X Ltd. on a regular basis. As per
the terms of agreement the payment must be made within 40 days of purchase. However, A Ltd. has a
choice of paying ` 98.50 per ` 100 it owes to X Ltd. on or before 10th day of purchase.
Required:
EXAMINE whether A Ltd. should accept the offer of discount assuming average billing of A Ltd. with X
Ltd. is ` 10,00,000 and an alternative investment yield a return of 15% and company pays the invoice.

Ans. Annual Benefit of accepting the Discount

1.5 365 days
× = 18.53%

100 - 1.50 40 -10 days
` 

` ` 

Annual Cost = Opportunity Cost of foregoing interest on investment = 15%
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If average invoice amount is ` 10,00,000
If discount is

Accepted(`) Not Accepted(`)
Payment to Supplier (`) 9,85000 10,00,000
Return on investment of `9,85,000 for 30 days
{` 9,85,000 × (30/365) × 15%} (12,144)

9,85,000 9,87,856
Thus, from above table it can be seen that it is cheaper to accept the discount.

Q-10 Kanoria Enterprises wishes to evaluate two mutually exclusive projects X and Y.

The particulars are as under : Project X (`) Project Y (`)

Initial Investment 1,20,000 1,20,000

Estimated cash inflows (per annum for 8 years)

Pessimistic 26,000 12,000

Most Likely 28,000 28,000

Optimistic 36,000 52,000

The cut off rate is 14%. The discount factor at 14% are :

Year 1 2 3 4 5 6 7 8 9

Discount factor 0.877 0.769 0.675 0.592 0.519 0.456 0.400 0.351 0.308

Advise management about the acceptability of projects X and Y.

Ans. The possible outcomes of Project x and Project y are as follows

Estimates Project X Project Y

Estimated

Annual PVF PV of NPV (`) Estimated PVF PV of NPV (`)

Cash  @ 14% Cash flow Annual  @ 14% Cash flow

inflows for 8  (`) Cash  for 8 (`)

(` )  years  inflows (`)  years

Pessimistic 26,000 4.639 1,20,614 614 12,000 4.639 55,668 (64,332)

Most likely 28,000 4.639 1,29,892 9,892 28,000 4.639 1,29,892 9,892

Optimistic 36,000 4.639 2,41,228 47,004 52,000 4.639 2,41,228 1,21,228

In pessimistic situation project X will be better as it gives low but positive NPV whereas Project Y yield
highly negative NPV under this situation. In most likely situation both the project will give same result.
However, in optimistic situation Project Y will be better as it will gives very high NPV. So, project X is a
risk less project as it gives positive NPV in all the situation whereas Y is a risky project as it will result
into negative NPV in pessimistic situation and highly positive NPV in optimistic situation. So acceptability
of project will largely depend on the risk taking capacity (Risk seeking/ Risk aversion) of the management.
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Q-11 Explain the steps of Sensi tivi ty Analysis.

Ans. Steps involved in Sensitivity Analysis

Sensitivity Analysis is conducted by following the steps as below:

1. Finding variables, which have an influence on the NPV (or IRR) of the project

2. Establishing mathematical relationship between the variables.

3. Analysis the effect of the change in each of the variables on the NPV (or IRR) of the project.

Q-12  Write two main reasons for considering risk in Capital Budgeting decisions .

Ans. Main reasons for considering risk in capital budgeting decisions:
Main reasons for considering risk in capital budgeting decisions are as follows
1. There is an opportunity cost involved while investing in a project for the level of risk.

Adjustment of risk is necessary to help make the decision as to whether the returns out of the
project are proportionate with the risks borne and whether it is worth investing in the project
over the other investment options available.

2. Risk adjustment is required to know the real value of the Cash Inflows.
Q-13 XYZ Ltd. is presently all equity financed. The directors of the company have been evaluating investment

in a project which will require ` 270 lakhs capital expenditure on new machinery. They expect the
capital investment to provide annual cash flows of ` 42 lakhs indefinitely which is net of all tax
adjustments. The discount rate which it applies to such investment decisions is 14% net.
The directors of the company believe that the current capital structure fails to take advantage of tax
benefits of debt, and propose to finance the new project with undated perpetual debt secured on the
company’s assets. The company intends to issue sufficient debt to cover the cost of capital expenditure
and the after tax cost of issue.
The current annual gross rate of interest required by the market on corporate undated debt of similar
risk is 10%. The after tax costs of issue are expected to be ` 10 lakhs.
Company’s tax rate is 30%.
You are required to calculate:
(i) The adjusted present value of the investment,
(ii) The adjusted discount rate and
(iii) Explain the circumstances under which this adjusted discount rate may be used to evaluate future

investments.
Ans.(i) Calculation of Adjusted Present Value of Investment (APV)

Adjusted PV = Base Case PV + PV of financing decisions associated with the project
Base Case NPV for the project:(-) ` 270 lakhs + (` 42 lakhs / 0.14) = (-) ` 270 lakhs + ` 300 lakhs

= ` 30
Issue costs = ` 10 lakhs
 Thus, the amount to be raised = ` 270 lakhs + ` 10 lakhs

= ` 280 lakhs
Annual tax relief on interest payment = ` 280 X 0.1 X 0.3

= ` 8.4 lakhs in perpetuity
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The value of tax relief in perpetuity = ` 8.4 lakhs / 0.1= ` 84 lakhs
Therefore, APV = Base case PV – Issue Costs + PV of Tax Relief on debt interest

= ` 30 lakhs – ` 10 lakhs + 84 lakhs = ` 104 lakhs
(ii) Calculation of Adjusted Discount Rate (ADR)

Annual Income / Savings required to allow an NPV to zero
Let the annual income be x.
(-) `280 lakhs X (Annual Income / 0.14) = (-) `104 lakhs
Annual Income / 0.14 = (-) ` 104 + ` 280 lakhs
Therefore, Annual income = ` 176 X 0.14 = ` 24.64 lakhs
Adjusted discount rate = (` 24.64 lakhs / ` 280 lakhs) X 100

= 8.8%

(iii) Useable circumstances

This ADR may be used to evaluate future investments only if the business risk of the new venture is
identical to the one being evaluated here and the project is to be financed by the same method on the
same terms. The effect on the company’s cost of capital of introducing debt into the capital structure
cannot be ignored.

Q-14 What is certainty Equivalent?

Ans. Certainty Equivalent (CE)

It is a coefficient used to deal with risk in a capital budgeting context. It expresses risky future cash
flows in terms of the certain cash flows which would be considered by the decision maker, as their
equivalent. That is the decision maker would be indifferent between the risky amount and the (Lower)
riskless amount considered to be its equivalent.

It is a guaranteed return that the management would accept rather than accepting a higher but uncertain
return. Calculation of this equivalent involves the following three steps:

Step 1: Remove risks by substituting equivalent certain cash flows in the place of risky cash flows. This
can be done by multiplying each risky cash flow by the appropriate CE Coefficient.

Step 2: Obtain discounted value of cash flow by applying riskless rate of interest.

Step 3: Apply normal capital budgeting method to calculate NPV by using the firm’s required rate of
return.

 

n
α NCFt 1NPV = Σ - lt
1 + Kt = 0 f

Where,

NCFt = the forecasts of net cash flow without risk-adjustment

α t = the risk-adjustment factor or the certainly equivalent coefficient.

Kf = risk-free rate assumed to be constant for all periods.

Certainty Coefficient lies between 0 and 1.
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Q-15 ABC Ltd. is considering a project “X” with an initial outlay of ` 16,00,000 and the possible three cash
inflow attached with the project is as follows:

(Amount in ` ‘000)
Particular Year 1 Year 2 Year 3
Scenario 1 550 500  800
Scenario 2 650  550 900
Scenario 3 750 600 1000
Assuming the cost of capital as 9%.
(i) DETERMINE NPV in each scenario.
(ii) If ABC Ltd. is certain about the 1st and 2nd year’s results in scenario 2 but uncertain about the third

year’s cash flow, DETERMINE NPV expecting scenario 1 in the third year.
Year 1 2 3
DF @ 9% 0.917 0.842 0.772

Ans.
 (i) The possible outcomes under different scenario will be as follows:

(Amount in ` `000)
Year PVF Scenario 1 Scenario 2 Scenario 3

@ 9% Cash Flow PV Cash Flow PV Cash Flow PV
0 1.000 (1600) (1600) (1600) (1600) (1600) (1600)
1 0.917  550.00 504.35 650.00 596.05 750.00 687.75
2  0.842 500.00 421.00 550.00 463.10 600.00 505.20
3 0.772 800.00 617.60 900.00 694.80 1000.00 772.00

NPV (57.05)  153.95 364.95
 (ii) The company is bit confident about the estimates in the first two years, but not sure about the third

year’s cash inflow, the NPV in such case expecting scenario 1 in the third year will be as follows:
= -16,00,000 + (6,50,000 × 0.917 + 5,50,000 × 0.842 + 8,00,000 × 0.772)
= -16,00,000 + (5,96,050 + 4,63,100 + 6,17,600)
= ̀  76,750

Q-16 EXPLAIN certainty equivalents, one of the techniques of risk analysis.
Ans. Certainty Equivalents: As per CIMA terminology, “An approach to dealing with risk in a capital budgeting

context. It involves expressing risky future cash flows in terms of the certain cashflow which would be
considered, by the decision maker, as their equivalent, that is the decision maker would be indifferent
between the risky amount and the (lower) riskless amount considered to be its equivalent.”
The certainty equivalent is a guaranteed return that the management would accept rather than accepting
a higher but uncertain return. This approach allows the decision maker to incorporate his or her utility
function into the analysis. In this approach a set of risk less cash flow is generated in place of the
original cash flows.

Q-17 A&R Ltd. is considering one of two mutually exclusive proposals, Projects- X and Y, which require cash
outlays of ` 42,50,000 and ` 41,25,000 respectively. The certainty-equivalent (C.E) approach is used in
incorporating risk in capital budgeting decisions. The current yield on government bonds is 5.5% and
this is used as the risk-free rate. The expected net cash flows and their certainty equivalents are as
follows:
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Project X Project Y
Year-end Cash Flow (`) C.E. Cash Flow (`)  C.E.

1 16,50,000 0.8 16,50,000  0.9
2 15,00,000 0.7  16,50,000 0.8
3 15,00,000 0.5 15,00,000 0.7
4 20,00,000 0.4  10,00,000 0.8
5 21,00,000 0.6 8,00,000 0.9

The Present value (PV) factor @ 5.5% is as follows:
Year 0 1 2 3 4 5
PV factor 1 0.947 0.898 0.851 0.807 0.765
Required:
DETERMINE the project that should be accepted?

Ans.  Calculation of Net Present Value (NPV) of Project X
Year Cash Flow C.E. Adjusted Cash Present value Total Present
end (`)(a) (b) flow (`) factor at 5.5% value (`)

(c) = (a) ? (b) (d) (e) = (c) ? (d)
1 16,50,000 0.8 13,20,000 0.947 12,50,040
2 15,00,000 0.7 10,50,000 0.898 9,42,900
3 15,00,000 0.5 7,50,000 0.851 6,38,250
4 20,00,000 0.4 8,00,000 0.807 6,45,600
5 21,00,000 0.6 12,60,000 0.765 9,63,900

PV of total cash inflows 44,40,690
Less: Initial Investment (42,50,000)
Net Present Value  1,90,690
Calculation of Net Present Value (NPV) of Project Y

Year Cash Flow C.E. Adjusted Cash Present value Total Present
end (`)(a) (b) flow (`) factor at 5.5% value (`)

(c) = (a) ? (b) (d) (e) = (c) ? (d)

1 16,50,000 0.9 14,85,000 0.947 14,06,295
2 16,50,000 0.8 13,20,000 0.898  11,85,360
3 15,00,000 0.7 10,50,000 0.851 8,93,550
4 10,00,000 0.8 8,00,000 0.807 6,45,60
5 8,00,000 0.9 7,20,000 0.765 5,50,800

PV of total cash inflows 46,81,605
Less: Initial Investment (41,25,000)
Net Present Value 5,56,605
Project Y has NPV of ` 5,56,605/- which is higher than the NPV of Project X. Thus, A&R Ltd. should accept
Project Y.
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Q-18 PQR Ltd. has under its consideration a project with an initial investment of ` 2,25,00,000. Three probable
cash inflow scenarios with their probabilities of occurrence have been estimated as below:
Annual cash inflow (`) 50,00,000 75,00,000 1,00,00,000
Probability 0.2 0.7 0.1

The project life is 5 years and the desired rate of return is 12%. The estimated terminal values for the
project assets under the three probability alternatives are ` 0, ` 50,00,000 and ` 75,00,000 respectively.
You are required to:
(i) CALCULATE the probable NPV;
(ii) CALCULATE the worst-case NPV and the best-case NPV; and
(iii) STATE the probability occurrence of the worst case, if the cash flows are perfectly positively

correlated over time.
Ans. (i) Calculation of Net Present Value (NPV)

Year Prob. = 0.2 Prob. = 0.7 Prob. = 0.1

Cash Probable Cash Probable Cash Probable Total Cash PVF@ PV of Total

flow cash flow flow cash flow flow cash flow flow 12% cash flow

0 (2,25,00,000) 1.0000 (2,25,00,000)

1 to 5 50,00,000 10,00,000 75,00,000 52,50,00 1,00,00,000 10,00,000 72,50,000 3.6048 2,61,34,800

5 0 0 50,00,000 35,00,00 75,00,000 7,50,000 42,50,000 0.5674 24,11,450

Net Present Value (NPV) 60,46,250

 (ii) Worst and Best case is the case where expected annual cash inflows are minimum and maximum
respectively.
Calculation of Worst Case and Best Case NPV:
Year PVF@12% Worst case Best Case

Cash flows PV of Cash Cash flows PV of Cash
flows flows

0 1.0000 (2,25,00,000) (2,25,00,000) (2,25,00,000) (2,25,00,000)
1 to 5 3.6048 50,00,000 1,80,24,000 1,00,00,000 3,60,48,000
5 0.5674 0 0 75,00,000 42,55,500
NPV (44,76,000) 1,78,03,500
Worst case NPV = ` (44,76,000)
Best Case NPV = ` 1,78,03,500

(iii) The cash flows are perfectly positively correlated over time means cash flow in first year will be cash
flows in subsequent years. The cash flow of ` 50,00,000 is the worst case cash flow and its probability
is 20%, thus, possibility of worst case is 20%.

Q-19 EXPLAIN sensitivity analysis and its various steps.
Ans.  Sensitivity Analysis and its various steps: Sensitivity analysis put in simple terms is a modeling technique

which is used in Capital Budgeting decisions which is used to study the impact of changes in the
variables on the outcome of the project. In a project, several variables like weighted average cost of
capital, consumer demand, price of the product, cost price per unit etc. operate simultaneously.
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The changes in these variables impact the outcome of the project. It therefore becomes very difficult
to assess change in which variable impacts the project outcome in a significant way. In Sensitivity
Analysis, the project outcome is studied after taking into change in only one variable.
The more sensitive is the NPV, the more critical is that variable. So, Sensitivity analysis is a way of
finding impact in the project’s NPV (or IRR) for a given change in one of the variables.
Sensitivity Analysis is conducted by following the steps as below:
(i) Finding variables, which have an influence on the NPV (or IRR) of the project.
(ii) Establishing mathematical relationship between the variables.
(iii) Analysis the effect of the change in each of the variables on the NPV (or IRR) of the project.

Q-20 TIP Ltd. is considering two mutually exclusive projects M and N. You have been given below the Net
Cash flow probability distribution of each project:

Project-M Project-N
Net Cash Flow (`) Probability Net Cash Flow (`) Probability
62,500 0.30 1,62,500 0.20
75,000 0.30 1,37,500 0.30
87,500 0.40 1,12,500 0.50
(i) REQUIRED:

(a) Expected Net Cash Flow of each project.
(b) Variance of each project.
(c) Standard Deviation of each project.
(d) Coefficient of Variation of each project.

(ii) IDENTIFY which project would you recommend? Give reasons.
Ans.. (i)

(a) Expected Net Cash Flow (ENCF) of Projects
Project M Project N

Net Cash Probability Expected Net Net Cash Probability ExpectedNet
Flow(`) Cash Flow(`) Flow(`) CashFlow (`)
62,500 0.3 18,750 1,62,500 0.2 32,500
75,000 0.3 22,500 1,37,500 0.3 41,250
87,500 0.4 35,000 1,12,500 0.5 56,250
ENCF 76,250 1,30,000

(b) Variance of Projects
Project M
= (62,500 – 76,250)2 (0.3) + (75,000 – 76,250)2 (0.3) + (87,500 – 76,250)2 (0.4)
= 5,67,18,750 + 4,68,750 + 5,06,25,000 = 10,78,12,500
Project N
= (1,62,500 – 1,30,000)2 (0.2) + (1,37,500 – 1,30,000)2 (0.3) + (1,12,500 –1,30,000)2 (0.5)
= 21,12,50,000 + 1,68,75,000 + 15,31,25,000 = 38,12,50,000
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(c) Standard Deviation of Projects
Project M

2= Variance 10,78,1 ,= 500 =10, 383.2798

Project N

0= Variance 38,12,5 ,= 000 =19, 525.6242

(d) Coefficient of Variation of Projects
Project Coefficient of variation

 
 
 

Standard Deviation
Expected Net Cash Flow

M
10,383.2798

76,250
= 0.1362 or 13.62%

N
19,525.6242

1,30, 000
= 0.1502 or 15.02%

 (ii) Coefficient of Variation of Project M is 0.1362 and Project N is 0.1502. So, the risk per rupee of net cash
flow is less of Project M, therefore, Project M is better than Project N.

Q-21 X Ltd is considering installation of new machine with the following details:
Sr. No. Particulars Figures
1 Initial Investment ` 1400 Crore
2 Annual unit sales 100 Crore
3 Selling price per unit ` 40
4 Variable cost per unit ` 20
5 Annual Fixed costs ` 500 Crore
6 Depreciation ` 200 Crore
7 Discount Rate 12%
8 Tax rate 30%
Consider Life of the project as 4 years with no salvage value.
Required:
(i) CALCULATE the expected NPV of the project.
(ii) COMPUTE the impact on the project’s NPV if change in variables is as under andalso compute

which variable is having maximum impact on NPV.
Sr. No. Variable Figures
1 Unit sold per year 85 Crore
2 Selling price per unit ` 39
3 Variable cost per unit ` 22
4 Annual Fixed costs ` 575 Crore
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PV factor at 12% are as follows:
Year 1 2 3 4
PV factor 0.893 0.797 0.712 0.636

Ans. (i) Calculation of Net Cash Inflow per year:
Particulars Amount (`)

A Selling Price Per Unit (A) 40
B Variable Cost Per Unit (B) 20
C Contribution Per Unit (C = A - B) 20
D Number of Units Sold Per Year 100 Crore
E Total Contribution (E = C × D) 2,000 Crore
F Annual Fixed costs 500 Crore
G Depreciation 200 Crore
H Net Profit before taxes (H = E - F - G) 1,300 Crore
I Tax @ 30% of H 390 Crore
J Net Cash Inflow Per Year (J = H - I + G) 1,110 Crore
Calculation of expected Net Present Value (NPV) of the Project:
Year  Year Cash Flow PVAF @ Present Value

(` in Crore) 12%  (PV)(` in Crore)
0 (1400.00) 1.000 (1400.00)
1-4 1,110.00 3.038 3,372.18

Net Present Value 1,972.18
 (ii) Sensitivity Analysis under variable different value:

Changes in variable Base Units sold Sellingprice Variablecost Annual

Fixed`costsis`
per year is  perunit is` 39 perunit is` 22 575 Crore

85Crore

Particulars (`)  (`) (`) (`) (`)

A Selling Price Per Unit 40 40 39 40 40
B Variable Cost Per Unit 20 20 20 22 20

C Contribution Per Unit

(C = A - B) 20 20 19 18 20
D Number of Units Sold

PerYear (in Crores) 100 85 100 100 100

E Total Contribution
(E = C ×D) 2,000  1,700 1,900 1,800 2,000

F Annual Fixed Cost (in

Crores) 500 500 500 500 575
G Depreciation (in Crores) 200 200 200 200 200
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H Net Profit before taxes
(H = E - F - G) 1,300 1,000 1,200 1,100 1,225

I Tax @ 30% of H 390 300 360 330 367.50
J Net Cash Inflow Per

Year (J= H - I + G) 1,110 900 1,040 970 1,057.50
K (J × 3.038) 3,372.18  2,734.20 3,159.52 2,946.86 3,212.69
L Initial Cash Flow 1,400 1,400 1,400 1,400 1,400
M NPV (K - L) 1,972.18 1,334.20 1,759.52  1,546.86 1,812.69
N Change in NPV - (637.98) (212.66) (425.32) (159.50)

O Percentage
Change in NPV - -32.35% -10.78% -21.57% -8.09%

The above table shows that by varying one variable at a time while keeping the others constant, the
impact in percentage terms on the NPV of the project. Thus, it can be seen that the change in units sold
per year has the maximum effect on the NPV by 32.35%.

Q-22 A project requires an initial outlay of ` 3,00,000.
The company uses certainty equivalent method approach to evaluate the project. The risk free rate is
7%.
Following information is available:
Year CFAT CE

(Cash Flow After Tax) ` (Certainty Equivalent Coefficient)
1. 1,00,000 0.90
2. 1,50,000 0.80
3. 1,15,000 0.60
4. 1,00,000 0.55
5. 50,000 0.50
PV Factor at 7%
Year 1 2 3 4 5
PV Factor 0.935 0.873 0.816 0.763 0.713
Evaluate the above. Is investment in the project beneficial?

Ans. Statement Showing the Net Present Value of Project
Year end CFAT (`) C.E. Adjusted Cash Present value Total Present

(a) (b) flow (`) factor @ 7% value (`)
(c) = (a) x (b) (d) (e) = (c) x (d)

1 1,00,000 0.90 90,000 0.935 84,150
2 1,50,000 0.80 1,20,000 0.873 1,04,760
3 1,15,000 0.60 69,000 0.816 56,304
4 1,00,000 0.55 55,000 0.763 41,965
5 50,000 0.50 25,000 0.713 17,825
PV of Cash Inflow 3,05,004
Less: Initial Investment (3,00,000)
Net Present Value 5,004
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Since the NPV of the project is positive, it is beneficial to invest in the project.
Q-23 A Ltd. is considering two mutually exclusive projects X and Y.

You have been given below the Net Cash flow probability distribution of each project:
Project-X Project-Y

Net Cash Flow (`) Probability Net Cash Flow (`) Probability
50,000 0.30 1,30,000 0.20
60,000 0.30 1,10,000 0.30
70,000 0.40 90,000 0.50
(i) Compute the following :

(a) Expected Net Cash Flow of each project.
(b) Variance of each project.
(c) Standard Deviation of each project.
(d) Coefficient of Variation of each project.

(ii) Identify which project do you recommend ? Give reason.
Ans. (i) (a) Calculation of Expected Net Cash Flow (ENCF) of Project X and Project Y

Project X Project Y
Net Cash Probability Expected Net Net Cash Probability Expected
Flow Cash Flow Flow Flow

Net Cash
(` ) (` ) (` ) (` )
50,000 0.30 15,000 1,30,000 0.20 26,000
60,000 0.30 18,000 1,10,000 0.30 33,000
70,000 0.40 28,000 90,000 0.50 45,000
ENCF 61,000 1,04,000

(b) Variance of Projects
Project X
Variance ( 2) = (50,000 – 61,000)2 × (0.3) + (60,000 -61,000)2 × (0.3) + (70,000 –61,000)2 × (0.4)

= 3,63,00,000 + 3,00,000 + 3,24,00,000 = 6,90,00,000
Project Y
Variance( 2) = (1,30,000 – 1,04,000)2 × (0.2) + (1,10,000 – 1,04,000)2 × (0.3) + (90,000 – 1,04,000)2 ×

(0.5)
= 13,52,00,000 + 1,08,00,000 + 9,80,00,000 = 24,40,00,000

(c) Standard Deviation of Projects
Project X

Standard Deviation ( ) =  2Variance σ = 6,90,00,000   =  8,306.624
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Project Y

Standard Deviation (σ ) =  2Variance σ = 24,40,00,000  =  15,620.499

(d) Coefficient of Variation of Projects
Projects Coefficient of variation Risk Expected Net Cash Flows

Standard Deviation
Expected Net Cash Flow

 
 
 

X
8,306.24
61,000 = 0.136 or 13.60% Less Less

Y
15,620.499

1,04,000 = = 0.150 or 15.00% More More

(ii) In project X risk per rupee of cash flow is 0.136 (approx.) while in project Y it is 0.15 (approx.). Therefore,
Project X is better than Project Y.

Q-24 What is Risk Adjusted Discount Rate ?
Ans. Risk Adjusted Discount Rate: A risk adjusted discount rate is a sum of risk-free rate and risk premium.

The Risk Premium depends on the perception of risk by the investor of a particular investment and risk
aversion of the Investor.
So, Risks adjusted discount rate = Risk free rate+ Risk premium.

Q-25 X Ltd. is considering two mutually exclusive projects A and B.
Net Cash flow probability distribution of each project has been given below:

Project-A Project-B
Net Cash Flow (`) Probability Net Cash Flow (`) Probability
1,72,000 0.30 3,38,000 0.20
1,82,000 0.30 3.18.000 0.30
1,92,000 0.40 2.98,000 0.50
(i) COMPUTE the following:

(I) Expected Net Cash Flow of each project.
(II) Variance of each project.
(III) Standard Deviation of each project.
(IV) Coefficient of Variation of each project.

(ii) IDENTIFY which project do you recommend? Give reason.
Ans.(a) (i)

(I) Calculation of Expected Net Cash Flow (ENCF) of Project A and Project B
Project A Project B

Net Cash Probability Expected Net Net Cash Probability Expected Net
Flow (`) Cash Flow Flow (`) Cash Flow (`)
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1,72,000 0.30  51,600 3,38,000 0.20 67,600
1,82,000 0.30 54,600 3,18,000 0.30 95,400
1,92,000 0.40 76,800 2,98,000 0.50 1,49,000
ENCF 1,83,000 3,12,000

(II) Variance of Projects
Project A
Variance ( 2) = (1,72,000 – 1,83,000)2 × (0.3) + (1,82,000 - 1,83,000)2 × (0.3) + (1,92,000

– 1,83,000)2 × (0.4)
= 3,63,00,000 + 3,00,000 + 3,24,00,000 = 6,90,00,000

Project B
Variance( 2)  = (3,38,000 – 3,12,000)2 × (0.2) + (3,18,000 – 3,12,000)2 × (0.3) + (2,98,000

– 3,12,000)2 × (0.5)
= 13,52,00,000 + 1,08,00,000 + 9,80,00,000 = 24,40,00,000

(III) Standard Deviation of Projects
Project A

Standard Deviation   =  2Variance σ = 6,92,00,000 = 8,306.624

Project B

Standard Deviation   =   2Variance σ = 24,40,00,000 = 15,620.499

 (IV) Coefficient of Variation of Projects
Projects Coefficient of variation Risk Expected Net

Cash Flow

 
 
 

Standard Deviation
Expected Net Cash Flow

A
0

8 4
1

3
,

6
8

6
3
0 , 2

,00
,

= 0.045 or 4.5% Less Less

B
0

1 9
3

,
,

2
1

,
2

6 6 0 4
, 00

9
= 0.050 or 5.0% More More

(ii) In project A risk per rupee of cash flow is 0.045 (approx.) while in project B it is 0.050 (approx.).
Therefore, Project A is better than Project B.
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Q-1 Following information relating to Jee Ltd. is given :
Particulars
Profit after tax `10,00,000
Dividend pay-out ratio 50%
Number of Equity Shares 50,000
Cost of Equity 10%
Rate of Return on Investment 12%
(i) CALCULATE market value per share as per Walter’s Model?
(ii) What is the optimum dividend pay-out ratio according to Walter’s Model and Market value of

equity share at that pay-out ratio?
Ans.(i) Walter’s model is given by –

  e

e

D + E -D r/K
P =

K

Where,
P = Market price per share,
E = Earnings per share = ` 10,00,000 ÷ 50,000 = ` 20
D = Dividend per share = 50% of 20 = ` 10
r = Return earned on investment = 12%
Ke = Cost of equity capital = 10%

  0.1210 + 20 -10 × 220.10P = = = 220
0.10 0.10

 ` 

(ii) According to Walter’s model when the return on investment is more than the cost of equity capital, the
price per share increases as the dividend pay-out ratio decreases. Hence, the optimum dividend pay-
out ratio in this case is Nil. So, at a pay-out ratio of zero, the market value of the company’s share will
be:

  0.120 + 20 - 0 × 240.10 = = 240
0.10 0.10

` 

CHAPTER-9
DIVIDEND DECISIONS
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Q-2 The following figures are collected from the annual report of XYZ Ltd.:
Net Profit Rs.60 lakhs
Outstanding 10% preference shares Rs.100 lakhs
No. of equity shares 5 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke) 14%
CALCULATE price per share using Gordon’s Model when dividend pay-out is (i) 25%; (ii) 50% and (iii)
100%.

Ans. Rs. in lakhs
Net Profit 60
Less: Preference dividend 10
Earning for equity shareholders 50
Therefore earning per share 50/5 = Rs.10.00
 Price per share according to Gordon’s Model is calculated as follows:

 1
0

e

E 1-b
P =

K -br

 Here, E1 = 10, Ke = 14%, r = 20%
 (i) When dividend pay-out is 25%

 
10 ×0.25 2.5P = = = -2500 0.14 - 0.75× 0.2 0.14 - 0.15

As per the Gordon’s Dividend relevance model, the Cost of equity (Ke) should be greater than the
growth rate i.e. br. In this case Ke is 14% and br = 15%, hence, the equity investors would prefer capital
appreciation than dividend.

 (ii) When dividend pay-out is 50%

 
10× 0.5 2.5P = = =1250 0.14 - 0.5×0.2 0.14 - 0.15

 (iii) When dividend pay-out is 100%

 
10 ×1 10P = = = 71.1.430 0.14 - 0 ×0.2 0.14

Q-3 With the help of following figures CALCULATE the market price of a share of a company by using:
(i) Walter’s formula
(ii) Dividend growth model (Gordon’s formula)
Earnings per share (EPS) Rs. 10
Dividend per share (DPS) Rs. 6
Cost of capital (k) 20%
Internal rate of return on investment 25%
Retention Ratio 60%
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Ans. Market price per share by

(i) Walter’s formula:  
 r

D + E - D
Ke

Ke

 0.25
6 + 10 - 6

0.20P =
0.20

 P = Rs.55
(ii) Gordon’s formula (Dividend Growth model): When the growth is incorporated in earnings and dividend,

the present value of market price per share (Po) is determined as follows:
Gordon’s theory:

 E 1 - b1P =0 K - bre

Where,
P0 = Price per share
E1 = Earnings per share
b = Retention ratio; (1 - b = Payout ratio)
Ke = Cost of capital
r = IRR
br = Growth rate (g)

 
 

10 1 - 0.60 4
P = = = 800 0.20 - 0.60 × 0.25 0.25

` `

Q-4 List the factors determining the dividend policy of a company.
Ans. Factors Determining the Dividend Policy of a Company

(i) Liquidity: In order to pay dividends, a company will require access to cash. Even veryprofitable
companies might sometimes have difficulty in paying dividends if resources are tiedup in other
forms of assets.

(ii) Repayment of debt: Dividend payout may be made difficult if debt is scheduled for repayment.
(iii) Stability of Profits: Other things being equal, a company with stable profits is more likely topay

out a higher percentage of earnings than a company with fluctuating profits.
(iv) Control: The use of retained earnings to finance new projects preserves the company’sownership

and control. This can be advantageous in firms where the present disposition ofshareholding is of
importance.

(v) Legal consideration: The legal provisions lay down boundaries within which a company candeclare
dividends.

(vi) Likely effect of the declaration and quantum of dividend on market prices.
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(vii) Tax considerations and
(viii) Others such as dividend policies adopted by units similarly placed in the industry, management

attitude on dilution of existing control over the shares, fear of being branded as incompetent or
inefficient, conservative policy Vs non-aggressive one.

(ix) Inflation: Inflation must be taken into account when a firm establishes its dividend policy.
Q-5 A company had paid dividend of `2 per share last year. The estimated growth of the dividends from the

company is estimated to be 5% p.a. DETERMINE the estimated market price of the equity share if the
estimated growth rate of dividends (i) rises to 8%, and (ii) falls to 3%. Also COMPUTE the present
market price of the share, given that the required rate of return of the equity investors is 15.5%.

Ans. In this case the company has paid dividend of ` 2 per share during the last year. The growth rate (g) is
5%. Then, the current year dividend (D1) with the expected growth rate of 5% will be ` 2.10

The share price is = Po = 
D1

K - ge

=
2.10

0.155 - 0.05
`

= ` 20
(i) In case the growth rate rises to 8% then the dividend for the current year (D1) would be ` 2.16 and

market price would be-

=
2.16

0.155 - 0.08
`

= ` 28.80
(ii) In case growth rate falls to 3% then the dividend for the current year (D1) would be ` 2.06 and market

price would be-

=
2.06

0.155 - 0.03
`

= ̀ 16.48
So, the market price of the share is expected to vary in response to change in expected growth rate is
dividends.

Q-6 In December, 20X7 AB Co.’s share was sold for Rs. 146 per share. A long term earnings growth rate of
7.5% is anticipated. AB Co. is expected to pay dividend of Rs. 3.36 per share.
(i) DETERMINE rate of return an investor can expect to earn assuming that dividends areexpected to

grow along with earnings at 7.5% per year in perpetuity?
(ii) It is expected that AB Co. will earn about 10% on book Equity and shall retain 60% of earnings.In

this case,whether, there would be any change in growth rate and cost of Equity?ANALYSE.
Ans.(i) According to Dividend Discount Model approach the firm’s expected or required return on equity is

computed as follows:

D1= + g
P0
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Where,
Ke = Cost of equity share capital
D1 = Expected dividend at the end of year 1
P0 = Current market price of the share.
g = Expected growth rate of dividend.

3.36
Therefore   K = + 7.5%e 146

= 0.0230 +0.075 = 0.098

Or, Ke = 9.80%
(ii) With rate of return on retained earnings (r) 10% and retention ratio (b) 60%, new growth rate will be as

follows:
g= br i.e.
= 0.10 X 0.60 = 0.06
Accordingly dividend will also get changed and to calculate this, first we shall calculate previous retention
ratio (b1) and then EPS assuming that rate of return on retained earnings (r) is same. With previous
Growth Rate of 7.5% and r =10% the retention ratio comes out to be:
0.075 =b1 X 0.10
b1 = 0.75 and payout ratio = 0.25
With 0.25 payout ratio the EPS will be as follows:

3.36
= 13.44

0.25
With new 0.40 (1 – 0.60) payout ratio the new dividend will be
D1 =13.44 X 0.40 = 5.376
Accordingly new Ke will be

5.376
K = + 6.0%e 146
or, Ke = 9.68%

Q-7 M Ltd. belongs to a risk class for which the capitalization rate is 10%. It has 25,000 outstanding shares
and the current market price is Rs. 100. It expects a net profit of Rs. 2,50,000 for the year and the Board
is considering dividend of Rs. 5 per share.
M Ltd. requires to raise Rs. 5,00,000 for an approved investment expenditure. ANALYSE, how the MM
approach affects the value of M Ltd. if dividends are paid or not paid.

Ans. A When dividend is paid
(a) Price per share at the end of year 1

 1
100 = 5 + P11.10

`

110 = Rs. 5 + P1

P1 = 105
(b) Amount required to be raised from issue of new shares

Rs.5,00,000 – (Rs.2,50,000 – Rs.1,25,000)
Rs.5,00,000 – Rs.1,25,000 = Rs.3,75,000
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(c) Number of additional shares to be issued

3,75,000 75, 000
= shares or say 3, 572 shares

105 21

(d) Value of M Ltd.
(Number of shares × Expected Price per share)
i.e., (25,000 + 3,572) × Rs.105 = Rs.30,00,060

B When dividend is not paid
(a) Price per share at the end of year 1

P1100 =
1.10

P1 = 110
(b) Amount required to be raised from issue of new shares Rs.5,00,000 – 2,50,000 = 2,50,000
(c) Number of additional shares to be issued

2, 50,000 25, 000
=

110 11
shares or say 2,273 shares

(d) Value of M Ltd.,
(25,000 + 2273) × Rs.110
= Rs.30,00,030
Whether dividend is paid or not, the value remains the same.

Q-8 STATE two advantages of Walter Model of Dividend Decision.
Ans. Advantages of Walter Model

1. The formula is simple to understand and easy to compute.
2. It can envisage different possible market prices in different situations and considers internal rate

of return, market capitalisation rate and dividend payout ratio in the determination of market
value of shares.

Q-9 RST Ltd. has a capital of Rs. 10,00,000 in equity shares of Rs. 100 each. The shares are currentlyquoted at
par. The company proposes to declare a dividend of Rs. 10 per share at the end of thecurrent financial
year. The capitalization rate for the risk class of which the company belongs is12%. COMPUTE the
market price of the share at the end of the year, if
(i) a dividend is not declared?
(ii) a dividend is declared?
(iii) assuming that the company pays the dividend and has net profits of Rs.5,00,000 and makes new

investments of Rs.10,00,000 during the period, how many new shares must be issued? Use the
MM model.

Ans. As per MM model, the current market price of equity share is:

 1
P = × D + P1 10 1 + ke
(i) If the dividend is not declared:

-246- Chapter-9 : Dividend Decisions

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


 1
100 = 0 + P11 + 0.12

P1100 = =              P = Rs.11211.12
The Market price of the equity share at the end of the year would be Rs.112.

(ii) If the dividend is declared:

 1100 = × 10 + P         11 + 0.12

10+P1100 =        
1.12

 112 = 10 + P1

P1 = 112 – 10 = Rs.102
The market price of the equity share at the end of the year would be Rs.102.

(iii) In case the firm pays dividend of Rs.10 per share out of total profits of Rs. 5,00,000 and plans to make
new investment of Rs. 10,00,000, the number of shares to be issued may be found as follows:
Total Earnings Rs.5,00,000
- Dividends paid (1,00,000)
Retained earnings 4,00,000
Total funds required 10,00,000
Fresh funds to be raised 6,00,000
Market price of the share 102
Number of shares to be issued (Rs.6,00,000 / 102) 5,882.35
or, the firm would issue 5,883 shares at the rate of Rs.102

Q-10 State the advantages of Stock-Splits.
Ans. Various advantages of Stock Spills are as follows:

1. It makes the share affordable to small investors.
2. Number of shares may increase the number of shareholders; hence the potential of investment

may increase.
Q-11 The following information is supplied to you :

Total Earning ` 40 Lakhs
No. of Equity Shares (of ` 100 each) 4,00,000
Dividend Per Share ` 4
Cost of Capital 16%
Internal rate of return on investment 20%
Retention ratio 60%
Calculate the market price of a share of a company by using :
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(i) WaIter’s Formula
(ii) Gordon's Formula

Ans. Earning Per share(E) = 
40 lakhs = 

4,00,000
 10` 

`

Calculation of Market price per share by

(i) Walter’s formula: Market Price  
 

e

e

rD + E -D
KP =

K

Where,
P = Market Price of the share.
E = Earnings per share.
D = Dividend per share.
Ke = Cost of equity/ rate of capitalization/ discount rate.
R = Internal rate of return/ return on investment

 0.204 + 10 - 4 4 + 7.50.16P = = =  71.88
0.16 0.16

`

(ii) Gordon’s formula: When the growth is incorporated in earnings and dividend, the present value of
market price per share (Po) is determined as follows

Gordon’s theory: Po = 
E(1 - b)
K -br

Where,
P0 = Present market price per share.
E = Earnings per share
b = Retention ratio (i.e. % of earnings retained)
r = Internal rate of return (IRR)
Growth rate (g) = br

 
 

10 1-.60 4
NOW  P = = = 1000 .16 - .60 ×.20 .04

 
` ` 

Q-12 The following information pertains to SD Ltd.
Earnings of the Company ` 50,00,000
Dividend Payout ratio 60%
No. of shares outstanding 10,00,000
Equity capitalization rate 12%
Rate of return on investment 15%
(i) COMPUTE the market value per share as per Walter’s model?
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(ii) COMPUTE the optimum dividend payout ratio according to Walter’s model and themarket value
of Company’s share at that payout ratio?

Ans. (i) Walter’s model is given by

 
e

e

rD + E -D
KP = 

K

 Where
P = Market price per share.
E = Earnings per share = ` 5
D = Dividend per share = ` 3
R = Return earned on investment = 15%
Ke = Cost of equity capital = 12%

 0.153+ 5- 3
0.12P = = 45.83

0.12
` 

 (ii) According to Walter’s model when the return on investment is more than the cost of equity capital, the
price per share increases as the dividend pay-out ratio decreases.
Hence, the optimum dividend pay-out ratio in this case is nil.
So, at a pay-out ratio of zero, the market value of the company’s share will be:

 0.150 + 5- 0
0.12P = =  52.08

0.12
`

Q-13 The following figures are collected from the annual report of XYZ Ltd.:
Net Profit `30 lakhs
Outstanding 12% preference shares ` 100 lakhs
No. of equity shares 3 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke) 16%
CALCULATE price per share using Gordon’s Model when dividend pay-out is (i) 25%;

(ii) 50% and (iii) 100%.
Ans. ` in lakhs

Net Profit 30
Less: Preference dividend 12
Earning for equity shareholders 18
Therefore earning per share 18/3 = ̀  6.00
Price per share according to Gordon’s Model is calculated as follows:

 E 1 - b1P =0 K - bre
Here, E1 = 6, Ke = 16%
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(i) When dividend pay-out is 25%

 
1.56 × 0.25

P = = = 1500 0.16 - 0.75× 0.2 0.16 - 0.15

(ii) When dividend pay-out is 50%

 
6 × 0.5 3

P = = = 500 0.16 - 0.5 × 0.2 0.16 - 0.10

(iii) When dividend pay-out is 100%

 
6 ×1 6

P = = = 37.500 0.16 - 0 × 0.2 0.16

Q-14 The earnings per share of a company is ` 10 and the rate of capitalisation applicable to it is 10 per cent.
The company has three options of paying dividend i.e. (i) 50%, (ii) 75% and (iii) 100%.
CALCULATE the market price of the share as per Walter’s model if it can earn a return of
(a) 15, (b) 10 and
(c) 5 per cent on its retained earnings.

Ans. Market Price (P) per share as per Walter’s Model is:

 r
D + E -D

KeP =
Ke

Where,
P = Price of Share
r = Return on investment or rate of earning
Ke = Rate of Capitalisation or Cost of Equity
Calculation of Market Price (P) under the following dividend payout ratio and earning rates:

(i) (ii) (iii)
Rate of Earning (r) DP ratio 50% DP ratio 75% DP ratio 100%

(a) 15%   
 
 

0.15
5+ 10 - 5

0.10
  

 
 

0.15
7.5 + 10 - 7.5

0.10
  

 
 

0.15
10 + 10 - 10

0.10

12.5
= =  125

0.10
`

11.25
= =  112.5

0.10
`

10
= = 100

0.10
`

(b) 5%
  

 
 

0.10
5 + 10 - 5

0.10
0.10

  
 
 

0.10
7.5 + 10 - 7.5

0.10
0.10

  
 
 

0.10
10 + 10 - 10

0.10
0.10
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10
= = 100

0.10
`

10
= = 100

0.10
`

10
= = 100

0.10
`

(c) 5%
  

 
 

0.05
5 + 10 - 5

0.10
0.10

  
 
 

0.05
7.5 + 10 - 7.5

0.10
0.10

  
 
 

0.05
10 + 10 - 10

0.10
0.10

7.5
= = 75

0.10
`

8.75
= = 87.5

0.10
`

10
= = 100

0.10
`

Q-15 The following information relates to Navya Ltd:
Earnings of the company ` 20,00,000
Dividend pay-out ratio 60%
No. of Shares outstanding 4,00,000
Rate of return on investment 15%
Equity capitalization rate 12%
Required:
(i) DETERMINE what would be the market value per share as per Walter’s model.
(ii) COMPUTE optimum dividend pay-out ratio according to Walter’s model and themarket value of

company’s share at that pay-out ratio.
Ans. Navya Ltd.

(i) Walter’s model is given by –

  D + E -D r / KeP =
Ke

Where, P = Market price per share,
E = Earnings per share = ` 20,00,000 ÷ 4,00,000 = ` 5
D = Dividend per share = 60% of 5 = ` 3
r = Return earned on investment = 15%
Ke = Cost of equity capital = 12%

 


0.15 0.15
3 + 5- 3 × 3 +2 ×

0.12 0.12P = = = 45.83
0.12 0.12

`

(ii) According to Walter’s model when the return on investment is more than the cost of equity capital, the
price per share increases as the dividend pay-out ratio decreases. Hence, the optimum dividend pay-
out ratio in this case is Nil. So, at a payout ratio of zero, the market value of the company’s share will
be:-
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  0.15
0 + 5 - 0 ×

0.12 = 52.08
0.12

` 

Q-16 Following information relating to Jee Ltd. are given :
Particulars
Profit after tax ` 10,00,000
Dividend payout ratio 50%
Number of Equity Shares 50,000
Cost of Equity 10%
Rate of Return on Investment 12%
(i) What would be the market value per share as per Walter’s Model?
(ii) What is the optimum dividend payout ratio according to Walter’s Model and Market value of

equity share at that payout ratio?
Ans. (i) Walter’s model is given by –

  D + E -D r / KeP =
Ke

Where,
P = Market price per share,
E = Earnings per share = ` 10,00,000 ÷ 50,000 = ` 20
D = Dividend per share = 50% of 20 = ` 10
r = Return earned on investment = 12%
Ke = Cost of equity capital = 10%

 


0.12
10 + 20 -10 × 220.10P = = = 220

0.10 0.10
`

(ii) According to Walter’s model when the return on investment is more than the cost of equity capital, the
price per share increases as the dividend pay-out ratio decreases. Hence, the optimum dividend pay-
out ratio in this case is Nil. So, at a payout ratio of zero, the market value of the company’s share will
be:-

  0.12
20 - 0 × 240.10p = = = 240

0.10 0.10
`

Q-17 The annual report of XYZ Ltd. provides the following information for the Financial Year 2019-20:
Particulars Amount (`)
Net Profit 50 lakhs
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Outstanding 15% preference shares 100 lakhs
No. of equity shares 5 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke)  16%
CALCULATE price per share using Gordon’s Model when dividend pay-out is-
(i) 25%;
(ii) 50%;
(iii) 100%.

Ans. Price per share according to Gordon’s Model is calculated as follows:
Particulars Amount in `
Net Profit 50 lakhs
Less: Preference dividend 15 lakhs
Earnings for equity shareholders 35 lakhs
Therefore, earning per share 35 lakhs/5 lakhs = ` 7.00
Price per share according to Gordon’s Model is calculated as follows:

1
0

e

E  (1 b)
P =

K  - br

Here, E1 = 7, Ke = 16%
(i) When dividend pay-out is 25%

(ii) When dividend pay-out is 50%

(iii) When dividend pay-out is 100%

Q-18 The following information is given for QB Ltd.
Earnings per share ` 120
Dividend per share  ` 36
Cost of capital 15%
Internal Rate of Return on investment 20%
CALCULATE the market price per share using
(a) Gordon’s formula
(b) Walter’s formula

Ans. (a)  As per Gordon’s Model, Price per share is computed using the formula:
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Where,
P0 = Price per share

E1 = Earnings per share
b = Retention ratio; (1 - b = Pay-out ratio)
Ke = Cost of capital
r = IRR
br = Growth rate (g)
Applying the above formula, price per share

(b)  As per Walter’s Model, Price per share is computed using the formula:

 Where,
P = Market Price of the share.
E = Earnings per share.
D = Dividend per share.
Ke = Cost of equity/ rate of capitalization/ discount rate.
r = Internal rate of return/ return on investment
Applying the above formula, price per share

Q-19 The following information is supplied to you:
Particulars `

Total Earnings 5,00,000
Equity shares (of  ` 100 each) 50,00,000
Dividend paid 3,75,000
Price/ Earnings ratio 12.5
Applying Walter’s Model:
(i) ANALYSE whether the company is following an optimal dividend policy.
(ii) COMPUTE P/E ratio at which the dividend policy will have no effect on the value of the share.
(iii) Will your decision change, if the P/E ratio is 8 instead of 12.5? ANALYSE.

Ans. (i) The EPS of the firm is ` 10 (i.e. ` 5,00,000/ 50,000). r = 5,00,000/ 50,00,000 = 10%. The P/E Ratio is given
at 12.5 and the cost of capital, Ke, may be taken at the inverse of P/E ratio. Therefore, Ke is 8 (i.e., 1/12.5).
The firm is distributing total dividends of ` 3,75,000 among 50,000 shares, giving a dividend per share
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of ` 7.50. The value of the share as per Walter’s model may be found as follows:

P = 
   

r 0.1D + E -D 7.5+ 10 -7.5ke 0.08= = 132.81
k 0.08e

`

The firm has a dividend payout of 75% (i.e., ` 3,75,000) out of total earnings of ` 5,00,000. Since, the
rate of return of the firm, r, is 10% and it is more than the Ke of 8%, therefore, by distributing 75% of
earnings, the firm is not following an optimal dividend policy. The optimal dividend policy for the firm
would be to pay zero dividend and in such a situation, the market price would be,

 0.1
0 + 10 - 0

0.08 = 156.25
0.08

`

So, theoretically, the market price of the share can be increased by adopting a zero payout.
(ii) The P/E ratio at which the dividend policy will have no effect on the value of the share is such at which

the Ke would be equal to the rate of return, r, of the firm. The Ke would be 10% (= r) at the P/E ratio of
10. Therefore, at the P/E ratio of 10, the dividend policy would have no effect on the value of the share.

(iii) If the P/E is 8 instead of 12.5, then the Ke which is the inverse of P/E ratio, would be 12.5 and in such a
situation ke> r and the market price, as per Walter’s model would be:

   
r 0.1D + E -D 7.5+ 10 -7.5ke 0.125P = = = 76
k 0.125e

`

Q-20 M Ltd. belongs to a risk class for which the capitalization rate is 12%. It has 40,000 outstanding shares
and the current market price is ` 200. It expects a net profit of ` 5,00,000 for the year and the Board is
considering dividend of ` 10 per share.
M Ltd. requires to raise ` 10,00,000 for an approved investment expenditure. ILLUSTRATE, how the MM
approach affects the value of M Ltd. if dividends are paid or not paid.

Ans. Given,
Cost of Equity (Ke) 12%
Number of shares in the beginning (n) 40,000
Current Market Price (P0) `200
Net Profit (E) `5,00,000
Expected Dividend (D1) `10 per share
Investment (I) `10,00,000
Situation 1 – When dividends are paid Situation 2 – When dividends are not paid

 (i)
P1 + D1

P =0 1 + Ke
(i)

P1 + D1
P =0 1 + Ke

P1 + 10
200 =

1 + 0.12
P1 + 0

200 =
1 + 0.12

 P1 + 10 = 200 x 1.12  P1 + 0 = 200 x 1.12
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 P1 = 224 – 10 = 214  P1 = 224 – 0 = 224

 (ii) Calculation of funds required  (ii) Calculation of funds required
= Total Investment - (Net profit - Dividend) = Total Investment - (Net profit -

Dividend)

= 10,00,000 - (5,00,000 – 4,00,000) = 10,00,000 – (5,00,000 - 0)

= 9,00,000 = 5,00,000
 (iii) No. of shares required to be issued for (iii) No. of shares required to be issued

balance fund for balance fund

No. of shares =  
FundsRequired
Pr iceat end P1  No. of shares =  

FundsRequired
Pr iceat end P1

�n = = 4205.61
9,00, 000

214
�n = = 2232.14

5, 00,000
224

 (iv) Calculation of value of firm (iv) Calculation of value of firm

 �
f

n + n P1 - l + E
V =

1 + Ke
 �

f

n + n P1 - l + E
V =

1 + Ke

 
 
 

9,00, 000
40, 000 + 214 - 10, 00, 000 + 5, 00, 000

214
=

1 + 0.12
         

 
 
 

5, 00, 000
40, 000 + 224 - 10, 00, 000 + 5,00, 000

224
=

1 + 0.12

94,60, 000 - 5, 00, 000
= = 80, 00, 000

1.12

94,60, 000 - 5, 00, 000
= = 80, 00, 000

1.12

Q-21 Aakash Ltd. has 10 lakh equity shares outstanding at the start of the accounting year 2021.The existing
market price per share is ` 150. Expected dividend is ` 8 per share. The rateof capitalization appropriate
to the risk class to which the company belongs is 10%.
(i) CALCULATE the market price per share when expected dividends are: (a) declared,and (b) not

declared, based on the Miller – Modigliani approach.
(ii) CALCULATE number of shares to be issued by the company at the end of theaccounting year on the

assumption that the net income for the year is ` 3 crore,investment budget is ` 6 crores, when (a)
Dividends are declared, and (b) Dividendsare not declared.

(iii) PROOF that the market value of the shares at the end of the accounting year will remain unchanged
irrespective of whether (a) Dividends are declared, or (ii) Dividends are not declared.

Ans.
(i) Calculation of market price per share

According to Miller – Modigliani (MM) Approach:

P +D1 1P =0 1+Ke

Where,
Existing market price (Po) = ` 150
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Expected dividend per share (D1) = ` 8
Capitalization rate (ke) = 0.10
Market price at year end (P1) = to be determined

(a) If expected dividends are declared, then

P + 81150 =
1+ 0.10

`
`

  P1 = ` 157
(b) If expected dividends are not declared, then

P + 01150 =
1+ 0.10

`

   P1 = ` 165
 (ii) Calculation of number of shares to be issued

(a) (b)
Dividendsare declared Dividends are notDeclared

(` lakh) (` lakh)
Net income 300 300
Total dividends (80) -
Retained earnings 220 300
Investment budget 600 600
Amount to be raised by new issues 380 300
Relevant market price (` per share) 157 165
No. of new shares to be issued 2.42 1.82
(inlakh)(` 380 ÷ 157; ` 300 ÷ 165)

 (iii) Calculation of market value of the shares
(a) (b)

Dividendsare declared Dividends are notDeclared
Existing shares (in lakhs) 10.00 10.00
New shares (in lakhs) 2.42 1.82
Total shares (in lakhs) 12.42 11.82
Market price per share (`) 157 165
Total market value of shares at 12.42 × 157 11.82 × 165
theend of the year (` in lakh)  = 1,950 (approx.) = 1,950 (approx.)
Hence, it is proved that the total market value of shares remains unchanged irrespective of whether
dividends are declared, or not declared.
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Q-22 The following information is supplied to you:
(`)

Total Earnings 2,00,000
No. of equity shares (of ` 100 each) 20,000
Dividend paid 1,50,000
Price/ Earnings ratio 12.5
Applying Walter’s Model:
(i) ANALYSE whether the company is following an optimal dividend policy.
(ii) COMPUTE P/E ratio at which the dividend policy will have no effect on the value ofthe share.
(iii) Will your decision change if the P/E ratio is 8 instead of 12.5? ANALYSE.

Ans. (i) The EPS of the firm is ` 10 (i.e., ` 2,00,000/ 20,000) and r = 2,00,000/ (20,000 shares × ̀ 100) = 10%. The P/
E Ratio is given at 12.5 and the cost of capital, Ke, may be taken at the inverse of P/E ratio. Therefore, Ke
is 8 (i.e., 1/12.5). The firm is distributing total dividends of ` 1,50,000 among 20,000 shares, giving a
dividend per share of ` 7.50. the value of the share as per Walter’s model may be found as follows:

   
e

e

r 0.1D + E - D 7.5 + 10 - 7.5K 0.08P = = = 132.81
K 0.08

`

The firm has a dividend payout of 75% (i.e., ` 1,50,000) out of total earnings of ` 2,00,000. Since, the rate
of return of the firm, r, is 10% and it is more than the Ke of 8%, therefore, by distributing 75% of
earnings, the firm is not following an optimal dividend policy. The optimal dividend policy for the firm
would be to pay zero dividend and in such a situation, the market price would be-

 0.1
0 + 10 - 0

0.08= = 156.25
0.08

`

 So, theoretically the market price of the share can be increased by adopting a zero payout.
(ii) The P/E ratio at which the dividend policy will have no effect on the value of the share is such at which

the Ke would be equal to the rate of return, r, of the firm. The Ke would be 10% (= r) at the P/E ratio of
10. Therefore, at the P/E ratio of 10, the dividend policy would have no effect on the value of the share.

(iii) If the P/E is 8 instead of 12.5, then the Ke which is the inverse of P/E ratio, would be 12.5 and in such a
situation ke> r and the market price, as per Walter’s model would be:

   
e

e

r 0.1D + E -D 7.5 + 10 - 7.5K 0.125P = = = 76
K 0.125

`

Q-23 The following information relates to LMN Ltd.
Earning of the company ` 30,00,000
Dividend pay-out ratio 60%
No. of shares outstanding 5,00,000
Rate of return on investment 15%
Equity capitalized rate 13%
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Required:
(i) Determine what would be the market value per share as per Walter’s model.
(ii) Compute optimum dividend pay-out ratio according to Walter’s model and the market value of

company’s share at that pay-out ratio.
Ans. (i) Calculation of market value per share as per Walter’s model

P =  
 rD + E -D

Ke
Ke

Where,
P = Market price per share.
E = Earnings per share = ` 30,00,000/5,00,000 = ` 6
D = Dividend per share = ` 6 x 0.60 = ` 3.6
r = Return earned on investment = 15%
Ke = Cost of equity capital = 13%

P = 
 0.15

3.6 + 6 -3.6
0.13 = 49

0.13
`

(ii) According to Walter’s model, when the return on investment (r) is more than the cost of equity capital
(Ke), the price per share increases as the dividend pay-out ratio decreases. Hence, the optimum
dividend pay-out ratio in this case is nil.
So, at a pay-out ratio of zero, the market value of the company’s share will be:

P = 
 0.15

0 + 6 - 0
0.13 = 53.254

0.13
`

Q-24 The following information is taken from ABC Ltd.
Net Profit for the year ` 30,00,000
12% Preference share capital ` 1,00,00,000
Equity share capital (Share of ` 10 each) ` 60,00,000
Internal rate of return on investment 22%
Cost of Equity Capital 18%
Retention Ratio 75%
Calculate the market price of the share using:
(1) Gordon’s Model
(2) Walter’s Model

Ans. Market price per share by-
(1) Gordon’s Model:
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Present market price per share (Po)* = 
 D 1+ g0

K - ge

OR

Present market price per share (Po) = 
D1

K - ge

Where,
Po = Present market price per share.
g = Growth rate (br) = 0.75 X 0.22 = 0.165
b = Retention ratio (i.e., % of earnings retained)
r = Internal rate of return (IRR)
D0 = E x (1 – b) = 3 X (1 – 0.75) = 0.75
E = Earnings per share

P0 = 
0.75 (1 0.165) 0.874

=
0.18 0.165 0.015

= ` 58.27 approx.

*Alternatively, Po can be calculated as 
 E 1-b
k -br

= ` 500

(2) Walter’s Model:

P= 
 rD + E -D

Ke
Ke

=
 0.22

0.75+ 3- 0.75
0.18

0.18

Workings:
1. Calculation of Earnings per share

Particulars  Amount (`)
Net Profit for the year 30,00,000
Less: Preference dividend (12% of ` 1,00,00,000) (12,00,000)
Earnings for equity shareholders 18,00,000
No. of equity shares (` 60,00,000/`10) 6,00,000
Therefore, Earnings per share ` 18,00,000/6,00,000

Earning for equity shareholders
No. of equity shares

 
 
 

= ` 3.00
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2. Calculation of Dividend per share
Particulars
Earnings per share ` 3
Retention Ratio (b) 75%
Dividend pay-out ratio (1-b) 25%
Dividend per share ` 3 x 0.25 = ` 0.75
(Earnings per share x Dividend pay-out ratio)

Q-25 The following figures are extracted from the annual report of RJ Ltd.:
Net Profit ` 50 Lakhs
Outstanding 13% preference shares ` 200 Lakhs
No. of Equity Shares 6 Lakhs
Return on Investment 25%
Cost of Capital (Ke) 15%
You are required to compute the approximate dividend pay-out ratio by keeping the share
price at ` 40 by using Walter’s Model.

Ans.
Particulars ` in lakhs
Net Profit 50
Less: Preference dividend (` 200,00,000 x 13%) 26
Earning for equity shareholders 24
Therefore, earning per share = ` 24 lakh /6 lakh shares = ` 4
Let, the dividend per share be D to get share price of ` 40

P= 
 rD + E -D

Ke
Ke

` 40  = 
 0.25D + 4 -D

0.15
0.15

`

6 = 
0.15D +1- 0.25D

0.15
0.1D = 1 – 0.9
D = ` 1

D/P ratio =  
1DPS

×100 = ×100 = 25%
EPS 4

`
`

So, the required dividend pay-out ratio will be = 25%
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Q-26 The following figures have been collected from the annual report of ABC Ltd. for the current financial
year:
Net Profit ` 75 lakhs
Outstanding 12% preference shares ` 250 lakhs
No. of equity shares 7.50 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke) 16%
(a) COMPUTE the approximate dividend pay-out ratio so as to keep the share price at ` 42 by using

Walter’s model?
(b) DETERMINE the optimum dividend pay-out ratio and the price of the share at such pay-out.
(c) PROVE that the dividend pay-out ratio as determined above in (b) is optimum by using random

pay-out ratio.
[RTP-May’22]

Ans. (a)
` in lakhs

Net Profit 75
Less: Preference dividend 30
Earning for equity shareholders 45
Earning per share = 45/7.5 = ̀  6.00
Let, the dividend per share be D to get share price of ‘ 42

 P =
 r

D + E - D
Ke

Ke

` 42 =
 0.20

D + 6 - D
0.16

0.16

 6.72 =
0.16D + 1.2 - 0.20D

0.16

0.04D = 1.2 – 1.0752
D = 3.12

D/P ratio =
DPS 3.12

× 100 = × 100
EPS 6

 = 52%

So, the required dividend payout ratio will be = 52%
 (b) Since r > Ke, the optimum dividend pay-out ratio would ‘Zero’ (i.e. D = 0),

Accordingly, value of a share:
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P = 
 r

D + E - D
Ke

Ke

 P = 
 0.20

0 + 6 - 0
0.16

0.16
 = ` 46.875

(c) The optimality of the above pay-out ratio can be proved by using 25%, 50%, 75% and 100% as pay- out
ratio:
At 25% pay-out ratio

P = 
 0.20

1.5 + 6 - 15
0.16

0.16
 = ‘ 44.531

At 50% pay-out ratio

P = 
 0.20

3 + 6 - 3
0.16

0.16
 = ‘ 42.188

 At 75% pay-out ratio

P = 
 0.20

4.5 + 6 - 4.5
0.16

0.16
 = ‘ 39.844

 At 100% pay-out ratio

P = 
 0.20

6 + 6 - 6
0.16

0.16
 = ‘ 37.50

From the above it can be seen that price of share is maximum when dividend pay-out ratio is ‘zero’ as
determined in (b) above.

Q-27 Answer the following:
(a) The following figures have been extracted from the annual report of Xee Ltd.:

Net Profit ` 75 lakhs
Outstanding 12% preference shares ` 250 lakhs
No. of equity shares 3 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke) 16%

COMPUTE the approximate dividend pay-out ratio so as to keep the share price at ` 105 by using
Walter’s model?
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Ans. (a)
Particulars (`’ in lakhs)
Net Profit 75
Less: Preference dividend 30
Earnings for equity shareholders 45
Earnings per share 45/3 = ̀  15
Let, the dividend per share be D to get share price of  ` 105

P =
 r

D + E - D
ke

Ke

105 =
 0.20

D + 15 -D
0.16

0.16

16.8 =
0.16D + 3 - 0.20D

0.16

0.04D =  = 3 – 2.688
D = 7.80

D/P ratio =
DPS 7.80

× 100 × 100
EPS 15

 = 52%

So, the required dividend pay-out ratio will be = 52%
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CHAPTER-10
MANAGEMENT OF WORKING CAPITAL

Q-1 Day Ltd., a newly formed company has applied to the Private Bank for the first time for financing it’s
Working Capital Requirements. The following information is available about the projections for the
current year:
Estimated Level of Activity Completed Units of Production 31,200 plus unit of

work in progress 12,000
Raw Material Cost ` 40 per unit
Direct Wages Cost ` 15 per unit
Overhead ` 40 per unit (inclusive of Depreciation ‘10 per unit)
Selling Price ` 130 per unit
Raw Material in Stock Average 30 days consumption
Work in Progress Stock Material 100% and Conversion Cost 50%
Finished Goods Stock 24,000 Units
Credit Allowed by the supplier 30 days
Credit Allowed to Purchasers 60 days
Direct Wages (Lag in payment) 15 days
Expected Cash Balance ` 2,00,000
Assume that production is carried on evenly throughout the year (360 days) and wages and overheads
accrue similarly. All sales are on the credit basis. You are required to CALCULATE the Net Working
Capital Requirement on Cash Cost Basis.

Ans. Calculation of Net Working Capital requirement:
(` ) (` )

A. Current Assets:
Inventories:
Stock of Raw material (Refer to Working note (iii) 1,44,000
Stock of Work in progress (Refer to Working note (ii) 7,50,000
Stock of Finished goods (Refer to Working note (iv) 20,40,000
Debtors for Sales(Refer to Working note (v) 1,02,000
Cash 2,00,000
Gross Working Capital 32,36,000 32,36,000
B. Current Liabilities:
Creditors for Purchases (Refer to Working note (vi) 1,56,000
Creditors for wages (Refer to Working note (vii) 23,250

1,79,250 1,79,250
Net Working Capital (A - B) 30,56,750
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Working Notes:
(i) Annual cost of production

(` )
Raw material requirements {(31,200 ×` 40) + (12,000 x ` 40)} 17,28,000
Direct wages {(31,200 × ` 15) +(12,000 X ` 15 x 0.5)} 5,58,000
Overheads (exclusive of depreciation) {(31,200 × ` 30) + (12,000 x ` 30 x 0.5)} 11,16,000
Gross Factory Cost 34,02,000
Less: Closing W.I.P [12,000 (` 40 + ` 7.5 + `15)] (7,50,000)
Cost of Goods Produced 26,52,000
Less: Closing Stock of Finished Goods (` 26,52,000 × 24,000/31,200) (20,40,000)
Total Cash Cost of Sales* 6,12,000
[*Note: Alternatively, Total Cash Cost of Sales = (31,200 units – 24,000 units) x (` 40 + ` 15 + ` 30) = `
6,12,000]

(ii) Work in progress stock
(` )

Raw material requirements (12,000 units × ` 40) 4,80,000
Direct wages (50% × 12,000 units × ` 15) 90,000
Overheads (50% × 12,000 units × ` 30) 1,80,000

7,50,000
(iii) Raw material stock

It is given that raw material in stock is average 30 days consumption. Since, the company is newly
formed; the raw material requirement for production and work in progress will be issued and consumed
during the year. Hence, the raw material consumption for the year (360 days) is as follows:

(` )
For Finished goods (31,200 × ` 40) 12,48,000
For Work in progress (12,000 × ` 40) 4,80,000

17,28,000

Raw material stock = 
 17,28,000 30days =  1,44,000
360days


`

` 

(iv) Finished goods stock:
24,000 units @ ` (40+15+30) per unit = ` 20,40,000

(v) Debtors for sale: 
60 days6,12,000 × = 1,02,000

360 days
` ` 

(vi) Creditors for raw material Purchases [Working Note (iii)]:
Annual Material Consumed (`12,48,000 + ` 4,80,000) ` 17,28,000
Add: Closing stock of raw material [(`17,28,000 x 30 days) / 360 days] `  1,44,000

` 18,72,000
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18,72,000Credit allowed by suppliers = × 30days = 1,56,000
360 days

` 
` 

(vii) Creditors for wages:
Outstanding wage payment = [(31,200 units x ` 15) + (12,000 units x ` 15 x .50)] x 15 days / 360 days

5,58,000
×15days = 23,250

360days
` 

` 

Q-2 You are given the following information:
(i) Estimated monthly Sales are as follows:

Rs. Rs.
January 1,00,000 June 80,000
February 1,20,000 July 1,00,000
March 1,40,000 August 80,000
April 80,000 September 60,000
May 60,000 October 1,00,000

 (ii) Wages and Salaries are estimated to be payable as follows:
Rs. Rs.

April 9,000 July 10,000
May 8,000 August 9,000
June 10,000 September 9,000

 (iii) Of the sales, 80% is on credit and 20% for cash. 75% of the credit sales are collected within one month
and the balance in two months. There are no bad debt losses.

(iv) Purchases amount to 80% of sales and are made and paid for in the month preceding the sales.
(v) The firm has taken a loan of Rs.1,20,000. Interest @ 10% p.a. has to be paid quarterly in January,April

and so on.
(vi) `The firm is to make payment of tax of Rs. 5,000 in July, 2019.
(vii) The firm had a cash balance of Rs. 20,000 on 1St April, 2019 which is the minimum desired level of cash

balance. Any cash surplus/deficit above/below this level is made up by temporary investments/
liquidation of temporary investments or temporary borrowings at the end of each month (interest on
these to be ignored).

 Required
PREPARE monthly cash budgets for six months beginning from April, 2019 on the basis of the above
information.

Ans. Computation – Collections from Debtors
Particulars Feb Mar Apr May Jun Jul Aug Sep

(Rs.) (Rs.) (Rs.) (Rs.) (Rs.) (Rs.) (Rs.) (Rs.)
Total Sales 1,20,000 1,40,000 80,000 60,000 80,000 1,00,000 80,000 60,000
Credit Sales
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(80% of
total Sales) 96,000 1,12,000 64,000 48,000 64,000 80,000 64,000 48,000
Collection
(within one
month) 72,000 84,000 48,000 36,000 48,000 60,000 48,000
Collection
(within two
months) 24,000 28,000 16,000 12,000 16,000 20,000
Total Collections 1,08,000 76,000 52,000 60,000 76,000 68,000

 Monthly Cash Budget for Six Months: April to September, 2019
Particulars April May June July August Sept.

(Rs.) (Rs.) (Rs.) (Rs.) (Rs.) (Rs.)
Receipts:
Opening Balance 20,000 20,000 20,000 20,000 20,000 20,000
Cash Sales 16,000 12,000 16,000 20,000 16,000 12,000
Collections
from Debtors 1,08,000 76,000 52,000 60,000 76,000 68,000
Total Receipts (A) 1,44,000 1,08,000 88,000 1,00,000 1,12,000 1,00,000
Payments:
Purchases 48,000 64,000 80,000 64,000 48,000 80,000
Wages and Salaries 9,000 8,000 10,000 10,000 9,000 9,000
Interest on Loan 3,000 —— —— 3,000 —— ——-
Tax Payment —— —— —— 5,000 —— ——-
Total Payment (B) 60,000 72,000 90,000 82,000 57,000 89,000
Minimum Cash Balance 20,000 20,000 20,000 20,000 20,000 20,000
Total Cash Required (C) 80,000 92,000 1,10,000 1,02,000 77,000 1,09,000
Surplus/ (Deficit) (A)-(C) 64,000 16,000 (22,000) (2,000) 35,000 (9,000)
Investment/F inancing:
Total effect of(Invest)/ Financing (D) (64,000) (16,000) 22,000 2,000 (35,000) 9,000
Closing Cash Balance(A) + (D) - (B) 20,000 20,000 20,000 20,000 20,000 20,000

Q-3 A firm maintains a separate account for cash disbursement. Total disbursement are Rs.10,50,000 per
month or Rs. 1,26,00,000 per year. Administrative and transaction cost of transferring cash to
disbursement account is Rs.20 per transfer. Marketable securities yield is 8% per annum.
COMPUTE the optimum cash balance according to William J. Baumol model.

Ans. The optimum cash balance C = 
2×Rs.1,26,00,000 ×Rs.20 =Rs.79,372.54

0.08
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Q-4 A bank is analysing the receivables of J Ltd. in order to identify acceptable collateral for a shortterm
loan. The company’s credit policy is 2/10 net 30. The bank lends 80 percent on accounts where customers
are not currently overdue and where the average payment period does not exceed 10 days past the net
period. A schedule of J Ltd.’s receivables has been prepared.
ANALYSE, how much will the bank lend on pledge of receivables, if the bank uses a 10 per centm
allowance for cash discount and returns?
Account Amount Rs. Days Outstanding Average Payment

in days Period  historically
74 25,000 15 20
91 9,000 45 60
107 11,500 22 24
108 2,300 9 10
114 18,000 50 45
116 29,000 16 10
123 14,000 27 48

1,08,800
Ans. Analysis of the receivables of J Ltd. by the bank in order to identify acceptable collateral for a shortterm

loan:
(i) The J Ltd.’s credit poli0cy is 2/10 net 30.

The bank lends 80 per cent on accounts where customers are not currently overdue and where the
average payment period does not exceed 10 days past the net period i.e. thirty days. From the
schedule of receivables of J Ltd. Account No. 91 and Account No. 114 are currently overdue and for
Account No. 123 the average payment period exceeds 40 days.
Hence Account Nos. 91, 114 and 123 are eliminated. Therefore, the selected Accounts are Account
Nos. 74, 107, 108 and 116.

(ii) Statement showing the calculation of the amount which the bank will lend on a pledge
ofreceivables if the bank uses a 10 per cent allowances for cash discount and returns

Account No. Amount(Rs.) 90 per cent of amount(Rs.) 80% of amount(Rs.)
(a) (b) = 90% of (a) (c) = 80% of (b)

74 25,000 22,500 18,000
107 11,500 10,350 8280
108 2,300 2,070 1,656
116 29,000 26,100 20,880

Total loan amount 48,816
Q-5 A newly formed company has applied to the commercial bank for the first time for financing its working

capital requirements. The following information is available about the projections for the current
year:
Estimated level of activity: 1,04,000 completed units of production plus 4,000 units of work-in progress.
Based on the above activity, estimated cost per unit is:
Raw material Rs. 80 per unit
Direct wages Rs. 30 per unit
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Overheads (exclusive of depreciation) Rs. 60 per unit
Total cost Rs. 170 per unit
Selling price Rs. 200 per unit
Raw materials in stock: Average 4 weeks consumption, work-in-progress (assume 50% completion
stage in respect of conversion cost) (materials issued at the start of the processing).
Finished goods in stock 8,000 units
Credit allowed by suppliers Average 4 weeks
Credit allowed to debtors/receivables Average 8 weeks

Lag in payment of wages
1

Average 1  weeks
2

Cash at banks (for smooth operation) is expected to be Rs.25,000
Assume that production is carried on evenly throughout the year (52 weeks) and wages and overheads
accrue similarly. All sales are on credit basis only.
CALCULATE
(i) Net Working Capital required;
(ii) Maximum Permissible Bank finance under first and second methods of financing as per Tandon

Committee Norms.

Ans. (i) Estimate of the Requirement of Working Capital
(Rs.) (Rs.)

A. Current Assets:
Raw material stock 6,64,615
(Refer to Working note 3)
Work in progress stock 5,00,000
(Refer to Working note 2)
Finished goods stock 13,60,000
(Refer to Working note 4)
Debtors/ Receivables 29,53,846
(Refer to Working note 5)
Cash and Bank balance 25,000 55,03,461

B. Current Liabilities:
Creditors for raw materials 7,15,740
(Refer to Working note 6)
Creditors for wages 91,731 (8,07,471)
(Refer to Working note 7) ________
Net Working Capital (A-B) 46,95,990

(ii)  The maximum permissible bank finance as per Tandon Committee Norms
First Method:
75% of the net working capital financed by bank i.e. 75% of Rs.46,95,990
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(Refer to (i) above)
= Rs. 35,21,993
Second Method:
(75% of Current Assets) - Current liabilities
= 75% of Rs. 55,03,461 - Rs. 8,07,471
(Refer to (i) above)
= Rs. 41,27,596 – Rs. 8,07,471
= Rs. 33,20,125

Working Notes:
1. Annual cost of production

Rs.
Raw material requirements (1,04,000 units x Rs. 80) 83,20,000
Direct wages (1,04,000 units x Rs. 30) 31,20,000
Overheads (exclusive of depreciation) (1,04,000 x Rs. 60) 62,40,000

1,76,80,000
2. Work in progress stock

Rs.
Raw material requirements (4,000 units x  Rs. 80) 3,20,000
Direct wages (50% x 4,000 units x Rs. 30) 60,000
Overheads (50% x 4,000 units x Rs.60) 1,20,000

5,00,000
3. Raw material stock

It is given that raw material in stock is average 4 weeks consumption. Since, the company is newly
formed, the raw material requirement for production and work in progress will be issued and consumed
during the year.
Hence, the raw material consumption for the year (52 weeks) is as follows:

Rs.
For Finished goods 83,20,000
For Work in progress 3,20,000

86,40,000

Raw material stock
86, 40,000

× 4 weeks    i.e. 6,64,615
52weeks

` 
` 

4. Finished goods stock
8,000 units @ Rs. 170 per unit = Rs. 13,60,000

5. Debtors for sale
Credit allowed to debtors Average 8 weeks
Credit sales for year (52 weeks) i.e. (1,04,000 units-8,000 units) 96,000 units
Selling price per unit Rs.200
Credit sales for the year (96,000 units x Rs. 200) Rs. 1,92,00,000
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Debtors
1,92,00, 000

× 8 weeks   i.e.    29, 53,846
52 weeks

` 
` 

(Debtor can also be calculated based on Cost of goods sold)
6. Creditors for raw material:

Credit allowed by suppliers Average 4 weeks
Purchases during the year (52 weeks) i.e.
(Rs. 83,20,000 + Rs. 3,20,000 + Rs. 6,64,615) Rs. 93,04,615
(Refer to Working notes 1,2 and 3 above)

Creditors
93, 04, 615

× 4 weeks   i.e.    7,15,740
52 weeks

` 
` 

7. Creditors for wages

Lag in payment of wages
1

Average 1 weeks
2

Direct wages for the year (52 weeks) i.e.
(Rs. 31,20,000 + Rs. 60,000) Rs. 31,80,000
(Refer to Working notes 1 and 2 above)

Creditors
31,80, 000 1

× 1 weeks      i.e  91,731
52weeks 2

`
` 

Q-6 RST Limited is considering relaxing its present credit policy and is in the process of evaluating two
proposed polices. Currently, the firm has annual credit sales of Rs 225 lakhs and accounts receivable
turnover ratio of 5 times a year. The current level of loss due to bad debts is Rs.7,50,000. The firm is
required to give a return of 20% on the investment in new accounts receivables. The company’s variable
costs are 60% of the selling price. Given the following information, DETERMINE which is a better option?

(Amount in lakhs)
Present Policy Policy Option I Policy Option II

Annual credit sales (Rs) 225 275 350
Accounts receivable turnover ratio 5 4 3
Bad debt losses (Rs) 7.5 22.5 47.5

Ans. Statement showing Evaluation of Credit Policies
(Amount in lakhs)

Particulars Present Proposed Proposed
Policy Policy I Policy II

A Expected Profit :
(a) Credit Sales 225.00 275.00 350.00
(b) Total Cost other than Bad Debts:
Variable Costs 135.00 165.00 210.00
(c) Bad Debts 7.50 22.50 47.50
(d) Expected Profit [(a)-(b)-(c)] 82.50 87.50 92.50

B Opportunity Cost of Investment in Receivables* 5.40 8.25 14.00
C Net Benefits [A-B] 77.10 79.25 78.50
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Recommendation: The Proposed Policy I should be adopted since the net benefits under this policy is
higher than those under other policies.
Working Note:
*Calculation of Opportunity Cost of Average Investments

Collection Period Rate of Return
Opportunity Cost = Total Cost × ×

12 100

Present Policy = Rs.135 lakhs × 2.4/12 × 20% = Rs. 5.40 lakhs
Proposed Policy I = Rs. 165 lakhs × 3/12 × 20% = Rs. 8.25 lakhs
Proposed Policy II = Rs. 210 lakhs × 4/12 × 20% = Rs. 14.00 lakhs

Q-7 Tony Limited, manufacturer of Colour TV sets is considering the liberalization of existing credit terms
to three of their large customers A, B and C. The credit period and likely quantity of TV sets that will be
sold to the customers in addition to other sales are as follows:
Quantity sold (No. of TV Sets)
Credit Period (Days) A B C
0 1,000 1,000 -
30 1,000 1,500 -
60 1,000 2,000 1,000
90 1,000 2,500 1,500
The selling price per TV set is ` 9,000. The expected contribution is 20% of the selling price. The cost of
carrying receivable averages 20% per annum.
You are required:
(a) COMPUTE the credit period to be allowed to each customer.

(Assume 360 days in a year for calculation purposes).
(b) DEMONSTRATE the other problems the company might face in allowing the creditperiod as

determined in (a) above?
Ans. (a) In case of customer A, there is no increase in sales even if the credit is given. Hence comparative

statement for B & C is given below:
Particulars Customer B Customer C
1. Credit period (days) 0 30 60 90 0 30 60 90
2. Sales Units 1,000 1,500 2,000 2,500 - - 1,000 1,500

` in lakhs ` in lakhs
3. Sales Value 90 135 180 225 - - 90 135
4. Contribution at 20%(A) 18 27 36 45 - - 18 27
5. Receivables:

Credit Period × Sales
360

- 11.25 30 56.25 - - 15 33.75

6. Debtors at cost
i.e.80% of 11.25 - 9 24 45 - - 12 27
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7. Cost of carryingdebtors
at 20% (B) - 1.8 4.8 9 - - 2.4 5.4

8. Excess ofcontributions
overcost of carrying
debtors (A – B) 18 25.2 31.2 36 - - 15.6 21.6

The excess of contribution over cost of carrying Debtors is highest in case of credit period of 90 days in
respect of both the customers B and C. Hence, credit period of 90 days should be allowed to B and C.

(B) Problem:
(i) Customer A is taking 1000 TV sets whether credit is given or not. Customer Cis taking 1000 TV sets

at credit for 60 days. Hence A also may demand creditfor 60 days compulsorily.
(ii) B will take 2500 TV sets at credit for 90 days whereas C would lift 1500 sets only. In such case B will

demand further relaxation in credit period i.e. B may ask for 120 days credit.
Q-8 Bita Limited manufactures used in the steel industry. The following information regarding the company

is given for your consideration:
(i) Expected level of production 9000 units per annum.
(ii) Raw materials are expected to remain in store for an average of two months before issue to

production.
(iii) Work-in-progress (50 percent complete as to conversion cost) will approximate to 1/2 month’s

production.
(iv) Finished goods remain in warehouse on an average for one month.
(v) Credit allowed by suppliers is one month.·
(vi) Two month’s credit is normally allowed to debtors.
(vii) A minimum cash balance of ` 67,500 is expected to be maintained.
(viii) Cash sales are 75 percent less than the credit sales.
(ix) Safety margin of 20 percent to cover unforeseen contingencies.
(x) The production pattern is assumed to be even during the year.
(xi) The cost structure for Bita Limited’s product is as follows:

`

Raw Materials  80 per unit
Direct Labour 20 per unit
Overheads (including depreciation `  20) 80 per unit
Total Cost 180 per unit
Profit 20 per unit
Selling Price 200 per unit
You are required to estimate the working capi tal requirement of Bita limited.
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Ans. Statement showing Estimate of Working Capital Requirement
(Amount in `) (Amount in `)

A. Current Assets
(i) Inventories:

- Raw material inventory 
9,000 units ×  80 ×2 month

12 months
 
 
 

` 
1,20,000

- Work in Progress:

9,000 units×  80
Raw material × 0.5 month

12 months
 
 
 

` 
30,000

9,000 units ×   80Wages × 0.5 month × 50%
12 months

 
 
 

`
3750

9,000 units ×   80
Overheads × 0.5 month × 50%

12 months
 
 
 

`
11,250 45,000

(Other than Depreciation)
Finished goods (inventory held for 1 months)

9,000 units ×   160 ×1 month
12 months

 
 
 

`
1,20,000

(ii) Debtors (for 2 months)

9,000 units ×   160 × 2 month × 80 % or
12 months

 
 
 

`
1,92,000

11,52,000 ×2month
12 months

 
 
 

(iii) Cash balance expected 67,500
Total Current assets 5,44,500

B. Current Liabilities

(i) Creditors for Raw material (1 month) 60,000

9,000 units×   160
Overheads ×2 month ×80 % or

12 months
9,000 units  80

×1month
12 months

 
  
 

  

`
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Total current liabilities 60,000
Net working capital (A – B) 4,84,500

Add: Safety margin of 20 percent 96,900
Working capital Requirement 5,81,400

Working Notes:
1. If Credit sales is x then cash sales is x-75% of x i.e. x/4.

Or x+0.25x = ` 18,00,000
Or x= ` 14,40,000
So, credit Sales is ` 14,40,000

Hence, Cash cost of credit sales 
14,40,000 × 4 = 11,52,000

5
 
 
 

` 
` 

2. It is assumed that safety margin of 20% is on net working capital.
3. No information is given regarding lag in payment of wages, hence ignored assuming it is paid regularly.
4. Debtors/Receivables is calculated based on total cost.

[If Debtors/Receivables is calculated based on sales, then debtors will be

9,000 units ×200 14,40,000× 80% or ×2 month = 2,40,000
12 months 12months

   
   
   

` 

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

Q-9 MN Ltd. has a current turnover of ` 30,00,000 p.a. Cost of Sale is 80% of turnover and Bad Debts are 2%
of turnover, Cost of Sales includes 70% variable cost and 30% Fixed Cost, while company’s required rate
of return is 15%. MN Ltd. currently allows 15 days credit to its customer, but it is considering increase
this to 45 days credit in order to increase turnover.
It has been estimated that this change in policy will increase turnover by 20%, while Bad Debts will
increase by 1%. It is not expected that the policy change will result in an increase in fixed cost and
creditors and stock will be unchanged.
Should MN Ltd. introduce the proposed policy? (Assume 360 days year)

Ans. Statement Showing Evaluation of Credit Policies
Particulars Present Policy Proposed Policy
A. Expected Contribution

(a) Credit Sales 30,00,000 36,00,000
(b) Less: Variable Cost 16,80,000 20,16,000
(c) Contribution 13,20,000 15,84,000
(d) Less: Bad Debts 60,000 1,08,000
(e) Contribution after Bad debt [(c)-(d)] 12,60,000 14,76,000

B. Opportunity Cost of investment inReceivables 15,000 54,000
C. Net Benefits [A-B] 12,45,000 14,22,000
D. Increase in Benefit 1,77,000
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Recommendation: Proposed Policy i.e credit from 15 days to 45 days should be implemented by NM
Ltd since the net benefit under this policy are higher than those under present policy.

Working Note: (1)
Present Policy(`) Propose Policy(`)

Sales 30,00,000 36,00,000
Cost of Sales (80% of sales) 24,00,000 28,80,000
Variable cost (70% of cost of sales) 16,80,000 20,16,000

2. Opportunity Costs of Average Investments

Collection Period
= Variable Cost = × Rate of Return

360

45
Present Policy = 24,00, 000 × × 15% = 54,000

360
` `

15
Proposed  Policy = 28,80, 000 × × 15% = 18, 000

360
` `

Q-10 Day Ltd., a newly formed company has applied to the Private Bank for the first time for financing it’s
Working Capital Requirements. The following informations are available about the projections for the
current year:
Estimated Level of Activity Completed Units of Production 31200 plus unit of work

inprogress 12000
Raw Material Cost ` 40 per unit
Direct Wages Cost ` 15 per unit
Overhead ` 40 per unit (inclusive of Depreciation ` 10 per unit)
Selling Price ` 130 per unit
Raw Material in Stock Average 30 days consumption
Work in Progress Stock Material 100% and Conversion Cost 50%
Finished Goods Stock 24000 Units
Credit Allowed by the supplier 30 days
Credit Allowed to Purchasers 60 days
Direct Wages (Lag in payment) 15 days
Expected Cash Balance ` 2,00,000
Assume that production is carried on evenly throughout the year (360 days) and wages and overheads
accrue similarly. All sales are on the credit basis. You are required to calculate the  Net Working Capital
Requirement on Cash Cost Basis.

Ans. Calculation of Net Working Capital requirement:
(` ) (` )

A. Current Assets:
Inventories:
Stock of Raw material(Refer to Working note (iii) 1,44,000
Stock of Work in progress(Refer to Working note (ii) 7,50,000
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Stock of Finished goods(Refer to Working note (iv) 20,40,000
Debtors for Sales(Refer to Working note (v) 1,02,000
Cash 2,00,000
Gross Working Capital 32,36,000 32,36,000
B. Current Liabilities:
Creditors for Purchases 1,56,000
(Refer to Working note (vi)
Creditors for wages(Refer to Working note (vii) 23,250

1,79,250 1,79,250
                     Net Working Capital (A - B) 30,56,750

Working Notes:
(i) Annual cost of production

(` )
Raw material requirements{(31,200 × ` 40) + (12,000 x ` 40)} 17,28,000
Direct wages {(31,200 × ` 15) +(12,000 x  ` 15 x 0.5)} 5,58,000
Overheads (exclusive of depreciation){(31,200 × ` 30) + (12,000 x ` 30 x 0.5)} 11,16,000
Gross Factory Cost 34,02,000
Less: Closing W.I.P [12,000 (` 40 + ` 7.5 + ` 15)] (7,50,000)
Cost of Goods Produced 26,52,000
Less: Closing Stock of Finished Goods(` 26,52,000 × 24,000/31,200) (20,40,000)
Total Cash Cost of Sales 6,12,000

(ii) Work in progress stock
(` )

Raw material requirements (12,000 units × `40) 4,80,000
Direct wages (50% × 12,000 units × ` 15) 90,000
Overheads (50% × 12,000 units × ` 30) 1,80,000

7,50,000
(iii) Raw material stock

It is given that raw material in stock is average 30 days consumption. Since, the company is newly
formed; the raw material requirement for production and work in progress will be issued and consumed
during the year. Hence, the raw material consumption for the year (360 days) is as follows:

(` )
For Finished goods (31,200 × ` 40) 12,48,000
For Work in progress (12,000 × ` 40) 4,80,000

17,28,000

17,28, 000
Raw material stock = × 30 days =  1,44, 000

360 days
`

`

(iv) Finished goods stock:
24,000 units @ ` (40+15+30) per unit = ` 20,40,000
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(v) Debtors for sale: 
60 days

6,12,000 × =  1, 02, 000
360 days

` `

(vi) Creditors for raw material Purchases [Working Note (iii)]:
Annual Material Consumed (` 12,48,000 + ` 4,80,000) `17,28,000
Add: Closing stock of raw material `  1,44,000

` 18,72,000

 18,72, 000
Credit allowed by suppliers = × 30 days = 1, 56,000

360 days
`

` 

(vii) Creditors for wages:

5, 58,000
Outstanding wage payment = × 30days = 23,250

360days
`

`

Q-11 A company is considering its working capital investment and financial policies for the next year.
Estimated fixed assets and current liabilities for the next year are ` 2.60 crores and ` 2.34 crores
respectively. Estimated Sales and EBIT depend on current assets investment, particularly inventories
and book-debts. The financial controller of the company is examining the following alternative Working
Capital Policies:

(` Crores)
Working Capital Policy Investment in CurrentAssets Estimated Sales EBIT
onservative 4.50 12.30 1.23
Moderate 3.90 11.50 1.15
Aggressive 2.60 10.00 1.00
After evaluating the working capital policy, the Financial Controller has advised the adoption of the
moderate working capital policy. The company is now examining the use of long-term and short-term
borrowings for financing its assets. The company will use ` 2.50 crores of the equity funds. The corporate
tax rate is 35%. The company is considering the following debt alternatives.

(` Crores)
Financing Policy Short-term Debt Long-term Debt
Conservative 0.54 1.12
Moderate 1.00 0.66
Aggressive 1.50 0.16
Interest rate-Average 12% 16%
You are required to CALCULATE the following:
(i) Working Capital Investment for each policy:

(a) Net Working Capital position
(b) Rate of Return
(c) Current ratio
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(ii) Financing for each policy:
(a) Net Working Capital position
(b) Rate of Return on Shareholders’ equity.
(c) Current ratio.

Ans.  (i) Statement showing Working Capital for each policy
(` in crores)

Working Capital Policy
Conservative Moderate Aggressive

Current Assets: (i) 4.50 3.90 2.60
Fixed Assets: (ii) 2.60 2.60 2.60
Total Assets: (iii) 7.10 6.50 5.20
Current liabilities: (iv) 2.34 2.34 2.34
Net Worth: (v)=(iii)-(iv) 4.76 4.16 2.86
Total liabilities: (iv)+(v) 7.10 6.50 5.20
Estimated Sales: (vi) 12.30 11.50 10.00
EBIT: (vii) 1.23 1.15 1.00
(a) Net working capital position: (i)-(iv) 2.16 1.56 0.26
(b) Rate of return: (vii)/(iii) 17.3% 17.7% 19.2%
(c) Current ratio: (i)/(iv) 1.92 1.67 1.11
(ii) tatement Showing Effect of Alternative Financing Policy

(` in crores)
Financing Policy Conservative Moderate Aggressive
Current Assets: (i) 3.90 3.90 3.90
Fixed Assets: (ii) 2.60 2.60 2.60
Total Assets: (iii) 6.50 6.50 6.50
Current Liabilities: (iv) 2.34 2.34 2.34
Short term Debt: (v) 0.54 1.00 1.50
Long term Debt: (vi) 1.12 0.66 0.16
Equity Capital (vii) 2.50 2.50 2.50
Total liabilities 6.50 6.50 6.50
Forecasted Sales 11.50 11.50 11.50
EBIT: (viii) 1.15 1.15 1.15
Less: Interest short-term debt:(ix) 0.06 0.12 0.18

(12% of ` 0.54) (12% of ` 1.00) (12% of ` 1.50)
Long term debt: (x) 0.18 0.11 0.03

(16% of ` 1.12) (16% of ` 0.66) (16% of ` 0.16)
Earning before tax:(xi) - (ix + x) 0.91 0.92 0.94
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Tax @ 35% (0.32) (0.32) (0.33)
Earning after tax: (xii) 0.59 0.60 0.61
(a) Net Working CapitalPosition: (i) - [(iv)+(v)] 1.02 0.56 0.06
(b) Rate of return onEquity shareholders’

capital : (xii)/(vii) 23.6% 24% 24.4%
(c) Current Ratio:[(i)/(iv)+(v)] 1.35 1.17 1.02

Q-12 A regular customer of your company has approached to you for extension of credit facility for purchasing
of goods. On analysis of past performance and on the basis of information supplied, the following
pattern of payment schedule emerges:

                           Pattern of Payment Schedule
At the end of 30 days 20% of the bill
At the end of 60 days 30% of the bill.
At the end of 90 days 30% of the bill.
At the end of 100 days 18% of the bill.
Non-recovery 2% of the bill.
 The customer wants to enter into a firm commitment for purchase of goods of `30 lakhs in 2019,
deliveries to be made in equal quantities on the first day of each quarter in the calendar year. The price
per unit of commodity is ` 300 on which a profit of `10 per unit is expected to be made. It is anticipated
that taking up of this contract would mean an extra recurring expenditure of ` 10,000 per annum. If the
opportunity cost is 18% per annum, would you as the finance manager of the company RECOMMEND
the grant of credit to the customer? Assume 1 year = 360 days

Ans. Statement showing the Evaluation of credit Policies
Particulars Proposed Policy `
A. Expected Profit:

(a) Credit Sales 30,00,000
(b) Total Cost

(i) Variable Costs 29,00,000
(ii) Recurring Costs 10,000

29,10,000
(c) Bad Debts 60,000
(d) Expected Profit [(a) – (b) – (c)] 30,000

B. Opportunity Cost of Investments in Receivables 1,00,395
C. Net Benefits (A – B) (70,395)
 Recommendation: The Proposed Policy should not be adopted since the net benefits under this policy
are negative
Working Note: Calculation of Opportunity Cost of Average Investments

Collection period Rate of Return
Opportunity Cost = Total  Cost × ×

360 100
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Particulars 20% 30% 30% 18% Total

A. Total Cost 5,82,000 8,73,000 8,73,000 5,23,800 28,51,800

B. Collection period 30/360 60/360 90/360 100/360

C. Required Rate of Return 18% 18% 18% 18%

D. Opportunity Cost]

(A × B × C) 8,730 26,190 39,285 26,190 1,00,395

Q-13 A company is considering its working capital investment and financial policies for the next year.
Estimated fixed assets and current liabilities for the next year are ` 2.60 crores and ` 2.34 crores
respectively. Estimated Sales and EBIT depend on current assets investment, particularly inventories
and book-debts. The Financial Controller of the company is examining the following alternative Working
Capital Policies:

(` in crore)

Working Capital Policy Investment inCurrent Assets Estimated Sales EBIT

Conservative 4.50 12.30 1.23

Moderate 3.90 11.50 1.15

Aggressive 2.60 10.00 1.00

After evaluating the working capital policy, the Financial Controller has advised the adoption of the
moderate working capital policy. The company is now examining the use of long-term and short-term
borrowings for financing its assets. The company will use ` 2.50 crores of the equity funds. The corporate
tax rate is 35%. The company is considering the following debt alternatives.

(` in crore)

Financing Policy Short-term Debt Long-term Debt

Conservative 0.54 1.12

Moderate 1.00 0.66

Aggressive 1.50 0.16

Interest rate-Average 12% 16%

You are required to CALCULATE the following:

(i) Working Capital Investment for each policy:

(a) Net Working Capital position

(b) Rate of Return

(c) Current ratio

(ii) Financing for each policy:

(a) Net Working Capital position.

(b) Rate of Return on Shareholders’ equity.

(c) Current ratio.
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Ans.(i) Statement showing Working Capital Investment for each policy
(` in crore)

Working Capital Policy
Conservative Moderate Aggressive

Current Assets: (i) 4.50 3.90 2.60
Fixed Assets: (ii) 2.60 2.60 2.60
Total Assets: (iii) 7.10 6.50 5.20
Current liabilities: (iv) 2.34 2.34 2.34
Net Worth: (v) = (iii) - (iv) 4.76 4.16 2.86
Total liabilities: (iv) + (v) 7.10 6.50 5.20
Estimated Sales: (vi) 12.30 11.50 10.00
EBIT: (vii) 1.23 1.15 1.00
(a) Net working capital position: (i) - (iv) 2.16 1.56 0.26
(b) Rate of return: (vii) /(iii) 17.32% 17.69% 19.23%
(c) Current ratio: (i)/ (iv) 1.92 1.67 1.11

(ii) Statement Showing Effect of Alternative Financing Policy
(` in crore)

Financing Policy Conservative Moderate Aggressive
CurrentAssets (i) 3.90 3.90 3.90
Fixed Assets (ii) 2.60 2.60 2.60
Total Assets (iii) 6.50 6.50 6.50
Current Liabilities (iv) 2.34 2.34 2.34
Short term Debt (v) 0.54 1.00 1.50
Total current liabilities 2.88 3.34 3.84
(vi) = (iv) + (v)
Long term Debt (vii) 1.12 0.66 0.16
Equity Capital (viii) 2.50 2.50 2.50
Total liabilities (ix) = (vi)+(vii)+(viii) 6.50 6.50 6.50
Forecasted Sales 11.50 11.50 11.50
EBIT (x) 1.15 1.15 1.15
Less: Interest on short-term debt 0.06 0.12 0.18

(12% of ` 0.54) (12% of ` 1) (12% of ` 1.5)
interest on long term debt 0.18 0.11 0.03

(16% of ` 1.12) (16% of `0.66) (16% of `0.16)
Earnings before tax (EBT) (xi) 0.91 0.92 0.94
Taxes @ 35% (xii) 0.32 0.32 0.33
Earnings after tax: (xiii) = (xi) – (xii) 0.59 0.60 0.61
(a) Net Working CapitalPosition: (i) - [(iv) + (v)] 1.02 0.56 0.06
(b) Rate of return onshareholders Equity capital:

(xiii)/ (viii) 23.6% 24.0% 24.4%
(c) Current Ratio (i) / (vi) 1.35 1.17 1.02
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Q-14 ABC Pvt. Ltd. is considering relaxing its present credit policy for accounts receivable and is in the
process of evaluating two proposed policies. Currently, the company has annual credit sales of ` 50
lakhs and accounts receivable turnover ratio of 4 times a year. The current level of loss due to bad debts
is ` 1,50,000. The company is required to give a return of 20% on the investment in new accounts
receivable. The company’s variable costs are 70% of the selling price. Given the following information,
IDENTIFY which is the better policy?

(Amount in `)
Particulars Present Policy Proposed Policy 1 Proposed Policy 2
Annual credit sales 50,00,000 60,00,000 67,50,000
Accounts receivable turnover ratio 4 times 3 times 2.4 times
Bad debt losses 1,50,000 3,00,000 4,50,000

Ans. Statement showing the Evaluation of Accounts Receivable Policies
(Amount in `)

Particulars Present Proposed Proposed
Policy Policy 1 Policy 2

A Expected Profit:
(a) Credit Sales 50,00,000 60,00,000 67,50,000
(b) Total Cost other than Bad Debts:

(i) Variable Costs 35,00,000 42,00,000 47,25,000
(c) Bad Debts 1,50,000 3,00,000 4,50,000
(d) Expected Profit [(a) – (b) – (c)] 13,50,000 15,00,000 15,75,000

B Opportunity Cost of Investments in
Accounts Receivable (Working Note) 1,75,000 2,80,000 3,93,750

C Net Benefits (A – B) 11,75,000 12,20,000 11,81,250
Recommendation: The Proposed Policy 1 should be adopted since the net benefits under this policy
are higher as compared to other policies.
Working Note:
Calculation of Opportunity Cost of Average Investments
Opportunity Cost = Total Cost × Collection period/12 × Rate of Return/100
Present Policy = ` 35,00,000 × 3/12 × 20% = ` 1,75,000
Proposed Policy 1 = ` 42,00,000 × 4/12 × 20% = ` 2,80,000
Proposed Policy 2 = ` 47,25,000 × 5/12 × 20% = ` 3,93,750

Q-15 DISCUSS Agency Problem and Agency Cost.
Ans. Agency Problem and Agency Cost: Though in a sole proprietorship firm, partnership etc., owners

participate in management but incorporates, owners are not active in management so, there is a
separation between owner/ shareholders and managers. In theory, managers should act in the best
interest of shareholders however in reality, managers may try to maximise their individual goal like
salary, perks etc., so there is a principal agent relationship between managers and owners, which is
known as Agency Problem. In a nutshell, Agency Problem is the chances that managers may place
personal goals ahead of the goal of owners. Agency Problem leads to Agency Cost. Agency cost is the
additional cost borne by the shareholders to monitor the manager and control their behaviour to
maximise shareholders wealth. Generally, Agency Costs are of four types (i) monitoring (ii) bonding
(iii) opportunity (iv) structuring.
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Q-16 EXPLAIN Billing float and Mail float with reference to management of cash.
Ans. Billing Float: An invoice is the formal document that a seller prepares and sends to the purchaser as the

payment request for goods sold or services provided. The time between the sale and the mailing of the
invoice is the billing float.
Mail Float: This is the time when a cheque is being processed by post office, messenger service or
other means of delivery.

Q-17 STATE any four factors which need to be considered while planning for working capital requirement.

Ans. Some of the factors which need to be considered while planning for working capital requirement are-
(i) Cash: Identify the cash balance which allows for the business to meet day- to-day expenses, but

reduces cash holding costs.
(ii) Inventory: Identify the level of inventory which allows for uninterrupted production but reduces

the investment in raw materials and hence increases cash flow; the techniques like Just in Time
(JIT) and Economic order quantity (EOQ) are used for this.

(iii) Receivables: Identify the appropriate credit policy, i.e., credit terms which will attract customers,
such that any impact on cash flows and the cash conversion cycle will be offset by increased
revenue and hence Return on Capital (or vice versa). The tools like Discounts and allowances are
used for this.

(iv) Short-term Financing Options: Inventory is ideally financed by credit granted by the supplier;
dependent on the cash conversion cycle, it may however, be necessary to utilize a bank loan (or
overdraft), or to “convert debtors to cash” through “factoring” in order to finance working capital
requirements.

(v) Nature of Business: For e.g. in a business of restaurant, most of the sales are in Cash.
Therefore, need for working capital is very less.

(vi) Market and Demand Conditions: For e.g. if an item’s demand far exceeds its production, the
working capital requirement would be less as investment in finished goods inventory would be
very less.

(vii) Technology and Manufacturing Policies: For e.g. in some businesses the demand for goods is
seasonal, in that case a business may follow a policy for steady production through out over the
whole year or instead may choose policy of production only during the demand season.

(viii) Operating Efficiency: A company can reduce the working capital requirement by eliminating waste,
improving coordination etc.

(ix) Price Level Changes: For e.g. rising prices necessitate the use of more funds for maintaining an
existing level of activity. For the same level of current assets, higher cash outlays are required.
Therefore, the effect of rising prices is that a higher amount of working capital is required.

Q-18 The following figures and ratios are related to a company:
(i) Sales for the year (all credit)  ̀  90,00,000
(ii) Gross Profit ratio 35 percent
(iii) Fixed assets turnover (based on cost of goods sold) 1.5
(iv) Stock turnover (based on cost of goods sold)  6
(v) Liquid ratio  1.5:1
(vi) Current ratio 2.5:1
(vii) Receivables (Debtors) collection period 1 month
(viii) Reserves and surplus to Share capital  1:1.5
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(ix) Capital gearing ratio 0.7875
(x) Fixed assets to net worth 1.3 : 1
You are required to PREPARE:
(a) Balance Sheet of the company on the basis of above details.
(b) The statement showing working capital requirement, if the company wants to make a provision

for contingencies @ 15 percent of net working capital.
Ans. Working Notes:

(i) Cost of Goods Sold  = Sales – Gross Profit (35% of Sales)
= ` 90,00,000 –` 31,50,000
= ̀  58,50,000

(ii) Closing Stock = Cost of Goods Sold / Stock Turnover
= ` 58,50,000/6 = ‘ 9,75,000

(iii) Fixed Assets = Cost of Goods Sold / Fixed Assets Turnover
= ` 58,50,000/1.5
= ̀  39,00,000

(iv) Current Assets:
Current Ratio = 2.5 and Liquid Ratio = 1.5
Inventories (Stock) = 2.5 – 1.5 = 1
Current Assets = Amount of Inventories (Stock) × 2.5/1

= ` 9,75,000 × 2.5/1 = ` 24,37,500
(v) Liquid Assets (Receivables and Cash)

= Current Assets – Inventories (Stock)
=  ` 24,37,500 –  ` 9,75,000
=  ̀ 14,62,500

(vi) Receivables (Debtors) = Sales × Debtors Collection period /12
=  ` 90,00,000 × 1/12
= ` 7,50,000

(vii) Cash  = Liquid Assets – Receivables (Debtors)
=  `14,62,500 – ` 7,50,000 = ` 7,12,500

(viii) Net worth = Fixed Assets /1.3
= ̀  39,00,000/1.3 = ‘ 30,00,000

(ix) Reserves and Surplus
Reserves and Share Capital = Net worth
Net worth = 1 + 1.5 = 2.5
Reserves and Surplus =  ̀  30,00,000 × 1/2.5

=  ̀  12,00,000
(x) Share Capital  = Net worth – Reserves and Surplus

= ` 30,00,000 – ` 12,00,000
= ̀  18,00,000

(xi) Current Liabilities = Current Assets/ Current Ratio
= ` 24,37,500/2.5 = ` 9,75,000

(xii) Long-term Debts
Capital Gearing Ratio = Long-term Debts / Equity Shareholders’ Fund
Long-term Debts = ̀ 30,00,000 × 0.7875 = ̀ 23,62,500
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(a) Balance Sheet of the Company
Particulars Figures as at Figures as at

31-03-2020 (`) 31-03-2019 (`)
I. EQUITY AND LIABILITIES

Shareholders’ funds
(a) Share capital 18,00,000 -
(b) Reserves and surplus  12,00,000  -
Non-current liabilities
(a) Long-term borrowings 23,62,500  -
Current liabilities 9,75,000  -
TOTAL 63,37,500 -

II. ASSETS
Non-current assets
Fixed assets  39,00,000 -
Current assets
Inventories 9,75,000  -
Trade receivables 7,50,000  -
Cash and cash equivalents 7,12,500  -
TOTAL 63,37,500  -

(b) Statement Showing Working Capital Requirement
Particulars (` )
A. Current Assets

(i) Inventories (Stocks)  9,75,000
(ii) Receivables (Debtors) 7,50,000
(iii) Cash in hand & at bank 7,12,500
Total Current Assets 24,37,500

B. Current Liabilities:
Total Current Liabilities 9,75,000
Net Working Capital (A – B) 14,62,500
Add: Provision for contingencies
(15% of Net Working Capital) 2,19,375
Working capital requirement 16,81,875

Q-19 A company wants to follow a more prudent policy to improve its sales for the region which is ` 9 lakhs
per annum at present, having an average collection period of 45 days. After certain researches, the
management consultant of the company reveals the following information:

Credit Increase in Increase in sales Present default
Policy collection period anticipated

W 15 days ` 60,000 1.5%
X 30 days ` 90,000 2%
Y 45 days ` 1,50,000 3%
Z 70 days  ̀  2,10,000 4%

The selling price per unit is ` 3. Average cost per unit is ` 2.25 and variable costs per unit are ` 2. The
current bad debt loss is 1%. Required return on additional investment is 20%.
(Assume 360 days year)
ANALYSE which of the above policies would you recommend for adoption?
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Ans. A. Statement showing the Evaluation of Debtors Policies (Total Approach)
(Amount in `)

Particulars Present Proposed Proposed Proposed Proposed
Policy 45 Policy W Policy X Policy Y Policy Z

days 60 days 75 days 90 days 115 days

I. Expected Profit:
(a) Credit Sales 9,00,000 9,60,000 9,90,000 10,50,000 11,10,000

(b) Total Cost other

than Bad Debts
(i) Variable Costs 6,00,000 6,40,000 6,60,000 7,00,000 7,40,000

[Sales × 2/ 3]

(ii) Fixed Costs 75,000 75,000 75,000 75,000 75,000
6,75,000 7,15,000 7,35,000 7,75,000 8,15,000

(c) Bad Debts 9,000 14,400 19,800 31,500 44,400

(d) Expected Profit 2,16,000  2,30,600 2,35,200 2,43,500 2,50,600

[(a) – (b) – (c)]

II. Opportunity Cost of 16,875 23,833 30,625 38,750 52,069

Investments in
Receivables

III. Net Benefits (I – II) 1,99,125 2,06,767 2,04,575 2,04,750 1,98,531

Recommendation: The Proposed Policy W (i.e. increase in collection period by 15 days or total 60 days)
should be adopted since the net benefits under this policy are higher as compared to other policies.
Working Notes:
(i) Calculation of Fixed Cost = [Average Cost per unit – Variable Cost per unit]

× No. of Units sold
= [` 2.25 - ` 2.00] × (` 9,00,000/3)
= ̀ 0.25 × 3,00,000 = ̀  75,000

(ii) Calculation of Opportunity Cost of Average Investments

 Opportunity Cost = Total Cost x 

Present Policy =  6,75,000 

Policy W =  7,15,000 

Policy X =  7,35,000 

Policy Y =  7,75,000 

Policy Z =  8,15,000 
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B. Another method of solving the problem is Incremental Approach. Here we assume that sales are all
credit sales.

(Amount in `)
Particulars Present Proposed Proposed Proposed Proposed

Policy 45 Policy W Policy X Policy Y 90 Policy Z
days 60 days 75 days days 115 days

I. Incremental Expected
Profit:
(a) Incremental Credit Sales 0  60,000 90,000 1,50,000 2,10,000
(b) Incremental Costs

(i)  Variable Costs 6,00,000 40,000 60,000 1,00,000 1,40,000
(ii) Fixed Costs 75,000 - - - -

(c) Incremental Bad Debt 9,000 5,400 10,800 22,500 35,400
Losses

(d) Incremental Expected
profit (a-b-c) 14,600 19,200 27,500 34,600

ii. Required return on Incremental
Investment:
(a)  Cost of Credit

Sales 6,75,000 7,15,000 7,35,000 7,75,000 8,15,000
(b) Collection period 45 60 75 90 115
(c) Investment inReceivable

(a × b/360) 84,375 1,19,167 1,53,125 1,93,750 2,60,347
(d) Incremental

Investment in
Receivables - 34,792 68,750 1,09,375 1,75,972

(e)  Required Rate of
Return (in %) - 20 20 20 20

(f) Required Retuen on
incremental - 6,958 13,750 21,875 35,195

iii Net Benefits (I-II) - 7,642 5,450 5,625 (594)
Recommendation: The Proposed Policy W should be adopted since the net benefits under this
policy are higher than those under other policies.

C. Another method of solving the problem is by computing the Expected Rate of Return

Expected Rate of Return = 0
Incremental Expected Profit

Incremental Investment in Receivabl s
× 10

e
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For Policy W =
14,600

×100 - 41.96%
34,792

`

`

For Policy X =
19,200

×100 - 27.93%
,750

`

`68

For Policy Y =
,500

× 100 - 25.14%
,09,375

`27

`1

For Policy Z =
,600

× 100 - 19.66%
,75,972

`34

`1
Recommendation: The Proposed Policy W should be adopted since the Expected Rate of Return (41.96%)
is more than the Required Rate of Return (20%) and is highest among the given policies compared.

Q-20 On 01st April, 2020, the Board of Director of ABC Ltd. wish to know the amount of working capital that
will be required to meet the programme they have planned for the year. From the following information,
PREPARE a working capital requirement forecast and a forecast profit and loss account and balance
sheet:
Issued share capital ` 6,00,000
10% Debentures ` 1,00,000
Fixed Assets ` 4,50,000
Production during the previous year was 1,20,000 units; it is planned that this level of activity should be
maintained during the present year.
The expected ratios of cost to selling price are: raw materials 60%, direct wages 10% overheads 20%
Raw materials are expected to remain in store for an average of two months before issue to production.
Each unit of production is expected to be in process for one month. The time lag in wage payment is
one month.
Finished goods will stay in the warehouse awaiting dispatch to customers for approximately three
months.
Credit allowed by creditors is two months from the date of delivery of raw materials. Credit given to
debtors is three months from the date of dispatch.
Selling price is ` 5 per unit.
There is a regular production and sales cycle and wages and overheads accrue evenly.

Ans.  Forecast Profit and Loss Account for the period 01.04.2020 to 31.03.2021
Particulars ` Particulars `
Materials consumed 3,60,000 By Sales 1,20,000 @ ` 5 6,00,000
1,20,000 @ ̀  3
 Direct wages : 60,000
1,20,000 @ ̀  0.50
Overheads : 1,20,000
1,20,000 @ ̀  1
Gross profit c/d 60,000

6,00,000 6,00,000
Debenture interest 10,000 By gross profit b/d 60,000
(10% of 1,00,000)
Net profit c/d 50,000

60,000 60,000
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 Working Capital Requirement Forecast for the year 01.04.2020 to 31.03.2021
Particulars Period Total (`) Current Assets Current

Liabilities
(Months) (`) (`)

Raw Work-in Finished Debtors Creditors
materials progress goods

1.Material
In store 2 60,000
In work-
in progress 1 30,000
In finished goods 3 90,000
Credit to Debtors 3 90,000

9
Less :Credit 2 60,000
from creditors
Net blockperiod 7 2,10,000
2. Wages:
In work- 1/2 2,500
inprogress
In finished goods 3 15,000
Credit to debtors 3 15,000

6½
Less : Timelag 1 5,000
inpayment
Net block 5 ½ 27,500
period
3.Overhea
ds:
In work- ½ 5,000
inprogress
In finished 3 30,000
goods
Credit to 3 30,000
debtors
Net block 6½ 65,000
period
4.Profit
Credit to 3 15,000
debtors
Net block 3 15,000
period
Total (`) 3,17,500 60,000 37,500 1,35,000 1,50,000 65,000
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Forecast Balance Sheet as on 31.03.2021
(`) (`)

Issued share capital 6,00,000 Fixed Assets 4,50,000
Profit and Loss A/c 50,000 Current Assets:
10% Debentures 1,00,000 Stock:
Sundry creditors 65,000 Raw materials  60,000
Bank overdraft- Work-in-progress 37,500
Balancing figure 17,500 Finished goods 1,35,000 2,32,500

Debtors 1,50,000
8,32,500 8,32,500

The Total amount of working capital, thus, stands as follows: `

Requirement as per working capital `3,17,500
Less: Bank overdraft as per balance sheet 17,500
Net requirement 3,00,000
Notes:
1. Average monthly production: 1,20,000 ÷ 12 = 10,000 units
2. Average cost per month:

Raw Material 10,000 × (` 5 × 0.6) = ̀  30,000
Direct wages 10,000 × (` 5 × 0.1) = ` 5,000
Overheads 10,000 × (` 5 × 0.2) = ̀  10,000

3. Average profit per month: 10,000 × (` 5 × 0.1) = ` 5,000
4. Wages and overheads accrue evenly over the period and, hence, are assumed to be completely

introduced for half the processing time.
Q-21 The following information is provided by MNP Ltd. for the year ending 31st March, 2020:

Raw Material Storage period 45 days
Work-in-Progress conversion period 20 days
Finished Goods storage period 25 days
Debt Collection period 30 days
Creditors payment period 60 days
Annual Operating Cost ` 25,00,000
(Including Depreciation of ` 2,50,000)
Assume 360 days in a year.
You are required to calculate:
(i) Operating Cycle period
(ii) Number of Operating Cycle in a year.
(iii) Amount of working capital required for the company on a cost basis.
(iv) The company is a market leader in its product and it has no competitor in the market.

Based on a market survey it is planning to discontinue sales on credit and deliver products based
on pre-payments in order to reduce its working capital requirement substantially. You are required
to compute the reduction in working capital requirement in such a scenario.
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Ans. (i) Calculation of Operating Cycle Period:
Operating Cycle Period = R + W + F + D – C

= 45 + 20 + 25 + 30 – 60 = 60 days
(ii) Number of Operating Cycle in a Year

360 360=
Operating cycle period 60 = 6

(iii) Amount of Working Capital Required

=
25,00,000 - 2,50,000Annual operating cost

=
Number of operating cycle 6

` `

=
22,50,000

6
` 

= ̀  3,75,000

(iv) Reduction in Working Capital
Operating Cycle Period = R + W + F – C

= 45 + 20 + 25 – 60 = 30 days

Amount of Working Capital Required = 
22,50,000

30
360


` 

= ` 1,87,500

Reduction in Working Capital = ` 3,75,000 – ` 1,87,500 = ` 1,87,500
Note: If we use Total Cost basis, then amount of Working Capital required will be ` 4,16,666.67 (approx.)
and Reduction in Working Capital will be ` 2,08,333.33 (approx.)

Q-22 PK Ltd., a manufacturing company, provides the following information:
(`)

Sales 1,08,00,000
Raw Material Consumed 27,00,000
Labour Paid 21,60,000
Manufacturing Overhead (Including Depreciation for the year ` 3,60,000) 32,40,000
Administrative & Selling Overhead 10,80,000
Additional Information:
(a) Receivables are allowed 3 months’ credit.
(b) Raw Material Supplier extends 3 months’ credit.
(c) Lag in payment of Labour is 1 month.
(d) Manufacturing Overhead are paid one month in arrear.
(e) Administrative & Selling Overhead is paid 1 month advance.
(f) Inventory holding period of Raw Material & Finished Goods are of 3 months.
(g) Work-in-Progress is Nil.
(h) PK Ltd. sells goods at Cost plus 33S!%.
(i) Cash Balance ` 3,00,000.
(j) Safety Margin 10%.
You are required to compute the Working Capital Requirements of PK Ltd. on Cash Cost basis.
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Ans. Statement showing the requirements of Working Capital (Cash Cost basis)
Particulars (`) (`)
A. Current Assets:
Inventory:

Stock of Raw material (` 27,00,000 × 3/12) 6,75,000
Stock of Finished goods (` 77,40,000 × 3/12) 19,35,000

Receivables (` 88,20,000 × 3/12) 22,05,000
Administrative and Selling Overhead (` 10,80,000 × 1/12) 90,000
Cash in Hand 3,00,000
Gross Working Capital 52,05,000 52,05,000
B. Current Liabilities:
Payables for Raw materials* (` 27,00,000 × 3/12) 6,75,000
Outstanding Expenses:

Wages Expenses (` 21,60,000 × 1/12) 1,80,000
Manufacturing Overhead (` 28,80,000 × 1/12) 2,40,000

Total Current Liabilities 10,95,000 10,95,000
Net Working Capital (A-B) 41,10,000
Add: Safety margin @ 10%  4,11,000
Total Working Capital requirements 45,21,000
Working Notes:
(i)
(A) Computation of Annual Cash Cost of Production (`)

Raw Material consumed 27,00,000
Wages (Labour paid) 21,60,000
Manufacturing overhead (` 32,40,000 - ` 3,60,000) 28,80,000
Total cash cost of production 77,40,000

(B) Computation of Annual Cash Cost of Sales (`)
Cash cost of production as in (A) above 77,40,000
Administrative & Selling overhead 10,80,000
Total cash cost of sales 88,20,000
*Purchase of Raw material can also be calculated by adjusting Closing Stock and Opening Stock

(assumed nil). In that case Purchase will be Raw material consumed +Closing Stock-Opening Stock i.e
`27,00,000 + `6,75,000 - Nil = `33,75,000. Accordingly, Total Working Capital requirements (` 43,35,375)
can be calculated.

Q-23 Explain Electronic Cash Management System.
Ans. Electronic Cash Management System: Most of the cash management systems now-adays are

electronically based, since ‘speed’ is the essence of any cash managementsystem. Electronically,
transfer of data as well as funds play a key role in any cash management system. Various elements in
the process of cash management are linked through a satellite. Various places that are interlinked may
be the place where the instrument is collected, the place where cash is to be transferred in company’s
account, the place where the payment is to be transferred etc.
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Q-24 Current annual sale of SKD Ltd. is ` 360 lakhs. It’s directors are of the opinion that company’s current
expenditure on receivables management is too high and with a view to reduce the expenditure they
are considering following two new alternate credit policies:

Policy X Policy Y
Average collection period 1.5 months 1 month
% of default 2% 1%
Annual collection expenditure ` 12 lakh ` 20 lakh
Selling price per unit of product is ` 150. Total cost per unit is ` 120.
Current credit terms are 2 months and percentage of default is 3%.
Current annual collection expenditure is ` 8 lakh. Required rate of return on investment of SKD Ltd. is
20%. Determine which credit policy SKD Ltd. should follow.

Ans. Statement showing the Evaluation of Credit policies (Total Approach)
Particulars Present Proposed Proposed

Policy Policy X Policy Y
(2 Months) (1.5 Months)  (1 Month)
` in lakhs ` in lakhs ` in lakhs

A. Expected Profit:
(a) Credit Sales* 360 360 360
(b) Total Cost other than Bad Debts

and collection expenditure
(360/150 x 120) 288 288 288

(c) Bad Debts 10.8 7.2 3.6
(360 x 0.03)  (360 x 0.02)  (360 x 0.01)

(d) Collection expenditure 8 12 20
(e) Expected Profit [(a) – (b) – (c) - (d)] 53.2 52.8 48.4

B. Opportunity Cost of Investments
in Receivables (Working Note) 9.6 7.2 4.8

C. Net Benefits (A – B) 43.6 45.6 43.6
Recommendation: The Proposed Policy X should be followed since the net benefits under this policy
are higher as compared to other policies.
*Note: It is assumed that all sales are on credit.
Working Note:
Calculation of Opportunity Cost of Average Investments

Opportunity Cost = Total Cost ×  
Collection period Rate of Re turn

×
12 100

Present Policy = ` 288 lakhs x 
2 20

× = 9.6lakhs
12 100

` 
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Policy X = ` 288 lakhs ×  
1.5 20

× = 7.2 lakhs
12 100

` 

Policy Y = ` 288 lakhs × 
1 20

× = 4.8 lakhs
12 100

` 

Alternatively
Statement showing the Evaluation of Credit policies (Incremental Approach)

Particulars Present Proposed Proposed
Policy Policy X Policy Y

(2 Months) (1.5 Months)  (1 Month)
` in lakhs ` in lakhs ` in lakhs

(a) Credit Sales* 360 360 360
(b) Cost of sales (360/150 x 120)  288  288 288
(c) Receivables (Refer Working Note)  48  36  24
(d) Reduction in receivables from - 12 24
present policy

(A) Savings in Opportunity Cost of
Investment in Receivables (@ 20%) - 2.4  4.8
(e) Bad Debts 10.8 7.2 3.6

(360 x 0.03) (360 x 0.02) (360 x 0.01)
(B) Reduction in bad debts from

present policy - 3.6 7.2
(f) Collection expenditure 8 12 20

(C) Increase in Collection expenditure
from Present policy - 4 12

(D) Net Benefits (A +B-C) 2 0
Recommendation: The Proposed Policy X should be followed since the net benefits under this policy
are higher as compared to other policies.
*Note: It is assumed that all sales are on credit.
Working Note:
Calculation of Investment in Receivables

= Total Cost × 
Collection period

12

Present Policy = ` 288 lakhs × 
2

= 48 lakhs
12

`
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Policy X = ` 288 lakhs × 
1.5

= 36 lakhs
12

`

Policy Y = ` 288 lakhs × 
1

= 24 lakhs
12

`

Q-25 Describe the salient features of FORFAITING.
Ans. The Salient features of forfaiting are:

• It motivates exporters to explore new geographies as payment is assured.
• An overseas buyer (importer) can import goods and services on deferred payment terms.
• The exporter enjoys reduced transaction costs and complexities of international trade

transactions.
• The exporter gets to compete in the international market and can continue to put his working

capital to good use to scale up operations.
• While importers avail of forfaiting facility from international financial institutions in order to

finance their imports at competitive rates.
Q-26 The management of Trux Company Ltd. is planning to expand its business and consults you to prepare

an estimated working capital statement. The records of the company reveals the following annual
information:

(`)
Sales – Domestic at one month’s credit 18,00,000
Export at three month’s credit (sales price 10% below domestic price) 8,10,000
Materials used (suppliers extend two months credit) 6,75,000
Lag in payment of wages – ½ month 5,40,000
Lag in payment of manufacturing expenses (cash) – 1 month 7,65,000
Lag in payment of Administration Expenses – 1 month 1,80,000
Selling expenses payable quarterly in advance 1,12,500
Income tax payable in four installments, of which one falls in the nextfinancial year 1,68,000
Rate of gross profit is 20%. Ignore work-in-progress and depreciation.
The company keeps one month’s stock of raw materials and finished goods (each) and believes in
keeping ` 2,50,000 available to it including the overdraft limit of ` 75,000 not yet utilized by the
company.
The management is also of the opinion to make 10% margin for contingencies on computed figure.
You are required to PREPARE the estimated working capital statement for the next year.

Ans.  Preparation of Statement of Working Capital Requirement for Trux Company Ltd.
(`) (`)

A. Current Assets
(i) Inventories:

Material (1 month)

 
 
 

6,75,000
×1month

12months
`

56,250

Finished goods (1 month)

Navkar Digital Institute | Paper 8A : Compiler | Most Imp collection of Chapterwise Que. & Ans. -297-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


 
 
 

21,60, 000
×1month

12months
`

1,80,000 2,36,250

(ii) Receivables (Debtors)

For Domestic Sales
 
 
 

15,17, 586
×1month

12months
`

1,26,466

For Export Sales
 
 
 

7, 54,914
×3month

12months
`

1,88,729 3,15,195

(iii) Prepayment of Selling expenses

 
 
 

×3month
12month

2
s

1,1 , 500`
28,125

(iii) Cash in hand & at bank 1,75,000
Total Current Assets 7,54,570

B. Current Liabilities:
(i) Payables (Creditors) for materials (2 months)

 
 
 

×2month
12month

5
s

6,7 ,000`
1,12,500

(ii) Outstanding wages (0.5 months)

 
 
 

5
× 0.5month

12months
,40, 000`

22,500

(iii) Outstanding manufacturing expenses

 
 
 

7
×1month

12month
,

s
,65 000`

63,750

(iv) Outstanding administrative expenses

 
 
 

1
×1month

12month
,

s
,80 000`

15,000

(v) Income tax payable 42,000
Total Current Liabilities 2,55,750
Net Working Capital (A – B) 4,98,820

Add: 10% contingency margin 49,882
Total Working Capital required 5,48,702
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Working Notes:
1. Calculation of Cost of Goods Sold and Cost of Sales

Domestic (`) Export (`) Total (`)
Domestic Sales 18,00,000 8,10,000 26,10,000
Less: Gross profit @ 20% ondomestic 3,60,000 90,000 4,50,000
sales and 11.11% onexport sales
(Working note-2)
Cost of Goods Sold 14,40,000 7,20,000 21,60,000
Add: Selling expenses (Workingnote-3) 77,586 34,914 1,12,500
Cash Cost of Sales 15,17,586 7,54,914 22,72,500

2. Calculation of gross profit on Export Sales
Let domestic selling price is ` 100. Gross profit is ` 20, and then cost per unit is ` 80
Export price is 10% less than the domestic price i.e. ` 100 – (1- 0.1) = ` 90
Now, gross profit will be = ` 90 - ` 80 = ` 10

So, Gross profit ratio at export price will be 
10

×100 =11.11%
90

`

`

3. Apportionment of Selling expenses between Domestic and Exports sales:
Apportionment on the basis of sales value:

Domestic Sales
1,12, 500

26,10,000
6 = × 18,00, 000 = 77,58

`
` `

`

 Exports Sales 
1,12, 500

26,10,000
4 = × 8,10, 000= 34,91

`
` `

`

4. Assumptions
(i) It is assumed that administrative expenses is related to production activities.
(ii) Value of opening and closing stocks are equal.

Q-27 MT Ltd. has been operating its manufacturing facilities till 31.3.2021 on a single shift working with the
following cost structure:

Per unit (`)
Cost of Materials 24
Wages (out of which 60% variable) 20
Overheads (out of which 20% variable) 20

64
Profit 8
Selling Price 72
As at 31.3.2021 with the sales of ` 17,28,000, the company held:
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(`)
Stock of raw materials (at cost) 1,44,000
Work-in-progress (valued at prime cost) 88,000
Finished goods (valued at total cost) 2,88,000
Sundry debtors 4,32,000
In view of increased market demand, it is proposed to double production by working an extra shift. It
is expected that a 10% discount will be available from suppliers of raw materials in view of increased
volume of business. Selling price will remain the same. The credit period allowed to customers will
remain unaltered. Credit availed from suppliers will continue to remain at the present level i.e. 2
months. Lag in payment of wages and overheads will continue to remain at one month.
You are required to CALCULATE the additional working capital requirements, if the policy to increase
output is implemented, to assess the impact of double shift for long term as a matter of production
policy.

Ans. Workings:
(1) Statement of cost at single shift and double shift working

24,000 units 48,000 Units
Per unit(`) Total(`) Per unit(`) Total(`)

Raw materials 24 5,76,000 21.6 10,36,000
Wages:

Variable 12 2,88,000 12 5,76,000
Fixed 8 1,92,000 4 1,92,000

Overheads:
Variable 4 96,000 4 1,92,000
Fixed 16 3,84,000 8 3,84,000

Total cost 64 15,36,000 49.6 23,80,800
Profit 8 1,92,000 22.4 10,75,200
Sales 72 17,28,000 72 34,56,000

(2) Sales in units 2020-21 = = = 24, 000units
Sales 17,28, 000

Unit sell r 72ing p ice
`

`

(3) Stock of Raw Materials in units on 31.3.2021

Value of stock
Cost perun

s
i

1,44,000
= = = 6, 000unit

24t
`

`

(4) Stock of work-in-progress in units on 31.3.2021

 
Value of work - in -progress 8

s
8,000

Pr imeCos
=

t per u 4
= = ,

ni
0

t 2
0

+ 20
2 0 unit

`

`

(5) Stock of finished goods in units 2020-21
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Value of stock 2,88, 000
Tota

s
lCost per 

= = = 4 5
un

, 00unit
64it

`

`

Comparative Statement of Working Capital Requirement
Single Shift (24,000 units) Double Shift (48,000 units)

Units Rate Amount Units Rate Amount
(` ) (` ) (` ) (` )

Current Assets
Inventories:

Raw Materials 6,000 24 1,44,000 12,000 21.6 2,59,200
Work-in-Progress 2,000 44 88,000 2,000 37.6 75,200
Finished Goods 4,500 64 2,88,000  9,000 49.6 4,46,400

Sundry Debtors 6,000 64 3,84,000 12,000 49.6 5,95,200
Total Current Assets (A) 9,04,000 13,76,000
Current Liabilities
Creditors for Materials 4,000 24 96,000 8,000 21.6 1,72,800
Creditors for Wages 2,000 20 40,000 4,000 16 64,000
Creditors for Overheads 2,000 20 40,000 4,000 12 48,000
Total Current Liabilities (B) 1,76,000 2,84,800
Working Capital (A) – (B) 7,28,000 10,91,200

Analysis: Additional Working Capital requirement = ` 10,91,200 – ` 7,28,000 = `3,63,200, if the policy to
increase output is implemented.

Q-28 While applying for financing of working capital requirements to a commercial bank, TN Industries Ltd.
projected the following information for the next year:
Cost Element Per unit (`) Per unit (`)
Raw materials

X 30
Y 7
Z 6 43

Direct Labour 25
Manufacturing and administration overheads
(excludingdepreciation) 20
Depreciation 10
Selling overheads 15

113
Additional Information:
(a) Raw Materials are purchased from different suppliers leading to different credit periodallowed

as follows:
X – 2 months; Y– 1 months; Z – ½ month
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(b) Production cycle is of ½ month. Production process requires full unit of X and Y in thebeginning of
the production. Z is required only to the extent of half unit in thebeginning and the remaining half
unit is needed at a uniform rate during theproduction process.

(c) X is required to be stored for 2 months and other materials for 1 month.
(d) Finished goods are held for 1 month.
(e) 25% of the total sales is on cash basis and remaining on credit basis. The credit allowed by debtors

is 2 months.
(f) Average time lag in payment of all overheads is 1 months and ½ months for directlabour.
(g) Minimum cash balance of ` 8,00,000 is to be maintained.
CALCULATE the estimated working capital required by the company on cash cost basis if the budgeted
level of activity is 1,50,000 units for the next year. The company also intends to increase the estimated
working capital requirement by 10% to meet the contingencies. (You may assume that production is
carried on evenly throughout the year and direct labour and other overheads accrue similarly.)

Ans. Statement showing Working Capital Requirements of TN Industries Ltd. (on cash cost basis)
Amount in(`) Amount in(`)

A. Current Assets
(i)  Inventories:

Raw material

 
 
 

1,50, 000units × 30
2 months

12 m
×

onths
X

`
7,50,000

 
 
 

1, 50, 000units × 7
 months

12 m
Y

onths
×1

`
87,500

 
 
 

1,50,000units × 6
 months

12 m
Z

onths
×1

`
75,000

 
 
 

1,50, 000units × 64
 months

12 m
W

ont
IP × 0.5

hs
`

4,00,000

Finished goods
 
 
 

1, 50,000units × 88
 months

12 m
×1

onths
`

11,00,000 24,12,500

(ii) Receivables (Debtors)

 
 
 

5
1

n
×

u
2

, 50,000 nits × 103
 months

12 mo ths
× 0.7

`
19,31,250

(iii) Cash and bank balance 8,00,000
Total Current Assets 51,43,750
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B. Current Liabilities:
(i) Payables (Creditors) for Raw materials

 
 
 

1,50, 000units × 30
2 months

12 m
×

onths
X

`
7,50,000

 
 
 

1, 50, 000units × 7
 months

12 m
Y

onths
×1

`
87,500

 
 
 

1,50, 000units × 6
 months

12 mo
Z

nths
× 0.5

`
37,5008, 75,000

(ii) Outstanding Direct Labour 1,56,250

 
 
 

1, 50,000units × 25
12 m h

× 0.5mont
ont s

h
`

(iii) Outstanding Manufacturing and administration
overheads

 
 
 

1, 50,000units × 20
12 t

×1month
mon hs

`
2,50,000

(iv) Outstanding Selling overheads

 
 
 

1, 50,000units × 15
12 t

×1month
mon hs

`
1,87,500

Total Current Liabilities 14,68,750
Net Working Capital Needs (A – B) 36,75,000
Add: Provision for contingencies @ 10% 3,67,500
Working capital requirement 40,42,500

Workings:
1.

(i) Computation of Cash Cost of Production Per unit (`)
Raw Material consumed 43
Direct Labour 25
Manufacturing and administration overheads 20
Cash cost of production 88

(ii) Computation of Cash Cost of Sales Per unit (`)
Cash cost of production as in (i) above 88
Selling overheads 15
Cash cost of sales 103
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 2. Calculation of cost of WIP Particulars Per unit (`)
Raw material (added at the beginning):
X 30
Y 7
Z (` 6 x 50%) 3
Cost during the year:
Z {(` 6 x 50%) x 50%} 1.5

Direct Labour (` 25 x 50%) 12.5
Manufacturing and administration overheads (` 20 x 50%) 10

64

Q-29 The Alliance Ltd., a Petrochemical sector company had just invested huge amount in its new expansion
project. Due to huge capital investment, the company is in need of an additional ` 1,50,000 in working
capital immediately. The Finance Manger has determined the following three feasible sources of
working capital funds:
(i) Bank loan: The Company’s bank will lend ` 2,00,000 at 15%. A 10% compensatingbalance will be

required, which otherwise would not be maintained by the company.
(ii) Trade credit: The company has been offered credit terms from its major supplier of3/30, net 90 for

purchasing raw materials worth ` 1,00,000 per month.
(iii) Factoring: A factoring firm will buy the company’s receivables of ` 2,00,000 per month, which have

a collection period of 60 days. The factor will advance up to 75% of the face value of the receivables
at 12% on an annual basis. The factor will also charge commission of 2% on all receivables purchased.
It has been estimated that the factor’s services will save the company a credit department expense
and bad debt expense of ` 1,250 and ` 1,750 per month respectively.

On the basis of annual percentage cost, ADVISE which alternative should the company select? Assume
360 days year.

Ans.
(i) Bank loan: Since the compensating balance would not otherwise be maintained, the real annual cost of

taking bank loan would be:

15
= ×100=16.67%p.a.

90

(ii) Trade credit: Amount upto ` 1,50,000 can be raised within 2 months or 60 days. The real annual cost of
trade credit would be:

3 360
= × ×100 =18.56%p.a.

97 60

 (iii) Factoring:
Commission charges per year = 2% ×  (` 2,00,000 ×  12) = ` 48,000
Total Savings per year = (` 1,250 + ` 1,750) ×  12 = ` 36,000
Net factoring cost per year = ` 48,000 - ̀  36,000 = ` 12,000
Annual Cost of Borrowing ` 1,50,000 receivables through factoring would be:

-304- Chapter-10 : Management of Working Capital

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


12% ×1,50, 000 + 12, 000
= ×100

1, 50,000
`

`

18, 000 + 12, 000
= ×100

1,50, 000
` `

`

= 20% p.a.
Advise: The company should select alternative of Bank Loan as it has the lowest annual cost i.e. 16.67% p.a.

Q-30 PQR Ltd., a company newly commencing business in the year 2021-22, provides the following projected
Profit and Loss Account:

(`) (`)
Sales 5,04,00
Cost of goods sold 3,67,200
Gross Profit 1,36,800
Administrative Expenses 33,600
Selling Expenses 31,200 64,800
Profit before tax 72,000
Provision for taxation 24,000
Profit after tax 48,000
The cost of goods sold has been arrived at as under:

Materials used 2,01,600
Wages and manufacturing Expenses 1,50,000
Depreciation 56,400

4,08,000
Less: Stock of Finished goods
(10% of goods produced not yet sold) 40,800

3,67,200
The figure given above relate only to finished goods and not to work-in-progress. Goods equal to 15%
of the year’s production (in terms of physical units) will be in process on the  average requiring full
materials but only 40% of the other expenses. The company believes in keeping materials equal to two
months’ consumption in stock.
All expenses will be paid one month in advance. Suppliers of materials will extend 1-1/2 months credit.
Sales will be 20% for cash and the rest at two months’ credit. 70% of th e Income tax will be paid in
advance in quarterly instalments. The company wishes to keep ` 19,200 in cash. 10% must be added to
the estimated figure for unforeseen contingencies.
PREPARE an estimate of working capital.

Ans.  Statement showing the requirements of Working Capital
Particulars (`) (`)
A. Current Assets:

Inventory:
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Stock of Raw material (` 2,31,840 × 2/12) 38,640
Stock of Work-in-progress (As per Working Note) 39,240
Stock of Finished goods (` 3,51,600 × 10/100) 35,160
Receivables (Debtors) (` 3,04,992 × 2/12) 50,832
Cash in Hand 19,200
Prepaid Expenses:

Wages & Mfg. Expenses (` 1,59,000 × 1/12) 13,250
Administrative expenses (` 33,600 × 1/12) 2,800
Selling & Distribution Expenses (` 31,200 × 1/12)  2,600

Advance taxes paid {(70% of ` 24,000) × 3/12} 4,200
Gross Working Capital 2,05,922 2,05,922

B. Current Liabilities:
Payables for Raw materials (` 2,70,480 × 1.5/12) 33,810
Provision for Taxation (Net of Advance Tax) (` 24,000 ×
30/100) 7,200
Total Current Liabilities 41,010 41,010

C. Excess of CA over CL 1,64,912
Add: 10% for unforeseen contingencies 16,491
Net Working Capital requirements 1,81,403

Working Notes:
(i) Calculation of Stock of Work-in-progress

Particulars (`)
Raw Material (` 2,01,600 × 15%) 30,240
Wages & Mfg. Expenses (` 1,50,000 × 15% × 40%) 9,000
Total 39,240

(ii) Calculation of Stock of Finished Goods and Cost of Sales
Particulars (`)
Direct material Cost [` 2,01,600 + ` 30,240] 2,31,840
Wages & Mfg. Expenses [` 1,50,000 + ` 9,000] 1,59,000
Depreciation 0
Gross Factory Cost 3,90,840
Less: Closing W.I.P. (39,240)
Cost of goods produced 3,51,600
Add: Administrative Expenses 33,600

3,85,200
Less: Closing stock (35,160)
Cost of Goods Sold 3,50,040
Add: Selling and Distribution Expenses 31,200
Total Cash Cost of Sales 3,81,240
Debtors (80% of cash cost of sales) 3,04,992
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(iii) Calculation of Credit Purchase
Particulars (` )
Raw material consumed 2,31,840
Add: Closing Stock 38,640
Less: Opening Stock -
Purchases 2,70,480

Q-31 A factoring firm has offered a company to buy its accounts receivables.
The relevant information is given below:
(i) The current average collection period for the company's debt is 80 days and ½% of debtors default.

The factor has agreed to pay over money due to the company after 60 days and it will suffer all the
losses of bad debts also.

(ii)  Factor will charge commission @2%.
(iii) The company spends ` 1,00,000 p.a. on administration of debtor.

These are avoidable cost.
(iv) Annual credit sales are `90 lakhs. Total variable costs is 80% of sales. The company's cost of

borrowing is 15% per annum. Assume 365 days in a year.
Should the company enter into agreement with factoring firm?

Ans.
Particulars (`)
A. Annual Savings (Benefit) on taking Factoring Service

Cost of credit administration saved 1,00,000
Bad debts avoided (` 90 lakh x ½%) 45,000
Interest saved due to reduction in average collection period
[` 90 lakh x 0.80 × 0.15 × (80 days – 60 days)/365 days] 59,178
Total 2,04,178

B. Annual Cost of Factoring to the Firm:
Factoring Commission [‘ 90 lakh × 2%] 1,80,000
Total 1,80,000

C. Net Annual Benefit of Factoring to the Firm (A – B) 24,178
Advice: Since savings to the firm exceeds the cost to the firm on account of factoring, therefore, the
company should enter into agreement with the factoring firm.

Q-32 A garment trader is preparing cash forecast for first three months of calendar year 2021.
His estimated sales for the forecasted periods are as below:

January (` ‘000) February (` ‘000) March (` ‘000)
Total sales 600 600 800
(i) The trader sells directly to public against cash payments and to other entities on credit. Credit

sales are expected to be four times the value of direct sales to public. He expects 15% customers
to pay in the month in which credit sales are made, 25% to pay in the next month and 58% to pay
in the next to next month. The outstanding balance is expected to be written off.
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(ii) Purchases of goods are made in the month prior to sales and it amounts to 90% of sales and are
made on credit. Payments of these occur in the month after the purchase. No inventories of
goods are held.

(iii) Cash balance as on 1st January, 2021 is ` 50,000.
(iv) Actual sales for the last two months of calendar year 2020 are as below:

November (` '000) December (` '000)
Total sales 640 880
You are required to prepare a monthly cash, budget for the three months from January to March, 2021.

Ans. Working Notes:
(1) Calculation of cash and credit sales

(` in thousands)
Nov. Dec.  Jan. Feb. Mar.

Total Sales 640 880 600 600 800
Cash Sales (1/5th of total sales) 128 176 120 120 160
Credit Sales (4/5th of total sales) 512 704 480 480 640

(2) Calculation of Credit Sales Receipts (` in thousands) Month
Nov. Dec. Jan. Feb. Mar.

Forecast Credit sales (Working note 1) 512.00 704.00 480.00 480.00 640.00
Receipts:
15% in the month of sales 72.00 72.00 96.00
25% in next month 176.00 120.00 120.00
58% in next to next month 296.96 408.32 278.40
Total 544.96 600.32 494.40

Cash Budget
(`in thousands)

Nov. Dec.  Jan.  Feb. Mar.
Opening Balance (A) 50.00 174.96 355.28
Sales 640.00 880.00 600.00 600.00 800.00
Receipts:
Cash Collection (Working note 1) 120.00 120.00 160.00
Credit Collections (Working note 2) 544.96 600.32 494.40
Total (B) 664.96 720.32 654.40
Purchases
(90% of sales in the month prior
to sales) 540 540 720
Payments:
Payment for purchases
(next month) 540 540 720
Total (C) 540 540 720
Closing balance(D) = (A + B – C) 174.96 355.28 289.68
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Q-33 The following annual figures relate to manufacturing entity:
A. Sales at one month credit 84,00,000
B. Material consumption 60% of sales value
C. Wages (paid in a lag of 15 days) 12,00,000
D. Cash Manufacturing Expenses 3,00,000
E. Administrative Expenses 2,40,000
F. Creditors extend 3 months credit for payment.
G. Cash manufacturing and administrative expenses are paid 1 months in arrear.
The company maintains stock of raw material equal to economic order quantity. The company incurs ‘
100 as per ordering cost per order and opportunity cost of capital is 15% p.a. The optimum cash balance
is determined using Baumol’s model. The bank charges ‘ 10 for each cash withdrawal. Finished goods
are held in stock for 1 month. The company maintains a bank balance of ` 12,00,000 on an average.
Creditors are paid through net banking and all other expenses are incurred in cash which is withdrawn
from bank.
Assuming a 20% safety margin, you are required to ESTIMATE the amount of working capital that needs
to be invested by the Company.

Ans.  Statement of working capital Requirement
Particular (`) (`)
A. Current Assets

Stock of Raw Material (W.N. 2) 81,975

Stock of finished Goods 
 
 
 

1
65,40, 000 ×

12 5,45,000

Average Receivables (at Cost) 
 
 
 

1
67,80,000 ×

12 5,65,000

Bank Balance 12,00,000
Cash Balance (W.N. 3) 15,232
Gross Working Capital 24,07,207

B. Current Liabilities

Average Creditor for materials 
 
 
 

3
50,40, 000 ×

12 12,60,000

Outstanding Wages 
 
 
 

0.5
12, 00,000 ×

12 50,000

Outstanding Cash Manufacturing Expenses 
 
 
 

1
3,00, 000 ×

12 25,000
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Outstanding administrative Expenses 
 
 
 

1
2, 40,000 ×

12 20,000

13,55,000
Net Working Capital (A-B) 10,52,207
Add: Safety Margin @ 20% 2,10,441
Total Working Capital Requirement 12,62,648

Working Notes:
1. Computation of annual cash Cost of Production & Sales

Material Consumed (84,00,000 × 60%) 50,40,000
Wages 12,00,000
Manufacturing expenses 3,00,000
Cash Cost of production 65,40,000
(+) Administrative Expenses 2,40,000
Cash Cost of Sales 67,80,000

2. Computation of stock of Raw Material
A = 50,40,000
B = 100
C = 0.15

  EOQ = 
2AB 2 × 50,40, 000 ×100

=
C 0.15

 = ` 81,975

3. Calculation of Cash Balance
A = 12,00,000+3,00,000+2,40,000
A = 17,40,000
B = 10
C = 0.15

Optimal Cash Balance = 
2AB 2 ×17,40, 000 ×10

=
C 0.15

 = ` 15,232

Q-34 Following information is forecasted by Gween Limited for the year ending 31st March, 2022:
Balance as at Balance as at

31st March, 2022 31st March, 2021
(` in lakh) (` in lakh)

Raw Material 845 585
Work-in-progress 663 455
Finished goods 910 780
Receivables 1,755 1,456
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Payables 923 884
Annual purchases of raw material (all credit) 5,200
Annual cost of production  5,850
Annual cost of goods sold 6,825
Annual operating cost 4,225
Annual sales (all credit) 7,605
Considering one year as equal to 365 days, CALCULATE:
(i) Net operating cycle period.
(ii) Number of operating cycles in the year.
(iii) Amount of working capital requirement.

Ans.  Working Notes:
1. Raw Material Storage Period (R)

= 5
Average Stock of Raw Material

Annual Consumption of Raw Materi l
× 36

a

= 

586 + 845
2 × 365

4,940

` `

`
 = 53 days

 Annual Consumption of Raw Material = Opening Stock + Purchases - Closing Stock
= ` 585 + ‘ 5,200 – ` 845 = ` 4,940 lakh

2. Work – in - Progress (WIP) Conversion Period (W)

= 5
Average Stock of WIP

Annual Cost of Produ tion
× 36

c

= 

455 + 663
2

× 365
5,850

` `

`
 = 35 days.

 3. Finished Stock Storage Period (F)

= 5
Average Stock of Finished Goods

Cost of Goods Sol
× 36

d

= 

780 + 910
2

× 365
6,825

` `

`
 = 45 days.
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 4. Receivables (Debtors) Collection Period (D)

= 5
Average Receivables
Annual Credit ales

× 36
S

= 

1, 456 + 1,755
2

× 365
7,605

` `

`
 = 77 days

 5. Payables (Creditors) Payment Period (C)

= 5
Average Payables for materials

Annual Credit purchase
× 36

s

= 

884 + 923
2 × 365

5,200

` `

`
 = 64 days

(i) Net Operating Cycle Period
= R + W + F + D - C
= 53 + 35 + 45 + 77 – 64 = 146 days

 (ii) Number of Operating Cycles in the Year

365 365
=

Operating CyclePeriod 146  = 2.5 times

 (iii) Amount of Working Capital Required

= 5
Annual Operating Cost

Number of Operating Cycle
4,2

s
25

=
2.

`
=  ` 1,690 lakh

Note: Number of days may vary due to fraction.
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Q-1 Calculate National Income by Value Added Method with the help of following data-
Particulars Rs. (in crore)
Sales 700
Opening stock 500
Intermediate Consumption 350
Closing Stock 400
Net Factor Income from Abroad 30
Depreciation 150
Excise Tax 110
Subsidies 50

Ans. NI = GDP (MP) –Depreciation +NFIA- Net Indirect Tax
Where GDP (MP) = Value of output- intermediate consumption
Value of Output = Sales+ change in stock

= 700+ (400-500)=
= 600

GDP (MP) = 600-350 = 250
Therefore NI= 250-150 +30-(110-50)

= 70 Crore
Q-2 Is country like India unable to estimate their National Income wholly by one method? Give comment
Ans. Yes, Countries like India are unable to estimate their national income wholly by one method. There are

various sectors in an economy and national income generated by these sectors is estimated by using
different methods. For example, in agricultural sector, net value added is estimated by the production
method, in small scale sector net value added is estimated by the income method and in the construction
sector net value added is estimated by the expenditure method.

Q-3 Suppose MPC is 0.8 and it is planned to increase National Income by Rs. 3000 Crore then how much
increase in investment is required to fulfill this target?

Ans. Given, MPC = 0.8  Planned to increase National Income by= Rs. 3000 Crore

1
K =

1-MPC

CHAPTER-1
DETERMINATION OF NATIONAL INCOME

Navkar Digital Institute | Paper 8B : Compiler | Most Imp collection of Chapterwise Que. & Ans. -313-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


1
= 5

1- 0.8

 We also know K = 


Y
l


3000So 5 =

l
l= 600 Crore

Q-4 Define ‘Net Factor Income from Abroad’
Ans. The difference between the aggregate amount that a country’s citizens and companies earn abroad,

and the aggregate amount that foreign citizens and overseas companies earn in that country.
Q-5 Determine the government spending multiplier when there is an increase of Rs.100 crore in government

spending and MPC is 0.75 ? And also find out the net effect of Rs. 100 crore spending?

Ans. Government spending multiplier = 
1

1-MPC

1 1
= = 4

1- 0.75 0.25
 Net effect of Rs 100 crore spending is Rs. 100 crore* 4 = Rs. 400 crore

Q-6 What do you understand by the term ‘final good”?
Ans. Final good is a good sold to final purchasers and is consumed by the end user in its present state. It does

not require any further processing and therefore will not undergo any further transformation at the
hands of producer. Once a final good has been sold, it passes out of the active economic flow. The value
of the final goods already includes the value of the intermediate goods that have entered into their
production as inputs.

Q-7 The equilibrium level of income of an economy is Rs.2,000crores. The autonomous consumption
expenditure is equal to Rs.100 crores and investment expenditure is Rs.500 crores. Calculate.
(i)Consumption expenditure level of National Income.
(ii) Marginal propensity to save and Marginal propensity to consume
(iii) Break-even level of Income.

Ans.(i) Consumption expenditure at equilibrium level of National Income
Y = C + I [ AD = C + I]
Putting the value of Investment Expenditure (I) = Rs.500 Crores and Income (Y) = Rs. 2000 crores, we get
C = 2,000 – 500

C= Rs.1500 Crores
(ii) Marginal Propensity to Save (MPS)Consumption function is given by

C = a + bY
1500 = 100 + 2000 b
2000 b = 1400 MPC = 0.7
MPS = 1-MPC = 1-0.7 = 0.3

(iii) Break-even level of Income attained at break-even point = C = Y
Putting Y = C

Y = 100 + 0.7 Y
0.3Y = 100 Y = 333.33
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Q-8 Define aggregate demand. How do you derive the Keynesian aggregate demand schedule?
Ans. Aggregate demand is the total quantity of finished goods and services that all sectors (consumers,

firms, government and the rest of the world) together wish to buy under different conditions. The
components of aggregate demand are consumption demand, investment demand, government
spending and net exports at each level of income. While consumption demand is a function of the
level of disposable income, the demand for investment, government spending and net exports are
autonomous, i.e. these are determined outside the model and are specifically assumed to be
independent of income.
The Keynesian aggregate demand schedule is obtained by vertically adding the demand for
consumption, investment demand, government spending and net exports at each level of income.

Q-9 Distinguish between Personal Income and Disposable Income.
Ans. Personal income is a measure of actual current income receipts of persons from all sources which may

or may not be earned from productive activities during a given period of time. It is the income ‘actually
paid out’ to the household sector, but not necessarily earned. Some people obtain income for which
no goods and services are provided in return. Examples of this include transfer payments such as social
security benefits, unemployment compensation, welfare payments etc. Individuals also earn income
which they do not actually receive; for example, undistributed corporate profits and the contribution
of employers to social security. Personal income forms the basis for consumption expenditures and is
derived from national income as follows:
PI = NI + income received but not earned - income earned but not received.
Disposable personal income is a measure of amount of the money in the hands of the individuals that
is available for their consumption or savings. Disposable personal income is derived from personal
income by subtracting the direct taxes paid by individuals and other compulsory payments made to the
government.
DI = PI - Personal Income Taxes

Q-10 Find GDPMP and GNPMP from the following data (in Crores of `) using Income method. Showthat it is
the same as that obtained by Expenditure method.
Personal Consumption 7314
Depreciation 800
Wages 6508
Indirect Business Taxes 1000
Interest 1060
Domestic Investment 1442
Government Expenditures 2196
Rental Income 34
Corporate Profits 682
Exports 1346
Net Factor Income from Abroad 40
Mixed Income 806
Imports 1408

Ans. Income Method
GDPMP = Employee compensation (wages and salaries + employers’ contribution towards social security
schemes) + profits + rent + interest + mixed income + depreciation + net indirect taxes (Indirect taxes
- subsidies)
GDPMP = 6,508+ 34 + 1060 + 806+ 682 + 1,000 + 800 = 10,890
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GNPMP = GDPMP + NFIA =10,890+ 40 = 10,930
Expenditure MethodY = C + I + G + (X – M)
Y = 7314 + 1442 + 2196+ (1346 –1408)
Y = (7314 + 1442 + 2196) – 62
Y = 10890
GNPMP = GDPMP + NFIA =10,890+ 40 =10,930

Q-11 Suppose that the consumption function is C = 200 + 0.6Y and the income level is 2000 billion.
Calculate what consumers intend to consume and save at this income level.

Ans. (i) C = 200 + .6Y; Y= 2000 billion.
C= 200+.6(2000) = 1400 billion.
S = Y-C = 2000-14000= 600 billion.
Consumers intend to consume 1,400 billion and save 600 billion.

Q-12 An increase of investment by ` 600 Crores resulted in an increase in national income by 2400 Crores.
Find MPC and MPS.

Ans. The ratio of� Y to � I is called the investment multiplier, k.





Change inI
I

ncome
Chang

k
e in Invest nt

=
m

Y
=

e

2400 1 1
Here = 4              4 = =

600 1 -MPC MPS
 4 – 4MPC = 1
4 MPC = 4-1 = 3

3
MPS = = 0.75

4
 MPS= 1-MPC = 0.25

Q-13 Distinguish between Nominal and Real GDP .
Ans. GDP is essentially a quantity measure and therefore when value of output is measured in terms of

market prices, it is sensitive to changes in the average price level. The same physical output will
correspond to a different GDP level if the average level of market prices changes. That is, if prices rise,
GDP measured at market prices will also rise without any real increase in physical output.
This is misleading because it does not reflect the changes in the actual volume of output. To correct this
i.e. to eliminate the effect of prices, in addition to computing GDP in terms of current market prices,
termed ‘nominal GDP’ or ‘GDP at current prices’, the national income accountants also calculate ‘real
GDP ’or ‘GDP at constant prices’ which is the value of domestic product in terms of constant prices of a
chosen base year. Real GDP changes only when production changes. As a rule, when prices are changing
drastically, nominal GDP and real GDP diverge substantially. The converse is true when prices are more
or less constant.

Q-14 How are the following transactions treated in national income calculation? What is the rationale in
each case?
(i) Electricity sold to a steel plant.
(ii) Electric power sold to a consumer household.
(iii) A set of four tyres produced by MRF in 2017 and sold to Suzuki to be put on a 2017 car.

Ans.(i) Being an intermediate good, electricity sold to a steel plant will not be included in national income
calculation. The underlying principle is that only finished goods and services which are directly sold to
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the consumer for final consumption would be included. The value of the final output, namely steel,
includes the value of electricity used up in the production process. Counting electricity sold to a steel
plant separately will lead to the error of double counting and exaggerate the value of steel production.

(ii) Electric power sold to a consumer household would be included in the calculation of GDPsince it is a
final good consumed by the end user. Electric power sold to a consumer does not require any further
processing and does not undergo any further transformation before use.
Once a final good has been sold, it passes out of the active economic flow.

(iii) The value of parts and components procured from the market by a car manufacturer will not be included
in national income calculation because these are intermediate goods used in car production. Value is
added to the parts and components through the process of production and the same is resold. The
value of the final output, namely car, includes the value of the parts and components. Counting parts
and components separately will lead to the error of double counting and exaggerate the value of car
production. A set of four tyres produced by  MRF in 2017 and sold to Suzuki to be put on a 2017 car will
not be included in the national income of 2017.

Q-15 Define Marginal Propensity to Consume (MPC).
Ans. The concept of MPC describes the relationship between change in consumption (“C) and the change in

income (“Y). The marginal propensity to consume (MPC) is the increase in consumption per unit increase
in disposable income. In other words, the value of the increment to consumer expenditure per unit of
increment to income is termed the Marginal Propensity to Consume (MPC).
It is the slope of the consumption function.





C
MPC = = b

Y

MPC is larger than zero (when income rises, consumption spending will rise), but less than one (the
rise in consumption will be smaller than the rise in disposable income).
0 < MPC < 1

Q-16 The equilibrium level of real GDP is Rs 1,000 billion, the full employment level of real GDP is Rs 1,250
billion, and the marginal propensity to consume (MPC) is 0.60. How much government spending (  G)
would be needed to raise income to full-employment level?

Ans. k.  I =  Y; k = 1/0.4

= (1250 -1000) .0.4
= 100 billion

Q-17 The citizens of Country X undertake numerous non-market transactions. What impact do these
transactions have on GDP?

Ans. Non market transactions are not included in GDP since no monetary transaction is involved.
Therefore, GDP will be understated and may not reflect the actual productive activity or true welfare
of the country.

Q-18 The equilibrium level of real GDP is Rs 1,000 billion, the full employment level of real GDP is Rs 1,250
billion, and the marginal propensity to consume (MPC) is 0.60. How much government spending (  G)
would be needed to raise income to full-employment level?

Ans. k.  I =  Y; k = 1/0.4

= (1250 -1000) .0.4
= 100 billion
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Q-19 You are given the following data on an economy
(Rs. in Cores):

Investment expenditure (I): 250
Government expenditure on goods and services (G): 800
Exports (X): 600
All tax revenues are derived from a uniform rate of income tax of 30% of income.
Consumption expenditure is given by: C = 0.75 Yd; Where: Yd is disposable national income (i.e. income
less taxes) and C is consumption expenditure Import expenditure is given by: M = 0.15 Y Where: Y is
national income and M is import expenditure
(i) Calculate the equilibrium value of National Income.
(ii) Calculate the Current Account Balance at the equilibrium value of National Income.
(ii) Calculate the Fiscal Surplus (+) or Deficit (-) at the equilibrium value of National Income.

Ans.(i) Y=C + I+ G+ (X-M)
Y= 0.75 ×{(1-0.30)*Y} + 250 + 800 + 600 - 0. 15×Y
Y= 0.375Y+1650
0.625Y= 1650

1650
Y =

0.625
Hence Y = Rs.2640 Crores

(ii) Exports (X) = Rs.600 CroresImports = 0.15(2640) = Rs.396 Cores
Hence current account is in surplus of Rs. 204 Crores

(iii) Tax revenue = 0. 3 (2640) = Rs.792 Crores
Government expenditure = Rs.800 Crores
Hence budget is in deficit of Rs. 8 crores i.e. –8

Q-20 Estimate national Income by (a) Expenditure Method (b) Income Method From Following data

Rs. in Crores
Private Final Consumption Expenditure 210
Govt. Final Consumption Expenditure 50
Net domestic capital Formation 40
Net Exports (-) 5
Wages and Salaries 170
Employers Contribution 10
Profit 45
Interest 20
Indirect Taxes 30
Subsidies 05
Rent 10
Factor Income from abroad 03
Consumption of Fixed capital 25
Royalty 15
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Ans. National Income (NNPFC)
Expenditure Method:= Private Final Consumption Expenditure + Govt. Final Consumption Expenditure
+Net domestic capital Formation + Net Exports = 210+50+40+(-5) = 295
NNP (FC) = NDP MP + Factor Income from abroad – Net Indirect Tax (Indirect Tax – Subsidy)= 295 + 3 - (30-
5)
= 295 + 3 - 25 = 273
= 298 - 25 = 273
NNP FC = 273 Crores
Income Method: Wages and Salaries+ Employers Contribution+ Profit + Interest + Rent + Royalty
= 170 + 10 + 45 + 20 + 10 + 15 = 270 (NDPFC)
NNPFC = NDPFC + FIFA
270+3 = 273 Crores

Q-21 Calculate (a) GDPMP and (b) NNPFC from the following data:
Particulars (Rs.) In Crore
Net indirect tax 208
Consumption of fixed capital 42
Net factor income from abroad -40
Rent 311
Profits  892
Interest 81
Royalty 6
Wages and salary 489
Employer’s contribution to Social Security Scheme 50

Ans. NDPFC = Compensation of Employees + Operating Surplus + Mixed Income= (viii) + (ix) + (iv) + (v) + (vi)
+ (vii) = 489 + 50+ 311 + 892 + 81 + 6 = 1829 Crores
GDPMP = NDPFC + Depreciation + Net Indirect Tax
= NDPFC + (ii) + (i) = 1829 + 42 + 208 = 2079 Crores
NNP FC= NDPFC + Net Factor Income from Abroad
= NDPFC + (iii) = 2079+ (-40) = 2039 Crores

Q-22 An increase of investment by Rs. 600 Crores resulted in an increase in national income by 2400 Crores.
Find MPC and MPS?

Ans.  The ratio of  Y to  I is called the investment multiplier, k.





Change in Income Y
k =

Change in Investment I

2400 1 1
Here    = 4;    4 = =

600 1 -MPC MPS

4 – 4MPC = 1
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4 MPC = 4-1 = 3

3
MPC = = 0.75

4
MPS= 1-MPC = 0.25

Q-23 Explain the leakages and injections in the circular flow of income
Ans. Leakages: A leakage is an outflow or withdrawal of income from the circular flow. Leakages are money

leaving the circular flow and therefore, not available for spending on currently produced goods and
services. Leakages reduce the flow of income.
Injections: An injection is a non-consumption expenditure. It is an expenditure on goods and services
produced within the domestic territory but not used by the domestic household for consumption
purposes. Injections are exogenous additions to the circular flow and add to the total volume of the
basic circular flow. In the two-sector model with households and firms, household saving is the only
leakage and investment is the only injection. In the three -sector model which includes the government,
saving and taxes are the two leakages and investment and government purchases are the two injections.
In the four-sector model which includes foreign sector also, saving, taxes, and imports are the three
leakages; investment, government purchases, and exports are the three injections.
The state of equilibrium occurs when the total leakages are equal to the total injections that occur in
the economy. Savings + Taxes + Imports = Investment + Government Spending + Exports

Q-24 Suppose an economy:
Consumption Function (C) = 200+ 0.6 Yd, where Yd = Y-T
Autonomous Investment (I) = Rs. 600 crores
Government Expenditure G = Rs. 900 crores

Taxes (T) = Rs.100 crores
Exports (X) = Rs.200 crores

Import Function (M)  = 50 + 0.3 Y
Where Y and Yd National Income and Personal Disposable Income respectively. All the figures are in
Rupees.Find Out:
(i) Equilibrium level of GDP
(ii) Disposable Income
(iii) Net Exports at Equilibrium GDP

Ans. Given C = 200+0.6Yd
I = Rs. 600 Crores
G = Rs.900 crores
T = Rs. 100 Crores

Exports, X = 200 Crores
Import function = M = 50+0.3Y
(i) Equilibrium level of GDP

Y = C + I + G+ (X-M)
  = 200 + 0.6Yd+600+900+[200-(50+0.3Y)]
Y = 200 + 0.6Y- 60 + 1500 +150 - 0.3Y    [Yd = Y – 100]
Y = 1790 + 0.3Y
Y-0.3Y = 1790
Y = 2557.14
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(ii) Disposable Income
Yd = Y-T = 2557.14 - 100 = 2457.14
 [Yd = Y – 100]

(iii) Net Exports at GDP level
X-M = 200-(50+0.3 Y)
= 200-(50+0.3(2557.14)]
= 150-767.14
=- 617.14 crore

Q-25 Explain few important points which one needs to bear in mind while calculating National Income.
Ans. Few important points which one needs to bear in mind while calculating National Income are -

(i) The value of only final goods and services or only the value added by theproduction process
would be included in GDP. By `value added’ we mean thedifference between value of output and
purchase of intermediate goods.

(ii) Intermediate consumption consists of the value of the goods and services consumed as inputs by
a process of production, excluding fixed assets whose consumption is recorded as consumption
of fixed capital. Intermediate goods used to produce other goods rather than being sold to final
purchasers are not counted as it would involve double counting.

(iii) Gross Domestic Product (GDP) is a measure of production activity which covers all production
activities recognized by SNA called the `production boundary’.

(iv) Economic activities include all human activities which create goods and services that are exchanged
in a market and valued at market price. On the other hand,Non-economic activities are those
which produce goods and services, but since these are not exchanged in a market transaction they
do not command any market value; for e.g. hobbies, housekeeping and child rearing services of
home makers and services of family members that are done out of love and affection.

(v) National income is a ‘flow’ measure of output per time period—for example, per year—and
includes only those goods and services produced in the current period i.e. produced during the
time interval under consideration. The value of market transactions such as exchange of goods
which already exist or are previously produced, do not enter into the calculation of national
income.
Therefore, the value of assets such as stocks and bonds which are exchanged during the pertinent
period are not included in national income as these do not directly involve current production of
goods and services.

(vi) Two types of goods used in the production process are counted in GDP namely, capital goods
(business plant and equipment purchases) and inventory investment—the net change in
inventories of final goods awaiting sale or of materials used in the production which may be
positive or negative.

Q-26 Calculate Net Domestic Product at Factor Cost from the following data:
Particulars In Crore
Wages 7142
Mixed income 450
Rent 541
Salaries 8912
Interest 1013
Profit 714
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Ans. Net Domestic Product at Factor Cost = Compensation of Employees (wages and salaries) + operating
surplus (rent, interest and profit) + mixed income
= 7142+8912+541+1013+714+450
= 18772 crores.

Q-27 Calculate Personal Income from the following data:
Particulars In Crore
Undistributed profits of corporation 50
Net domestic product accruing to private sector 700
Corporation tax 65
Net factor income from abroad 10
Net current transfer from rest of the world 20
Net current transfer from the government 25
Interest on national debt 40

Ans.  Personal Income = Net domestic product accruing to private sector + Net factor
income from abroad + Net current transfers from government + Net current transfers from rest of the
world + interest on National debt – Corporation tax – Undistributed profits of corporations
= 700+10+25+20+40-65-50
= 680 Crores

Q-28 Explain the concept of circular flow in two sector economy model?
Ans  The two sector economy model assumes that there are only two sectors in the economy viz.,

households and firms, with only consumption and investment outlays.
Households own all factors of production and they sell their factor services to earn factor incomes
which are entirely spent to consume all final goods and services produced by business firms. The
business firms are assumed to hire factors of production from the households; they produce and sell
goods and services to the households and they do not save. There are no corporations, corporate
savings or retained earnings. The total income produced, Y, accrues to the households and equals their
disposable personal income Yd i.e., Y = Yd. All prices (including factor prices), supply of capital and
technology remain constant. The government sector does not exist and therefore, there are no taxes,
government expenditure or transfer payments. The economy is a closed economy, i.e., foreign trade
does not exist; there are no exports and imports and external inflows and outflows. All investment
outlay is autonomous (not determined either by the level of income or the rate of interest);
all investment is net and, therefore, national income equals the net national product.
The circular flow of income and expenditure which presents the working of the twosector economy
should be illustrated diagrammatically. There are no injections into or leakages from the system. Since
the whole of household income is spent on goods and services produced by firms, household
expenditures equal the total receipts of firms which equal value of output.

Q-29 i. Find out the MPC, when in an economy total income increases by ` 7500 croredue to increase in
investment by ` 2500 crore?

   ii Assume that the consumption function in an economy is specified by theequation C = 200 + 0.9Y
With the help of an example show that in this economy as income increases MPC remains constant.
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Ans.
i. Given,

Increase in income= ` 7500 crore
Increase in investment= 2500 crore
Therefore,
Investment multiplier (k)=  Y l  or

 Y l =1/1-mpc

7500/2500=1/1-mpc
 mpc= 0.66

 ii. Suppose assume that income is 1000, 2000 and 3000
Then consumption is C= 200+0.9(1000) =1100

C= 200+0.9(2000) = 2000
C= 200+0.9(3000) = 2900

 Thus:

Y C MPC ( C Y )

1000 1100 -
2000 2000 900/1000=0.9
3000 2900 900/1000=0.9
So we see as income increases from ` 1000 to ` 2000 and from ` 2000 to ` 3000, marginal propensity to
consume remains constant i.e., 0.9.

Q-30 Differentiate between ‘taxes on production’ and ‘product taxes’
Ans. Product taxes like excise duties, customs, sales tax, service tax etc., are levied by the government on

goods and services and are generally related to the quantum of production.
Taxes on production, such as, factory license fee, taxes to be paid to the local authorities, pollution tax
etc., on the other hand, are unrelated to the quantum of production.

Q-31 Distinguish between non-economic activities and economic activities?
Ans. Economic activities as distinguished from non-economic activities, include allhuman activities which

create goods and services that can be valued at market price. Non-economic activities are those which
produce goods and service, but are not exchanged in a market transaction so that do not command any
market value.

Q-32 Using the information given in the following table calculate,
(i) Value added by firm A and firm B
(ii) Gross Domestic Product at Market Price
(iii) Net Domestic Product at Factor Cost.
Particulars ` crore
(i) Sales by firm B to general government 300
(ii) Sales by firm A 1500
(iii) Sales by firm B to households 1350
(iv) Change in stock of firm A 200
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(v) Closing stock of firm B 140
(vi) Opening stock of firm B 130
(vii) Purchases by firm A 270
(viii) Indirect taxes paid by both the firms 375
(ix) Consumption of fixed capital 720
(x) Sales by firm A to B 300

Ans.
(i) Value added by Firm A and Firm B

Gross Value Added (GVAMP) of Firm A = Gross value of output (GVOMP) of Firm A
- Intermediate consumption of firm A
= (Sales by firm A + Change in stock of
firm A) - (Purchases by firm A)
= [(ii) + (iv)] – (vii) = (1500 + 200) - 270
= 1430 Crores

Gross Value Added (GVAMP) of Firm B = Gross value of output (GVOMP) of firm B
-Intermediate consumption of firm B
= [Sales by firm B to general
government + Sales by firm B to
households + (Closing stock of
firm B - Opening stock of firm B)] -
Purchases by firm B
= [(300 + 1350) + (140 - 130)] - 300
= 1650 + 10 - 300 = ̀  1360 Crores

(ii) Gross Domestic product at Market Price:
= Value added by firm A + Value added by firm B = 1430 + 1360 = ` 2790 Crores

(iii) Net Domestic Price at Factor Cost:
NDP FC = Gross Domestic product at market price - Consumption of fixed capital

– Indirect taxes paid by both the firms
= 2790 - (ix) - (viii) = 2790 - 720 – (375 -0) = ` 1695 Crores

Q-33 How do imports affects investment multiplier?
Ans. The greater will be propensity to import, the lower will be autonomous expenditure multiplier.
Q-34 An increase of investment by ` 600 Crores resulted in an increase in national income by 2400 Crores.

Find MPC and MPS.

Ans. The ratio of  Y to  I is called the investment multiplier, k.





Change inIncome Y
k = =

Change in Investment I

Here 
2400

= 4
600

1 1
4 = =

1 - MPC MPS
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4 – 4MPC = 1
4 MPC = 4-1 = 3

3
MPC = = 0.75

4
MPS= 1-MPC = 0.25

Q-35 Calculate Gross National Disposable income from the following data (in ` Crores)
NDP at factor cost 6000
Net factor income to abroad - 300
Consumption of fixed capital 400
Current transfers from government 200
Net current transfers from rest of the world  500
Indirect taxes 700
Subsidies 600

Ans. Gross National Disposable Income (GNDI)= GNPMP + Net current transfer received from rest of the
world. Net current transfer received from rest of the world is the difference between the current
transfer received from rest of the world and current transfers paid to rest of the world. Current transfers
from government are not included as they are simply transfers within the economy.
Gross National Disposable Income = (National Consumption Expenditure) + (Gross National Saving)
= (Government final consumption expenditure+ expenditure) + (Gross National Saving.)
Calculation: -
= NDP at factor cost + Consumption of fixed capital =GDP at factor cost
GDP at factor cost + Net factor income to abroad = GNP at factor cost
GNP at factor cost + (indirect taxes – subsidies) = GNP at market prices
GNP at market prices + Net current transfers from rest of the world
= Gross National Disposable income

= (6000+400) + (- 300) + (700-600) + 500
= 6400 - 300 + 100 + 500 = 6700 Crores

Q-36 What would happen if aggregate expenditures were to exceed the country’s economy’s production
capacity?

Ans. Aggregate demand (AD) is the sum of all planned expenditures for the entire economy. When aggregate
expenditures exceed an economy’s production capacity at full employment level; the resulting strain
on resources creates “demand-pull” inflation or higher price level. Nominal output will increase, but it
merely reflects higher prices, rather than additional real output.

Q-37 What effects do income leakages have on multiplier?
Ans. The multiplier is the ratio of the change in real GDP to the initial change in spending.

Causes responsible for the decline in income are called leakages. Income that is not spent on currently
produced consumption goods and services may be regarded as having leaked out of income stream. If
the increased income goes out of the cycle of consumption expenditure, there is a leakage from
income stream which reduces the effect of multiplier. The more powerful these leakages are, the
smaller will be the value of multiplier.
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Q-38 An Economy is characterised by the following equations:
Consumption (C) = 100+0.9 Yd
Investment (I) = 100
Government Expenditure (G) = 120
Tax (T) = 50
X (Exports) = 200
M (Imports) = 100+ 0.15 Y
(i) What is the equilibrium Income?
(ii) Calculate trade balance.
(iii) What is the value of Foreign Trade Multiplier?

Ans. (i) National Income: Y = C+I+G+(X-M)
= (100+0.9Yd) +100+120+200-(100+0.15Y)
= 100+0.9(Y-T) +100+120+200-100-0.15Y
= 100+0.9(Y-50) +100+120+200-100-0.15Y
Y= 375+0.75Y
Y-0.75Y= 375
0.25Y= 375

100
Y = 375 × = 1500.00

25

(ii) Trade balance = X- M
= 200- (100+0.15Y)
Substituting the value of Y We have
Trade Balance = 200-100-225= -125
Trade balance is in deficit of 125.

(iii) Value of foreign trade Multiplier = 
1

1 - b + m

Where b marginal propensity to consume, and m is marginal propensity to import. (Here MPC = 0.9 and
marginal propensity to Import (m) = 0.15

1 1 1 100
Foreign trade Multiplier = = = = = 4

1 - 0.9 + 0.15 1.15 - 0.9 0.25 25

Q-39 Define National Income. Draw the basis of distinction between GDP at current and constant prices.
Ans. National Income is defined as the net value of all economic goods and services produced within the

domestic territory of a country in an accounting year plus the net factor income from abroad. According
to the Central Statistical Organization (CSO)
‘National income is the sum total of factor incomes generated by the normal residents of a country in
the form of wages, rent, interest and profit in an accounting year’.
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National income may be measured at current prices or at constant prices. If goods and services produced
in a year are valued at current prices, i.e., market prices prevailing in the year in which goods and
services are produced, we get national income at current prices or nominal national income. If goods
and services produced in a year are valued at ‘fixed’ prices, i.e., prices that prevailed during a previous
year chosen as base year, we get national income at constant prices or real national income. Thus GDP
at constant prices is the value of domestic product in terms of constant prices of a chosen base year. A
base year is a carefully chosen year which is a normal year free from price fluctuations.
The GDP market prices is sensitive to changes in average price level. The same physical output will
correspond to a different GDP level if the average level of market prices changes. That is, if prices rise,
GDP measured at market prices will also rise without any real increase in physical output. This is
misleading because it does not reflect changes in the actual volume of output. GDP at current prices
makes no adjustment for inflation or deflation. GDP at constant prices is inflation /deflation corrected
and can be used to measure true growth of GDP. For example, the GDP of 2015-16 may be expressed
either at prices of that year or at prices that prevailed in 2011-12. In the former case, GDP will be
affected by price changes, but in the latter case GDP will change only when there has been a change in
physical output. Since real national income accurately reflects the real change in physical output of a
country, it can be used to make a year to year comparison of changes in the volume of output of goods
and services.

Q-40 You are given the following data on an economy in millions:
Consumer Expenditure (inclusive of indirect taxes) 110 m
Investment 20 m
Government Expenditure (inclusive of transfer payments) 70 m
Exports 20 m
Imports 50 m
Net Property Income from abroad 10 m
Transfer payments 20 m
Indirect taxes 30 m
Population 0.5 m
(i) Calculate the Gross Domestic Product at market prices.
(ii) Calculate the Gross National Income at market prices.
(iii) Calculate the Gross Domestic Product at factor cost.
(iv) Calculate the per capita Gross National Income at factor cost.

Ans. (i) GDPMP= C + I + G + (X – Z)
110 + 20 + (70 – 20) + (20 – 50) = 150 million

(ii) GNPMP= GDP at market prices + net property income from abroad
150 + 10 = 160 million

(iii) GDP at factor cost = GDP market prices – indirect taxes

150 – 30 = 120 million

(iv) Per Capita Income =  GNP at Factor Cost
= 160 m - 30 m / 0.5 milion

Population

= 130 / 0.5 = 260
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Q-41 Define consumption function? Examine what would happen if aggregate expenditures were to exceed
the economy’s production capacity?

Ans. Consumption function is the functional relationship between aggregate consumption expenditure
and aggregate disposable income, expressed as C = f (Y); shows the level of consumption (C)
corresponding to each level of disposable income (Y) Aggregate expenditures in excess of output lead
to a higher price level once the economy reaches full employment. Nominal output will increase, but
it merely reflects higher prices, rather than additional real output.

Q-42 For an Economy with the following specifications
Consumption, C = 50+0.75 Yd

Investment, I = 100
Government Expenditure, G = 200
Transfer Payments, R= 110
Income Tax = 0.2Y
(i) Find out the equilibrium of income and the value of expenditure multiplier.
(ii) If autonomous taxes worth ` 25 Crores are added. Find out equilibrium level of Income.
(iii) If the economy is opened up with exports X = 25 and imports M = 5+0.25Y
Calculate the new level of Income and balance of Trade (Assume that there are no autonomous Taxes.)

Ans.(i) Level of Disposable income Yd is given by
Yd = Y-Tax + Transfer Payments, Where, Transfer Payment = 110
= Y -0.2 Y +110 = 0.8Y +110,  and C = 50+0.75 Yd

= 50+0.75(0.8Y +110)(where Yd = 0.8Y +110)
=50+(0.75×0.8Y) + (0.75X110) =132.50+0.6Y
C = 132.50+0.6 Y
Now Y = C+I+G, Where C = 132.50+0.6Y, I = 100, G = 200(Given)
Y= (132.50+0.6Y)+100+200
= 432.50+0.6Y
Y-0.6Y= 0.4Y = 432.50
or Y = 432.50/0.4 = ` 1,081.25 Crores

Expenditure Multiplier = 
 
 
 

1
Multiplier in closed economy

1 1
= = 2.5

1 - b 1 -
 =

1 -b0.6

 
 
 

�

�

C
Hereb = MPC =

Y

(ii) If autonomous taxes worth of ` 25 Crores added, this will reduce disposable income by ` 25 crores
Level of Disposable income Yd is given by
Yd = Y – Tax + Transfer payments
Thus Yd = Y-0.2Y +(110-25)= 0.8Y +85 ( Income Tax Given = 0.2Y , Transfer Payments = 110)
C= 50+0.75(0.8Y +85) (Given C = 50+0.75 Yd)
C= 50+(0.75×0.8Y)+(0.75×85)
= 50+0.6Y+63.75 = 113.75+0.6Y
Y = C+I+G
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= (113.75+0.6Y) +100+200= 413.75+0.6Y(C= 113.75+0.6Y , I = 100, G = 200)
Y-0.6Y = 413.75
0.4Y = 413.75

413.75
Y = = 1034.375 Crores

0.4
` 

(iii) Y = C+I + G+ (X-M), Where Consumption, (C) = 132.50+0.6 Y, Investment(I)
= 100, Government Expenditure (G) = 200
Since X = 25, M = 5+0.25 Y
Y = (132.50+0.6Y) +100+200+ {25-(5+0.25Y)} (Given X = 25 crores and M
= 5+0.25Y)
Y = (132.50+0.6Y) +100+200+ (25-5-0.25Y)
= (1-0.6+0.25) Y = 452.50

Y = =  696.15 Crores
452.50

0.65
`

Imports = 5+0.25Y = 5+ (0.25×696.15) = ̀ 179.04 Crores
Balance of trade = Exports – Imports
Balance of Trade = 25- M = 25-179.04= -`154.04 crores.
Thus, there is adverse balance in Trade of ` 154.04 crores

Q-43 Given Consumption function C = 300 + O.75Y;
Investment = ` 800; Net Imports = ` 100
Calculate equilibrium level of output.

Ans. Y = C+I+G+(X-M)
Y = (300+0.75Y) +800+ 0+ (-100)
Y = 300+0.75Y +800 -100 = 0.25 Y =1000
Y= ` 4000

Q-44 Compute GNP at factor cost and NDP at market price using expenditure method from the following
data:

(` in Crores)
Personal Consumption expenditure 2900
Imports 300
Gross public Investment 500
Consumption of fixed capital 60
Exports 200
Inventory Investment 170
Government purchases of goods & services 1100
Gross Residential construction Investment 450
Net factor Income from abroad (-)30
Gross business fixed Investment 410
Subsidies 80
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Ans. GDPMP = Personal consumption expenditure + Government purchase of goods andservices + gross
public investment + inventory investment +gross residential construction investment + Gross business
fixed investment + [export – import]
= 2900 + 1100 + 500 + 170+450 + 410 + (200-300)
= ` 5430 Crores
GNPFC = GDPMP + Net Factor Income from Abroad - Net Indirect Taxes
= ` 5430 + (-30) +80 = 5480 Crores
NDPMP = GDPMP - Consumption of fixed capital = 5430- 60 = ` 5370 Crores

Q-45 What are the conceptual difficulties in the measurement of national income?
Ans. There are many conceptual difficulties related to measurement which are difficult to resolve. A few

examples are:
(a) lack of an agreed definition of national income,
(b) accurate distinction between final goods and intermediate goods,
(c) issue of transfer payments,
(d) services of durable goods,
(e) difficulty of incorporating distribution of income
(f) valuation of a new good at constant prices, and
(g) valuation of government services
(h) valuation of services rendered without remuneration

Q-46 When investment in an economy increases from ` 10,000 crores to ` 14,000 croresand as a result of this
national income rises from ` 80,000 crores to ` 92,000 crores, compute investment multiplier.

Ans. Investment Multiplier K =  Y/ l

= 12,000/ 4,000 = 3
Q-47 Explain the Concept of Gross National Product at market price (GNP mp).
Ans. Gross National Product (GNP) is a measure of the market value of all final economic goods and services,

gross of depreciation, produced within the domestic territory of a country by normal residents during
an accounting year plus net factor incomes from abroad. Thus, GNP includes earnings of Indian
corporations overseas and Indian residents working overseas.

GNPMP = GDPMP + Net Factor Income from Abroad
Net factor income from abroad is the difference between the income received from abroad for rendering
factor services by the normal residents of the country to the rest of the world and income paid for the
factor services rendered by non- residents in the domestic territory of a country.

Q-48 In a two sector model Economy, the business sector produces 7500 units at an average price of ` 7.
(i) What is the money value of output?
(ii) What is the money income of Households?
(iii) If households spend 75 of their Income, what is the total consumer expenditure?
(iv) What is the total money revenue received by the business sector?
(v) What should happen to the level of output?

Ans.(i) The money value of output equals total output times the average price per unit. The money value of
output is (75000×7) = ` 52,500
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(ii) In a two sector economy, households receive an amount equal to the money valueof output. Therefore,
the money income of households is the same as the money value of output i.e. ` 52,500

(iii) Total spending by households (` 52,500 × .75) i.e. ` 39,375
(iv) The total money revenues received by the business sector is equal to aggregate spending by households

ie. ` 39,375
(v) The circular flow will be balanced and therefore in equilibrium when the injections are equal to the

leakages. The saving by the household sector would imply leakage or withdrawal of money (equal to
saving) from the circular flow of income. If at any time intended saving is greater than intended
investment, (not given; assumed = zero) this would mean that people are spending lesser volum e of
money on consumption. Here, the business sector makes payments of ` 52,500 to produce output,
whereas the households purchase only output worth ` 39,375 of what is produced. Therefore, the
business sector has unsold inventories valued at ` 13,125. Consequently, the firms would decrease
their production which would lead to a fall in output and income of the household.

Q-49 Calculate the Average Propensity to Consume (APC) and Average Propensity to Save (APS) from the
following data:
Income ` 4,000
Consumption           ` 3,000

Ans.  The average propensity to consume (APC) is the ratio of consumption expenditures
(C) to disposable income (DI), or APC =C / DI.
The average propensity to save (APS) is the ratio of savings to disposable income or APS =S / DI
APC= 3000/4000= 0.75.
APS= 1000/4000= 0.25.

Q-50 Calculate the Marginal Propensity to Consume (MPC) and Marginal Propensity to Save(MPS) from the
following data:
Income (Y) Consumption (C) Level
` 8,000 ` 6,000 Initial level
` 12,000 ` 9,000 Changed level

Ans.




C
Marginal  Propensity to Consume (MPC) = 

Y

Where   C is change in consumption and  Y is change in income

  C = (9,000 – 6,000);   Y = (12,000 – 8,000)





C 3000
 = = 0.75

Y 4000

 


 

S C
Marginal Propensity to Save (MPS) = 1 - = 1 - O.75 = 0.25

Y Y

OR
S = Y-C





S
Marginal Propensity to Save (MPS) =

Y
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(12000 -9000)- (8000- 6000)

12,000-8000

1000
= = 0.25

4000

Q-51 Suppose in an economy:
Consumption Function C = 150 + 0.75 Yd
Investment spending I = 100
Government spending G= 115
Tax Tx = 20 + 0.20 Y
Transfer Payments Tr = 40
Exports X = 35
Imports M = 15 + 0.1 Y
Where, Y and Yd are National Income and Personal Disposable Income respectively. All figures are in
rupees.
Find:
(i) The equilibrium level of National Income
(ii) Consumption at equilibrium level
(iii) Net Exports at equilibrium level

Ans. The consumption function is
C = 150 + 0.75Yd
Level of Disposable income Yd is given by
Yd = Y-Tax + Transfer Payments, Where, Transfer Payment = Tr = 40

= Y – (20+ 0.20 Y) + 40 = Y – 20 – 0.20Y +40
= Y – 0.2Y - 20+40

Yd = 20 + 0.8 Y and C = 150+0.75 Yd
C = 150 + .75 (20 +0.8 Y) where Yd = (20+0.8Y)
C = 150 +15+ 0.6Y
C = 165 + 0.6Y
(i) The equilibrium level of national income

Y = C + I + G + (X-M)
Y = 165 + 0.6Y +100+115+ [35 – (15+0.1Y)]

= 165 +0.6 Y +100+115+ [35 -15 – 0.1Y]
= 165+0.6Y +215+ 35 – 15 - 0.1Y

Y = 400+ 0.5Y
Y-0.5Y = 400; 0.5 Y = 400
Y = 400 / 0.5 = 800

The equilibrium level of national income is ` 800
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(ii) Consumption at equilibrium level of national income of ` 800
C = 165 + 0.6Y
C = 165 + 0.6(800)
C = 165+480 = 645
Consumption at equilibrium level = ` 645

(iii) Net Exports at equilibrium level of national income 800
Net exports = Value total exports - Value of total imports
Given, exports X = 35; and imports M = 15+0.1Y
Net exports = [35 - (15+0.1Y)]

= 35 -15 – 0.1Y
= 35 -15 – (0.1X 800) = 35 – 15 – 80 = - 60

Net exports =  ` (-)60
There is an adverse balance of trade

Q-52 From the following data, compute the Gross National Product at Market Price(GNPMP) using value
added method:

(` In crores)
Value of output in Secondary Sector 1000
Intermediate consumption in Primary Sector 300
Value of output in Tertiary Sector 3000
Intermediate consumption in Secondary Sector 400
Net factor income from abroad (-) 100
Value of output in Primary Sector 800
Intermediate consumption in Tertiary Sector 900

Ans. Computation of Gross National Product at Market Price (GNPMP)
GNPMP = (Value of output in primary sector – Intermediate consumption of primary sector) + (Value of
output in secondary sector – Intermediate consumption of secondary sector) + (Value of output in
tertiary sector – Intermediate consumption of tertiary sector) + Net Factor Income from Abroad
GNPMP = [(800- 300) + (1000 – 400) + (3000 – 900)] + (-100)
= 500+ 600+ 2100 - 100
= 3200 -100 = ` 3100 Crores

Q-53 How the autonomous expenditure multiplier is stated in four sector model?
Ans. The autonomous expenditure multiplier in a four sector model includes the effects of foreign

transactions and is stated as 
1

1-b + v
 where v is the propensity to import which is greater than zero. The

greater the value of v, the lower will be the autonomous expenditure multiplier.
Q-54 If an economy has a flat aggregate expenditure function, what would be the nature of the multiplier?
Ans. The marginal propensity to consume (MPC) is the determinant of the value of the multiplier and that

there exists a direct relationship between MPC and the value of multiplier. Higher the MPC, more will
be the value of the multiplier and vice-versa. A flat aggregate expenditure function implies lower MPC
and higher MPS for all levels of income. Therefore, the value of multiplier will be small.
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Q-55 Define multiplier. What is the range of values it can take?
Ans.  Multiplier expresses the relationship between an initial increment in investment and the resulting

increase in aggregate income i.e how many times the aggregate income increases as a result of an
increase in investment. The ratio of  Y to  I is called the investment multiplier, k. For example, if a
change in investment of ` 2000 million causes a change in national income of ` 6000 million, then the
multiplier is 6000/2000 = 3. Thus multiplier indicates the change in national income for each rupee
change in the desired investment. The value 3 in the above example tells us that for every Re. 1
increase in desired investment expenditure, there will be ` 3 increase in equilibrium national income.
The ratio of  Y to  I is called the investment multiplier, k.





Change in Income Y
k =

Change in Investment I

The size of the multiplier effect is given by   Y = k  I.

The increase in income per rupee increase in investment is:





Y 1 1
= =

I 1 -MPC MPS

From the above, we find that the marginal propensity to consume (MPC) is the determinant of the
value of the multiplier and that there exists a direct relationship between MPC and the value of
multiplier. Higher the MPC, more will be the value of the multiplier, and vice-versa. On the contrary,
higher the MPS, lower will be the value of multiplier and vice-versa.
Since, 0<MPC<1; therefore,
if MPC is zero then K = 1 and if MPC = 1, then K=
The maximum value of multiplier is infinity when the value of MPC is 1 i.e. the economy decides to
consume the whole of its additional income.

Q-56 (a) Calculate the Operating Surplus with the help of following data-
Particulars ` (In Crore)
Sales 4,000
Compensation to employees 800
Intermediate consumption 600
Rent 400
Interest 300
Net indirect taxes 500
Consumption of fixed capital 200
Mixed income 400

(b) Why do pensions and other security payments get excluded while calculating National Income?
Ans.(a) GVAMP = Gross Value OutputMP – Intermediate consumption

= (Sales + change in stock) – Intermediate consumption
= 4000-600 = 3400 crore
GDPMP = GVAMP = 3400 crore
NDPMP = GDPMP – consumption of fixed capital
= 3400 – 200
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= 3200 crore
NDPFC = NDPMP – NIT
= 3200 – 500
= 2700 crore
NDPFC = Compensation of employees + Operating surplus + Mixed income
2700 = 800 + Operating Surplus + 400
Operating surplus = 1500 crore

(b) GDP measures what is produced or created over the current time period and excludes all non-production
transactions. Only incomes earned by owners of primary factors of production for services rendered in
production are included in national income. Transfer payments, both private and government, are
made without goods or services being received in return. These payments do not correspond to return
for contribution to production because they do not directly absorb resources or create output. Therefore,
transfer incomes such as pensions and other social security payments are excluded from national
income.

Q-57 (a) Suppose you are given following information-
Consumption function C = 10 + 0.8Yd
Tax T = 50
Investment spending I = 135
Government Spending G = 60
Exports X = 35
Imports M = 0.05 Y
Where Y and Yd are income and personal disposable income respectively.
Find the equilibrium level of income and net exports.

(b) How are the following transactions treated in national income calculation? What is the rationale in
each case?
i. Electricity sold to a steel plant.
ii. Electric power sold to a consumer household.
iii. A car manufacturer procuring parts and components from the market.
iv. A computer producer buys a robot produced in the same country and uses it in production of

computers.
Ans. Here,

C = 10 + 0.8Yd
= 10+0.8 (Y- 50)

Y = C+ I + G + (X - M)
= 10 + 0.8(Y- 50) + 135 + 60 + (35 – 0.05Y)

Y - 0.8Y + 0.05Y = 10 - 40 + 135 + 60 + 35
0.25Y = 200
Y = 800
Net Exports = (X- M) = 35 - 0.05Y
35 - 0.05 800 = - 5 .
Thus, Trade is in deficit.
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(b) i Being an intermediate good, electricity sold to a steel plant will not be included in national income
calculation. The underlying principle is that only finished goods and services which are directly sold to
the consumer for final consumption would be included.

ii. Electric power sold to a consumer household would be included in the calculation of GDP since it is a
final good consumed by the end user.

iii. The value of parts and components procured from the market by a car manufacturer will not be included
in national income calculation because these are intermediate goods used in car production.

iv. The value of the robot bought by a computer producer for use in the production of computers would be
included in national income calculation because the computer producer is the “final consumer” of the
robot and the robot is not resold in the market after value addition.

Q-58 Compute the amount of subsidies from the following data:

GDP at market price (` in crores) 7,79,567

Indirect Taxes (` in crores) 4,54,367

GDP at factor cost (` in crores) 3,60,815

Ans. Gross Domestic Product at Market Price (GDPMP) = Gross Domestic Product at Factor Cost (GDPFC) +
(Indirect Taxes – Subsidies)

Subsidies = GDPFC + Indirect tax - GDPMP

= 360815 + 454367 – 779567

= ` 35,615 Crores

Q-59 The price index for exports of Bangladesh in the year 2018-19 (based on 2010-11) was 233.73 and the
price index for imports of it was 220.50 (based on 2010-11)

What do these figures mean ?

Ans. The figures represent foreign trade price indices which are compiled using prices of specified group of
commodities exported from and imported by Bangladesh in the year 2018-19. Both indices have a base
year of 2010 -11 (=100) and the price changes are measured in relation to that figure. In the current year,
the import price index of 220.50 indicates that there has been a 120.50 percent increase in price since
2010-11 and export price index shows that there is 133.73 percent increase in export prices. These
indices track the changes in the price which firms and countries receive / pay for products they export/
import and can be used for assessing the impact of international trade on the domestic economy.

Q-60 Explain the circular flow of income in an economy.

Ans. Circular flow of income refers to the continuous circulation of production, income generation and
expenditure involving different sectors of the economy. There are three different interlinked phases
in a circular flow of income, namely: production, distribution and disposition as can be seen from the
following figure”.
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Circular Flow of Income
(i) In the production phase, firms produce goods and services with the help of factor services.
(ii) In the income or distribution phase, there is a flow of factor incomes in the form of rent, wages,

interest and profits from firms to the households.
(iii) In the expenditure or disposition phase, the income received by different factors of production is

spent on consumption goods and services and investment goods. This expenditure leads to further
production of goods and services and sustains the circular flow.

It is clear from the figure that income is first generated in production unit, then it is distributed to
households in the form of wages, rent, interest and profit. This increases the demand for goods and
services and as a result there is increase in consumption expenditure. This leads to further production
of goods and services and thus make the circular flow complete. These processes of production,
distribution and disposition keep going on simultaneously.

Q-61 Compute NNP at factor cost or national income from the following data using income method
(` in crores)

Compensation of employees 3,000
Mixed income of self-employed 1,050
Indirect taxes 480
Subsidies 630
Depreciation 428
Rent 1,020
Interest 2,010
Profit 980
Net factor income from abroad 370
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Ans. NNPFC or NI = Compensation of employees + Operating Surplus (rent + interest+ profit) + Mixed Income
of Self- employed + Net Factor Income from Abroad
= 3,000+ (1,020+2,010+980) +1,050+370 = ̀  8,430 Crores

Q-62 Assume in an economy, saving function is S = -10 + 0.2Y and autonomous investment is I = 50 crore. Find
out the equilibrium level of income and consumption. If investment increases by ` 5 crores, what will
be the new level of income and consumption?

Ans. S= I
-10 + 0.2Y = 50
0.2Y = 50+ 10
Y = 300 crore
C= Y- S
Where S= -10 + 0.2 (300) = 50
C= 300-50 = 250 crore
With the increase in investment by ` 5 crores, the new investment will become equal to ` 55 crores.
S= I
-10 + 0.2Y = 55
Y= 325 crores
C= 270 crores

Q-63 Calculate Gross Domestic Product at market price (GDPMP) and derive National Income from the
following data (in Crores of Rupees)
Particulars in ` Crore
Inventory investment 400
Exports  350
Indirect taxes 150
Net factor income from abroad - 75
Personal consumption expenditure 7500
Gross residential construction investment 700
Depreciation 100
Imports  200
Government purchases of goods and services 1800
Gross public investment 400
Gross business fixed investment 375

Ans. GDPMP = Personal consumption expenditure + Gross investment (Gross business fixed investment +
inventory investment) + Gross residential construction investment + Gross public investment +
Government purchases of goods and services + Net Exports (exports-imports)
GDPMP = 7500 + 775 + 700 + 400 + 1800 + 150
= 11325 crores
NNP FC (National Income) = GNP FC – Depreciation
Where GNP FC = GNPMP - Indirect Taxes
And GNPMP = GDPMP + Net factor income from abroad
 GNPMP = 11325 – 75 = 11250 crores
GNP FC = 11250 – 150 = 11100 crores
NNP FC (National Income) = 11100 – 100 = 11000 crores
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Q-64 Distinguish between Leakages and Injections in the circular flow of income?
Ans. Leakages are withdrawals from the economy as a result of taxation, spending on imports, and monetary

savings. It reduces the flow of income. On the other hand, Injections are additions and contributions to
the economy through government spending, money from exports, and investments made by firms.
Injections increase the flow of income.

Q-65 How are the following transactions treated in national income calculation? What is the rationale in
each case? (3 Marks)
(1) Expenditure by government on providing free education.
(2) Capital gain on sale of a house.
(3) Mineral wealth of a nation.

Ans.
1. Expenditure by government on providing free education is included while estimating national income,

as it is part of government final consumption expenditure. Since the service provided by the government
are not sold in the market, the only way they can be valued in money terms is by adding up the money
spent by the government in the production of the service.

2. Capital gain on sale of the house is not be included while estimating national income, as it is already
included in the year when it is built and to avoid double counting which means counting value of the
same commodity more than once.

3. It is a part of national wealth and is not included in national income. However, that part  of mineral
wealth which has been extracted during the current year will be included in national income under the
product method.

Q-66 From the following data, calculate NNPFC, NNPMP, GNPMP and GDPMP.
Items In Cr.
Operating surplus 2000
Mixed income of self-employed 1100
Rent 550
Profit 800
Net indirect tax 450
Consumption of fixed capital 400
Net factor income from abroad - 50
Compensation of employees 1000

Ans. GDPMP = Compensation of employees + mixed income of self-employed + operating surplus +
depreciation + net indirect taxes
= 1000 crores + 1100 crores + 2000 crores + 400 crores + 450 crores = 4950 crores
GNPMP = GDPMP + NFIA
= 4950 crores + (-50) crores = 4900 crores
NNPMP = GNPMP – consumption of fixed capital
= 4900 crores – 400 crores = 4500 crores
NNPFC or NI = NNPMP- NIT
= 4500 crores – 450 crores= 4050 crores

Q-67 A sells a used car to B and receives Rs. 60,000. How much of the sale proceeds will be included in
national income calculation?

Ans. National income is a flow measure of output per time period—for example, per year—and includes
only those goods and services currently produced i.e. produced during the time interval under
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consideration. The value of market transactions such as exchange of goods which already exist or are
previously produced, do not enter into the calculation of national income. No part of the used car sales
proceeds of Rs 60,000 will be included in national income calculation because sale of a used car
represents transfer of existing asset which was produced during some earlier year and was accounted
in the national income calculation of that year.

Q-68 An economy is characterized by the following equation-
Consumption C = 60+0.9Yd
Investment I = 10
Government expenditure G = 10
Tax T = 0
Exports X = 20
Imports M = 10 +0.05 Y
Find equilibrium income and trade balance.

Ans. Y = C + I+ G + (X – M)
= 60+0.9(Y – 0) + 10 +10 + (20- 10 -0.05Y)
= 60+ 0.9 Y +30 -0.05 Y
Y = 600
Trade Balance = X – M = - 20
Thus trade balance is in deficit.

Q-69 Explain (with the aid of a diagram) how an increase in the marginal propensity to consume impacts
consumption expenditure.

Ans. An increase in marginal propensity to consume implies that the proportion of income that is spent on
consumption increases with an increase in income. In other words, except for an income level of zero,
at each income level, the level of consumption spending is higher. The vertical intercept is unchanged
as autonomous consumption remains unchanged; but the slope of the consumption curve would be
higher and it will spin upwards. For example, if consumption function 20+ .6Y changes to 20+ .8Y, for an
income of 200, consumption rises from 140 to 180.
(The students need to draw diagram to illustrates the same).

UNIT-1
Q-70 What is the distinction between taxes on production and product taxes?
Ans. Production taxes are paid in relation to production and are independent of the volume of actual

production. Examples of production taxes are land revenues, stamps and registration fees and tax on
profession, factory license fee, taxes to be paid to the local authorities, pollution tax etc.
Product taxes are paid on per unit of product. Examples of product taxes are excise duties, sales tax,
service tax and import-export duties.

Q-71 Calculate GDP and National Income from the Following data:
Item Rs. In crore
Depreciation 400
Exports 1200
Imports 900

-340- Chapter-1 : Determination of National Income

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Net Factor income from rest of the world 600
Change in business inventories 200
Gross private domestic fixed Investment 400
Indirect Taxes 7000
Subsidies 500
State government consumption and investment expenditure 700
Central government consumption and investment expenditure 800
Private Consumption Expenditure 5000

Ans. GDPmp = Private consumption expenditure + Gross Private (both fixed and
inventories) + Gross expenditure (Central & State) + Net Exports

= 5000+ 400 + 200 + 700 + 800 + (1200-900)
= 7400cr

National Income = GDPmp – Net Indirect Taxes
= 7400-6500-600
= 300cr

Q-72 What is the usefulness of the National Income Account?
Ans. The estimates of national income show the composition and structure of national income in terms of

different sectors of the economy, the periodical variations in them and the broad sectoral shifts in an
economy over time. It is also possible to make temporal and spatial comparisons of the trend and
speed of economic progress and development. Using this information, the government can fix various
sector-specific development targets for different sectors of the economy and formulate suitable
development plans and policies to increase growth rates.

Q-73 How is Personal Income and Disposable Personal Income defined and calculated?
Ans.  Personal income is a measure of actual current income receipts of persons from all sources which may

or may not be earned from productive activities during a given period. Personal income excludes
retained earnings, indirect business taxes, corporate income taxes and contributions towards social
security.
Personal Income = NI - Undistributed profits – Net interest payments made by households – Corporate
Tax +Transfer Payments to the households from firms and government.
Disposable personal income is a measure of amount of the money in the hands of the individuals that
is available for their consumption or savings. Disposable personal income is derived from personal
income by subtracting the direct taxes paid by individuals and other compulsory payments made to the
government Disposable Income = Personal Income - Personal Income Taxes – Nontax payments.

Q-74 Calculate the Operating Surplus
Particulars ` in Crores
Compensation of employees 200
Intermediate Consumption 800
Rent 600
Interest 500
Consumption of fixed capital 300
Net Indirect Taxes 400
Mixed Income 700
Sales 2500
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Ans.  GVAmp = GVAmp – Intermediate Consumption
= (Sales + Change in stock)- Intermediate Consumption
= 2500 – 800
= 1700 cr

GDPmp = GVAmp = 1700cr
NDPmp = GDP mp – Consumption of fixed Capital

= 1700 – 300
= 1400cr

NDPfc = NDPmp- Net Indirect taxes
= 1400- 400
= 1000cr

NDPfc = Compensation of employees + Operating Surplus + Mixed Income
1000 = 200 + operating surplus + 700
Operating Surplus = 100cr

Q-75 What is supra regional sector in an economy?
Ans. In the preparation of State income estimates, certain activities such as railways, communications,

banking. and insurance and central government administration, that cut across state boundaries, and
thus their economic contribution cannot be assigned to any one state directly are known as the `supra-
regional sectors’ of the economy. The estimates for these supra regional activities are compiled for the
economy as a whole and allocated to the states based on relevant indicators.

Q-76 What are the conceptual problem confronted in estimating national income?
Ans. Usually it is difficult to separate labour income from capital income because in many instances people

provide both labour and capital services. Such is the case with self-employed people like lawyers,
engineers, traders, proprietors etc. Other’s problems include:
(a) lack of an agreed definition of national income,
(b) accurate distinction between final goods and intermediate goods,
(c) issue of transfer payments,
(d) services of durable goods,
(e) difficulty of incorporating distribution of income,
(f) valuation of a new good at constant prices, and valuation of government services

Q-77 Calculate National Income by Expenditure Method?
Items                                                                    ` In crore
Private Final Consumption Expenditure 1000
Government Final Consumption Expenditure 800
Net factor Income from abroad 40
Net Indirect Taxes 60
Net Exports - 80
Net Domestic Capital Formation 70
National debt Interest 50
Net Current Transfer to abroad 20
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Ans.
GDPmp = Private final Consumption Expenditure + Government final Consumption

expenditure + Gross domestic capital formation + Net Export
= 1800 +70 + (-80)
= 1790 Cr

NDPfc = GDPmp- Consumption of fixed Capital + Net Indirect Taxes
= 1790+60
= 1850 cr

NNPfc = NDPfc + Net factor Income from abroad
= 1850+40
= 1890 cr

Q-78 Explain the measurement of Net Domestic Product at market price.
Ans. Net domestic product at market prices (NDPMP) is a measure of the market value of all final economic

goods and services, produced within the domestic territory of a country by its normal residents and
non-residents during an accounting year less depreciation. The portion of the capital stock used up in
the process of production or depreciation must be subtracted from final sales because depreciation
represents capital consumption and therefore accost of production.
NDPMP = GDPMP – Depreciation

Q-79 Calculate the national income using income and expenditure method from the data given below:
Items: ` in crores
(i) Government purchase of goods and services 7,000
(ii) Indirect tax 9,000
(iii) Subsidies 1,800
(iv) Gross business fixed capital 13,000
(v) Inventory Investment 3,000
(vi) Consumption of fixed capital 4,000
(vii) Personal consumption expenditure 51,000
(viii) Export of goods and services 4,800
(ix) Net factor income from aboard (-) 300
(x) Imports of goods and services 5,600
(xi) Mixed income of self employed 28,000
(xii) Rent, interest and profits 10,000
(xiii)   Compensation of employees 24,000

Ans. Income Method
NNP FC or National Income = Compensation of employees + Operating Surplus (rent + interest+ profit)
+ Mixed Income of Self- employed+ Net Factor Income from Abroad
= 24000 + 10,000 + 28000 + (-300)
= ` 61700 Cr
Expenditure Method:
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GDP=C+I+G+(X-M)
= personal consumption expenditure (c) + gross business fixed capital + inventory management (I) +
govt purchases (G) + (exports- imports)
GDPMP= 51000+7000+13000+3000+(4800-5600)
= ̀  73200cr
GNPmp = 73200+Net factor Income from Abroad
=` 73200+(-300) = ̀  72900cr
NNPmp = ̀ 72900 – 4000 = ̀  68900 cr
NNPfc or National Income = ` 68900-7200 = ` 61700cr

Q-80 Given the following equations:
C = 200 + 0.8Y
I = 1200
Calculate equilibrium level of National Income and the Consumption Expenditure at equilibrium level
of National Income.

Ans.  Y = C + I
Y = 200 + 0.8 Y + 1200
Y-0.8Y = 1400
0.2Y = 1400
Y = 1400/0.2 = 7000
C = 200+ 0.8 x 7000 = 5800

Q-81 Calculate GNP at market price from the following data using Value Added Method.
(` in Crores)

Government Transfer Payments 1800
Value of output in Primary Sector 1500
Value of output in Secondary Sector 2700
Value of output in Tertiary Sector 2100
Net factor income from Abroad (-)60
Intermediate Consumption in Primary Sector 750
Intermediate Consumption in Secondary Sector 1200
Intermediate Consumption in Tertiary Sector  900

Ans. Gross Value Added at Market Price = Value of Output – Intermediate Consumption
= 1500+ 2700 + 2100- 750-1200-900
= 3450 cr

GNP at market Price = Gross Value Added at Market Price + Net factor Income from Abroad
= 3450 + (-) 60
= 3390 cr
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Q-82 Compute GDP at market price and Mixed Income of Self-Employed from the datagiven below :
(` in Crores)

Compensation of Employees 810
Depreciation 26
Rent, Interest and Profit 453
NDP at factor cost 1450
Subsidies 18
Net factor Income from Abroad (-) 17
Indirect taxes. 57

Ans. GDP at Factor Cost: NDP at Factor Cost + Depreciation = 1450cr + 26cr = 1476 Cr
GDP at Market Price = GDP at Factor Cost + Net Indirect Taxes

= 1476cr + Indirect Taxes – Subsidies
= 1476cr + 39 cr
= 1515 Cr

NNP at Factor Cost = NDP at Factor cost + Net Factor Income from Abroad
NNP at Factor Cost = Compensation of employees + Operating Surplus + Mixed

Income of Self Employed + Net Factor Income from Abroad
Mixed Income of Self Employed = 1450cr – 1263 cr = 187 cr

Q-83 Compute the amount of depreciation from the following data
(` in Crores)

GDP at Market Price (GDPMp) 8,76,532
Net factor income from abroad (-) 232
Aggregate amount of Indirect Taxes 564
Subsidies 30
National Income (NNPFc) 8,46,576

Ans. The amount of depreciation
GDPMP = NNPFC - NFIA + NIT + Depreciation
8,76,532 = 8,46,576 – (-232) + (564-30) + Depreciation
8,76,532= 8,46,576 +232 +534 +Depreciation
8,76,532 = 8,47,342 + Depreciation
8,76,532 – 8,47,342 = 29,190 = Depreciation
Depreciation = 29,190 Crores.

Q-84 Which method is used in India for measurement of National Income? Also, state the method which is
considered the most suitable for measurement of National Income of the developed economies.

Ans. The method used in India for measurement of National Income
In India, the Central Statistics Office under the Ministry of Statistics and Programme Implementation is
responsible for macro-economic data gathering and statistical record keeping.
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Since reliable statistical data are not available, it is not possible to estimate Indi a’s national income
wholly by one method. Therefore, a combination of output method and income method is used. The
value-added method is used largely in the commodity producing sectors like agriculture and
manufacturing. Thus, in agricultural sector, net value added is estimated by the production method, in
small scale sector net value added is estimated by the income method and in the construction sector
net value added is estimated by the expenditure method also.
The method which is considered suitable for measurement of National Income of developed economies:
Income method may be most suitable for developed economies where data in respect of factor income
are readily available. With the growing facility in the use of the commodity flow method of estimating
expenditures, an increasing proportion of the national income is being estimated by expenditure
method.

Q-85 From the following data calculate National Income
Personal disposable income

                           ` in Crores
1 Personal Income 8000
2 Mixed Income of self employed 2000
3 Compensation of employees 1600
4 Net-factor Income from abroad -200
5 Rent 1500
6 Personal Income Taxes 800
7 Profit 1400
8 Consumption of fixed capital 600
9 Direct taxes paid by households 900
10 Non-Tax Payments 1000
11 Net Indirect taxes 700
12 Net Exports Taxes -180
13 Interest 1100

Ans. National Income or NNPFC = Compensation of employees + Mixed Income of Selfemployed + Operating
Surplus (Rent + Interest + Profit) + Net factor Income from abroad

= 1600 + 2000+ (1500 + 1400+1100) +(-200)
= ` 7,400crores

Personal disposable Income = Personal Income – Personal Income Taxes- NonTax Payments
= 8000-800-1000
= Rs 6200 crores

Q-86 The nominal and real GDP of a country in a particular year are ̀  3000 Crores and ̀  4700 Crores respectively.
Calculate GDP deflator and comment on the level of prices of the year in comparison with the base
year.

Ans. Nominal GDP = ` 3000 Crores
Real GDP = ` 4700 Crores
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GDP Deflator = 0
Nominal GDP

Real GD
×10

P

×100 = 63.83
3000
4700

 The price level has fallen since GDP deflator is less than 100 at 63.83.
Q-87 Differentiate excess demand and deficient demand. [RTP-May’21]
Ans. If the aggregate demand for an amount of output is greater than the full employment level of output,

then we say there is excess demand. Excess demand gives rise to `inflationary gap’. On the other hand,
if the aggregate demand for an amount of output is less than the full employment level of output, then
we say there is deficient demand. Deficient demand gives rise to a `deflationary gap’ or `recessionary
gap’.
Recessionary gap is also known as ‘contractionary gap’.

Q-88 Calculate National Income by Expenditure method and Income method with the help of following
data:
Items ` in Crores
Compensation of employees 1,200
Net factor income from Abroad 20
Net indirect taxes 120
Profit 800
Private final consumption expenditure 2,000
Net domestic capital formation 770
Consumption of fixed capital 130
Rent 400
Interest 620
Mixed income of self-employed 700
Net export 30
Govt. final consumption expenditure 1100
Operating surplus 1820
Employer’s contribution to social security scheme 300

Ans. By Expenditure method
GDPMP = Private final consumption expenditure + Government final consumption expenditure

+  Gross domestic capital formation (Net domestic
capital formation + depreciation) + Net export

= 2000 + 1100 + (770+ 130) + 30= 4030 Crores
NNPFC or NI = GDPMP – Depreciation + NFIA – NIT

= 4030 – 130 + 20 – 120= 3800 Crores
By Income method
NNPFC or NI = Compensation of Employees+ Operating Surplus+ Mixed Incomeof Self-

Employed + NFIA
= 1200+ 1820+ 700+ 20= 3740 Crores
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Q-89 How real GDP is a better measure of economic well-being? Explain.
Ans. Real GDP is calculated in such a way that the goods and services produced in a particular year are

evaluated at some constant set of prices or constant prices. In other words, it is calculated using the
prices of a selected ‘base year’. For example, if 2011-12 is selected as the base year, then real GDP for
2020-21 will be calculated by taking the quantities of all goods and services produced in 2020-21 and
multiplying them by their 2011-12 prices. Thus, real GDP or GDP at constant prices refers to the total
money value of the final goods and services produced within the domestic territory of a country during
an accounting year, estimated using base year prices. Real GDP is an inflation-adjusted measure and is
not affected by changes in prices; it changes only when there is change in the amount of output
produced in the economy. Therefore, Real GDP is a better  measure of economic well-being as it shows
the true picture of the change in production of an economy.
The calculation of real GDP gives us a useful measure of inflation known as GDP deflator. The GDP
deflator is the ratio of nominal GDP in a given year to real GDP of that year.

GDP Deflator
Nominal GDP

0
R

=
eal GD

×10
P

UNIT-2
Q-90 Describe the relevance of Circular flow of income in the measurement of National Income
Ans. Circular flow of income refers to the continuous circulation of production, income generation and

expenditure involving different sectors of the economy. There are three different interlinked phases
in a circular flow of income, namely:production, distribution, and disposition.
(i) In the production phase, firms produce goods and services with the help of factor services.
(ii) In the income or distribution phase, the flow of factor incomes in the form of rent, wages, interest,

and profits from firms to the households occurs
(iii) In the expenditure or disposition phase, the income received by different factors of production is

spent on consumption goods and services and investment goods. This expenditure leads to further
production of goods and services and sustains the circular flow.

Q-91 What are the factors behind the concept of multiplier?
Ans. The multiplier concept is central to Keynes’s theory because it explains how shifts in investment

caused by changes in business expectations set off a process that causes not only investment but also
consumption to vary. The multiplier shows how shocks to one sector are transmitted throughout the
economy. Increase in income due to increase in initial investment, does not go on endlessly. If the
increased income goes out of the cycle of consumption expenditure, there is a leakage from income
stream which reduces the effect of multiplier. The more powerful these leakages are the smaller will
be the value of multiplier.

Q-92 Suppose the Consumption function of the economy is given by:
C = 40 + 0.8 Y
and Investment Function is given by:
I = 30 + 0.4 Y
What will be the equilibrium level of national Income?

Ans.  Y = C +I
Y = 40 + 0.2Y + 30 + 0.3Y
Y = 70 + 0.5Y
Y = 70 /0.5
Y = 140
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Q-93 What is the difference between Classical and Keynesian theory of determination  of National Income?
Ans. The classical economists maintained that the economy is self regulating and is always capable of

automatically achieving equilibrium at the ‘natural level’ of real GDP or output, which is the level of
real GDP that is obtained when the economy’s resources are fully employed. . If an excess in the labour
force (unemployment) or products exist, the wage or price of these will adjust to absorb the excess.
According to them, there will be no involuntary unemployment.
Keynesian believe that prices and wages are not so flexible; they are sticky, especially downward. The
stickiness of prices and wages in the downward direction prevents the economy’s resources from
being fully employed and thereby prevents the economy from returning to the natural level of real
GDP. Therefore, output will remain at less than the full employment level as long as there is insufficient
spending in the economy.

Q-94 The equation of ‘consumption function’ of an economy is as follows:
C = ` 450 + 0. 70 y
You are required to compute the following:
(1) Consumption when disposable income (y) is ` 3,500 and ` 5,800.
(2) Saving when disposable income (y) is ` 3,500 and ` 5,500.
(3) Amount induced when disposable income is ` 3,200.

Ans. C = 450 + 0.70y
(1) Consumption when disposable income (y) is ` 3,500 and ` 5800 C = 450 + 0.70 × 3500 = 2900

C = 450 + 0.70 × 5800 = 4510
(2) Saving when disposable income (y) is ` 3500 & ` 5,500 When y = ` 3500, C = `2900

S = y-c = 3500-2900= 600
When y = 5500
C = 450 + 0.70 ×5500 = 4300
S = y-c = 5500-4300= 1200

(3) Amount induced when disposable income is ` 3200
Y = C+I
C= 450 + 0.70× 3200 = 2690
3200 = 2690 + I
I = 510

Q-95 Due to Recession in an economy, Government expenditure increases by ` 6 billion.
If Marginal Propensity to Consume (MPC) in the economy is 0.8, compute the increase in GDP.

Ans. Change in Income ÷ Change in Expenditure = 1- MPC = 1– 0.8 = 0.2Change in Income × 0.2 = Change in
Expenditure = 6 bn
Change in Income = 6 ÷0.2 = 30 bn
Hence the GDP will increase by 30 bn.

Q-96 You are given the following information of an economy:
Consumption Function : C = 200 + 0.60 Yd
Government Spending : G = 150
Investment Spending : I = 240
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Tax : Tx = 10+0.20Y
Transfer Payment : Tr =50
Exports : X = 30+0.2Y
Imports : M = 400
Where Y and Yd are National Income and Personal Disposable Income respectively. All figures are in `
Find:
(i) The equilibrium level of National Income.
(ii) Net Exports at equilibrium level.
(iii) Consumption at equilibrium level.

Ans. (i) The equilibrium level of national income
Yd = Y + Tr –Tax

= Y + 50 - 10 - 0.2Y
Yd = 40+0.8 Y
Y = C+I+G+(X-M)
Y = 200+ 0.60 (40+0.8Y) +240 +150 + (30 + 0.2 Y - 400)
Y = 200 + 24 +.48 Y +240 +150 + 30 + 0.2 Y – 400
Y = 244 + 0.68 Y
Y- 0.68 Y = 244
0.32 Y = 244
Y = 244 /0.32 = 762.5

(ii) Net exports at equilibrium level
Net Exports = Exports – Imports or (X-M)

= 30 + 0.2 Y- 400
= 30 + 0.2 (762.5) - 400]
= 30 + 152.5 - 400 = - 217.5

Net Exports = - 217.5 Crores
Imports are greater than exports. Therefore, ‘net exports’ are negative.

(iii) Consumption at equilibrium level
C = 200 + 0.60 (40+0.8 Y)
= 200 + 24 + 0. 48 (762.5)
=200 + 24 + 366 = 590
Consumption at equilibrium level of income = 590 Crores

Q-97 Clarify the concept of ‘Average Propensity to Save’ with the help of formula and
example.

Ans. The concept of Average propensity to save
Average Propensity to Save (APS) is the ratio of total saving to total income. Alternatively, it is that part
of total income which is saved.
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APS = 
Total Saving S

=
Total Income Y

For example, if saving is ` 20 Crores at national income of ` 100 Crores, then:
APS = S/Y =20/ 100 = 0.20, i.e. 20% of the income is saved. The estimation of APS is illustrated with the
help of the following table:
Income Saving APS = S/Y APS
(` Crores) (` Crores)
0 - 40 -  -
100 -20 (-20/100) - 0.20
200 0 (0/200) 0
300 20 (20/300) 0.067
400 40 (40/400) 0.10

Q-98 How the concept of National Income helps in analyzing an economy’s aggregate behavior?
Ans. The estimates of national income show the composition and structure of national income in terms of

different sectors of the economy, the periodical variations in them and the broad sectoral shifts in an
economy over time. It is also possible to make temporal and spatial comparisons of the trend and
speed of economic progress and development. Using this information, the government can fix various
sector-specific development targets for different sectors of the economy and formulate suitable
development plans and policies to increase growth.
National income estimates also throw light on income distribution and the possible inequality in the
distribution among different categories of income earners. It is also possible to make comparisons of
structural statistics, such as ratios of investment, taxes, or government expenditures to GDP.

Q-99 What is the importance of Keynesian theory in determination of national income?
Ans. Before the ‘General Theory’ by Keynes, economists could not explain how economic depressions

happen, or what to do about them. Keynes’ theory of determination of equilibrium real GDP,
employment and prices focuses on the relationship between aggregate income and aggregate
expenditure. There is a difference between equilibrium income (the level toward which the economy
gravitates in the short run) and potential income (the level of income that the economy is technically
capable of producing, without generating accelerating inflation).
Keynes argued that markets would not automatically lead to full-employment equilibrium and the
resulting natural level of real GDP. The economy could settle in equi librium at any level of
unemployment. The stickiness of prices and wages in the downward direction prevents the economy’s
resources from being fully employed and thereby prevents the economy from returning to the natural
level of real GDP.
Therefore, output will remain at less than the full employment level as long as there is insufficient
spending in the economy.

Q-100 Calculate from the following data:
(a) Private Income
(b) Personal Income
1 Savings of non-department private enterprises 5000
2 Income from domestic product accruing to private sector 400
3 Saving of private corporate sector 250
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4 Current Transfer from government administrative departments 600
5 Current Transfer from of the world 200
6. Corporative Tax 80
7 Direct personal tax 160
8 Net factor Income from abroad -70

Ans. Private Income = Factor Income from domestic product accruing to the private sector + Net factor
Income from abroad + Current Transfers from government + Other net transfer from the rest of the
world.

= 400+(-70)+ 600 +200
= ` 1130 cr

Personal Income = National Income – Undistributed Profits- Net interest payment made by households-
Corporate Tax + Transfer payments to the households from firms and government

= 5000-80
= ` 4920 cr

Q-101 Suppose in an economy
Consumption Function C = 170+0.80 Y
Investment spending I = 200
Government Spending G = 150
Tax Tx = 30+0.30Y
Transfer payments Tr = 60
Exports X = 45
Imports M = 20 + 0.2Y
Calculate:
1. The equilibrium level of national income
2. Consumption of equilibrium level
3. Net Exports of equilibrium level

Ans. C = 170+ 0.80yd
Yd = Y%Tax + Transfer Payment

= Y- (30+0.30Y) + 60 = Y+30-0.30Y = Y (1-0.30) +30
Yd = 0.7Y+30
C = 170+0.80(0.7+30) = 170+ 0.56Y + 24 = 194 +0.56Y

The Equation for Equilibrium
Y = C + I + G + X- M

= 194+0.56Y + 200+150 + 45-(20+0.2Y)
= 194+0.56Y+375-0.2Y= 569+0.36Y

Y – 0.36Y = 569 therefore Y = 569 /0.64 = 889.06
C = 194 + 0.56X889.06= 691.87
Net Export = Value of total export- Value of import
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X = 45- (20+0.2Y) = 45-20-0.2Y = 25-0.2(691.87)
= % (113.37)

Q-102 How deflationary gap arises in an economy?
Ans. Deflationary gap is thus a measure of the extent of deficiency of aggregate demand, and it causes the

economy’s income, output, and employment to decline, thus pushing the economy to under-
employment equilibrium. The macro- equilibrium occurs at a level of GDP less than potential GDP;
thus, there is cyclical unemployment i.e., rate of unemployment is higher than the natural rate.

In the figure given above OQ* is the full employment level of output. For the economy to be at full
employment equilibrium, aggregate demand should be Q*F. If the aggregate demand is Q*G, it
represents a situation of deficient demand. The resulting deflationary gap is FG.

Q-103 What are the data requirement and outcome of different method of National Income Calculation?
Ans. The processes of production, distribution and disposition keep going on simultaneously and enable us

to look at national income from three different angles namely: as a flow of production or value added,
as a flow of income and as a flow of expenditure. Each of these different ways of looking at national
income suggests a different method of calculation and requires a different set of data.
Product Method
Data required: The sum of net values added by all the producing enterprises of the country.
What is measured: Contribution of production units.
Income Method
Data required: Total factor incomes generated in the production of goods and services
What is measured: Relative contribution of factor owners.
Expenditure method
Data required: Sum of expenditures of the three spending units in the economy, namely, government,
consumer households, and producing enterprises.
What is measured: Flow of consumption and investment expenditures.
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Q-104 Can the GDP of a country be taken as an Index of welfare of people in the country?
Ans. There are many reasons to dispute the validity of GDP as a perfect measure of wellbeing. In fact, GDP

measures our ability to obtain many requirements to make our life better; yet leave out many important
aspects which ensure good quality of life for all. GDP measures exclude the following which are critical
for the overall wellbeing of citizens.
• Countries may have significantly different income distributions and, consequently, different levels

of overall well-being for the same level of per capita income.
• Quality improvements in systems and processes due to technological as well as managerial

innovations which reflect true growth in output from year to year.
• Productions hidden from government authorities, either because those engaged in it are evading

taxes or because it is illegal.
• Nonmarket production (with a few exceptions) and non-economic contributors to well-being for

example: health of a country’s citizens, education levels, political participation, or other social
and political factors that may significantly affect well-being levels.

• The disutility of loss of leisure time. We know that other things remaining the same, a country’s
GDP rises if the total hours of work increase.

• The volunteer work and services rendered without remuneration undertaken in the economy,
even though such work can contribute to social well-being as much as paid work.

• Many things that contribute to our economic welfare such as, leisure time, fairness, gender
equality, security of community feeling etc.,

• Both positive and negative externalities which are external effects that do not form part of market
transactions.

Q-105 Calculate National Income with the help of Expenditure Method and Income Method:
Item In Crores
Compensation of employees 1600
Profit 700
Net factor Income from above abroad 40
Indirect Taxes 200
Subsidies 80
Private Final Consumption Expenditure 1800
Net domestic capital formation 900
Depreciation 150
Interest 600
Rent 400
Mixed Income of self employed 800
Export 50
Import 30
Government Final consumption expenditure 1100
Employees contribution to social security scheme 400
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Ans. Income Method
NNPFC or NI = Compensation of Employees + Operating Surplus + Mixed

Income of self employed + Net factor Income from abroad.
= 1600 + (Rent + Interest + Profit) + Mixed Income of selfemployed + Net
factor Income from Abroad.
= 1600 + (400+600+700) +800+40
= 1600+1700+840
= 4140 Cr.

GDPMP = Private final consumption expenditure + Government final
Consumption expenditure + Gross domestic Capital formation
(Net domestic Capital formation + depreciation) + Net export
= 1800+1100 (900 + 150) + (50 – 30)
= 2900 + 1050+20
= 3970 Cr.

NNPFC or NI = GDPMP – depreciation + Net factor income from abroad – Net
Indirect taxes
= 3970 – 150 + 40 – 120
= 3740 Cr.

Q-106 How is multiplier useful in of functioning of Keynesian theory of determination of National Income?
Ans. The multiplier concept is central to Keynes’s theory because it explains how shifts in investment

caused by changes in business expectations set off a process that causes not only investment but also
consumption to vary. The multiplier shows how shocks to one sector are transmitted throughout the
economy.
The MPC, on which the multiplier effect of increase in income depends, is high in underdeveloped
countries, but ironically the value of multiplier is low. Due to structural inadequacies, increase in
consumption expenditure is not generally accompanied by increase in production. Example, increased
demand for industrial goods consequent on increased income does not lead to increase in their real
output, rather prices tend to rise.

Q-107 Do you agree with the statement “An important element of Keynesian models is that they relate to
short period equilibrium and contain no dynamic elements?”

Ans. An important element of Keynesian models is that they relate to short-period equilibrium and contain
no dynamic elements. There is nothing like Keynesian macro-economic dynamics. When a shock occurs,
for example when there is a change in autonomous investment due to change in some variable, one
equilibrium position can be compared with another as a matter of comparative statics. There is no link
between one period and the next and no provision is made for an analysis of processes through time.
An Economy is characterized by the following equations:
C = 40+0.6Yd
F = 20
G = 40
TY = 2
 X = 30
M = 25+0.02Y
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Q-108 (a)     What is the equilibrium income.
(b) Calculate trade balance and foreign trade multiplier.

Ans. Y = C + I + G + (X – M)
= 40+0.6Yd + 20+ 40 + (30 – 25 + 0.02Y)
= 40+0.6 (Y – T) +20+40+30 – 25 – 0.02Y
= 40+0.6 (Y – 2) + 65 – 0.02Y
= 40+0.6Y – 1.2 + 65 = 0.02Y

Y = 103.8 + 0.58Y
Y – 0.58Y = 103.8
0.42Y = 103.8

 Y = 
103.8
0.42

 = 247.142

Trade Balance = (X – M)= 30 – 25 + 0.02 (247.142)
= 5+ 4.94
= 9.94 Cr.

 Foreign Trade multiplier = 
1

1 - b + m

= 
1

1 - 0.6 + 0.02

= 
1

0.42

 = 2.38
Q-109 The Nominal GDP and Real GDP of a country in the financial year 2018-19 were ` 1,500 crore and ` 1,200

crore respectively, you are required to calculate:
(i) GDP deflator in the financial year 2018-19 and comment.
(ii) Inflation rate in the financial year 2019-20 assuming. GDP deflator rate in this year
is 140 as compared to the year 2018-19.

Ans.(i) GDP Deflator = 0
Nominal GDP

Real GD
× 10

P

1,500
×100

1,200
 = 125

GDP deflator for 2018-19 = 125
Comment: A deflator above 100 is an indication of price levels being higher as compared to base year.

 (ii) Inflation rate in year 2 = 0
GDP deflater in year 2 - GDP deflater in year 1

GDP deflater in yea  1
×10

r
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0
1 5

× 10
1
0

25
4  - 12

 = 12%

 Inflation Rate = 12%
Note: Year 2 refers to 2019-20 and year 1 refer to 2018-19.

Q-110 The following information is related to an economy:
Particulars Amount in (`) crore
Domestic Sales 3600
Opening Stock 800
Exports 1000
Depreciation 300
Closing Stock 200
Net indirect tax 400
Intermediate consumption 600
Net factor income from abroad 10
Calculate the followings:
(i) Gross Value of Output (GVOMP)
(ii) Gross Value Added (GVAMP)
(iii) Net Value Added (NVAMP)
(iv) Net Domestic Product (NDPFC)·
(v) Net National Product (NNPFC)

Ans.(a) (i) Gross Value of Output (GVOMP) = (Domestic Sales + Exports) + Change in stock
= 3,600+1,000-600= ̀  4000 cr.

(ii) Gross Value Added (GVAMP) = GVOMP – Intermediate Consumption
= 4000-600= ̀  3400cr.

(iii) Net Value Added (NVAMP) = GVAMP – Depreciation
= 3400 – 300= ̀  3100 cr.

(iv) Net Domestic Product (NDPFC) = NVAMP — Net Indirect Taxes
= 3100– 400 =` 2700 cr.

(v) Net National Product (NNPFC) = NDPFC + Net Factor Income from Abroad (NFIA)
= 2700+10= ̀  2710 cr.

Q-111 What do you mean about gross investment of a country?
Ans. Gross Investment: Gross Investment is that part of country's total expenditure which is not consumed

but added to the nation's fixed tangible assets and stocks. It consists of the acquisition of fixed assets
and the accumulation of stocks. The stock accumulation is in the form of changes in stock of raw
materials, fuels, finished goods and semi -finished goods awaiting completion.
Thus, gross investment includes:
• final expenditure on machinery and equipment,
• own account production of machinery and equipment,
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• expenditure on construction,
• expenditure on changes in inventories, and
• expenditure on the acquisition of valuables such as, jewellery, works of art.

Q-112 How is aggregate consumption function affected, if:
(i) An impending war is expected to result in shortage of goods and an adoption of a rationing

system,
(ii) Increased cost for steel, oil etc. are expected to result in higher prices for consumer goods, or
(iii) The leadership assures that economic policy is bringing the recession to an end.

Ans. Effect on Aggregate Consumption Function:
(i) If an impending war is expected, it will result in shortage of goods and an adoption of a rationing

system is essential. As war happens supply will be less, and demand will be high which will lead
to increase in prices thereby reducing the disposable income causing reduction in the aggregate
consumption. This will shift the aggregate consumption function downwards.

(ii) The price of goods and services is determined by the interaction of supply and demand of goods
and services. If cost of steel and oil prices go up, naturally the producer is not having any incentive
to produce at the earlier levels. This reduces the supply in the economy resulting in increased
demand and prices will go up causing the aggregate consumption function to decline.

(iii) The leadership is assuring that economic policy is bringing the recession to an end. But economic
policies carry a gestation period to become effective and giving both  short-term and long-term
result. So mere assurance will not increase the aggregate consumption function till the effect is
realised by both the producer and consumer and the price level is maintained at an equilibrium
level where the consumer can consume at the pre-recession stage and producer too.

Q-113 Describe the system of regional accounts in India?
Ans. Regional accounts provide an integrated database on the innumerable transactions taking place in the

regional economy and help decision making at the regional level. At present, practically all the states
and union territories of India compute state income estimates and district level estimates. State Income
or Net State Domestic Product (NSDP) is a measure in monetary terms of the volume of all goods and
services produced in the state within a given period of time (generally a year) accounted without
duplication. Per Capita State Income is obtained by dividing the NSDP (State Income) by the midyear
projected population of the state.
The state level estimates are prepared by the State Income Units of the respective State Directorates
of Economics and Statistics (DESs). The Central Statistical Organization assists the States in the
preparation of these estimates by rendering advice on conceptual and methodological problems.

Q-114 In an economy suppose
cIncome

Consumption Function 100+ 0.60 Yd
Government Spending 150
Investment spending 125
Tax @ Tx 30+0.05Y
Transfer Payments Tr = 50
Exports X = 40
Import M = 25+0.1Y
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Yd = Disposable Income
Y = National Income
Calculate
1. The equilibrium level of national Income
2. Consumption
3. Net Export

Ans. C = 100+0.60 Yd

Yd = Y – T + Transfer Payment
C = 100+0.60 (Y – 30 + 0.5 Y + 50)
= 100+0.60Y – 18 + 0.3Y + 30
C = 112+0.90Y
Y = C + I + G + X – M
= 112+0.90Y + 125+150+ [40 – (25+0.1Y)]
Y = 387+ 0.90Y+15 – 0.1Y
= 402+1.10Y
Y – 0.80 Y = 402
0.20 Y = 402
Y = 402/.20
= ̀  2010 Cr.
C = 100+0.6 Y
= 100+0.6 (2010)
= 1306 Cr.
Net Export = X – M
= 40-25-0.1 Y
= 15 – 0.1 (2010)
= 15 – 201
= ` (-) 186 Cr.

Q-115 What will be the outcome when aggregate expenditure is more than the output ?
Ans. As aggregate expenditures exceed aggregate output then excess demand makes businesses to sell

more than what they currently produce. The unexpected sales would draw down inventories and
result in less inventory investment than business firms planned. They will react by hiring more workers
and expanding production. This will increase the nation’s aggregate income. It also follows that with
demand outstripping production, desired investment will exceed actual investment.

Q-116 Why is multiplier important in Keynesian theory of determination of National Income?
Ans. Multiplier refers to the phenomenon whereby a change in an injection of expenditure will lead to a

proportionately larger change (or multiple changes) in the equilibrium level of national income.
The multiplier concept is central to Keynes’s theory because it explains how shifts in investment
caused by changes in business expectations set off a process that causes not only investment but also
consumption to vary. The multiplier shows how shocks to one sector are transmitted throughout the
economy.
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Q-117 Calculate National Income with the help of Income and Expenditure Method.
` in Crore

Compensation of employee 1000
Net Factor Income from Abroad 50
Indirect Tax 100
Subsidy 20
Private Final consumption expenditure 800
Government final Consumption Expenditure 900
Net Domestic Capital Formation 700
Consumption of fixed Capital 120
Operating Surplus 1400
Mixed Income 600
Employer’s contribution to social feeling scheme 300
Net Export 20

Ans.  By expenditure Method.
= Private final Consumption Expenditure + Government Final consumption Expenditure + Gross domestic
Capital formation (Net domestic Capital formation + depreciation) + Net Export
= 800+900+700+120+20 = ̀  2540 Cr.
NNPFC or NI = GDPMP – depreciation + Net factor Income from abroad – Net Indirect tax
= 2540 – 120+50 – 80
` 2390 Cr.
Income Method:
Compensation of employee NNPFC or NI = Operating Surplus + Mixed Income of self employed + NFIA
= 1000+1400+600+50 = ̀  3050 Cr.

Q-118 How does national income can be explained as a flow concept?
Ans.  National income is a ‘flow’ measure of output per time period for example, per year and includes only

those goods and services produced in the current period i.e. produced during the time interval under
consideration. The value of market transactions such as exchange of goods which already exist or are
previously produced, do not enter into the calculation of national income.
Therefore, the value of assets such as stocks and bonds which are exchanged during the pertinent
period are not included in national income as these do not directly involve current production of goods
and services. However, the value of services that accompany the sale and purchase e.g., fees paid to
real estate agents and lawyers represent current production and, therefore, is included in national
income.

Q-119 How GDP and GNP differ in their treatment of international transaction?
Ans. The two concepts GDP and GNP differ in their treatment of international transactions. The term ‘national’

refers to normal residents of a country who may be within or outside the domestic territory of a
country and is a broader concept compared to the term ‘domestic’. For example, GNP includes earnings
of Indian corporations overseas and Indian residents working overseas; but GDP does not include
these. In other words, GDP excludes net factor income from abroad. Conversely, GDP includes earnings
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from current production in India that accrue to foreign residents or foreign-owned firms; GNP excludes
those items. For instance, profits earned in India by X Company, a foreign-owned firm, would be
included in GDP but not in GNP. Similarly, profits earned by Company Y, an Indian company in UK would
be excluded from GDP but included in GNP.

Q-120 Calculate Gross National Product at Market Price Using Value added Method:
` in Crores

Value of output in Primary Sector 700
Value of output in Secondary Sector 900
Value of output in tertiary Sector 1000
Intermediate Consumption in Primary Sector 350
Intermediate Consumption in Secondary Sector 250
Intermediate Consumption in Tertiary Sector 100
Net Factor from Abroad 40

Ans.  GDPMP = Value of output in primary Sector – Intermediate Consumption in Primary Sector + Value of
output in Secondary Sector – Intermediate Consumption in Secondary Sector + Value of output in
Tertiary Sector – Intermediate Consumption
= (700-350) + (900 – 250) + (1,000 – 100)
= 350+650+900 = 1900
GNPMP = GDPMP + NFIA
= 1900+(-40)
= 1860

Q-121 Explain Investment multiplier and its relevance in two sector model?
Ans.  It is a process of multiple increases in equilibrium income due to increase in investment and how

much increase occurs depends upon the marginal propensity to consume. In our two-sector model, a
change in aggregate demand may be caused by change in consumption expenditure or in business
investment or in both. Since consumption expenditure is a stable function of income, changes in
income are primarily from changes in the autonomous components of aggregate demand, especially
from changes in the unstable investment component.

Q-122 According to Keynesian theory of income and employment how aggregate effective demand helps in
determining national income?

Ans. According to the Keynesian theory of income and employment, national income depends upon the
aggregate effective demand. If the aggregate effective demand falls short of that output at which all
those who are both able and willing to work are employed, it will result in unemployment in the
economy. Consequently, there will be a gap between the economy’s actual and optimum potential
output. On the contrary, if the aggregate effective demand exceeds the economy’s full employment
output, it will result in inflation. Nominal output will increase, but it simply reflects higher prices,
rather than additional real output. It is not necessary that the equilibrium aggregate  output will also
be the full employment aggregate output. It is undesirable and a cause of great concern for the society
and government if large number of people remains unemployed. In the absence of government policies
to stabilize the economy, incomes will be unstable because of the instability of investment. Full
employment could be maintained in a capitalist economy only if governments are willing to incur
countercyclical budgetary deficits to offset the inbuilt tendency towards private over-saving. By making
appropriate changes in government spending (G) and taxes, the government can counteract the effects
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of shifts in investment. Appropriate changes in fiscal policy by adjusting government expenditure and
taxes could keep the autonomous expenditure constant even in the face of undesirable changes in the
investment.

Q-123 Calculate Equilibrium level of national income from the following data:
C = 20+0.60 Yd
I = 80
G = 30
T = 30

Ans.  C = 20+0.60 Yd
I = 80
G = 30
T = 30
Y = C +I+G
= a + bYd+I + G
= 20+0.60Y– 18+80+30
Y = 112 + 0.60y
Y – 0.60 y = 112

Y = 
112
0.40

 = 280
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CHAPTER-2
PUBLIC FINANCE

Q-1 Define Social Good? What is the similarity and dissimilarity between Social Goods and Common
Pool Resources?

Ans. A Social Good is defined as one which all enjoy in common in the sense that each individual’s consumption
of such a good leads to no subtraction from any other individuals consumption of that good. Similarity
between Social Goods and Common Pool Resources is that both are nonexcludable whereas dissimilarity
is seen in their nature that is Social Goods are non-rival which means that the use of these goods does
not reduce the availability for others, while Common Pool Resources are rival in nature which means
that the use of these resources reduce the availability for others.

Q-2  How does the government intervene to minimize market power?
Ans. Market power is an important factor that contributes to inefficiency because it results in higher prices

than competitive prices. In addition, market power also tends to restrict output and leads to deadweight
loss. Because of the social costs imposed by monopoly, governments intervene by establishing rules
and regulations designed to promote competition and prohibit actions that are likely to restrain
competition. These legislations differ from country to country. For example, in India, we have the
Competition Act, 2002(as amended by the Competition (Amendment) Act, 2007) to promote and sustain
competition in markets. Such legislations generally aim at prohibiting contracts, combinations and
collusions among producers or traders which are in restraint of trade and other anticompetitive actions
such as predatory pricing. On the contrary, some of the regulatory responses of government to incentive
failure tend to create and protect monopoly positions of firms that have developed unique innovations.
For example, patent and copyright laws grant exclusive rights of products or processes to provide
incentives for invention and innovation. Policy options for limiting market power also include price
regulation in the form of setting maximum prices that firms can charge. Price regulation is most often
used for natural monopolies that c an produce the entire output of the market at a cost that is lower
than what it would be if there were several firms.
If a firm is a natural monopoly, it is more efficient to permit it serve the entire market rather than have
several firms who compete each other. Examples of such natural monopoly are electricity, gas and
water supplies. In some cases, the government‘s regulatory agency determines an acceptable price, so
as to ensure a competitive or fair rate of return. This practice is called rate-ofreturn regulation. Another
approach to regulation is setting price-caps based on the firm’s variable costs, past prices, and possible
inflation and productivity growth.

Q-3 What is non- discretionary fiscal policy and how it occurs?
Ans. Non-discretionary fiscal policy or automatic stabilizers are part of the structure of the economy and are

‘built-in’ fiscal mechanisms that operate automatically to reduce the expansions and contractions of
the business cycle. It occurs through automatic adjustments in government expenditures and taxes
without any deliberate governmental action i.e. by limiting the increase in disposable income during
an expansionary phase and limiting the decrease in disposable income during the contraction phase of
the business cycle.
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Q-4 Describe rationale for the stabilisation function of government policy.
Ans.  Stabilization function is one of the key functions of fiscal policy and aims at eliminating macroeconomic

fluctuations arising from suboptimal allocation. The stabilization function is concerned with the
performance of the aggregate economy in terms of labour employment and capital utilization, overall
output and income, general price levels, economic growth and balance of international payments.
Government’s stabilization intervention may be through monetary policy as well as fiscal policy.
Monetary policy has a singular objective of controlling the size of money supply and interest rate in the
economy, while fiscal policy aims at changing aggregate demand by suitable changes in government
spending and taxes.

Q-5(i) What is the crux of Heckscher-Ohlin theory of International Trade
(ii) Define common resources? Why are they over used?

Ans. (i) The Heckscher-Ohlin theory of trade, also referred to as Factor-Endowment Theory of Trade or
Modern Theory of Trade, states that comparative advantage in cost of production is explained exclusively
by the differences in factor endowments.
A country tends to specialize in the export of a commodity whose production requires intensive use of
its abundant resources and imports a commodity whose production requires intensive use of its scarce
resources.
Accordingly, a capital abundant country will produce and export capital intensive goods relatively
more cheaply and a labour-abundant country will produce and export labour intensive goods relatively
more cheaply than another country.
(ii) Common access resources or common pool resources are a special class of impure public goods
which are non-excludable as people cannot be excluded from using them. These are rival in nature and
their consumption lessens the benefits available for others. This rival nature of common resources is
what distinguishes them from pure public goods, which exhibit both non-excludability and non-rivalry
in consumption. They are generally available free of charge.
Some important natural resources fall into this category.
Examples of common access resources are fisheries, common pastures, rivers, sea, backwaters
biodiversity etc. The earth’s atmosphere is perhaps the best example. Emissions of carbon dioxide and
other greenhouse gases have led to the depletion of the ozone layer endangering environmental
sustainability. Although nations are aware of the fact that reduced global warming would benefit
everyone, they have an incentive to free ride, with the result that nothing positive is likely to be done
to correct the problem.

Q-6 Explain the term Contractionary Fiscal Policy. What are the measures under taken in a contractionary
fiscal policy?

Ans. When aggregate demand rises beyond what the economy can potentially produce by fully employing
its given resources; it gives rise to inflationary pressures in the economy. The aggregate demand may
rise due to large increase in consumption demand by households or investment expenditure by
entrepreneurs, or government expenditure. In these circumstances inflationary gap occurs which tends
to bring about rise in prices. Under such circumstances, a contractionary fiscal policy will have to be
used.
Contractionary fiscal policy refers to the deliberate policy of government applied to curtail aggregate
demand and consequently the level of economic activity. In other words, it is fiscal policy aimed at
eliminating an inflationary gap. This is achieved by adopting policy measures that would result in the
aggregate demand curve (AD) shift the to the left so the equilibrium may be established at the full
employment level of real GDP.
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This can be achieved either by:
• Decrease in government spending.
• Increase in personal income taxes and/or business taxes.
• A combination of decrease in government spending and increase in personal income taxes and/

or business taxes.
Q-7 Explain why government imposes price ceilings
Ans. When prices of certain essential commodities rise excessively, government may resort to controls in

the form of price ceilings (also called maximum price) for making a resource or commodity available to
all at reasonable prices. For example: maximum prices of food grains and essential items are set by
government during times of scarcity. A price ceiling which is set below the prevailing market clearing
price will generate excess demand over supply.
With the objective of ensuring stability in prices and distribution, governments often intervene in
grain markets through building and maintenance of buffer stocks. It involves purchases from the market
during good harvest and releasing stocks during periods when production is below average.

Q-8 Explain the term on market failure.
Ans. Market failure is a situation in which the free market fails to allocate resources efficiently in the sense

that there is either overproduction or underproduction of particular goods and services leading to less
than optimal market outcomes.

Q-9 Define Externalities? Given example of each type of externalities.
Ans. Externalities, also referred to as ‘spillover effects’, ‘neighbourhood effects’ ‘third -party effects’ or

‘side-effects’, occur when the actions of either consumers or producers result in costs or benefits that
do not reflect as part of the market price. Externalities cause market inefficiencies because they hinder
the ability of market prices to convey accurate information about how much to produce and how much
to buy. Since externalities are not reflected in market prices, they can be a source of economic
inefficiency. Externalities can be positive or negative. Negative externalities occur when the action of
one party imposes costs on another party. Positive externalities occur when the action of one party
confers benefits on another party. The four possible types of externalities are negative externality
initiated in production which imposes an external cost on others, positive production externality,
example A firm which offers training to its employees for increasing their skills. The firm generates
positive benefits on other firms when they hire such workers as they change their jobs. Another
example is the case of a beekeeper who locates beehives in an orange growing area enhancing the
chances of greater production of oranges through increased pollinati on less commonly seen, initiated
in production that confers external benefits on others. Negative Production Externality example when
a factory which produces aluminum discharges untreated waste water into a nearby river and pollutes
the water causing health hazards for people who use the water for drinking and bathing. Pollution of
river also affects fish output as there will be less catch for fishermen due to loss of fish resources.
Negative consumption externalities initiated in consumption which produce external costs on others
for example Smoking cigarettes in public place causing passive smoking by others, creating litter and
diminishing the aesthetic value of the room and playing the radio loudly obstructing one from enjoying
a concert. Positive consumption externality initiated in consumption that confers external benefits on
others for example, consumption of the services of a health club by the employees of a firm would
result in an external benefit to the firm in the form of increased efficiency and productivity.

Q-10  You are the Finance Minister of India. You find that the country is passing through recession. As Finance
Minister what suggestions will you make to the Government of India to bring the country out of recession.
Justify your answer.
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Ans. A recession is said to occur when overall economic activity declines or in other words, when the
economy contracts. As a Finance Minister it is my responsibility to frame / suggest fiscal policy for the
country at the time of recession or inflation so as to take the country out of it.
Fiscal policy involves the use of government spending, taxation and borrowing to infl uence both the
pattern of economic activity and level of growth of aggregate demand, output and employment.
Fiscal measures could be discretionary and non-discretionary.
During recession, the government has to use discretionary fiscal policies. Discretionary fiscal policy
refers to deliberate policy actions on the part of the government to change the levels of expenditure
and taxes to influence the level of national output, employment and prices. Since GDP = C + I + G + NX,
governments can influence economic activity (GDP), by controlling G (Government Expenditure) directly
and influencing C(Private Consumption), I(Private Investment), and NX (Net Exports) indirectly, through
changes in taxes, transfer payments and expenditure.
During a recession as a part of government I may initiate a fresh wave of public works. These will
involve employment of labour as well as purchase of multitude of goods and services. These
expenditures directly generate incomes to labour and suppliers of material and services. Apart from
this, there is also indirect effect in the form of working of multiplier.
Besides this, as a finance minister, I may reduce corporate and personal income tax to overcome
contractionarily tendencies in the economy. A tax cut increases disposable income of households.
Their inclination to spend a portion of additional disposable income determined by their marginal
propensity to consumer and multiplier effect of spending would set out a chain reaction of spending,
increased income and consequent increases output. Moreover, these can provide firms and households
incentives to engage in investment.

Q-11 Define ‘moral hazard’.
Ans. Moral hazard is associated with information failure and refers to a situation that increases the probability

of occurrence of a loss or a larger than normal loss, because of a change in the unobservable or hard to
observe behaviour of one of the parties in the transaction after the transaction has been made. Moral
hazard is opportunism characterized by an informed person’s taking advantage of a less-informed
person through an unobserved action. It arises from lack of information about someone’s future
behaviour. Moral hazard occurs due to asymmetric information i.e., an individual knows more about
his or her own actions than other people do. This leads to a distortion of incentives to take care or to
exert effort when someone else bears the costs of the lack of care or effort. For example, in the
insurance market, the expected loss from an adverse event increases as insurance coverage increases.

Q-12 Suppose a fertilizer plant dumps effluents into a river, why is it called an externality?
Ans: When a fertilizer plant dumps effluents into a river, there is negative externality because it adversely

affects the quality of water and reduces the welfare of the people who use it. The users of polluted
water are third parties and are not in any way connected with the economic transactions that take
place within the fertilizer factory. The fertilizer producer does not bear the true cost of wastewater to
the society and the fertilizer prices do not include the costs borne by these third parties. Therefore,
the fertilizer producer will have an incentive to produce too much effluents. The price of fertilizer
which is equal to the marginal cost of production will be lower than what it would be if the cost of
production reflected the effluent cost also.

Q-13 Suggest reasons why education and health care might be considered as merit goods to be provided by
government?

Ans: The positive externality argument provides justification for government participation in education
and healthcare provision. Positive externalities arise when an external benefit is generated by the
producer of a good or service, but the producer cannot get compensated for producing this extra
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benefit because of the absence of a market for the externality. The market price of the good or service
will not reflect its accurate worth and markets will produce less than optimal quantity.
Healthcare and education, especially in developing countries, are very important considering their
ability to improve the quality of human capital. An educated workforce is an asset to the society.
Education increases not only the productivity of the person being educated but also the productivity of
his co-workers. Education increases community engagement and contributes to the formation of a
stable and democratic society. Similarly, there are productivity spillovers from health.These are merit
goods which are considered socially desirable and beneficial to society irrespective of the preferences
of consumers and therefore government deems that their consumption should be encouraged. In
contrast to pure public goods, merit goods are rival, excludable, limited in supply,rejectable by those
unwilling to pay, and involve positive marginal cost for supplying to extra users. Scarcity of resources in
developing countries and lack of information and awareness regarding the positive benefits of these
services may discourage people from making investment decisions to incur costs today for benefits
received in the future. Consequently, sufficient market demand for these services may not be
forthcoming at a market determined price.
Substantial positive externalities are involved in the consumption of merit goods such as education
and healthcare. The greater reliance on private delivery of health infrastructure and health services
therefore means that overall these will be socially underprovided by private agents. Adequate access
may also be denied to the poor who lack ability to pay. This in turn has undesirable outcomes not only
for the affected population but for society as a whole. It adversely affects current social welfare and
labour productivity, and of course harms future growth and development prospects.
Healthcare and education can be provided through market, but these are likely to be under - produced
and under-consumed through the market mechanism so that social welfare will not be maximized. Left
to market, only private benefits and private costs would be reflected in the price paid by consumers.
This means, compared to what is socially desirable, people would consume inadequate quantities. The
following diagram will show the market outcome for merit goods.

Market Outcome for Merit Goods

In the absence of government intervention, the output of the healthcare and education would be
where the marginal private cost (MPC) is equal to marginal private benefit (MPB). The welfare loss to
the society due to under production and under consumption is the shaded area (ABC). On account of
considerable positive externalities, the optimal output is Q* at which marginal social (MSC) cost is
equal to marginal social benefit (MSB). These arguments support a strong case for government
intervention in the case healthcare and education.
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The additional reasons for government provision of these merit goods are:
•  Information failure is widely prevalent with merit goods and therefore individuals may not act in

their best interest because of imperfect information.
• Equity considerations demand that merit goods such as health and education should be provided

free on the basis of need rather than on the basis of individual’s ability to pay.
• There is a lot of uncertainty as to the need for merit goods E.g. health care. Due to uncertainty

about the nature and timing of healthcare required in future, individuals may be unable to plan
their expenditure and save for their future medical requirements. The market is unlikely to
provide the optimal quantity of health care when consumers actually need it, because they may
be short of the necessary finances to pay the market price.
The possible government responses to under-provision of merit goods are regulation, subsidies,
direct government provision and a combination of government provision and market provision.
Regulation determines how a private activity may be conducted. For example, the way in which
education is to be imparted is government regulated. Governments can set standards and issue
mandates making others oblige. Compulsory immunization may be insisted upon as it helps not
only the individual but also the society at large. Government could also use legislation to enforce
consumption of a good which generates positive externalities. The Right of Children to Free and
Compulsory Education Act, 2009 which mandates free and compulsory education for every child
of the age of six to fourteen years is another example. A variety of regulatory mechanisms may
also be set up by government to enhance consumption of merit goods and to ensure their quality.
When governments provide these merit goods, apart from generating substantial positive
externalities it may give rise to large economies of scale and productive efficiency.

When merit goods are directly provided free of cost by government, there will be substantial demand
for the same. As can be seen from the following diagram, when people are required to pay the free
market price, people would consume only OQ quantity of healthcare. If provided free at zero prices or
at prices lower than market determined prices, the demand OD far exceeds supply.

Q-14 Why is it difficult for the government to determine the optimal quantity of a public good?
Ans. It is difficult for the government to determine the optimal quantity of a public good becauseconsumer

preferences for these goods are not revealed in the market and a price cannot be charged since they
are nonrival and non-excludable in consumption and are characterized by indivisibility.

Q-15 What is the rationale for government intervention in allocation of resources?
Ans.  The allocation responsibility of the governments involves suitable corrective action when private

markets fail to provide the right and desirable combination of goods and services to ensure social
welfare. In the absence of appropriate government intervention, market failures may occur and the
resources are likely to be misallocated by too much production of certain goods or too little production
of certain other goods. Thus, market failures provide the rationale for gover nment’s allocative function.
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Q-16 Classify each of the following goods based on their characteristics. Mention the rationale.
(i) Open-access Wi-Fi networks
(ii) Roads with toll booths
(iii) Parks

Ans. All the goods mentioned above can be classified as impure public good. There are many hybrid goods
that possess some features of both public and private goods. These goods are called impure public
goods and are partially rivalrous or congestible. Because of the possibility of congestion, the benefit
that an individual gets from an impure public good depends on the number of use rs.
Consumption of these goods by another person reduces, but does not eliminate, the benefits that
other people receive from their consumption of the same good. Impure public goods also differ from
pure public goods in that they are often excludable.
Since free riding can be eliminated, the impure public good may be provided either by the market or by
the government at a price or fee. If the consumption of a good can be excluded, then the market would
provide a price mechanism for it. The provider of an impure public good may be able to control the
degree of congestion either by regulating the number of people who may use it, or the frequency with
which it may be used or both.

Q-17 Distinguish between ‘pump priming’ and ‘compensatory spending’
Ans. A distinction is made between the two concepts of public spending during depression, namely, the

concept of ‘pump priming’ and the concept of ‘compensatory spending’. Pump priming involves a one-
shot injection of government expenditure into a depressed economy with the aim of boosting business
confidence and encouraging larger private investment. It is a temporary fiscal stimulus in order to set
off the multiplier process. The argument is that with a temporary injection of purchasing power into
the economy through a rise in government spending financed by borrowing rather than taxes, it is
possible for government to bring about permanent recovery from a slump. Pump priming was widely
used by governments in the post-war era in order to maintain full employment; however, it became
discredited later when it failed to halt rising unemployment and was held responsible for inflation.
Compensatory spending is said to be resorted to when the government spending is deliberately carried
out with the obvious intention to compensate for the deficiency in private investment.

Q-18 Define information failure
Ans. Perfect information which implies that both buyers and sellers have complete information about

anything that may influence their decision making is an important element of an efficient competitive
market. Information failure occurs when lack of information can result in consumers and producers
making decisions that do not maximize welfare. Information failure is widespread in numerous market
exchanges due to complex nature of goods and services that are transacted, inaccurate and incomplete
data, and non-availability of correct information.

Q-19 Explain the concept of adverse selection. What are the possible consequences of adverse selection?
Ans. Adverse selection is a situation in which asymmetric information about quality eliminates highquality

goods from a market. It a form of market failure which occurs when buyers have better information
than sellers due to hidden information, and this can distort the usual market process. For example, in
the insurance market adverse selection is the tendency for people with higher risk to obtain insurance
coverage to a greater extent than persons with lesser risk because compared to insurance buyers,
insurers know less about the health conditions of buyers and are therefore unable to differentiate
between high-risk and low-risk persons. If the insurance company charges an average price, and only
high-risk consumers buy insurance it will make losses. It is therefore possible that there will be higher
overall premium as firms insure themselves against high-risk customers buying insurance. Then the
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low-risk customers may not want to buy insurance because it is quite expensive. Economic agents end
up either selecting a sub-standard product or leaving the market altogether leading to a condition of
‘missing market’. If the sellers wish to do business profitably, they may have to incur considerable
costs in terms of time and money for identifying the extent of risk for different buyers.

Q-20 How can the government influence the resource allocation in an economy?
Ans A variety of allocation instruments are available by which governments can influence resource allocation

in the economy. They are -
i. government may directly produce the economic good (for example, electricity andpublic

transportation services)
ii government may influence private allocation through incentives and disincentives (forexample,

tax concessions and subsidies may be given for the production of goods that promote social
welfare and higher taxes may be imposed on goods such as cigarettes and alcohol)

iii. government may influence allocation through its competition policies, merger policiesetc. which
will affect the structure of industry and commerce (for example, theCompetition Act in India
promotes competition and prevents anti-competitiveactivities).

vi. governments’ regulatory activities such as licensing, controls, minimum wages, anddirectives on
location of industry influence resource allocation.

v. government sets legal and administrative frameworks, and
vi. any of a mixture of intermediate techniques may be adopted by governments

Q-21 When price of certain essential goods rises excessively, how does the government intervene to control
the price? Explain with the help of an example and with suitable diagram.

Ans When prices of certain essential commodities rise excessively, government may resort to control in
the form of price ceilings (also called maximum price) for making a resource or commodity available to
all at reasonable prices. For example: maximum prices of food grains and essential items are set by
government during times of scarcity. A price ceiling which is set below the prevailing market clearing
price will generate excess demand over supply. (The students should draw the diagram in support of
their answers)
With the objective of ensuring stability in prices and distribution, governments often intervene in
grain markets through building and maintenance of buffer stocks. It involves purchases from the market
during good harvest and releasing stocks during periods when production is below average.

Q-22 Is cable television an example of impure public good?  Verify your answer.
Ans Yes, cable television is an example of impure public good. Impure public goods only partially satisfy

two characteristics of public goods namely, non-rivalry in consumption and non-excludability. Cable
television is non-rivalrous because the use of cable television by other individuals will in no way
reduce your enjoyment of it. The good is excludable since the cable TV service providers can refuse
connection if you do not pay for set top box and recharge it regularly.

Q-23 Is production of steel a demerit good? Give reason.
Ans Demerits goods are those goods which are believed to be socially undesirable. The consumption of

these goods imposes significant negative externalities on the society as a whole.
No. The production of steel is not essentially a demerit good. Though it causes pollution and have
negative externalities, it is not a socially undesirable good.

Q-24 What is the major determinant of the economic functions of a government?
Ans. The nature of the economic system determines the size and scope of the economic functions of the

government. In a centrally planned socialistic economy, the state owns all productive resources and
makes all important economic decisions. On the contrary, in a market economy, all important economic
decisions are made by individuals and firms who want to maximise self interest and there is only
limited role for the government. In a mixed economic system, both markets and government contribute
towards resource allocation decisions.
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Q-25 Distinguish between private cost and social cost.
Ans. Private cost is the cost faced by the producer or consumer directly involved in a transaction. If we take

the case of a producer, his private cost includes direct cost of labour, materials, energy and other
indirect overheads. These are usually added up to determine market price. The actions of consumers
or producers result in costs or benefits to others and the relevant costs and benefits are not reflected
as part of market prices. In other words, market prices do not incorporate externalities. Social costs
refer to the total costs to the society on account of a production or consumption activity. Social costs
are private costs borne by individuals directly involved in a transaction together with the external
costs borne by third parties not directly involved in the transaction. Social costs represent the true
burdens carried by society in monetary and non-monetary terms.

Q-26 Describe the term ‘Tragedy of commons’.
Ans. Common access resources such as oceans tend to be over-consumed in an unregulated market because

they are rivalrous and non-excludable in consumption.
`Tragedy of the commons’ is a term to describe the problem which occurs when rivalrous but non-
excludable goods are overused by individual users acting independently and rationally according to
their own self-interest. In doing so, they behave contrary to the common good of all users by depleting
a shared common resource to the disadvantage of the entire universe.

Q-27 Why do you consider national defence as a public good?
Ans.  National defence has all characteristics of a public good. It yields utility to people; its consumption is

essentially nonrival, non-excludable and collective in nature and is characterized by indivisibility.
National defence is available for all individuals whether they pay taxes or not and it is impossible to
exclude anyone within the country from consuming and benefiting from it. No direct payment by the
consumer is involved in the case of defence. Once it is provided, the additional resource cost of
another person consuming it is zero. Defence also has the unique feature of public good i.e. it does not
conform to the settings of market exchange. Though defence is extremely valuable for the wellbeing
of the society, left to market, it will not be produced at all or will be under produced.

Q-28 Define information failure.
Ans. Perfect information which implies that both buyers and sellers have complete information about

anything that may influence their decision making is an important element of an efficient competitive
market. Information failure occurs when lack of information can result in consumers and producers
making decisions that do not maximize welfare. Information failure is widespread in numerous market
exchanges due to complex nature of goods and services that are transacted, inaccurate and incomplete
data, and non-availability of correct information

Q-29 What should be the public revenue and expenditure policy during recession?
Ans. Government’s fiscal policy for stabilization purposes attempts to direct the actions of individuals and

organizations by means of its expenditure and taxation decisions.
During recession, an expansionary fiscal policy is resorted to by government through increased aggregate
spending to compensate for the deficiency in effective demand.
Increased government expenditure (for example on building infrastructure) injects more money into
the economy, initiate a series of productive activities, stimulates overall economic activities,
employment and demand.
Production decisions, investments, savings etc can be influenced by government’s tax policies. During
recession, the government’s tax policy is framed to encourage private consumption and investment. A
general reduction in income taxes leaves higher disposable incomes with people inducing higher
consumption. Low corporate taxes increase the prospects of profits for business and promote further
investment.
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Q-30 Explain the different types of externalities? How do externalities lead to welfare lossof markets?
Ans. Externalities, also referred to as ‘spillover effects’, ‘neighbourhood effects’ ‘third-party effects’ or

‘side-effects’, occur when the actions of either consumers or producers result in costs or benefits that
do not reflect as part of the market price. Externalities cause market inefficiencies because they hinder
the ability of market prices to convey accurate information about how much to produce and how much
to buy. Since externalities are not reflected in market prices, they can be a source of economic
inefficiency. Externalities are initiated and experienced, not through the operation of the price system,
but outside the market and therefore are external to the market.
Externalities may be positive or negative or may be unidirectional or reciprocal.
Negative externalities occur when the action of one party imposes costs on another party. Positive
externalities occur when the action of one party confers benefits on another party. The four possible
types of externalities are
(i) negative externality initiated in production which imposes an external cost on others.
(ii) positive production externality, less commonly seen, initiated in production thatconfers external

benefits on others,
(iii) negative consumption externalities initiated in consumption which produce external costs on

others.
(iv) positive consumption externality initiated in consumption that confers external benefits on others.

Each of the above may be received by another in consumption or in production. The firm or the
consumer as the case may be, however, has no incentive to account for the external costs that it
imposes on consumers.

How negative externalities lead to welfare loss of markets may be explained with the help of the
following diagram

Q-31 Fiscal policy plays a significant role in reducing inequality and achieving equity and social justice. Do
you agree? Substantiate your answer with examples.

Ans. Many developed and developing economies are facing the challenge of rising inequality in incomes
and opportunities. Fiscal policy is a chief instrument available to governments to influence income
distribution and plays a significant role in reducing inequality and achieving equity and social justice.
The distribution of income in the society is influenced by fiscal policy both directly and indirectly.
While current disposable incomes of individuals and corporates are dependent on direct taxes, the
potential for future earnings is indirectly influenced by the nation’s fiscal policy choices.
Government revenues and expenditure have traditionally been regarded as important instruments for
carrying out desired redistribution of income. A progressive direct tax system ensures that those who
have greater ability to pay contribute more towards defraying the expenses of government and that
the tax burden is distributed fairly among the population.
• Indirect taxes can be differential: for example, the commodities which are primarily consumed

by the richer income group, such as luxuries, are taxed heavily and the commodities the
expenditure on which form a larger proportion of the income of the lower income group, such as
necessities, are taxed light.

• A carefully planned policy of public expenditure helps in redistributing income from the rich to
the poorer sections of the society. This is done through spending programmes targeted on welfare
measures for the disadvantaged, such as

(i) poverty alleviation programmes
(ii) free or subsidized medical care, education, housing, essential commodities etc.to improve the

quality of living of poor

-372- Chapter-2 : Public Finance

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


(iii) infrastructure provision on a selective basis
(iv) various social security schemes under which people are entitled to old-age pensions,

unemployment relief, sickness allowance etc.
(v) subsidized production of products of mass consumption
(vi) public production and/ or grant of subsidies to ensure sufficient supply of essential goods, and
(vii) strengthening of human capital for enhancing employability etc.
Choice of a progressive tax system with high marginal taxes may act as a strong deterrent to work save
and invest. Therefore, the tax structure has to be carefully framed to mitigate possible adverse impacts
on production and efficiency.
Additionally, the redistributive fiscal policy and the extent of spending on redistribution should be
consistent with the macroeconomic policy objectives of the nation.

The equilibrium level of output that would be produced by a free market is Q1 at which marginal
private benefit (MPB) is equal to marginal private cost (MPC). Marginal social cost (MSC) represents
the full or true cost to the society of producing another unit of a good. It includes marginal private cost
(MPC) and marginal social cost (MSC). Assuming that there are no externalities arising from consumption,
we can see that marginal social cost (Q1S) is higher than marginal private cost (Q1E). Social efficiency
occurs at Q2 level of output where marginal social cost is equal to marginal social benefit. Output Q1 is
socially inefficient because at Q1, the marginal social cost  is greater than the marginal social benefit
and represents over production. The shaded triangle represents the area of dead weight welfare loss.
It indicates the area of overconsumption. Thus, we conclude that when there is negative externality, a
competitive market will produce too much output relative to the social optimum. This is a clear case of
market failure where prices fail to provide the correct signals.
When there is a positive externality, the actual output is lower than the optimal one at which marginal
social (MSC) cost is equal to marginal social benefit (MSB). There is a welfare loss to the society due to
under production and under consumption. This is a strong case for government intervention in the
case of such goods.
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Q-32 Define the concept of market failure. Describe the different sources of market failure.
Ans. Market failure is a situation in which the free market fails to allocate resources efficiently in the sense

that there is either overproduction or underproduction of particular goods and services leading to less
than optimal market outcomes. The reason for market failure lies in the fact that though perfectly
competitive markets work efficiently, most often the prerequisites of competition are unlikely to be
present in an economy. There are two aspects of market failures namely, demand-side market failures
and supply side market failures. Demand-side market failures are said to occur when the demand
curves do not take into account the full willingness of consumers to pay for a product. Supply-side
market failures happen when supply curves do not incorporate the full cost of producing the product.
There are four major reasons for market failure. They are: market power, externalities, public goods,
and incomplete information.
(1) Excess market power or monopoly power causes the single producer or small number of producers

to produce and sell less output than would be produced in a competitive market and to charge
higher prices that give them positive economic profits.

(2) Externalities, also referred to as ‘spillover effects’, ‘neighbourhood effects’ ‘thirdparty effects’
or ‘side-effects’, occur when the actions of either consumers or producers result in costs or benefits
that do not reflect as part of the market price. Externalities cause market inefficiencies because
they hinder the ability of market prices to convey accurate information about how much to produce
and how much to buy.

(3) Public goods (also referred to as a collective consumption good or a social good) are indivisible
goods which all individuals enjoy in common and are non excludable and non rival in consumption.
Each individual’s consumption of such a good leads to no subtraction from any other individual’s
consumption and consumers cannot (at least at less than prohibitive cost) be excluded from
consumption benefits of that good. Public goods do not conform to the settings of market exchange
and left to the market, they will not be produced at all or will be under produced.

(4) Incomplete information: The assumption of complete information which is a feature of competitive
markets is not fully satisfied in real markets due to highly complex nature of products and services,
inability of consumers to quickly /cheaply find sufficient information, inaccurate or incomplete
data, ignorance,lack of alertness and uncertainty about true costs and benefits. Misallocation of
scarce resources occurs due to information failure and equilibrium price and quantity is not
established through price mechanism. Asymmetric information also referred to as the `lemons
problem’ which occurs when there is an imbalance in information between buyer and seller i.e.
when the buyer knows more than the seller or the seller knows more than the buyer also distort
choices and cause market failure. Adverse selection, another source of market failure, is a situation
in which asymmetric information about quality eliminates highquality goods from a market. Moral
hazard i.e. opportunism characterized by an informed person’s taking advantage of a less-informed
person through an unobserved action arises from lack of information about someone’s future
behavior also causes market failure. In short, asymmetric information, adverse selection and
moral hazard affect the ability of markets to efficiently allocate resources and therefore lead to
market failure because the party with better information has a competitive advantage.

Q-33 Identify the market outcomes for each of the following situations
i. A few youngsters play loud music at night. Neighbours may not be able to sleep.
ii. Ram buys a large SUV which is very heavy
iii. X smokes in a public place.
iv. Rural school students are given vaccination against measles.
v. Traffic congestion making travel very uncomfortable.
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Ans. The market outcomes of different situations are given below;
(i) Negative consumption externality; social cost not accounted for; market failure;overproduction
(ii) Negative consumption externality; environmental externality; wear and tear ofroads; increased

fuel consumption; added insecurity imposed on others; social cost not accounted for;
overproduction.

(iii) Negative consumption externality; overproduction.
(iv) Public good, merit good; positive consumption externality; under production; scope for

government intervention.
(v) Negative externality; social cost not accounted for; overproduction.

Q-34 Examine what types of fiscal policy measures are useful for redistribution of income in an economy?
Ans. Many developed and developing economies are facing the challenge of rising inequality in incomes

and opportunities. Redistribution of income to ensure distributive justice is essentially a fiscal function.
Fiscal policy is a chief instrument available for governments to influence income distribution and plays
a significant role in reducing inequality and achieving equity and social justice. The distribution of
income in the society is influenced by fiscal policy both directly and indirectly. While current disposable
incomes of individuals and corporates are dependent on direct taxes, the potential for future earnings
is indirectly influenced by the nation’s fiscal policy choices.
Government revenues and expenditure have traditionally been regarded as important instruments for
carrying out desired redistribution of income. Each of these can be manipulated to achieve desired
distributional effects.
• A progressive direct tax system appropriately designed to protect incentives ensures that those

who have greater ability to pay contribute more towards defraying the expenses of government
and that the tax burden is distributed fairly among the population.

• Indirect taxes can be differential: for example, the commodities which are primarily consumed
by the richer income group, such as luxuries, are taxed heavily and the commodities the
expenditure on which form a larger proportion of the income of the lower income group, such as
necessities, are taxed light. Property taxes act both as a source of revenue and as an efficient
redistributive instrument.

• A carefully planned policy of public expenditure helps in redistributing income fromthe rich to
the poorer sections of the society. This is done through spendingprogrammes targeted on welfare
measures for the disadvantaged, such as :

(i) poverty alleviation programmes
(ii) free or subsidized medical care, education, housing, essential commodities etc.to improve the

quality of living of poor
(iii) infrastructure provision on a selective basis
(iv) various social security schemes and more efficient social transfers under which people are entitled

to noncontributory, means-tested social pensions, conditional cash transfer programs,
unemployment relief, sickness allowance etc.

(v) subsidized production of products of mass consumption
(vi) public production and/ or grant of subsidies to ensure sufficient supply of essential goods, and
(vii) strengthening of human capital for enhancing employability etc.

The design of redistribution policies should justify both redistributive and efficiency objectives.
Choice of a progressive tax system with high marginal taxes may act as a strong deterrent to work,
save and invest. Therefore, the tax structure has to be carefully framed to mitigate possible
adverse impacts on production and efficiency. Additionally, the redistributive fiscal policy and
the extent of spending on redistribution should be consistent with the macroeconomic policy
objectives, especially macroeconomic stability of the nation.
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Q-35 Analyse what should be the tax policy during recession and depression?
Ans. A recession is said to occur when overall economic activity declines, or in other words, when the

economy ‘contracts’. A recession sets in with a period of declining real income, as measured by real
GDP, simultaneously with a situation of rising unemployment. If an economy experiences a fall in
aggregate demand during a recession, it is said to be in a demand-deficient recession. Economic
depression is a condition of the economy resulting from an extended period of negative economic
activity as measured by GDP. It is an extremely severe form of recession that leads to extended
unemployment, increased credit defaults, extensive decline in output and income and a deflationary
economy.
Taxation, though less effective compared to public expenditure, is a powerful instrument of fiscal
policy in the hands of governments to combat recession and depression. Reduction in corporate and
personal income taxation is a useful measure to overcome contractionary tendencies in the economy.
A tax cut increases disposable incomes of households. Their inclination to spend a portion of the
additional disposable income determined by their marginal propensity to consume and the multiplier
effect of spending would set out a chain reaction of spending, increased incomes, and consequent
increased output. Reduction in the rates of commodity taxes like excise duties, sales tax and import
duty promote consumption and ultimately boost investments. Moreover, tax measures can provide
incentives, or reduce disincentives, for firms and households to engage in investment and consumer
spending.

Q-36 Explain the term quasi-public goods.
Ans. Quasi-public goods or services, also called a near public good (for e.g. education, health services)

possess nearly all the qualities of private goods and some of the benefits of public good. These goods
are, in some measure excludable for example, it is possible to exclude non paying consumers from the
use of a highway by incurring the cost of building and maintaining a toll booth. Similarly beaches, parks
and wifi networks become partially rival and partially diminishable at times of peak demand.
These are rejectable to some extent. It is possible to keep people away from them by charging a price
or fee. However, it is undesirable to keep people away from such goods because the society would be
better off if more people consume them. This particular characteristic namely, the combination of
virtually infinite benefits and the ability to charge a price results in some quasi-public goods being sold
through markets and others being provided by government. As such, people argue that these should
not be left to the market alone. Markets for the quasi-public goods are considered to be incomplete
markets and their lack of provision by free markets would be considered as inefficiency and market
failure.

Q-37 Define ‘Market power’. What is its disadvantage?
Ans. Market power is the ability of a price making firm to profitably raise the market price of a good or

service over its marginal cost and thus earn supernormal profits or positive economic profits.
Market power is an important cause of market failure. Market failure occurs when the free market
outcomes do not maximize net benefits of an economic activity and therefore there is deadweight
losses and inefficient allocation of resources. Excess market power causes a single producer or a small
number of producers to strategically reduce their supply and charge higher prices compared to
competitive market. Market power can cause markets to be inefficient because it keeps price and
output away from the equilibrium of supply and demand. Market power thus results in suboptimal
outcomes such as deadweight loss, underproduction of goods and services, higher prices and loss of
consumer surplus.

Q-38 Why is there a need for the government to resort to resource allocation ?
Ans. Market failures provide the rationale for government’s allocative function. Market failures are situations
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in which a particular market, left to itself, is inefficient and leads to misallocation of society’s scarce
resources. In the absence of appropriate government intervention in resource allocation, the resources
are likely to be misallocated with too much production of certain goods or too little production of
certain other goods. The allocation responsibility of the governments involves suitable corrective
action when private markets fail to provide the right and desirable combination of goods and services
to ensure optimal outcomes in terms of social welfare.

Q-39 What is meant by expansionary fiscal policy? Under what circumstances do government pursue
expansionary policy?

Ans. An expansionary fiscal policy is designed to stimulate the economy during the contractionary phase of
a business cycle or when there is an anticipation of a business cycle contraction. This is accomplished
by increasing aggregate expenditure and aggregate demand through an increase in all types of
government spending and / or a decrease in taxes.
The objectives of expansionary fiscal policy are reduction in cyclical unemployment, increase in consumer
demand and prevention of recession and possible depression. In other words, it aims to close a
‘recessionary gap’ or a contractionary gap wherein the aggregate demand is not sufficient to create
conditions of full employment. This is accomplished by increasing aggregate expenditure and aggregate
demand through an increase in all types of government spending and / or a decrease in taxes.
Government uses subsidies, transfer payments, welfare programmes, corporate and personal income
tax cuts and increased spending on public works such as on infrastructure development to put more
money into consumers’ hands to give them more purchasing power.

Q-40  How the Government intervenes to ensure stability in price level?
Ans. Government intervenes to ensure price stability and thus regulate aggregate demandwith two policy

instruments namely, monetary (credit) policy and fiscal (budgetary) policy.Monetary policy attempts
to stabilise aggregate demand in the economy by influencingthe availability and cost of money, i.e.,
the rate of interest. Fiscal policy, on the other hand, aims at influencing aggregate demand by altering
tax, public expenditure and public debt of the government. When total spending is too low, the
government may increase its spending and/or lower taxes to reduce unemployment and the central
bank may lower interest rates. When total spending is excessive, the government may cut its spending
and/or raise taxes to foster price stability and the central bank may raise interest rates. In addition, the
government may initiate regulatory measures such as price ceiling and price floors.

Q-41  What is allocation function of Fiscal-Policy?
Ans. Allocation function of fiscal policy is concerned with the process by which the total resources of the

economy are divided among various uses as well as for provision of an optimum mix of various social
goods (both public goods and merit goods). The allocation function also involves the reallocation of
society’s resources from private use to public use.
The resource allocation role of government’s fiscal policy focuses on the potential for the government
to improve economic performance and welfare through its expenditure and tax policies. It also
determines who and what will be taxed as well as how and on what the government revenue will be
spent.

Q-42 Define the market failure. Why do markets fail?
Ans. Market failure is a situation in which the free market with an unrestricted price system determined by

forces of supply and demand leads to misallocation of society’s scarce resources in the sense that there
is either overproduction or underproduction of particular goods and services leading to a less than
optimal outcome. The major reasons for market failure and economic inefficiency include:
(i) Though perfectly competitive markets work efficiently, most often theprerequisites of

competition are unlikely to be present in an economy.
(ii) Market power of firms enables them to act as price makers and keep the levelof prices and output
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that give them positive economic profits.
(iii) Externalities hinder the ability of market prices to convey accurate information about how much

to produce and how much to buy
(iv) Public goods are not produced at all or produced less than optimal quantities due to its special

characteristics such as indivisibility, non - excludability and non-rivalry.
(v) Free rider problem causing overuse, degradation and depletion of common resources
(vi) Information failure manifest in asymmetric information, adverse selection and moral hazard.

Q-43 How do Governments correct market failure resulting from demerit Goods?
Ans. Demerit goods are deemed socially undesirable and their consumption imposes considerable negative

externalities on the society as a whole. Examples of demerit goods are cigarettes, alcohol etc. Since
demerit goods are clear cases of market failure, the government intervenes in the marketplace to
discourage their production and consumption mainly by the following methods:
(i) At the extreme, the government may enforce complete ban on a demerit good; e.g.intoxicating

drugs. In such cases, the possession, trading or consumption of thegood is made illegal.
(ii) Impose unusually high taxes on producing or purchasing the demerit goods making them very

costly and unaffordable to many.
(iii) Through persuasion which is mainly intended to be achieved by negative advertising campaigns

which emphasize the dangers associated with consumption of demerit goods and granting of
subsidies for such advertisements.

(iv) Through legislations that prohibit the advertising or promotion of demerit goods in whatsoever
manner.

(v) Strict regulations of the market for the good may be put in place so as to limit access to the good,
especially by vulnerable groups such as children and adolescents. Restrictions in terms of a
minimum age may be stipulated at which young people are permitted to buy cigarettes and
alcohol.

(vi) Regulatory controls in the form of spatial restrictions e.g. smoking in public places, sale of tobacco
to be away from schools, and time restrictions under which sale at particular times during the day
is banned.

Q-44 Explain the concept of Social Costs.
Ans. Social costs refer to the total costs to the society on account of a production or consumption activity.

Social costs are private costs borne by individuals directly involved in a transaction together with the
external costs borne by third parties not directly involved in the transaction. Social costs represent the
true burdens carried by society in monetary and non-monetary terms.

Q-45 Explain the role of Government in a market economy as stated by Richard Musgrave.
Ans. Richard Musgrave, in his classic treatise ‘The Theory of Public Finance’ (1959), introduced the three

branch taxonomy of the role of government in a market economy. The objective of the economic
system and the role of government is to improve the wellbeing of individuals or households. According
to ‘Musgrave Three-Function Framework’, the functions of government are to be separated into three,
namely,resource allocation, (efficiency), income redistribution (fairness) and macroeconomic
stabilization. The allocation and distribution functions are primarily microeconomic functions, while
stabilization is a macroeconomic function. The allocation function aims to correct the sources of
inefficiency in the economic system while the distribution role ensures that the distribution of wealth
and income is fair. The stabilization branch is to ensure achievement of macroeconomic stability,
maintenance of high levels of employment and price stability.

Q-46 Describe the meaning and mechanism of `crowding out’ effect of public expenditure
Ans. Crowding Out:
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Meaning
‘Crowding out’ effect is the negative effect fiscal policy may generate when spending by government
in an economy substitutes private spending. For example,if government provides free computers to
students, the demand from students for computers may not be forthcoming.
Mechanism
The interest rates in an economy increase when:
• Government increases its spending by borrowing from the loanable funds from market and thus

the demand for loans increases.
• Government increases the budget deficit by selling bonds or treasury bills and the amount of

money with the private sector decreases.
Due to high interest, private investments, especially the ones which are interest – sensitive, will
be reduced. Fiscal policy becomes ineffective as the decline in private spending partially or
completely offset the expansion in demand resulting from an increase in government expenditure.

Q-47 Describe features of public goods.
Ans. Features of public goods

• Public goods yield utility and their consumption is essentially collective in nature.
• Public goods are non rival in consumption i.e. consumption of a public good by one individual

does not reduce the quality or quantity available for all other individuals · Public goods are non-
excludable i.e. consumers cannot (at least at less than prohibitive cost) be excluded from
consumption benefits

• Public goods are characterized by indivisibility, each individual may consume all of the good i.e.
the total amount consumed is the same for each individual.

• Once a public good is provided, the additional resource cost of another person consuming the
good is zero. No direct payment by the consumer is involved in the case of pure public goods and
these goods are generally more vulnerable to issues such as externalities, inadequate property
rights, and free rider problems

• Competitive private markets will fail to generate economically efficient outputs of public goods.
E.g. national defence.

Q-48 Explain the objectives of Fiscal Policy.
Ans. Objectives of Fiscal Policy

Fiscal Policy refers to the policy of government related to public revenue and public expenditure. The
objectives of fiscal policy are derived from the aspirations and goals of the society and vary from
country to country. The most common objectives of fiscal policy are:
• Achievement and maintenance of full employment,
• Maintenance of price stability,
• Acceleration of the rate of economic development,
• Equitable distribution of income and wealth,
• Eradication of poverty, and
• Removal of regional imbalances in different parts of the country.

The importance as well as order of priority of these objectives may vary from country to country
and from time to time. For instance, while stability and equality may be the priorities of developed
nations, economic growth, employment and equity may get higher priority in developing countries.
Also, these objectives are not always compatible; for instance the objective of achieving equitable
distribution of income may conflict with the objective of economic growth and efficiency.
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Q-49 Define public good. Why do you consider national defence as a public good?
Ans. A public good (also referred to as a collective consumption good or a social good) is defined as one

which all individuals enjoy in common in the sense that each individual’s consumption of such a good
leads to no subtraction from any other individual’s consumption of that good.
National defence has all characteristics of a public good. It yields utility to people; its consumption is
essentially non-rival, non-excludable and collective in nature and is characterized by indivisibility.
National defence is available for all individuals whether they pay taxes or not and it is impossible to
exclude anyone within the country from consuming and benefiting from it. No direct payment by the
consumer is involved in the case of defence. Once it is provided, the additional resource cost of
another person consuming it is zero. Defence also has the unique feature of public good i.e. it does not
conform to the settings of market exchange. Though defence is extremely valuable for the well being
of the society, left to market, it will not be produced at all or will be under produced.

Q-50 (a) Government’s stabilization intervention may be through monetary policy as well as fiscal policy. How?
(b) How do government correct market failure resulting from demerits goods?

Ans.(a) Government’s stabilization intervention may be through monetary policy as well as through fiscal
policy. Monetary policy has a singular objective of controlling the size of money supply and interest
rate in the economy which in turn would affect consumption, investment and prices. On the other
hand, Fiscal policy for stabilization purposes attempts to direct the actions of individuals and
organizations by means of its expenditure and taxation decisions. On the expenditure side, Government
can choose to spend in such a way that it stimulates other economic activities. For example, government
expenditure on building infrastructure may initiate a series of productive activities. Production
decisions, investments, savings etc can be influenced by its tax policies.

(b) Demerit goods are goods which impose significant negative externalities on the society as a whole and
are believed to be socially undesirable. The production and consumption of demerit goods are likely
to be more than optimal under free markets. The government should therefore intervene in the
marketplace to discourage their production and consumption. The Governments correct market failure
resulting from demerit goods in the following way-
• At the extreme, government may enforce complete ban on a demerit good. e.g. Intoxicating

drugs. In such cases, the possession, trading or consumption of the good is made illegal.
• Through persuasion which is mainly intended to be achieved by negative advertising campaigns

which emphasize the dangers associated with consumption of demerit goods.
• Through legislations that prohibit the advertising or promotion of demerit goods in whatsoever

manner.
• Strict regulations of the market for the good may be put in place so as to limit access to the good,

especially by vulnerable groups such as children and adolescents.
• Regulatory controls in the form of spatial restrictions e.g. smoking in public places, sale of tobacco

to be away from schools, and time restrictions under which sale at particular times during the day
is banned.

Q-51 (a) Reflect on the externalities presents in each of the following. Also examine their market implications-
i. A decision to stop smoking
ii Switching from conventional farming to organic farming
iii Started to drive a car and increased road congestion
iv Water polluted by industries
v Building Lighthouse
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(b) Suppose country X is passing through recession, what type of tax policy should be framed during this
period?

Ans.(a) (i) A decision to stop smoking – positive consumption externalities – as it causes benefits to other
people in society who have been suffering from passive smoking.

(ii) Switching from conventional farming to organic farming- positive production externalities -as it helps
the environment as there are fewer chemicals in the environment.

(iii) Started to drive a car and increased road congestion– negative consumption externalities – as individual
consume road space they reduce available road space and deny this space to others.

(iv) Water polluted by industries- negative production externalities –as it adds effluent which harms plants,
animals and humans.

(v) Building Lighthouse – free rider problem- as all sailors will benefit from its illumination – even if they
don’t pay towards its upkeep.

(b) During recession the tax policy is framed to encourage private consumption and investment. A general
reduction in income taxes leaves higher disposable incomes with people inducing higher consumption.
Low corporate taxes increase the prospects of profits for business and promote further investment.
The extent of tax reduction required depends on the size of the recessionary gap and the magnitude of
the multiplier.

Q-52 What do you mean by ‘Global Public goods’. Explain in brief.
Ans. Global Public Goods are those public goods with benefits /costs that potentially extend to everyone in

the world. These goods have widespread impact on different countries and regions, population groups
and generations throughout the entire globe. Global Public Goods may be:
• final public goods which are ‘outcomes’ such as ozone layer preservation or climate change

prevention, or
• intermediate public goods, which contribute to the provision of final public goods. e.g.

International health regulations
The distinctive characteristic of global public goods is that there is no mechanism (either market
or government) to ensure an efficient outcome.
The World Bank identifies five areas of global public goods which it seeks to address: namely, the
environmental commons (including the prevention of climate change and biodiversity),
communicable diseases (including HIV/AIDS, tuberculosis, malaria, and avian influenza),
international trade, international financial architecture, and global knowledge for development.

Q-53 Describe the problems in administering an efficient pollution tax.
Ans. Pollution tax is imposed on the polluting firms in proportion to their pollution output to ensure

internalization of externalities. Following are the problems in administering an efficient pollution tax:
1. Pollution taxes are complex to determine and administer because it is difficult to discover the

right level of taxation that would ensure that the private cost plus taxes will exactly equate with
the social cost.

2. If the demand for the good on which pollution tax is imposed is inelastic, the tax may only have an
insignificant effect in reducing demand. The producers will be able to easily shift the tax burden
in the form of higher product prices. This will have an inflationary effect and may reduce consumer
welfare.

3. Imposition of pollution tax involves the use of complex and costly administrative procedures for
monitoring the polluters.
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4. Pollution tax does not provide any genuine solutions to the problem. It only establishes an
incentive system for use of methods which are less polluting.

5. Pollution taxes also have potential negative consequences on employment and investments
because high pollution taxes in one country may encourage producers to shift their production
facilities to those countries with lower pollution taxes.

Q-54 Distinguish  between   ‘pump  priming’ and  ‘compensatory spending’.
Ans. A distinction may be made between the two concepts of public spending during depression, namely,

the concept of ‘pump priming’ and the concept of ‘compensatory spending’. Pump priming involves a
one-shot injection of government expenditure into a depressed economy with the aim of boosting
business confidence and encouraging larger private investment. It is a temporary fiscal stimulus in
order to set off the multiplier process. The argument is that with a temporary injection of purchasing
power into the economy through a rise in government spending financed by borrowing rather than
taxes, it is possible for government to bring about permanent recovery from a slump. Compensatory
spending is said to be resorted to when the government spending is deliberately carried out with the
obvious intention to compensate for the deficiency in private investment.

Q-55 Distinguish between positive and negative externalities.
Ans. An externality is defined as the uncompensated impact of one person’s production and/or consumption

actions on the well-being of another who is not involved in the activity and such effects are not
reflected directly in market prices. If the impact on the third parties’ is adverse, it is called a negative
externality. If it is beneficial, it is called a positive externality.
When negative externalities are present, the social cost of production or consumption is greater than
the private cost. The benefit of a negative externality goes to the agent producing it, while the costs
are invariably borne by the society at large.
When a positive externality exists, the benefit to the individual or firm is less than the benefit to the
society i.e. the social value of the good exceeds the private value. In both cases, the outcome is market
failure and inefficient allocation of resources.

Q-56 How does a discretionary fiscal policy help in correcting instabilities in the economy ?
Ans. Discretionary fiscal policy for stabilization refers to the deliberate policy actions on the part of a

government to change the levels of expenditure, taxes and borrowing to influence the level of national
output, employment and prices. Governments aim to correct the instabilities in the economy by
changing:
(i) the level and types of taxes,
(ii) the extent and composition of spending, and
(iii) the quantity and form of borrowing.
During inflation, or during the expansionary phase of the business cycle when there is excessive
aggregate spending and excessive level of utilization of resources, contractionary fiscal policy is adopted
to close the inflationary gap. This measure involves:
(i) decrease in government spending,
(ii) increase in personal and business taxes, and introduction of new taxes
(iii) a combination of decrease in government spending and increase in personal income taxes and/or

business taxes
(iv) a smaller government budget deficit or a larger budget surplus
(v) a reduction in transfer payments
(vi) increase in government debt from the domestic economy
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During deflation or during a recessionary/contractionary phase of the business cycle, with sluggish
economic activity when the rate of utilization of resources is less, expansionary fiscal policy aims to
compensate the deficiency in effective demand by boosting aggregate demand. The recessionary gap
is set right by:
(i) increased government spending,
(ii) decrease in personal and business taxes,
(iii) a combination of increase in government spending and decrease in personal income taxes and/or

business taxes
(iv) a larger government budget deficit or a lower budget surplus
(v) an increase in transfer payments
(vi) repayment of public debt to people

Q-57 What is ‘Recessionary Gap’ ?
OR

What is meant by ‘Bound tariff ?
Ans. The Neo classical Approach or the cash balance approach put forth by Cambridge economists holds that

money increases utility in the following two ways:
1. for transaction motive, i.e. for enabling the possibility of split-up of sale and purchase to two

different points of time rather than being simultaneous
2. as a temporary store of wealth i.e. for a hedge against uncertainty
Since demand for money also involves a precautionary motive in this approach and money gives utility
in its store of wealth and precautionary modes, money is demanded for itself. How much money will
be demanded depends:
(i) partly on income which points to transactions demand, such that higher the income, the greater

the quantity of purchases and as a consequence greater will be the need for money as a temporary
abode of value to overcome transactions costs, and

(ii) partly on other factors of which important ones are wealth and interest rates.
The Cambridge equation is stated as:
Md = k PY
Where
Md = is the demand for money
Y = real national income
P = average price level of currently produced goods and services
PY = nominal income
k = proportion of nominal income (PY) that people want to hold as cash balances
The term ‘k’ in the above equation is called ‘Cambridge k’. The equation above explains that the
demand for money (M) equals k proportion of the total money income. The neoclassical theory changed
the focus of the quantity theory of money to money demand and hypothesized that demand for money
is a function of money income.

(ii) A recessionary gap, also known as a contractionary gap, is said to exist if the existing levels of aggregate
production is less than what would be produced with full employment of resources. It is a measure of
output that is lost when actual national income falls short of potential income, and represents the
difference between the actual aggregate demand and the aggregate demand which is required to
establish the equilibrium at full employment level of income. This gap occurs during the contractionary
phase of business-cycle and results in higher rates of unemployment. In other words, a recessionary
gap occurs when the aggregate demand is not sufficient to create conditions of full employment.
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OR
A bound tariff is a tariff which a WTO member binds itself with a legal commitment not to raise it above
a certain level. By binding a tariff, often during negotiations, the members agree to limit their right to
set tariff levels beyond a certain level. The bound rates are specific to individual products and represent
the maximum level of import duty that can be levied on a product imported by that member. A member
is always free to impose a tariff that is lower than the bound level. Once bound, a tariff rate becomes
permanent and a member can only increase its level after negotiating with its trading partners and
compensating them for possible losses of trade. A bound tariff ensures transparency and predictability
in trade.

Q-58 Define near public goods. Is it desirable to keep people away from such goods? Give comments.
Ans. Near public good (for e.g. education, health services) possess nearly all of the qualities of the private

goods and some of the benefits of public good. It is easy to keep people away from them by charging a
price or fee. However, it is undesirable to keep people away from such goods because the society
would be better off if more people consume them. This particular characteristic namely, the combination
of virtually infinite benefits and the ability to charge a price results in some near public goods being
sold through markets and others being provided by government. As such, people argue that these
should not be left to the market alone.

Q-59 (i)     Define common resources. Why are they overused?
(ii) Explain the free rider problem. Give examples

Ans.
(i) Common access resources or common pool resources are a special class of impure public goods which

are non-excludable as people cannot be excluded from using them. These are rival in nature and their
consumption lessens the benefits available for others. Since price mechanism does not apply to
‘common resources’, producers and consumers do not pay for these resources and therefore, they
overuse them and cause their depletion and degradation.

(ii) The incentive to let other people pay for a good or service, the benefits of which are enjoyed by an
individual is known as the free rider problem. In other words, free riding is ‘benefiting from the
actions of others without paying’. Example is national defence. The government provides defence for
all its citizens regardless of much they contribute in tax es. Another example is Wikipedia- few people
contribute (financially or otherwise), but everyone gets to use it.

Q-60 Are health and education pure public goods? Comment
Ans. No, A pure public good is non-rivalrous and non-excludable in nature therefore education and health

services are not pure public goods; rather they are quasi -public goods that possess nearly all of the
qualities of the private goods and some of the benefits of public good. It is clearly possible to exclude
people who do not pay from availing these services.

Q-61 Which technical measures are applied to protect human, animal or plant life from risks arising from
additives, pests, contaminants, toxins or disease-causing organisms. Explain with an example.

Ans. Sanitary and Phyto -Sanitary (SPS) measures are applied to protect human, animal or plant life from
risks arising from additives, pests, contaminants, toxins or disease-causing organisms and to protect
biodiversity. These include ban or prohibition of import of certain goods, all measures governing
quality and hygienic requirements, production processes, and associated compliance assessments.
For example; prohibition of import of poultry from countries affected by avian flu, meat and poultry
processing standards to reduce pathogens, residue limits for pesticides in foods etc.
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Q-62 How do governments ensure that market power does not create distortions in the market?
Ans. Market power is an important factor that contributes to inefficiency due to higher prices than

competitive prices. Because of the social costs imposed by monopoly, governments intervene by
establishing rules and regulations designed to promote competi tion and prohibit actions that are
likely to restrain competition. Policy options also include price regulation in the form of setting
maximum prices that firms can charge based on the firm’s variable costs, past prices, and possible
inflation and productivity growth. These are some methods by which the government ensures that
market does not create distortions.

Q-63 According to Richard Musgrave, there are three branch taxonomy of the role of government in a market
economy? Explain them.

Ans. Richard Musgrave, in his classic treatise ‘The Theory of Public Finance’ (1959), introduced the three-
branch taxonomy of the role of government in a market economy namely, resource allocation, income
redistribution and macroeconomic stabilization. The allocation and distribution functions are primarily
microeconomic functions, while stabilization is a macroeconomic function. The allocation function
aims to correct the sources of inefficiency in the economic system while the distribution role ensures
that the distribution of wealth and income is fair. Monetary and fiscal policy, the problems of
macroeconomic stability, maintenance of high levels of employment and price stability etc. fall under
the stabilization function.

Q-64 Why do economists use the word external to describe third-party effects that are harmful or beneficial?
Ans. Economists use the word ‘external’ to describe third-party effects that are harmful or beneficial because

sometimes, the actions of either consumers or producers result in costs or benefits that do not reflect
as part of the market price. Such costs or benefits which are not accounted for by the market price are
called externalities because they are “external” to the market. Or in other words, externalities are
costs or benefits that result from an activity or transaction and affect a third party who did not choose
to incur the cost or benefit. Externalities are either positive or negative depending on the nature of the
impact on the third party.

Q-65 Explain why do governments provide subsidies? Illustrate a few examples of subsidies.
Ans. Subsidy is market-based policy and involves the government paying part of the cost to the firms in

order to promote the production of goods having positive externalities. Or in other words, a subsidy on
a good which has substantial positive externalities would reduce its cost and consequently price, shift
the supply curve to the right and increase its output. A higher output that would equate marginal social
benefit and marginal social cost is socially optimal. There are many forms of subsidies given out by the
government. Two of the most common types of individual subsidies are welfare payments and
unemployment benefits. The objective of these types of subsidies is to help people who are temporarily
suffering economically. Other subsidies, such as subsidized interest rates on student loans, are given
to encourage people to further their education.

UNIT-1
Q-66 What is the role of the government in the management of the fiscal parameters of the economy?

Ans. The significance of fiscal policy as a strategy for achieving certain socio-economic objectives was not
recognized or widely acknowledged before 1930 due to the faith in the limited role of government
advocated by the then prevailing laissez- faire approach. Governments of all countries pursue
innumerable policies to accomplish their economic goals such as rapid economic growth, equitable
distribution of wealth and income, reduction of poverty, price stability, exchange rate stability,
ullemployment, balanced regional development etc. Government budget is one among the most
powerful instrumentsof economic policy.
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Fiscal policy involves the use of government spending, taxation and borrowing to influence both the
pattern of economic activity and level of growth of aggregate demand, output, and employment.

Q-67 Describe the allocation instruments available to the Government to influence resource allocation in an
economy. 3

Ans. The Resource allocation role of the government’s fiscal policy focuses on the potential of the government
to improve economic performance through its expenditure and tax policies. The allocative function in
budgeting determines who and what will be taxed as well as how and on what the government revenue
will be spent. The allocative function also involves the reallocation of society’s resources from private
to public use.
A variety of allocation instruments are available by which governments can influence resource allocation
in the economy. For example:
• Government may directly produce an economic good.
• Government may influence private allocation through incentives and disincentives.
• Government may influence allocation through its competitive policies, merger policies etc. which

affect the structure of industry and commerce.
• Government’s regulatory activities such as licensing control minimum wages and directives on

location of industry influence resource allocation.
• Government sets legal and administrative framework and
• Any mixture of intermediate methods may be adopted by the government.

Q-68 Illustrate with an example the redistribution effect of a tax and transfer policy.
Ans. Inequality and the resulting loss of social welfare is sought to be tackled by government through an

appropriately framed tax and transfer policy. This involves progressive taxation combined with provision
of subsidy to low-income households.
Proceeds from progressive taxes may be used to finance public services, especially those such as
public housing, which particularly benefit low income households.
Few examples are: supply of essential food grains at highly subsidized prices to BPL households, free
or subsidized education, healthcare, housing, rations and basic goods etc. to the deserving people.

UNIT-2
Q-69 What are the Factors that leads to market Failure?
Ans. There are four major reasons for market failure. They are:

• Market power,
• Externalities,
• Public goods, and
• Incomplete information
Market Power: Market power is the ability of a firm to profitably raise the market price of a good or
service over its marginal cost.
Externalities: The unique feature of an externality is that it is initiated and experienced not through
the operation of the price system, but outside the market. Since it occurs outside the price mechanism,
it has not been compensated for, or in other words it is uninternalized or the cost of it is not borne by
the parties.
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Public Goods: A public good is defined as one which all enjoy in common in the sense that everyone’s
consumption of such a good lead to no subtraction from any other individuals’ consumption of that
good.
Incomplete information: Information failure is widespread in numerous market exchanges. When this
happens misallocation of scarce resources takes place and equilibrium price, and quantity is not
established through price mechanism. This results in market failure.

Q-70 Elaborate the reason why tragedy of the commons occurs?
Ans. Economists use the term to describe the problem which occurs when rivalrous but non excludable

goods are overused to the disadvantage of the entire world. The term “commons” is derived from the
traditional English legal term of “common land” where farmers/peasants would graze their livestock,
hunt, and collect wild plants and other produce. Everyone has access to a commonly held pasture;
there are no rules about sustainable numbers for grazing. The outcome of the individual rational
economic decisions of cattle owners was market failure because these actions resulted in degradation,
depletion or even destruction of the resource leading to welfare loss for the entire society.

Q-71 Market failure is a situation in which free market leads to misallocation of  society’s scarce resources?
Comment

Ans.  The reason for market failure lies in the fact that though perfectly competitive markets work efficiently,
most often the prerequisites of competition are unlikely to be present in an economy.
Market power can cause markets to be inefficient because it keeps price higher and output lower than
the outcome of equilibrium of supply and demand.
The demand-side market failures are said to occur when demand curves do not consider the full
willingness of consumers to pay for a product. The supply-side market failures happen when supply
curves do not incorporate the full cost of producing the product.

Q-72 What are Club goods and how it is defined?
Ans. The Concept of Club goods was first studied by Buchanan. Impure public goods which are replicable

and therefore individuals who are excluded from one facility may get similar services from an equivalent
provider. Examples of club goods are facilities such as swimming pools, fitness centres etc.

Q-73 Describe various types of externalities which cause market failure.
Ans. There are four major reasons for market failure which are: Market power, Externalities, Public goods,

and Incomplete information. Sometimes, the actions of either consumers or producers result in costs
or benefits that do not reflect as part of the market price. Such costs or benefits which are not accounted
for by the market price are called externalities because they are “external” to the market.
The four possible types of externalities are:
• Negative production externalities: A negative externality initiated in production which imposes

an external cost on others may be received by another in consumption or in production. As an
example, a negative production externality occurs when a factory which produces aluminum
discharges untreated waste water into a nearby river and pollutes the water causing health hazards
for people who use the water for drinking and bathing. Additionally, there is no market in which
these external costs can be reflected in the price of aluminum.

• Positive production externalities: A positive production externality is received in consumption
when an individual raises an attractive garden and the persons walking by enjoy the garden.
These external effects were not in fact considered when the production decisions were made.

• Negative consumption externalities: Negative consumption externalities are extensively
experienced by us in our day-to-day life. Such negative consumption externalities initiated in
consumption which produce external costs on others may be received in consumption or in
production.
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• Positive consumption externalities: A positive consumption externality initiated in consumption
that confers external benefits on others may be received in consumption or in production. For
example, if people get immunized against contagious diseases, they will confer a social benefit
to others as well by preventing others from getting infected.

The presence of externalities creates a divergence between private and social costs of production.
When negative production externalities exist, social costs exceed private cost because the true social
cost of production would be private cost plus the cost of the damage from externalities. Negative
externalities impose costs on society that extend beyond the cost of production as originally intended
and borne by the producer. If producers do not take into account the externalities, there will be over-
production and market failure.
Externalities cause market inefficiencies because they hinder the ability of market prices to convey
accurate information about how much to produce and how much to consume.

Q-74 Define Common Access Resources. Why they are over-used? Explain.
Ans. Common access resources or common pool resources are a special class of impure public goods which

are non-excludable as people cannot be excluded from using them. These are rival in nature and their
consumption lessens the benefits available for others. They are generally available free of charge.
Some important natural resources fall into this category. Examples of common access resources are
fisheries, forests, backwaters, common pastures, rivers, sea, backwaters biodiversity etc.
Since price mechanism does not apply to common resources, producers and consumers do not pay for
these resources and therefore, they overuse them and cause their depletion and degradation. This
creates threat to the sustainability of these resources and, therefore, the availability of common
access resources for future generations.

Q-75 Explain the concept of ‘private cost’.
Ans. Private cost is the cost faced by the producer or consumer directly involved in atransaction. If we take

the case of a producer his private cost includes direct cost of labour, materials, energy, and other
indirect overheads.
Social Cost = Private cost + External Cost

Q-76 Describe the characteristics of ‘Public Goods’.
Ans. Characteristics of Public Goods

• Public goods are products (goods or services) whose consumption is essentially collective in
nature. When consumed by one person, it can be consumed in equal amounts by the rest of the
persons in the society.

• Public goods are non-rival in consumption; consumption of a public good by one individual does
not reduce the quality or quantity available for all other individuals.

• Public goods are non-excludable. If the good is provided, consumers cannot (at least at less than
prohibitive cost) be excluded from the benefits of consumption.

• Public goods are characterized by indivisibility. Each individual may consume all of the good i.e.
the total amount consumed is the same for each individual. For example, a lighthouse

• Public goods are generally more vulnerable to issues such as externalities, inadequate property
rights, and free rider problems.

• The property rights of public goods with extensive indivisibility and nonexclusive properties
cannot be determined with certainty.

• A unique feature of public goods is that they do not conform to the settings of market exchange.
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• As a consequence of their peculiar characteristics, public goods do not provide market incentives.
Since producers cannot charge a positive price for public goods or make profits from them, they
are not motivated to produce a socially-optimal level of output. As such, though public goods are
extremely valuable for the well -being of the society, left to the market, either they will not be
produced at all or will be grossly under produced.

Q-77 ‘Lemons Problem’ is an important source of market failure. How?
Ans. ‘Lemons problem ’an important source of market failure

The ‘lemons problem’ arises due to asymmetric information between the buyers and sellers. The
problem exists in many markets, but it was popularized by the used car market in which cars are
classified as good from those defined as “lemons” (poor quality vehicles).
The owner of a car knows much more about its quality than anyone else. While placing it for sale, he
may not disclose all that he knows about the mechanical defects of the vehicle. Based on the probability
that the car on sale is a ‘lemon’, the buyers’ willingness to pay for any particular car will be based on the
‘average quality’ of used cars. Not knowing the honesty of the seller means, the price offered for the
vehicle is likely to be less to account for this risk. If buyers were aware as to which car is good, they
would pay the price they feel reasonable for a good car.
Since the price offered in the used car market is lower than the acceptable one, sellers of good cars will
not be inclined to sell. The market becomes flooded with ‘lemons’ and eventually the market may
offer nothing but ‘lemons’. The good -quality cars disappear because they are kept by their owners or
sold only to friends. The result is: the proportion of good products that is actually offered falls further
and there will be market distortion with lower prices and lower average quality of cars.
Low-quality cars can drive high-quality cars out of the market. Eventually, this process may lead to a
complete breakdown of the market.

Q-78 Explain the various types of externalities.
Ans. The various types of Externalities

An externality is a cost or benefit of an economic activity experienced by an unrelated third party who
did not choose to incur that cost or benefit. These costs and benefits are not reflected in market prices.
Externalities can be positive or negative. Negative externalities occur when the action of one party
imposes costs on another party. Positive externalities occur when the action of one party confers
benefits on another party.
The four possible types of externalities are:
(a) Negative production externalities
(b) Positive production externalities
(c) Negative consumption externalities,
(d) Positive consumption externalities
(a) Negative Production Externalities

A negative production externality initiated in production which imposes an external cost on
others may be received by another in consumption or production. As an example, a negative
production externality occurs when a factory discharges untreated waste water into a nearby
river and pollutes the water.
• This negative externality is said to be received in consumption when it causes health hazards

for people who use the water for drinking and bathing.
• This negative externality is said to be received in production when pollution in the river

affects fish output and loss of fish resources resulting in less catch for fishermen.
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(b) Positive production externalities
A positive production externality initiated in production that confers external benefits on others
may be received in production or in consumption. For example, positive production externality
occurs when a firm offers training to its employees for increasing their skills. Training generates
positive benefits on the productive efficiency of other firms when they hire such workers as they
change their jobs.
• A positive production externality is received in consumption when an individual raises an

attractive garden and the persons walking by enjoy the garden.
(c) Negative consumption externalities

Negative consumption externalities initiated in consumption confer external costs on others that
may be received in production or in consumption. For example, smoking cigarettes by one person
in public place causes passive smoking by others. These external costs affect consumption of
others by causing consumption of poor-quality air or by creating litter and diminishing theaesthetic
value of the place. Another example is playing the radio loudly obstructing another person from
enjoying a concert.
• The case of excessive consumption of alcohol causing impairment in efficiency for work and

production are instances of negative consumption externalities affecting production.
(d) Positive consumption externalities

A positive consumption externality occurs when an individual’s consumption increases the well-
being of others but the individual is not compensated by those others. For example, if people get
immunized against contagious diseases, they would confer a social benefit on others as well by
preventing others from getting infected.
• Consumption of the services of a health club by the employees of a firm would result in an

external benefit to the firm in the form of increased efficiency and productivity.
Q-79 Explain in brief the signification of global public goods?
Ans. Global public goods are those public goods with benefits /costs that potentially extend to everyone in

the world. These goods have widespread impact on different countries and regions, population groups
and generations throughout the entire globe. Global Public goods may be:
• final public goods which are ‘outcomes’ such as ozone layer preservation or climate change

prevention, or
• intermediate public goods, which contribute to the provision of final public goods. e.g.,

international health regulations
The World Bank identifies five areas of global public goods which it seeks to address: namely, the
environmental commons (including the prevention of climate change and biodiversity),
communicable diseases (including HIV/AIDS, tuberculosis, malaria, and avian influenza),
international trade, international financial architecture, and global knowledge for development.

Q-80 Discuss the importance of the distinction between private costs and social costs.
Ans. Private cost is the cost faced by the producer or consumer directly involved in a transaction. Social costs

refer to the total costs to the society on account of a production or consumption activity and include
external costs as well. The actors in the transaction (consumers or producers) tend to ignore those
external costs and these are not included in firms’ income statements or consumers’ decisions.
However, these external costs are real and important as far as the society is concerned. If producers do
not take into account the externalities, there will be overproduction and market failure. Applying the
same logic, negative consumption externalities lead to a situation where the social benefit of
consumption is less than the private benefit. Therefore, it is important that a distinction be made
between private costs and social costs.
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 UNIT-3
Q-81 Why is government intervention required in case of demerit good?
Ans. Demerit goods are goods which are believed to be socially undesirable. The consumption of demerit

goods imposes significant negative externalities on the society as a whole and therefore the private
costs incurred by individual consumers are less than the social costs experienced by the society. The
production and consumption of demerit goods are likely to be more than optimal underfree markets.
The government should therefore intervene in the marketplace to discourage their production and
consumption. Imposing unusually high taxes on producing or purchasing the good making them very
costly and unaffordable to many is perhaps the most commonly used method for reducing the
consumption of a demerit good.

Q-82 Explain the market outcome of price ceiling through diagram.
Ans. The market outcome of price ceiling through diagram

When prices of certain essential commodities rise excessively, government may resort to controls in
the form of price ceilings (also called maximum price) for making a resource or commodity available to
all at reasonable prices. For example:
maximum prices of food grains and essential items are set by government during times of scarcity. The
market outcome of price ceiling can be explained with the help of the following diagram.

Market Outcome of Price Ceiling

 

The intersection of demand and supply curves set the market price of the commodity in question at `
150. Since the market determined equilibrium price is considered high considering the welfare of
people, the government intervenes in the market and a price ceiling is set at ` 75/ which is below the
prevailing market clearing price. At price ` 75/, the quantity demanded is Q2 and the quantity supplied
is only Q1. In other words, there is excess demand equal to Q1-Q2. Thus the market outcome a price
ceiling which is below the market -determined price leads to generation of excess demand over supply.

Q-83 What is the importance of demand side driven fiscal policy?
Ans. Fiscal policy is in the nature of a demand-side policy. An economy which is producing at full-employment

level does not require government action in the form of fiscal policy. when an economy expands,
employment increases, with progressive system of taxes people have to pay higher taxes as their

Navkar Digital Institute | Paper 8B : Compiler | Most Imp collection of Chapterwise Que. & Ans. -391-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


income rises. This leaves them with lower disposable income and thus causes a decline in their
consumption and therefore aggregate demand.
Similarly, corporate profits tend to be higher during an expansionary phase attracting higher corporate
tax payments. With higher income taxes, firms are left with lower surplus causing a decline in their
investments and thus in the aggregate demand.
Governments may directly as well as indirectly influence the way resources are used in an economy.
Governments influence the economy by changing the level and types of taxes, the extent and
composition of spending, and the quantity and form of borrowing.

Q-84 What are the market outcome of price ceiling explain with a help of a diagram?
Ans. When prices of certain essential commodities rise excessively, government may resort to controls in

the form of price ceilings (also called maximum price) for making a resource or commodity available to
all at reasonable prices. For example: maximum prices of food grains and essential items are set by
government during times of scarcity. A price ceiling which is set below the prevailing market clearing
price will generate excess demand over supply. As can be seen in the following figure, the price ceiling
of ` 75/ which is below the market-determined price of `150/leads to generation of excess demand
over supply equal to Q1-Q2.

Market Outcome of Price Ceiling

With the objective of ensuring stability in prices and distribution, governments often intervene in
grain markets through building and maintenance of buffer stocks. It involves purchases from the market
during good harvest and releasing stocks during periods when production is below average.

Q-85 Information failure is also a reason for market failure. With the Intervention of government this failure
is corrected how?

Ans. Information failure is widespread in numerous market exchanges. When this happens misallocation of
scarce resources takes place and equilibrium price and quantity is not established through price
mechanism. This results in market failure.
Complete information is an important element of competitive market. Perfect information implies
that both buyers and sellers have complete information about anything that may influence their
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decision making. However, this assumption is not fully satisfied in real markets due to the following
reasons.
• Often, the nature of products and services tends to be highly complex
• In many cases consumers are unable to quickly / cheaply find sufficient information on the best

prices as well as quality for different products
• People are ignorant or not aware of many matters in the market

Q-86 Describe direct government actions to solve negative externalities.
Ans. Direct controls prohibit specific activities that explicitly create negative externalities or require that

the negative externality be limited to a certain level, for instance limiting emissions.
Government initiatives towards negative externalities may include
1. Direct controls that openly regulate the actions of those involved in generating negative

externalities, and
2. Market-based policies that would provide economic incentives so that the selfinterest of the

market participants would achieve the socially optimal solution.
Direct controls prohibit specific activities that explicitly create negative externalities or require that
the negative externality be limited to a certain level, for instance limiting emissions. Production,
advertising, use and sale of many commodities and services may be prohibited. Stringent rules may be
established in respect of advertising, packaging and labelling etc. Governments may, through legislation,
stipulate stringent standards such as environmental standards, emissions standards non adherence of
which will invite monetary penalties or/and criminal liabilities.
Another method is to create negative incentives through charging fees on activities creating negative
externalities Governments may also form special bodies/ boards to specifically address the problem
of negative externality. The market-based approaches (such as environmental taxes and cap-and-
trade), operate through price mechanism to create an incentive for change.

UNIT-4
Q-87 How is economy effected by crowding out effect?
Ans. The crowding out view is that a rapid growth of government spending leads to a transfer of scarce

productive resources from theprivate sector to thepublic sector where productivity might be lower. An
increase in the size of government spending during recessions will ‘crowd-out’ private spending in an
economy and lead to reduction in an economy’s ability to self-correct from the recession, and possibly
also reduce the economy’s prospects of long-run economic growth. Crowding out effect is the negative
effect fiscal policy may generate when money from the private sector is ‘crowded out’ to the public
sector.
During deep recessions, crowding-out is less likely to happen as private sector investment is already
minimal and therefore there is only insignificant private spending to crowd out. Moreover, during a
recession phase the government would be able to borrow from the market without increasing interest
rates.

Q-88 What are the limitation of Fiscal Policy?
Ans. Fiscal policy changes may at times be badly timed due to the various lags so that it is highly possible

that an expansionary policy is initiated when the economy is already on a path of recovery and vice
versa. The imitation of fiscal policy is :-
• There are difficulties in instantaneously changing governments’ spending and taxation policies.
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• It is practically difficult to reduce government spending on various items such as defence and
social security as well as on huge capital projects which are already midway.

• Public works cannot be adjusted easily along with movements of the trade cycle because many
huge projects such as highways and dams have long gestation period.

• Due to uncertainties, there are difficulties of forecasting when a period of inflation or deflation
maysetinandpromptly determining theaccurate policy to be undertaken.

• There are possible conflicts between different objectives of fiscal policy such that a policy designed
to achieve onegoal mayadversely affect another.

• Supply-side economists are of the opinion that certain fiscal measures will cause disincentives
• Deficitfinancing increases thepurchasing power ofpeople.
• Increase is government borrowing creates perpetual burden on even future generations as debts

have to be repaid.
Q-89 How Fiscal Policy had a strong influence on the performance of macro economy?
Ans. Fiscal policy involves the use of government spending, taxation and borrowing to influence both the

pattern of economic activity and level of growth of aggregate. demand, output, and employment. It
includes any design on the part of the government to change the price level, composition, or timing of
government expenditure or to alter the burden, structure, or frequency of tax payment. In other
words, fiscal policy is designed to influence the pattern and level of economic activity in a country.

Q-90 What are the role of subsidy as part of government intervention in public finance?
Ans. Subsidy is a form of market intervention by government. It involves the government directly paying

part of cost to the producers or consumers in order to promote the production (consumption) of goods
and services. The aim of subsidy is to intervene with market equilibrium to reduce the costs and
thereby the market price of goods and services and encourage increased production and consumption.
Major subsidies in India are fertiliser subsidy, food subsidy, interest subsidy, etc.

Q-91 What is the role of fiscal Policy during recession?
Ans.  The tools of fiscal policy are taxes, government expenditure, public debt, and the budget. A recession

sets in with a period of declining real income, as measured by real GDP and a situation of rising
unemployment. During recession incomes are reduced leading to lower tax payments. Government
xpenditures increase due to increased transfer payments. These together provide proportionally more
disposable income available for consumption spending to households.
The tax policy during recession and depression, is framed to encourage private consumption and
investment. A general reduction in income taxes and low corporate taxes increases aggregate demand
and investments respectively.

Q-92 Justify the role of public debt as an instrument of Fiscal Policy.
Ans. A rational policy of public borrowing and debt repayment is a potent weapon to fight inflation and

deflation. Borrowing from the public through the sale of bonds and securities curtails the aggregate
demand in the economy. Repayments of debt by governments increase the availability of money in the
economy and increase aggregate demand.
Public debt may be internal or external; when the government borrows from its own people in the
country, it is called internal debt. On the other hand, when the government borrows from outside
sources, the debt is called external debt. Public debt takes two forms namely, market loans and small
savings.
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Q-93 What do you mean by “Crowding Out” in relation to fiscal policy?
Ans. Government Spending would sometimes substitute private spending and when this happens the impact

of government spending on aggregate demand would be smaller than what it should be and therefore
fiscal Policy may become ineffective.
The crowding out view is that a rapid growth of government spending leads to a transfer of scarce
productive resources from the private sector to the public sector where productivity might be lower.
An increase in the size of government spending during recessions will crowd out private spending in an
economy and lead to reduction in an economy’s ability from the recession and possibly also reduce the
economy’s prospects of long run economic growth.
Crowding out effect is the negative effect fiscal policy may generate when money from the private
sector is crowded out to the public sector. In other words when spending by government in an economy
replaces private spending, the latter is said to be crowded out.

Q-94 Calculate the Fiscal Deficit and Primary Deficit from the data given below:
(` in Crores)

Total Expenditure on Revenue Account and Capital Account 547.62
Revenue Receipts 226.82
Non-debt Capital Receipts 103.00
Interest Payments 84.00

Ans. Fiscal Deficit  = Total Expenditure on Revenue Account and Capital Account –Revenue receipts- Non-
debt Capital Receipts

= 547.2 – 226.82- 103.00
= 217.8 Cr

Primary Deficit = Fiscal Deficit – Interest Payments
= 217.8cr – 84.00cr
= 133.8 Cr.

Q-95 Explain the significance of public debt as an instrument of fiscal policy.
Ans. If a government has borrowed money over the years to finance its deficits and has not paid it back

through accumulated surpluses then it is said to be in debt. Public debt may be internal or external,
when the government borrows from its own people in the country, it is called internal debt. On the
other hand, when the government borrows from outside sources, the debt is called external debt.
Public debt takes two forms namely, market loans and small savings. A national Policy of Public borrowing
and debt repayment is a potent weapon to fight inflation and deflation.
Borrowing from the public through the sale of bonds and securities curtails the aggregate demand in
the economy. Repayment of debt by government increases the availability of money in the economy
and increase aggregate demand.

Q-96 Discuss the “Fiscal Policy Measures” which are useful for reduction in inequalities of income and
wealth.

Ans. The Fiscal Policy Measures which are useful for reduction in inequalities of income and wealth.
Fiscal policy is a powerful instrument available for governments to influence income redistribution
and for reducing inequality of income and wealth to bring about equity and social justice.
Government revenues and expenditure have traditionally been regarded as important instruments for
carrying out desired redistribution of income.
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Following are examples of a few such measures:

• Progressive direct tax system: A progressive system of direct taxes ensures that those who have
greater ability to pay contribute more towards defraying the expenses of government and that
the tax burden is distributed fairly among the population.

• Indirect taxes which are differential: The indirect taxes may be designed in such a way that the
commodities which are primarily consumed by the richer income groups, such as luxuries, are
taxed heavily and the commodities the expenditure on which form a larger proportion of the
income of the lower income group, such as necessities, are taxed light.

• A carefully planned policy of public expenditure helps in redistributing income from the rich to
the poorer sections of the society. This is done through spending programmes targeted on welfare
measures for the disadvantaged, such as:

(i) poverty alleviation programmes.

(ii) free or subsidized medical care, education, housing, essential commodities etc. to improve
the quality of living of the poor .

(iii) infrastructure provision on a selective basis.

(iv) various social security schemes under which people are entitled to oldage pensions,
unemployment relief, sickness allowance etc.

(v) subsidized production of products of mass consumption.

(vi) public production and/ or grant of subsidies to ensure sufficient supply of essential goods,
and

(vii) strengthening of human capital for enhancing employability etc.

Q-97 For an Economy with the following specifications

Consumption, C = 50+0.75 Yd

Investment, I = 100

Government Expenditure, G = 200

Transfer Payments, R= 110

Income Tax = 0.2Y

Calculate the equilibrium of income and the value of expenditure multiplier.

Ans. Yd = Y-Tax + Transfer Payments

Where, Transfer Payment = 110

= Y-0.2 Y+110 = 0.8Y +110

and C = 50+0.75 Yd

= 50+0.75(0.8Y +110) (where Yd = 0.8Y +110)

= 50+ (0.75×0.8Y) + (0.75X110) =132.50+0.6Y

C = 132.50+0.6 Y
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Now Y = C+I+G, Where C = 132.50+0.6Y, I = 100, G = 200 (Given)

Y = (132.50+0.6Y) +100+200

= 432.50+0.6Y

Y-0.6Y = 432.50

0.4Y = 432.50

or Y = 432.50/0.4 = 1,081.25 Crores

Expenditure Multiplier
1 1

= = = 2.5
1 - b 1 - 0.6

 (Multiplier in close economy
1

=
1 - b

)

 
 
 

ΔC
Hereb = MPC =

ΔY

Q-98 What are the various instruments by which governments can influence resource allocation in the
economy?

Ans. The allocation responsibility of the governments involves suitable corrective action when private
market fail to provide the right and desirable combination of goods and services. A variety of allocation
instruments are available by which governments can influence resource allocation in the economy. For
example,
• Government may directly produce an economic good.
• Government may influence private allocation through incentives and disincentives.
• Government may influence allocation through its competition policies, merger policies etc. which

affect the structure of industry and commerce.
• Governments’ regulatory activities such as licensing, controls, minimum wages, and directives on

location of industry influence resource allocation.
• Government sets legal and administrative frameworks, and
• Any mixture of intermediate methods may be adopted by governments.

Q-99 What are the intervention by government for correcting information failure?
Ans. For combating the problem of market failure due to information problems and considering the

importance of information in making rational choices, the following interventions are resorted to:
• Government makes it mandatory to have accurate labelling and content disclosures by producers.

Eg. Labelling of nutritional information in food packages.
• Mandatory disclosure of information for example: SEBI requires that accurate information be

provided to prospective buyers of new stocks.
• Public dissemination of information to improve knowledge and subsidizing of initiatives in that

direction.
• Regulation of advertising and setting of advertising standards to make advertising more

responsible, informative, and less persuasive.
Q-100 What is the distinction between discretionary and non-discretionary fiscal policy?
Ans. Discretionary fiscal policy refers to deliberate policy actions on the part of the government to change

the levels of expenditure and taxes to influence the level of national output, employment, and prices.
Non-discretionary fiscal policy or automatic stabilizers are part of the structure of the economy and are
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‘built-in’ fiscal mechanisms that operate automatically to reduce the expansions and contractions of
the business cycle.
In most economies, changes in the level of taxation and level of government spending tend to occur
automatically. These are dependent on and are determined by the level of aggregate production and
income, such that the instability caused by business cycle is automatically dampened without any
need for discretionary policy action.

Q-101 Explain the situation “where a pharmaceutical Company has full information regarding the risks of a
product, but it continues to sell”?

Ans. This is a case of Asymmetric Information. Asymmetric information occurs when there is an imbalance
in information between buyer and seller i.e. when the buyer knows more than the seller or the seller
knows more than the buyer. This can distort choices. With asymmetric information, low-quality goods
can drive high-quality goods out of the market. These are situations in which one party to a transaction
knows a material fact that the other party does not. This phenomenon, which is sometimes referred to
as the ‘lemons problem’, is an important source of market failure. These are situations in which one
party to a transaction knows a material fact that the other party does not. This phenomenon, which is
sometimes referred to as the ‘lemons problem’, is an important source of market failure.

Q-102 Explain the features of Contractionary Fiscal Policy.
Ans. Contractionary Fiscal Policy:

Contractionary fiscal policy refers to the deliberate policy of government applied to curtail aggregate
demand and consequently the level of economic activity. In other words, it is fiscal policy aimed at
eliminating an inflationary gap. This is achieved by adopting policy measure that would result in the
aggregate demand curve (AD) shifting to the left so the equilibrium may be established at the full
employment level of real GDP. This can be achieved either by:
• With decrease in government spending, the total amount of money available in the economy is

reduced which in turn trim down the aggregate demand.
• An increase in personal income taxes reduces disposable incomes leading to fall in consumption

spending and aggregate demand. An increase in taxes on business profits reduces the surpluses
available to businesses, and as a result, firms’ investments shrink causing aggregate demand to
fall. Increased taxes also dampen the prospects of profits of potential entrants who will respond
by holding back fresh investments.

• A combination of decrease in government spending and increase in personal income taxes and/
or business taxes.

Q-103 Discuss the role of government interventions in minimizing the market power
Ans. Role of Government intervention in minimizing the market power: Market power is an important

factor that contributes to inefficiency because it results in higher prices than competitive prices. Because
of the social cost imposed by monopoly governments intervene by establishing rules and regulations
designed to promote competition and prohibit actions that are likely to restrain competition.
These legislations differ from country to country.
For Eq. in India, we have the Competition Act,2002 (as amended by the Competition (Amendment) Act,
2007) to promote and sustain competition in markets. The Anti -trust laws in US and the Competition
Act, 1998 of UK etc. Such legislations generally aim at prohibiting contracts, combinations and collusions
among producers or traders which are in restraint of trade and other anticompetitive actions such as
predatory pricing.
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Q-104 How does the fiscal policy redress the inequalities of income and wealth of a country?
Ans. Redressal of inequalities of income & wealth through Fiscal Policy: Fiscal policy involves the use of

government spending, taxation and borrowing to influence both the pattern of economic activity and
level of growth of aggregate demand, output, and employment. Many developed and developing
economies are facing the challenge of rising inequality in incomes and opportunities. The distribution
of income in the society is influenced by fiscal policy both directly and indirectly. While current
disposable incomes of individuals and corporates are dependent on direct taxes, the potential for
future earnings is indirectly influenced by the nation’s fiscal policy choices. Therefore, the tax structure
has to be carefully framed to mitigate possible adverse impacts on production and efficiency, and also
the redistributive fiscal policy and the extent of spending on redistribution should be consistent with
the macro-economic policy objectives of the nation.

Q-105 Discuss the meaning and consequences of negative production externalities.
Ans. Negative Production Externalities

Meaning:
A negative externality initiated in production which imposes an external cost on others may be received
by another in consumption or in production. As an example, a negative production externality occurs
when a factory which produces aluminium discharges untreated waste water into a near-by river.
Consequences:
(a) It pollutes the water causing health hazards for people who use the water for  drinking and

bathing.
(b) Pollution of river also affects fish output as there will be less catch for fishermen due to loss of

fish resources.
The former is a case where a negative production externality is received in consumption and the latter
presents a case of a negative production externality received in production.

Q-106 Discuss the three branch taxonomy of the role of Government in market economy.
Ans.  Three - branch taxonomy of the role of Government in market economy: Richard Musgrave, in his

classic treatise ‘The Theory of Public Finance’ (1959), introduced the three-branch taxonomy of the
role of government in a market economy. Musgrave believed that, for conceptual purposes, the functions
of the government are to be separated into three, namely, resource allocation, (efficiency), income
redistribution (fairness) and macroeconomic stabilization.
The allocation function aims to correct the sources of inefficiency in the economic system, while the
distribution role ensures that the distribution of wealth and income is fair. Monetary and fiscal policies,
the problems of macro-economic stability, maintenance of high levels of employment and price stability
etc fall under the stabilization function.
Government intervention to direct the functioning of the economy is based on the belief that the
objective of the economic system and the role of government is to improve the well-being of individuals
and households. The allocation and distribution functions are primarily microeconomic functions,
while stabilization is a macro-economic function.

Q-107 What is the distinction between Production taxes and Product taxes?
Ans. Production taxes are paid or received in relation to production and are independen t of the volume of

actual production. Examples of production taxes are land revenues, stamps and registration fees and
tax on profession, factory license fee, taxes to be paid to the local authorities, pollution tax etc.
Product taxes are paid or received on per unit of product. Examples of product taxes are excise duties,
sales tax, service tax and import-export duties.
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Q-108 In the times of recession What should be the Public Revenue and Expenditure Policy?
Ans. During recession, in order to ensure income protection, the government increases its expenditure or

cut down taxes or adopts a combination of both so that aggregate demand is kept stable or even
boosted up with more money put into the hands of the people. On the other hand, to control high
inflation the government cuts down its expenditure or raises taxes. In other words, an expansionary
fiscal policy is adopted to alleviate recession and a contractionary fiscal policy is resorted to for controlling
high inflation. The nature of the budget also has important implications on a country’s economic activity.
While deficit budgets are expected to stimulate economic activity, surplus budget tend to slow down
economic activity. Generally, government’s fiscal policy has a strong influence on the performance of
the macro economy in terms of employment, price stability, economic growth, and external balance.

Q-109 Why should government perform the allocation function in an economy?
Ans. Government intervention in resource allocation is necessary and justified to ensure social welfare

through optimal allocation of resources. Government should perform the allocation function in an
economy because it is the responsibility of the governments to initiate suitable corrective action
when private markets fail to provide the right and desirable combination of goods and services.
Government intervention in resource allocation is also warranted in the case of goods which we cannot
produce on our own, or buy at a price from the market and in the case of merit goods and goods which
involve externalities.

Q-110 Elaborate on the redistribution effect of a tax and Transfer Policy?
Ans. Inequality and the resulting loss of social welfare is sought to be tackled by government through an

appropriately framed tax and transfer policy. This involves progressive taxation combined with provision
of subsidy to low- income households. Proceeds from progressive taxes may be used to finance public
services, especially those such as public housing, which particularly benefit low - income households.
Few examples are supply of essential food grains at highly subsidized prices to BPL households, free or
subsidised education, healthcare, housing, rations and basic goods etc to the deserving people.

Q-111 What are the major reasons for market failure?
Ans.  There are four major reasons for market failure. They are:

• Market power: Excessive market power causes the single producer or small number of producers
to produce and sell less output than would be produced and charge a higher price in a competitive
market

• Externalities: Externalities cause market inefficiencies because they hinder the ability of market
prices to convey accurate information about how much to produce and how much to buy. Since
externalities are not reflected in market prices, they can be a source of economic inefficiency.

• Public goods: Public goods do not conform to the settings of market exchange and left to the
market, they will not be produced at all or will be underproduced. This is because the price
becomes zero.

• Incomplete information: Complete information is an important element of competitive market.
Perfect information implies that both buyers and sellers have complete inf ormation about
anything that may influence their decision making.

Q-112 Explain how the role of State is Pivotal in Public Finance?
Ans.  According to Musgrave, the state is the instrument by which the needs and concerns of the citizens are

fulfilled and therefore, public finance is connected with economic mechanisms that should ideally
lead to the effective and optimal allocation of limited resources. This logic, in effect, makes it necessary
for the government to intervene in the market to bring about improvement in social welfare. In the
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absence of appropriate government intervention, market failures may occur and the resources are
likely to be misallocated with too much production of certain goods or too little production of certain
other goods. The allocation responsibility of the governments involves suitable corrective action when
private markets fail to provide the right and desirable combination of goods and services. Briefly put,
market failures provide the rationale for government’s allocative function.

Q-113 What are the conflict in designing budgetary Policy?
Ans. There is often a conflict between the different goals and functions of budgetary policy. Effective policy

design to meet the diverse goals of government is very difficult to conceive and to implement. The
challenge before any government is how to design its budgetary policy so that the pursuit of one goal
does not jeopardize the other. The distribution function aims at redistribution of income so as to
ensure equity and fairness to promote the wellbeing of all sections of people and is achieved through
taxation, public expenditure, regulation and preferential treatment of target populations.

Q-114 What are the rationale for the government Stabilization Function?
Ans. The rationale for the stabilization function of the government is derived from the Keynesian proposition

that a market economy does not automatically generate full employment and price stability and
therefore the governments should pursue deliberate stabilization policies. The market system has
inherent tendencies to create business cycles. The market mechanism is limited in its capacity to
prevent or to resolve the disruptions caused by the fluctuations in economic activity.

Q-115 Explain the Characteristic of Private Good.
Ans. The Characteristic of Private Good is as :

• Private goods refer to those goods that yield utility to people. Since they are scarce anyone who
wants to consume them must purchase them.

• Owners of private goods can exercise private property rights and can prevent others from using
the good or consuming their benefits.

• Private goods do not have the free-rider problem. This means that private goods will be available
to only those persons who are willing to pay for them.

• All private goods and services can be rejected by the consumers if their needs, preferences or
budgets change.

• Additional resource costs are involved for producing and supplying additional quantities of private
goods.

Q-116 What are the distinction between pure and impure public good?
Ans.  The concept of pure public good is often criticized by many who point out that such goods are not in

fact observable in the real world. They argue that goods which perfectly satisfy nonrivalness and non-
excludability are not easy to come across. For example, if the government provides law and order or
medical care, the use of law courts or medical care by some individuals subtracts the consumption of
others if they need to wait. As another example, we may take defence. If armies are mostly deployed
in the northern borders, it may not result in the same amount of protection to people in the south.
An example of an impure public good would-be cable television. It is non- rivalrous because the use of
cable television by other individuals will in no way reduce your enjoyment of it. The good is excludable
since the cable TV service providers can refuse connection if you do not pay for set top box and
recharge it regularly.

Q-117 Elucidate the limitation of Fiscal Policy?
Ans.  The limitation of Fiscal Policy is as:
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• One of the biggest problems with using discretionary fiscal policy to counteract fluctuations is the
different types of lags involved in fiscal-policy action.

• Fiscal policy changes may at times be badly timed due to the various lags so that it is highly
possible that an expansionary policy is initiated when the economy is already on a path of recovery
and vice versa.

• There are difficulties in instantaneously changing governments’ spending and taxation policies.
• It is practically difficult to reduce government spending on various items such as defence and

social security as well as on huge capital projects which are already midway.
• Due to uncertainties, there are difficulties of forecasting when a period of inflation or deflation

may set in and also promptly determining the accurate policy to be undertaken.
Q-118 What is Balanced budget multiplier?
Ans.  The government budget is said to be in balance when “G = “ T. The balanced budget multiplier is always

equal to 1.
The balanced budget multiplier is obtained by adding up the government spending multiplier (fiscal
multiplier) and the tax multiplier.

 Balanced Budget multiplier =
 

 

Y Y
+

G T

=
1 -b 1 -b

+ = = 1
1 - b 1 - b 1 -b
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Q-1 Why Marginal Standing Facility (MSF) would be the last resort for banks?
Ans. The Marginal Standing Facility (MSF) refers to the facility under which scheduled commercial banks can

borrow additional amount of overnight money from the central bank over and above what is available
to them through the LAF window by dipping into their Statutory Liquidity Ratio (SLR) portfolio up to a
limit .The scheme has been introduced by RBI with the main aim of reducing volatility in the overnight
lending rates in the inter-bank market and to enable smooth monetary transmission in the financial
system. Banks can borrow through MSF on all working days except Saturdays, between 7.00 pm and
7.30 pm, in Mumbai. The minimum amount which can be accessed through MSF is ` 1 crore and more
will be available in multiples of  ` 1 crore. The MSF would be the last resort for banks once they exhaust
all borrowing options including the liquidity adjustment facility on which the rates are lower compared
to the MSF.

Q-2 Suppose M3 = Rs. 450000 Crore
Currency with Public = Rs 3000 Crore
Demand Deposits of Banks = Rs. 100000 Crore
Other deposits with RBI= Rs. 100000 Crore
Saving Deposits with Post Office Saving Banks = Rs. 150000 Crore
Total deposits with the Post Office Savings Organization (excluding National Saving Certificate) = Rs.
20000 Crore
National Saving Certificate = Rs. 250 Crore
Calculate Net Time Deposits and M4 wi th the banking system?

Ans. M3 = M1+ net time deposits with the banking system M1= Currency notes and coins with the public+
demand deposits of banks+ other deposits with RBI Therefore, Net time deposits with the banking
system = M3 - M1

450000- 3000-100000-100000
= Rs. 247000 Crore
M4 = M3 + total deposits with the post office savings organization (excluding National savings Certificate)
M4 = 450000 + 20000
M4 = 470000 Crore.

Q-3 Compare transaction demand for money according to Keynes and Baumol & Tobin?
Ans. The transaction demand for money according to Keynes is interest-inelastic; whereas Baumol and

Tobin show that money held for transaction purposes is interest elastic.
Q-4 Define the deposit expansion multiplier? How it is calculated?
Ans. The deposit expansion multiplier describes the amount of additional money created by c ommercial

bank through the process of lending the available money it has in excess of the central bank’s reserve
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requirements. The deposit expansion multiplier is, thus inextricably tied to the bank’s reserve
requirement. This measure tells us how much new money will be created by the banking system for a
given increase in the high powered money. It reflects a bank’s ability to increase the money supply. The
deposit expansion multiplier is the reciprocal of the required reserve ratio.
If reserve ratio is 20%, then credit multiplier = 1/0.20 = 5.
The deposit expansion multiplier = 1/ Required Reserve Ratio

Q-5 How the autonomous expenditure multiplier is stated in four sector model?
Ans. The autonomous expenditure multiplier in a four sector model includes the effects of foreign

transactions and is stated as 
1

1-b + v
 where v is the propensity to import which is greater than zero. The

greater the value of v, the lower will be the autonomous expenditure multiplier.
Q-6 Explain the concept of demand for money? `
Ans. The demand for money is a decision about how much of one’s given stock of wealth should be held in

the form of money rather than as other assets such as bonds. Demand for money is actually demand for
liquidity and a demand to store value.

Q-7 How would each of the following affect money multiplier and money supply?
(i)Fearing shortage of money in ATMs, people decides to hoard money.
(ii) Banks open large number of ATMs all over country.
(iii) During the festival season, people decide to use ATMs very often.

Ans. (i)  When people hold more money, it increases the currency-deposit ratio; reduces moneymultiplier;
money supply declines.
(ii) ATMs let people to withdraw cash from the bank as and when needed, reduces cost of conversion
of deposits to cash and makes deposits relatively more convenient. People hold less cash and more
deposits, thus reducing the currency-deposit ratio; increasing the money multiplier causing the money
supply to increase.
(iii) If people, for any reason, are expected to withdraw money from ATMs with more frequency,
then banks will want to keep more reserves. This will raise the reserve ratio, and lower the money
multiplier. As a result, money supply will decline.

Q-8 What is the nature of relationship between investment and income according to Keynes?
Ans. Keynes argued that, in the short run, investment is best viewed as an autonomous expenditure, that is,

it is independent of people’s income. The Keynesian model assumes that the planned level of
investment expenditure is constant with respect to current income. Investment is determined by
factors other than income such as business expectations and economic policy.

Q-9 Explain the functioning of SLR?
Ans. Changes in SLR chiefly influence the availability of resources in the banking system for lending. A rise

in SLR -during periods of high liquidity - to lock up a rising fraction of a bank’s assets in the form of
eligible instruments – reduces the credit creation capacity of banks. A reduction in SLR during periods
of economic downturn has the opposite effect.

Q-10 (i)Outline different components of monetary policy framework for India?
(ii)Write a note on two major components of Reserve Money

Ans.(i) The central bank in its execution of monetary policy, functions within an articulated monetary policy
framework which comprises of:
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• the objectives of monetary policy, such as maintenance of price stability (or controlling inflation)
and achievement of economic growth

• the analytics of monetary policywhich focus on the transmission mechanisms, or the ways in
which monetary policy actions get transmitted to the real economy and

• the operating procedure which relates to all aspects of implementation of monetary policy namely,
choosing the operating target, choosing the intermediate target, and choosing the policy
instruments.

(ii) Reserve money has two major components – currency in circulation and reserves. Currency in circulation
comprises currency with the public and cash in hand with banks. Reserves are bank deposits with the
central bank.

Q-11 What will be the total credit created by the commercial banking system for an initial deposit of ` 1000
for required reserve ratio 0.02, 0.05 and 0.10 per cent respectively? Compute creditmultiplier.

Ans. Credit Multiplier = 1/ Required Reserve Ratio
1000×1/ 0.02 = 50,000
1000 ×1/ 0.05 = 20,000
1000 ×1/ 0.10= 10,000

Q-12 What would be the effect of automatic stabilizers on multiplier?
Ans. An automatic stabilizer is any feature of an economy that automatically reduces the changes in spending

during the multiplier process, making the multiplier smaller. As GDP increases, an automatic stabilizer
would reduce the increases in spending in each round of the multiplier making the final increase in
GDP less than what would otherwise be. Therefore, automatic stabilizers reduce the size of the
multiplier, and consequently reduce fluctuations in GDP and employment, making the economy more
stable in the short run. Briefly put, automatic stabilizers diminish the impact of spending changes on
real GDP.

Q-13 (i) Define Money multiplier? What is the nature of relationship between money multiplier and money
supply?
(ii) How do changes in Statutory Liquidity Ratio impact the economy?

Ans.(i) Money multiplier m is defined as a ratio that relates the change in the money supply to a given change
in the monetary base.

  Money supply
Money multiplier m  =

Monetary base
The multiplier indicates what multiple of the monetary base is transformed into money supply.
The link from reserve money to money supply is through the money multiplier. The multiplier process
operates as long as banks have excess reserves. If some portion of the increase in high-powered
money finds its way into currency, this portion does not undergo multiple deposit expansion.

(ii) Changes in SLR chiefly influence the availability of resources in the banking system for lending. A rise
in SLR -during periods of high liquidity - to lock up a rising fraction of a bank’s assets in the form of
eligible instruments - reduces the credit creation capacity of banks. A reduction in SLR during periods
of economic downturn has the opposite effect.

Q-14 (i) Account for cash reserve ratio as a monetary policy instrument
(ii) Explain how higher of interest rate affect the demand for money.

Ans.(i) Cash Reserve Ratio (CRR) refers to the fraction of the total net demand and time liabilities (NDTL) of a
scheduled commercial bank in India which it should maintain as cash deposit with the Reserve Bank.
CRR has, in recent years, assumed significance as one of the important quantitative tools aiding in
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liquidity management. The RBI may set the ratio in keeping with the broad objective of maintaining
monetary stability in the economy.
Higher the CRR with the RBI, lower will be the liquidity in the system and vice versa. During deflation,
the RBI reduces the CRR in order to enable the banks to expand credit and increase the supply of
money available in the economy. During periods of inflation, the RBI increases the CRR in order to
contain credit expansion.

(ii) The demand for money is a decision about how much of one’s given stock of wealth should be held in
the form of money rather than as other assets such as bonds. Demand for money is actually demand for
liquidity and a demand to store value.
Demand for money is in the nature of derived demand; it is demanded for it purchasing power.
Basically people demand money because they wish to have command over real goods and services
with the use of money.
Demand for money has an important role in the determination of interest, prices and income in an
economy. Higher the interest rate, higher would be opportunity cost of holding cash and lower the
demand for money. Similarly, lower the interest rate, lower will be the opportunity cost of holding
cash and higher the demand for money.

Q-15 If commercial banks in India decide to hold more excess reserves, how would it affect the money
multiplier and money supply?

Ans. Excess reserves are those reserves that the commercial banks hold with the central bank in addition to the
mandatory reserve requirements. Excess reserves result in an increase in reserve - deposit ratio of banks;
less money for lending reduces money multiplier; money supply declines.

Q-16 What would be the effect on money multiplier if banks hold excess reserves?
Ans. The additional units of high-powered money that goes into ‘excess reserves’ of the commercial banks

do not lead to any additional loans, and therefore, these excess reserves do not lead to creation of
deposits. In other words, excess reserves may be considered as an idle component of reserves and
therefore has no effect on money multiplier.

Q-17 What’s the distinction between direct and indirect instruments of Monetary Policy?
Ans. Direct instruments presuppose one-to-one correspondence between the instrument (such as a credit

ceiling) and the policy objective (such as a specific amount of domestic credit outstanding), while
indirect instruments act through the market by adjusting the underlying demand for, and supply of,
bank reserves

Q-18 Define money supply. Describe the different components of money supply.
Ans. The measures of money supply vary from country to country, from time to time and from purpose to

purpose.
The high-powered money and the credit money broadly constitute the most common measure of
money supply, or the total money stock of a country. High powered money is the source of all other
forms of money. The second major source of money supply is the banking system of the country.
Money created by the commercial banks is called ‘credit money’. Measurement of money supply is
essential from a monetary policy perspective because it enables a framework to evaluate whether the
stock of money in the economy is consistent with the standards for price stability, to understand the
nature of deviations from this standard and to study the causes of money growth. The stock of money
always refers to the total amount of money at any particular point of time i.e. it is the stock of money
available to the ‘public’ as a means of payments and store of value and does not include inter-bank
deposits.
The monetary aggregates are:
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M1 = Currency and coins with the people + demand deposits of banks
(Current and Saving accounts) + other deposits of the RBI;
M2 = M1 + savings deposits with post office savings banks,
M3 = M1 + net time deposits of banks and
M4 = M3 + total deposits with the Post Office Savings Organization
(excluding National Savings Certificates)

Q-19 List the general characteristics that money should possess?
Ans. Money should be generally acceptable, durable, difficult to counterfeit, relatively scarce, uniform,

easily transported, divisible without losing value, elastic in supply and effortlessly recognizable.
Q-20 Explain how Reserve Bank of India acts as a ‘lender of last resort ‘to commercial banks? Or Explain

the operation of Marginal Standing Facility?
Ans. The Marginal Standing Facility (MSF) is the last resort for banks to obtain funds once they exhaust all

borrowing options including the liquidity adjustment facility on which the rates are lower compared to
the MSF. Under this facility, the scheduled commercial banks can borrow additional amount of overnight
money from the central bank over and above what is available to them through the LAF window by
dipping into their Statutory Liquidity Ratio (SLR) portfolio up to a limit ( a fixed per cent of their net
demand and time liabilities deposits (NDTL) liable to change ) at a penal rate of interest. The scheme
has been introduced by RBI with the main aim of reducing volatility in the overnight lending rates in
the inter-bank market and to enable smooth monetary transmission in the financial system. This
provides a safety valve against unexpected liquidity shocks to the banking system.

Q-21 Explain the Cambridge Version of Cash Balance Approach Md = k P Y
Ans. In the early 1900s, Cambridge Economists Alfred Marshall, A.C. Pigou, D.H. Robertson andJohn Maynard

Keynes (then associated with Cambridge) put forward a fundamentally different approach to quantity
theory, known neoclassical theory or cash balance approach. The Cambridge version holds that money
increases utility in the following two ways:

1. enabling the possibility of split-up of sale and purchase to two different points of time rather
than being simultaneous, and

2. being a hedge against uncertainty.
While the first above represents transaction motive, just as Fisher envisaged, the second points to
money’s role as a temporary store of wealth. Since sale and purchase of commodities by individuals do
not take place simultaneously, they need a ‘temporary abode’ of purchasing power as a hedge against
uncertainty. As such, demand for money also involves a precautionary motive in Cambridge approach.
Since money gives utility in its store of wealth and precautionary modes, one can say that money is
demanded for itself.
Now, the question is how much money will be demanded? The answer is: it depends partly on income
and partly on other factors of which important ones are wealth and interest rates.
The former determinant of demand i.e. income, points to transactions demand such that higher the
income, the greater the quantity of purchases and as a consequence greater will be the need for
money as a temporary abode of value to overcome transactions costs. The Cambridge equation is
stated as:
Md = k PY, Where Md = is the demand for money

Y = real national income
P = average price level of currently produced goods and services
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PY = nominal income
k = proportion of nominal income (PY) that people want to hold as cash balances

The term ‘k’ in the above equation is called ‘Cambridge k’. The equation above explains that the
demand for money (M) equals k proportion of the total money income.
Thus we see that the neoclassical theory changed the focus of the quantity theory of money to money
demand and hypothesized that demand for money is a function of money income.
Both these versions are chiefly concerned with money as a means of transactions or exchange, and
therefore, they present models of the transaction demand for money.

Q-22 What is meant by Liquidity Adjustment Facility (LAF)? How does it help commercial banks?
Ans. The Liquidity Adjustment Facility(LAF) is a facility extended by the Reserve Bank of India to the scheduled

commercial banks (excluding RRBs) and primary dealers to avail of liquidity in case of requirement (or
park excess funds with the RBI in case of excess liquidity) on an overnight basis against the collateral of
government securities including state government securities. The objective is to provide liquidity to
commercial banks to adjust their day to day mismatches in liquidity. Under this facility, financial
accommodation is provided through repos/reverse repos.

Q-23 What is meant by ‘monetary policy instruments’
Ans. The monetary policy instruments are the various direct and indirect instruments or tools thata central

bank can use to influence money market and credit conditions and pursue itsmonetary policy objectives.
In general, the direct instruments comprise of:
(a) the required cash reserve ratios and liquidity reserve ratios prescribed from time to time
(b) directed credit which takes the form of prescribed targets for allocation of credit to

preferredsectors (for e.g. Credit to priority sectors), and
(c) administered interest rates wherein the deposit and lending rates are prescribed by thecentral

bank.
The indirect instruments mainly consist of:
(a) Repos
(b) Open market operations
(c) Standing facilities, and
(d) Market-based discount window.

Q-24 Define Money Multiplier

Ans.   Money Supply
Money Multiplier m =

Monetary Base

Money multiplier m is defined as a ratio that relates the change in the money supply to a given change
in the monetary base. It denotes by how much the money supply will change for a given change in high-
powered money. The multiplier indicates what multiple of the monetary base is transformed into
money supply.

Q-25 Explain the effects of monetary policy through the exchange rate channel?
Ans. The exchange rate channel works through expenditure switching between domestic and foreign goods.

A reduction in policy rate lowers interest rates and reduces the relative returns and investors shift
their funds into foreign assets and leads to depreciation in the exchange rate. Higher competitiveness
of domestic producers increase export volumes and higher prices of imports discourage imports (or
higher net exports) and increase demand for domestically produced goods and services. Consequently,
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domestic output and employment increases. High policy rates normally lead to an appreciation of the
currency, as foreign investors seek higher returns and increase their demand for the currency.
Appreciation of the domestic currency make domestically produced goods more expensive compared
to foreignproduced goods. This causes net exports to fall; correspondingly domestic output and
employment also fall.

Q-26 Define CRR. How is CRR used as a policy instrument.
Ans. Cash Reserve Ratio (CRR) refers to the fraction of the total net demand and time liabilities (NDTL ie

aggregate savings account, current account and fixed deposit balances) of a scheduled commercial
bank in India which it should maintain as cash deposit with the Reserve Bank. This requirement applies
uniformly to all scheduled banks in the country irrespective of its size or financial position. Non-Bank
Financial Corporations (NBFCs) are outside the purview of this reserve requirement.
Higher the CRR with the RBI, lower will be the liquidity in the system and availability of lendable
surpluses with the commercial banks and vice versa. During deflation, the RBI reduces the CRR in order
to enable the banks to expand credit and increase the supply of money available in the economy. In
order to contain credit expansion during periods of inflation, the RBI increases the CRR.

Q-27 Explain the function of money as a unit of account?
Ans. A unit of account is a common unit for measuring how much something is worth. The monetary unit (for

e.g. Rupee, Dollar) serves as a numeraire or common measure value in terms of which the value of all
goods, services, assets, liabilities, income, expenditure etc are measured and expressed. This helps in
measuring and fixing the exchange values in terms of a common unit and avoids the problem of
recording and expressing the value of each commodity in terms of quantities of other goods. Use of
money as a unit of account thus
• reduces the number of exchange ratios between goods and services
• makes it possible to keep business accounts
• allows meaningful interpretation of prices, costs, and profits, and
• facilitates a system of trade through orderly pricing, comparison of value and rational economic

choices.
Q-28 Explain how Reserve Bank of India acts as a ‘lender of last resort ‘to commercial banks?
Ans. The Marginal Standing Facility (MSF) is the last resort for banks to obtain funds once they exhaust all

borrowing options including the liquidity adjustment facility on which the rates are lower compared to
the MSF. Under this facility, the scheduled commercial banks can borrow additional amount of overnight
money from the central bank over and above what is available to them through the LAF window by
dipping into their Statutory Liquidity Ratio (SLR) portfolio up to a limit (a fixed per cent of their net
demand and time liabilities deposits (NDTL) liable to change) at a penal rate of interest. The scheme
has been introduced by RBI with the main aim of reducing volatility in the overnight lending rates in
the inter-bank market and to enable smooth monetary transmission in the financial system. This
provides a safety valve against unexpected liquidity shocks to the banking system.

Q-29 What is the role of Liquidity Adjustment Facility?
Ans. The Liquidity Adjustment Facility(LAF) is a facility extended by the Reserve Bank of India to the scheduled

commercial banks (excluding RRBs) and primary dealers to avail of liquidity in case of requirement (or
park excess funds with the RBI in case of excess liquidity) on an overnight basis against the collateral of
government securities including state government securities.

Q-30 Explain the classical version of quantity theory of demand for money.
Ans. According to Fisher, quantity theory of money demonstrate that there is strong relationship between

money and price level and the quantity of money is the main determinant of the price level or the
value of money. In other words, changes in the general level of commodity prices or changes in the
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value or purchasing power of mney are determined first and foremost by changes in the quantity of
money in circulation. Fisher’s version, also termed as ‘equation of exchange’ or ‘transaction approach’
is formally stated as follows:

MV = PT
Where, M= the total amount of money in circulation (on an average) in an economy
V = transactions velocity of circulation i.e. the average number of times across all transactions a unit of
money (say Rupee) is spent in purchasing goods and services P = average price level (P= MV/T) T = the
total number of transactions.
Later, Fisher extended the equation of exchange to include demand (bank) deposits
(M’) and their velocity (V) in the total supply of money. Thus, the expanded form of the equation of
exchange becomes:

MV + M’V’ = PT
Where M’ = the total quantity of credit money V’ = velocity of circulation of credit money The total
supply of money in the community consists of the quantity of actual money (M) and its velocity of
circulation (V). Velocity of money in circulation (V) and the velocity of credit money (V) remain constant.
T is a function of national income.
Since full employment prevails, the volume of transactions T is fixed in the short run.
Briefly put, the total volume of transactions (T) multiplied by the price level (P)  represents the demand
for money. The demand for money (PT) is equal to the supply of money (MV + M’V)’. In any given
period, the total value of transactions made is equal to PT and the value of money flow is equal to MV+
M’V’.

Fisher did not specifically mention anything about the demand for money; but the same is embedded
in his theory as dependent on the total value of transactions undertaken in the economy. Thus, there
is an aggregate demand for money for transactions purpose and more the number of transactions
people want, greater will be the demand for money. The total volume of transactions multiplied by the
price level (PT) represents the demand for money.

Q-31 Why empirical analysis of money supply is important?
Ans Empirical analysis of money supply is important for two reasons:

1. It facilitates analysis of monetary developments in order to provide a deeper understanding of
the causes of money growth.

2. It is essential from a monetary policy perspective as it provides a framework to evaluate whether
the stock of money in the economy is consistent with the standards for price stability and to
understand the nature of deviations from this standard. The central banks all over the world
adopt monetary policy to stabilise price level and GDP growth by directly controlling the supply of
money. This is achieved mainly by managing the quantity of monetary base. The succ ess of
monetary policy depends to a large extent on the controllability of money supply and the monetary
base.

Q-32 Calculate the narrow money from the following information.
Components in Million  (`)
Currency with the public 15473.2
Demand deposits of banks 6943.1
Saving deposits with post office saving banks 978.1
Other deposits of the RBI 501.2

Ans. M1= Currency with the public+ demand deposits of banks+ other deposits of the RBI = 15473.2 + 6943.1+
501.2 = 22917.5 million
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Q-33 What is high powered money? Calculate it from the following data:
Components in Million (`)
Net RBI Credit to the Government 41561.2
RBI credit to the Commercial sector 18459.3
RBI’s net non-monetary liabilities 24981.2
RBI’s claims on banks 31456.2
RBI’s Net foreign assets 10456.1
Government’s currency liabilities to the public 21417.1

Ans. High powered money is also known as reserve money which determines the level of liquidity and price
level in the economy.
Reserve Money = Net RBI Credit to the Government + RBI credit to the Commercial sector+ RBI’s claims
on banks+ RBI’s Net foreign assets+ Government’s currency liabilities to the public- RBI’s net non-
monetary liabilities
= 41561.2 + 18459.3 + 31456.2 + 10456.1 + 21417.1 - 24981.2 = 98368.7 million

Q-34 Explain the function of money as a unit of account?
Ans. A unit of account is a common unit for measuring how much something is worth. The monetary unit (for

e.g. Rupee, Dollar) serves as a numeraire or common measure value in terms of which the value of all
goods, services, assets, liabilities, income, expenditure etc are measured and expressed. This helps in
measuring and fixing the exchange values in terms of a common unit and avoids the problem of
recording and expressing the value of each commodity in terms of quantities of other goods.
Use of money as a unit of account thus
• reduces the number of exchange ratios between goods and services
• makes it possible to keep business accounts
• allows meaningful interpretation of prices, costs, and profits, and
• facilitates a system of trade through orderly pricing, comparison of value and rational economic

choices.
Q-35 Examine the different variables on demand for money according to inventory theoretic approach.
Ans. Inventory Theoretic Approach (by Baumol and Tobin), assume that there are two media for storing

value: money and an interest-bearing alternative asset. There is a fixed cost of making transfers between
money and the alternative assets e.g. broker charges. While relatively liquid financial assets other
than money (such as, bank deposits) offer a positive return, the above said transaction costs of going
between money and these assets justifies holding money.
Baumol used business inventory approach to analyze the behaviour of individuals.
Just as businesses keep money to facilitate their business transactions, people also hold cash balance
which involves an opportunity cost in terms of lost interest.
Therefore, they hold an optimum combination of bonds and cash balance, i.e., an amount that minimizes
the opportunity cost.
Baumol’s propositions in his theory of transaction demand for money hold that receipt of income, say
Y takes place once per unit of time but expenditure is spread at a constant rate over the entire period
of time. Excess cash over and above what is required for transactions during the period under
consideration will be invested in bonds or put in an interest-bearing account. Money holdings on an
average will be lower if people hold bonds or other interest yielding assets.
The higher the income, the higher is the average level or inventory of money holdings.
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The level of inventory holding also depends also upon the carrying cost, which is the interest forgone
by holding money and not bonds, net of the cost to the individual of making a transfer between money
and bonds, say for example brokerage fee. The individual will choose the number of times the transfer
between money and bonds takes place in such a way that the net profits from bond transactions are
maximized.
The average transaction balance (money) holding is a function of the number of times the transfer
between money and bonds takes place. The more the number of times the bond transaction is made,
the lesser will be the average transaction balance holdings. In other words, the choice of the number
of times the bond transaction is made determines the split of money and bond holdings for a given
income.
The inventory-theoretic approach also suggests that the demand for money and bonds depend on the
cost of making a transfer between money and bonds e.g. the brokerage fee. An increase the brokerage
fee raises the marginal cost of bond market transactions and consequently lowers the number of such
transactions. The increase in the brokerage fee raises the transactions demand for money and lowers
the average bond holding over the period. This result follows because an increase in the brokerage fee
makes it more costly to switch funds temporarily into bond holdings.
An individual combines his asset portfolio of cash and bond in such proportions that his cost is minimized

Q-36 Define Reserve Money? Compute the Reserve Money from the following dataPublished by RBI.
Components (In billions of `)

As on 7th July 2018
Currency in circulation 15428.40
Bankers Deposits with RBI 4596.18
Other Deposits with RBI 183.30

Ans. Reserve Money = Currency in circulation + Bankers’ deposits with the RBI +Other deposits
with the RBI

= 15428.40 + 4596.18 + 183.30
= 20207.88

Q-37  Which of the functions of money do the following items satisfy?
(i) A credit card.
(ii) A token of specified amount of money which can be used for shopping

Ans.  (i) A credit card is a medium of exchange
(ii) A token of specified amount of money which can be used for shopping satisfies all 3 functions of

money, which are store of value, unit of account, and medium of exchange.
Q-38 What role does Market Stabilization Scheme (MSS) play in our economy?
Ans. Market Stabilization Scheme for monetary management was introduced in 2004 following a MoU

between the Reserve Bank of India (RBI) and the Government of India (GoI) with the primary aim of
aiding the sterilization operations of the RBI. (Sterilization is the process by which the monetary authority
sterilizes the effects of significant foreign capital inflows on domestic liquidity by off-loading parts of
the stock of government securities held by it). Under this scheme, the Government of India borrows
from the RBI (such borrowing being additional to its normal borrowing requirements) and issues
treasury-bills/dated securities for absorbing excess liquidity from the market arising from large capital
inflows.

Q-39 Explain the operational procedure of the monetary policy of India?
Ans. Operating procedures are the variety of rules, traditions and practices used in the actual implementation

of monetary policy. It encompasses, basically, a set of tactics such as choice of the operating target and
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policy instruments, the nature and frequency of use of policy instruments, market interventions, the
width of corridor for market interest rates and the manner of policy signals to effect desired changes in
the intermediate target. In other words, the operating procedure in monetary policy refers to its
implementation in very short run, including the day-to-day operations.

Q-40 Critically examine the post Keynesian theories of demand for money?
Ans. The post-Keynesian economists developed a number of models to provide alternative explanations to

confirm the formulation relating real money balances with real income and interest rates. Most post-
Keynesian theories of demand for money emphasize the store-of-value or the asset function of money.
Inventory Approach to Transaction Balances : Baumol (1952) and Tobin (1956) developed a deterministic
theory of transaction demand for money, known as Inventory Theoretic Approach, in which money or
`real cash balance’ was essentially viewed as an inventory held for transaction purposes.
People hold an optimum combination of bonds and cash balance, i.e., an amount that minimizes the
opportunity cost. The optimal average money holding is: a positive function of income Y, a positive
function of the price level P, a positive function of transactions costs c, and a negative function of the
nominal interest rate i.
Friedman’s Restatement of the Quantity Theory :   Milton Friedman (1956) extending Keynes’ speculative
money demand within the framework of asset price theory holds that demand for money is affected by
the same factors as demand for any other asset, namely, permanent income and relative returns on
assets. The nominal demand for money is positively related to the price level, P; rises if bonds and
stock returns, rb and re, respectively decline and vice versa; is influenced by inflation; and is a function
of total wealth. The Demand for Money as Behaviour toward as ‘aversion to risk’ propounded by Tobin
states that money is a safe asset but an investor will be willing to exercise a trade-off and sacrifice to
some extent the higher return from bonds for a reduction in risk.
The Demand for Money as Behaviour towards Risk
According to Tobin, rational behaviour explained induces individuals to hold an optimally structured
wealth portfolio which is comprised of both bonds and money and the demand for money as a store of
wealth depends negatively on the interest rate. These theories establish a positive relation of demand
for money to real income and an inverse relation to the rate of return on earning assets, i.e. the
interest rate.

Q-41 In Keynesian analysis of speculative demand for money, how will demand for money be affected if
people feel that the level of interest is very high? What is the rationale behind their choice?

Ans. If wealth-holders consider that the current rate of interest is high compared to the ‘normal or critical
rate of interest’, they expect a fall in the interest rate (rise in bond prices). At the high current rate of
interest, people are discouraged from holding money and hence they will convert their cash balances
into bonds because there is high opportunity cost of holding cash in terms of interest forgone; as they
can earn high rate of return on bonds. Also, there is less chance of interest rates to rise further resulting
in a fall in prices of bonds and consequent capital losses. They expect fall in the market rate of interest
in future and capital gains resulting from a rise in bond prices. Anticipating such capital gains from
rising bond prices, people will convert their cash into bonds.
The inference from the above is that the speculative demand for money and interest are inversely
related. At higher rates of interest, the speculative demand for money would be less. The individual
would then hold as little money as possible, only for covering the transactions and precautionary
motives
The individual’s demand for money, as a function of the interest rate, would then be a step function,
depicting a discontinuous portfolio decision as shown in figure below;
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Individual’s Speculative Demand for Money

When the current rate of interest r n is higher than the critical rate of interest rc, the entire wealth is
held by the individual wealth-holder in the form of bonds. If the rate of interest falls below the critical
rate of interest rc, the individual will hold his entire wealth in the form of speculative cash balances.

Q-42 Do you think money is a unique store of value?
Ans. The effectiveness of an asset as a store of value depends on the degree and certainty with which the

asset maintains its value over time. Money is undeniably a good store of value; but it is not unique as
a store of value. Financial assets other than money are also performing the function of store of value
just as money has the financial assets have fixed nominal value over time and represent generalised
purchasing power. Any asset, such as equities, bonds, land, buildings, precious metals, antiques and
works of art can all act as store of value.

Q-43 Explain how each of the following may affect money multiplier and money supply?
(i) Fearing shortage of money in ATM’s, people decide to hoard money?
(ii) During festival season, people decide to withdraw money through ATMs very often

Ans.(i) The money multiplier is a function of the currency ratio set by depositors  which  depends on the
behaviour of the public in respect of holding money. The public  by their decisions in respect of the size
of the nominal currency in hand  (designated as the currency ratio) is in a position to influence the
amount of the nominal demand deposits of the commercial banks. When people decide to hoard to
money fearing shortage of money in ATM’s, there is an increase in c because depositors are converting
some of their demand deposits into currency. Demand deposits undergo multiple expansions while
currency does not. Hence when demand deposits are being converted into currency, there is a switch
from  a component of the money supply that undergoes multiple expansions to one that does not. The
overall level of multiple expansion declines, and therefore, money multiplier also falls.

(ii) Demand deposits held by people are highly liquid as they can be easily withdrawn and converted to
cash. If people, for any reason, withdraw money from ATMs with greater frequency, then banks will
have to keep more cash reserves to meet the obligations. This will raise the reserve ratio, and lower
the money multiplier. As a result money supply will decline.
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Q-44 Explain the money multiplier approach to money supply
Ans. The money multiplier approach to money supply propounded by Milton Friedman and Anna Schwartz,

(1963) considers three factors as immediate determinants of money supply, namely:
(a) the stock of high-powered money (H)
(b) the ratio of deposit to reserve, e = {ER/D} and
(c) the ratio of deposit to currency, c ={C/D}
These three represent the behaviour of the central bank, behaviour of the commercial banks and the
behaviour of the general public respectively.
(a) The Behaviour of the Central Bank: The behaviour of the central bank which controls the issue of

currency is reflected in the supply of the nominal highpowered money. Money stock is determined
by the money multiplier and the monetary base is controlled by the monetary authority. Given
the behaviour of the public and the commercial banks, the total supply of nominal money in the
economy will vary directly with the supply of the nominal high-powered money issued by the
central bank.

(b) The Behaviour of Commercial Banks: By creating credit, the commercial banks determine the
total amount of nominal demand deposits. The behaviour of the commercial banks in the economy
is reflected in the ratio of their cash reserves to deposits known as the ‘reserve ratio’. If the
required reserve ratio on demand deposits increases while all the other variables remain the
same, more reserves would be needed. This implies that banks must contract their loans, causing
a decline in deposits and hence in the money supply. If the required reserve ratio falls, there will
be greater multiple expansions of demand deposits because the same level of reserves can now
support more demand deposits and the money supply will increase. The additional units of high-
powered money that goes into ‘excess reserves’ of the commercial banks do not lead to any
additional loans, and therefore, these excess reserves do not lead to the creation of deposits.
When the required reserve ratio falls, there will be greater multiple expansions for demand
deposits. Excess reserves ratio e is negatively related to the market interest rate i. If interest rate
increases, the opportunity cost of holding excess reserves rises, and the desired ratio of excess
reserves to deposits falls.

The Behaviour of the Public: The public, by their decisions in respect of the amount of nominal currency
in hand (how much money they wish to hold as cash) is in a position to influence the amount of the
nominal demand deposits of the commercial banks. The behaviour of the public influences bank credit
through the decision on ratio of currency to the money supply designated as the ‘currency ratio’.
The time deposit-demand deposit ratio i.e. how much money is kept as time deposits compared to
demand deposits, also has an important implication for the money multiplier and hence for the money
stock in the economy. An increase in TD/DD ratio means that greater availability of free reserves and
consequent enlargement of volume of multiple deposit expansion and monetary expansion.
Thus the money multiplier approach, the size of the money multiplier is determined by the required
reserve ratio (r) at the central bank, the excess reserve ratio (e) of commercial banks and the currency
ratio (c) of the public.
The lower these ratios are, the larger the money multiplier is. In other words, the money supply is
determined by high powered money (H) and the money multiplier (m) and varies directly with changes
in the monetary base, and inversely with the currency and reserve ratios. Although these three variables
do not completely explain changes in the nominal money supply, nevertheless they serve as useful
devices for analysing such changes. Consequently, these variables are designated as the `proximate
determinants’ of the nominal money supply in the economy.

Navkar Digital Institute | Paper 8B : Compiler | Most Imp collection of Chapterwise Que. & Ans. -415-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Q-45 Explain the function of SLR? What are the eligible securities of SLR?
Ans. The Statutory Liquidity ratio (SLR) is an instrument of monetary policy and aims to control liquidity in

the domestic market by means of manipulating bank credit. Changes in the SLR chiefly influence the
availability of resources in the banking system for lending. A rise in the SLR which is resorted to during
periods of high liquidity, tends to lock up a rising fraction of a bank’s assets in the form of eligible
instruments, and this reduces the credit creation capacity of banks. A reduction in the SLR during
periods of economic downturn has the opposite effect. The SLR requirement also facilitates a captive
market for government securities.
Following are the eligible securities of SLR;
(i) Cash
(ii) Gold valued at a price not exceeding the current market price,

or
(iii) Investments in un-encumbered Instruments that include:

(a) Treasury-bills of the Government of India.
(b) Dated securities including those issued by the Government of India fromtime to time under

the market borrowings programme and the Market Stabilization Scheme (MSS).
(c) State Development Loans (SDLs) issued by State Governments under their market borrowings

programme.
(d) Other instruments as notified by the RBI.

Q-46 Explain the effect of currency devaluation? Do you think a weak currency isadvantageous to a country?
Ans. Devaluation is a deliberate downward adjustment in the value of a country’s currency relative to

another currency, group of currencies or standard. It is a policy tool used by countries that have a fixed
exchange rate or nearly fixed exchange rate regime and involves a discrete official reduction in the
otherwise fixed par value of a currency. The monetary authority formally sets a new fixed rate with
respect to a foreign reference currency or currency basket.
Devaluation is primarily an expenditure switching policy. Ceteris paribus, the weakening of currency
can have positive effects on an economy’s trade balance.
Devaluation increases the price of foreign goods relative to goods produced in the home country and
diverts spending from foreign goods to domestic goods.
Devaluation implies that foreigners pay less for the devalued currency and that the residents of the
devaluing country pay more for foreign currencies. By lowering export prices, devaluation helps increase
the international competitiveness of domestic industries and increases the volume of exports.
Devaluation lowers the relative price of a country’s exports, raises the relative price of its imports,
increases demand both for domestic import-competing goods and for exports, leads to output
expansion, encourages economic activity, increases the international competitiveness of domestic
industries, increases the volume of exports and promotes trade balance.

Q-47 Explain how speculative motive for holding cash is related to market interest rate
Ans. According to Keynes’ theory of liquidity preference, speculative motive for holding cash is related to

market interest. The market value of bonds and the market rate of interest are inversely related. A rise
in the market rate of interest leads to a decrease in the market value of the bond, and vice versa.
Investors have a relatively fixed conception of the ’normal’ or ‘critical’ interest rate and compare the
current rate of interest with such ‘normal’ or ‘critical’ rate of interest.
If wealth-holders consider that the current rate of interest is high compared to the ‘normal or critical
rate of interest’, they expect a fall in the interest rate (rise in bond prices). At the high current rate of
interest, they will convert their cash balances into bonds because:
(i) they can earn high rate of return on bonds
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(ii) they expect capital gains resulting from a rise in bond prices consequent uponan expected fall in
the market rate of interest in future.
Conversely, if the wealth-holders consider the current interest rate as low, compared to the’normal
or critical rate of interest’, i.e., if they expect the rate of interest to rise in future (fall in bond
prices), they would have an incentive to hold their wealth in the form of liquid cash rather than
bonds because:

(i) the loss suffered by way of interest income forgone is small,
(ii) they can avoid the capital losses that would result from the anticipated increasein interest rates,

and
(iii) the return on money balances will be greater than the return on alternative assets
(iv) If the interest rate does increase in future, the bond prices will fall and the idle cash balances held

can be used to buy bonds at lower price and can thereby make a capital-gain.
Summing up, so long as the current rate of interest is higher than the critical rate of interest, a
typical wealth-holder would hold in his asset portfolio only government bonds while if the current
rate of interest is lower than the critical rate of interest, his asset portfolio would consist wholly
of cash. When the current rate of interest is equal to the critical rate of interest, a wealth-holder
is indifferent to holding either cash or bonds. The inference from the above is that the speculative
demand for money and interest are inversely related.

Q-48 Describe the treatment of transactions demand for money as per Baumol and Tobin’s model.
Ans. Baumol (1952) and Tobin (1956) developed a deterministic theory of transaction demand for money,

known as Inventory Theoretic Approach, in which money was essentially viewed as an inventory held
for transaction purposes.
Inventory models assume that there are two media for storing value: money and an interest-bearing
alternative asset. Baumol’s propositions in his theory of transaction demand for money hold that
receipt of income, say Y takes place once per unit of time but expenditure is spread at a constant rate
over the entire period of time. There is an opportunity cost of holding money: the interest forgone on
an interest -bearing asset such as a bond. In order to maximize interest earnings, a person would like
to hold as much of his wealth as possible in the form of bonds, while still being able to finance the flow
of monetary expenditures. If there is no cost to doing so, he would keep all of his wealth in the form of
“bond” and hold zero money balances. However, making these transfers generally incurs some kind of
cost, either explicitly through a transaction fee or implicitly through the time and inconvenience of
making the transfer.
The level of inventory holding depends upon the carrying cost, which is the interest forgone by holding
money and not bonds, net of the cost to the individual of making a transfer between money and bonds,
say for example brokerage fee. If an individual, say X, decided to invest in bonds. If r is the return on
bond holding; c is the cost of each transaction in the bond market; (i.e. for converting it to liquid cash)
and n is the number of bond transactions, then the net profit for the individual would be

R- (n c)
where R is the interest earning on the average bond holding which is equal to r times average bond
holdings and nc the transaction costs which equal the cost of each transaction multiplied by the number
of bond transactions.
Therefore, for a given income, the choice of the split of total money into money and bond holdings is
determined by the choice of n. The individual will choose n in such a way that the net profits from bond
transactions are maximized. The Baumol-Tobin model derives the optimal frequency of bond-money
transactions that minimizes the sum of the two components of cost: the forgone interest cost (which
rises as average money balances increase) and the transaction cost (which falls as fewer transactions
are made or more money is held).
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The individual will apply the marginalist principle and will increase the number of transactions in the
bond market until the point at which the marginal interest earnings from one additional transaction
just equals the constant marginal cost, which will be equal to the brokerage fee etc. Beyond this point,
the marginal gain in interest earned from increasing the number of bond market transactions is not
sufficient to cover the brokerage cost of the transaction. To sum up, the choice of n determines the
split of money and bond holdings for a given income.
The optimal average money holding is:
(i) a positive function of income Y,
(ii) a positive function of the price level P,
(iii) a positive function of transactions costs c, and
(iv) a negative function of the nominal interest rate.

Q-49 Describe the different determinants of money supply in a country.
Ans. There are two alternate theories in respect of determination of money supply. According to the first

view, money supply is determined exogenously by the central bank. The second view holds that the
money supply is determined endogenously by changes in the economic activities which affect people’s
desire to hold currency relative to deposits, rate of interest, etc. The current practice is to explain the
determinants of money supply based on ’money multiplier approach’ which focuses on the relation
between the money stock and money supply in terms of the monetary base or high-powered money.
This approach holds that total supply of nominal money in the economy is determined by the joint
behaviour of the central bank, the commercial banks and the public.
The money supply is defined as

M= m X MB
Where M is the money supply, m is money multiplier and MB is the monetary base or high powered
money.

  Money Supply
Money Multiplier m =

Monetary Base

Money multiplier m is defined as a ratio that relates the change in the money supply to a given change
in the monetary base. It denotes by how much the money supply will change for a given change in high-
powered money. The multiplier indicates what multiple of the monetary base is transformed into
money supply.
If some portion of the increase in high-powered money finds its way into currency, this portion does
not undergo multiple deposit expansion. In other words, as a rule,an increase in the monetary base
that goes into currency is not multiplied, whereas an increase in monetary base that goes into supporting
deposits is multiplied.

Q-50 What role does Market Stabilization Scheme (MSS) play in our economy?
Ans. Market Stabilization scheme (MSS), introduced in April 2004, is a monetary policy intervention by the

RBI to withdraw excess liquidity (or money supply) by selling government securities in the economy.
Under the Market Stabilisation Scheme (MSS) the Government of India borrows from the RBI (such
borrowing being additional to its normal borrowing requirements) and issues treasury-bills/dated
securities that are utilized for absorbing from the market excess liquidity of a more enduring nature
arising from large capital inflows. The bills/bonds issued under MSS would have all the attributes of
the existing treasury bills and dated securities. The bills and securities will be issued by way of auctions
to be conducted by the Reserve Bank. These bonds are issued by RBI on the behalf of Government in
order to mop out excess liquidity from the market (Banks) and not for raising capital for government.
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Q-51 Examine what would be the effect on money multiplier if banks hold excess reserves?
Ans. The money multiplier approach to money supply considers the ratio of deposit to reserve, e = {ER/D)

which represent the behaviour of commercial banks as one of the determinants of money supply. The
commercial banks are required to keep only a part or fraction of their total deposits in the form of cash
reserves. For the commercial banking system as a whole, the actual reserves ratio may be greater than
the required reserve ratio since the banks keep with them a higher than the statutorily required
percentage of their deposits in the form of cash reserves. The additional units of highpowered money
that goes into ‘excess reserves’ of the commercial banks do not lead to any additional loans, and
therefore, these excess reserves do not lead to creation  of money. Therefore, if the central bank
injects money into the banking system and these are held as excess reserves by the banking system,
there will be no effect on deposits or currency and hence no effect on money multiplier and therefore
on money supply.

Q-52 Write a note on Cash Reserve Ratio (CRR). Explain the operation of CRR.
Ans. Cash Reserve Ratio (CRR) refers to the fraction of the total net demand and time liabilities (NDTL) of a

scheduled commercial bank in India which it should maintain as cash deposit with the Reserve Bank.
The RBI may set the ratio in keeping with the broad objective of maintaining monetary stability in the
economy. The credit creation capacity of commercial banks is inversely related the cash reserve ratio.
Higher the CRR, lower will be the credit creation and vice versa.
CRR has, in recent years, assumed significance as one of the important quantitative tools aiding in
liquidity management. Higher the CRR with the RBI, lower will be the liquidity in the system and vice
versa. During deflation, the RBI reduces the CRR in order to enable the banks to expand credit and
increase the supply of money available in the economy. In order to contain credit expansion during
periods of inflation, the RBI increases the CRR.

Q-53 Compute M1 supply of money from the data given below:
Currency with public 2,13,279.8 Crores
Time deposits with bank 3,45,000.7 Crores
Demand deposits with bank 1,62,374.5 Crores
Post office savings deposit 382.9 Crores
Other deposits of RBI 765.1 Crores

Ans. Calculation of M1
 M1 = Currency and coins with the people + demand deposits of banks (current and saving

accounts) + other deposits of the RBI.
M1 = 2,13,279.8 + 1,62,374.5 + 765.1

= 3,76,419.4 Crores
Q-54 Why is the central bank referred to as a “banker’s bank” ?
Ans. A central bank of a country is called a ‘bankers’ bank because it acts as a banker to the community of

commercial banks and provides them with financial services to facilitate their efficient functioning.
• The central bank acts as a custodian of cash reserves of commercial banks in the country.
• The central bank provides efficient means of funds transfer for all banks. All commercial banks

maintain accounts with the central bank and it enables smooth and swift clearing and settlements
of inter-bank transactions and interbank payments.

• The central bank acts as a lender of last resort. It provides liquidity to banks when the latter face
shortage of liquidity. The scheduled commercial banks can borrow from the discount window
against the collateral of securities like commercial bills, government securities, treasury bills, or
other eligible papers.
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Q-55 What will be the total credit created by the commercial banking system for an initial deposit of ` 3000
at a Required Reserve Ratio (RRR) of 0.05 and 0.08
respectively? Also compute credit multiplier.

Ans. The credit multiplier is the reciprocal of the required reserve ratio.

1Credit Multiplier =
Required Reserve Ratio

 For RRR = 0.05 Credit Multiplier = 1/ 0.05 = 20
For RRR = 0.08 Credit Multiplier = 1/ 0.08 = 12.5
Credit Creation = Initial Deposit x 1/RRR
For RRR = 0.05, Credit creation will be 3000x 1/0.05 = 60,000/
For RRR = 0.08, Credit creation will be 3000x 1/0.08 = 37,500/

Q-56 “Money has four functions: a medium, a measure, a standard and a store.” Elucidate.
Ans. Money performs many important functions in an economy.

(i) Money is a convenient medium of exchange or it is an instrument that facilitates easy exchange of
goods and services. Money, though not having any inherent power to directly satisfy human
wants, by acting as a medium of exchange, it commands purchasing power and its possession
enables us to purchase goods and services to satisfy our wants. By acting as an intermediary,
money increases the ease of trade and reduces the inefficiency and transaction costs involved in
a barter exchange. By decomposing the single barter transaction into two separate transactions of
sale and purchase, money eliminates the need for double coincidence of wants. Money also
facilitates separation of transactions both in time and place and this in turn enables us to economize
on time and efforts involved in transactions.

(ii) Money is a ‘common measure of value’. The monetary unit is the unit of measurement in terms of
which the value of all goods and services is measured and expressed. It is convenient to trade all
commodities in exchange for a single commodity. So also, it is convenient to measure the prices
of all commodities in terms of a single unit, rather than rec ord the relative price of every good in
terms of every other good. A common unit of account facilitates a system of orderly pricing which
is crucial for rational economic choices. Goods and services which are otherwise not comparable
are made comparable through expressing the worth of each in terms of money.

(iii) Money serves as a unit or standard of deferred payment i.e money facilitates recording of deferred
promises to pay. Money is the unit in terms of which future payments are contracted or stated.
However, variations in the purchasing power of money due to inflation or deflation, reduces the
efficacy of money in this function.

(iv) Like nearly all other assets, money is a store of value. People prefer to hold it as an asset, that is,
as part of their stock of wealth. The splitting of purchases and sale into two transactions involves
a separation in both time and space.
This separation is possible because money can be used as a store of value or store of means of
payment during the intervening time. Again, rather than spending one’s money at present, one
can store it for use at some future time.

Thus, money functions as a temporary abode of purchasing power in order to efficiently perform its
medium of exchange function. Money also functions as a permanent store of value. Money is the only
asset which has perfect liquidity.
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Q-57 Describe the determinants of demand for money as identified by Milton Friedman in his re-statement
of Quantity Theory of demand for money.

Ans. According to Milton Friedman, Demand for money is affected by the same factors as demand for any
other asset, namely
1. Permanent income.
2. Relative returns on assets. (which incorporate risk)
Friedman maintains that it is permanent income – and not current income as in the Keynesian theory –
that determines the demand for money. Permanent income which is Friedman’s measure of wealth is
the present expected value of all future income. To Friedman, money is a good as any other durable
consumption good and its demand is a function of a great number of factors.
Friedman identified the following four determinants of the demand for money. The nominal demand
for money:
• is a function of total wealth, which is represented by permanent income divided by the discount

rate, defined as the average return on the five asset classes in the monetarist theory world,
namely money, bonds, equity, physical capital and human capital.

• is positively related to the price level, P. If the price level rises the demand for money increases
and vice versa.

• rises, if the opportunity costs of money holdings (i.e. returns on bonds and stock) decline and vice
versa.

• is influenced by inflation, a positive inflation rate reduces the real value of money balances,
thereby increasing the opportunity costs of money holdings.

Q-58 The RBI Published the following data as on 31st March, 2018. You are required tocompute M 4:
                                                                                                         (` in crores)

Currency with the public 1,12,206.6
Demand Deposits with Banks 1,93,300.4
Net Time Deposits with Banks 2,67,310.2
Other Deposits of RBI 614.8
Post Office Savings Deposits 277.5
Post Office National Savings Certificates (NSCs) 110.5

Ans. M 4 = Currency and coins with the people + demand deposits with the banks (Current and Saving
accounts) + other deposits with the RBI + Net time deposits with the banking system + Total deposits
with the Post Office Savings (excluding National Savings Certificates).
Components ` in Crores
Currency with the public 1,12,206.6
Demand deposits with banks 1,93,300.4
Other deposits with the RBI 614.8
Net time deposits with the banking system. 2,67,310.2
Post Office Savings deposits 277.5
Total 5,73,709.5

Q-59  Mention the general characteristics of Money.
Ans. There are some general characteristics that money should possess in order to make it serve its functions

as money. Money should be:
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• Generally acceptable
• Durable or long-lasting
• Effortlessly recognizable
• Difficult to counterfeit i.e. not easily reproducible by people
• Relatively scarce, but has elasticity of supply
• Portable or easily transported
• Possessing uniformity; and
• Divisible into smaller parts in usable quantities or fractions without losing value.

Q-60 Explain the different mechanism of monetary policy which influences the price-level and national
income.

Ans. The process or channels through which the evolution of monetary aggregates affects the level of
product and prices is known as ‘monetary transmission mechanism’. There are mainly four different
mechanisms, namely, the interest rate channel, the exchange rate channel, the quantum channel, and
the asset price channel.
The interest rate channel: A contractionary monetary policyinduced increase in interest rates increases
the cost of capital and the real cost of borrowing for firms and households with the result that they cut
back on their investment expenditures and durable goods consumption expenditures respectively. A
decline in aggregate demand results in a fall in aggregate output and employment. Conversely, an
expansionary monetary policy induced decrease in interest rates will have the opposite effect through
decreases in cost of capital for firms and cost of borrowing for households.
The exchange rate channel: The exchange rate channel works through expenditure switching between
domestic and foreign goods. Appreciation of the domestic currency makes domestically produced
goods more expensive compared to foreign produced goods. This causes net exports to fall;
correspondingly domestic output and employment also fall.
The quantum channel (e.g., relating to money supply and credit) Two distinct credit channels: the bank
lending channel and the balance sheet channel- also allow the effects of monetary policy actions to
propagate through the real economy. Credit channel operates by altering access of firms and households
to bank credit.
A direct effect of monetary policy on the firm’s balance sheet comes about when an increase in interest
rates works to increase the payments that the firm must make to service its floating rate debts. An
indirect effect sets in, when the same increase in interest rates works to reduce the capitalized value
of the firm’s longlived assets.
The asset price channel: Asset prices respond to monetary policy changes and consequently impact
output, employment and inflation. A policy induced increase in the shortterm nominal interest rates
makes debt instruments more attractive than equities in the eyes of investors leading to a fall in equity
prices, erosion in household financial wealth, fall in consumption, output, and employment.

Q-61  Explain the Monetary Policy Framework Agreement.
Ans. The Reserve Bank of India (RBI) Act, 1934 was amended in 2016, for giving a statutory backing to the

Monetary Policy Framework Agreement. It is an agreement reached between the Government of India
and the RBI on the maximum tolerable inflation rate that the RBI should target to achieve price stability.
The amended RBI Act (2016) provides for a statutory basis for the implementation of the ‘flexible
inflation targeting framework’ by abandoning the ‘multiple indicator’ approach. T he inflation target is
to be set by the Government of India, in consultation with the Reserve Bank, once in every five years.
Accordingly,
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• the Central Government has notified 4 per cent Consumer Price Index (CPI) inflation as the target
for the period from August 5, 2016 to March 31, 2021 with the upper tolerance limit of 6 per cent
and the lower tolerance limit of 2 per cent.

• The RBI is mandated to publish a Monetary Policy Report every six months, explaining the sources
of inflation and the forecasts of inflation for the coming period of six to eighteen months.

Q-62 What would be the impact of each of the following on credit multiplier and money supply?
(i) If Commercial Banks keep 100 percent reserves.
(ii) If Commercial Banks do not keep reserves.
(iii) If Commercial Banks keep excess reserves.

Ans.
1

Credit Multiplier =
Required Reserve Ratio

(i) If commercial banks keep 100% reserves, the reserve deposit ratio is one and thevalue of money
multiplier is one. Deposits simply substitute for the currency that isheld by banks as reserves and
therefore, no new money is created by banks.

(ii) If commercial banks do not keep reserves and lends the entire deposits, it is a case of zero
required reserve ratio and credit multiplier will be infinite and therefore money creation will
also be infinite.

(iii) Excess reserves are reserves over and above what banks are legally required to hold against
deposits. The additional units of money that goes into ‘excess reserves’ of the commercial banks
do not lead to any additional loans, and therefore, these excess reserves do not lead to creation
of money. The increase in banks’ excess reserves reduces the credit multiplier, causing the money
supply to decline.

Q-63 Explain the following modified equation of exchange as given by Irving Fisher:
MV + M’V’=PT

Ans. Modified Equation of Exchange
MV + M’ V’ = PT
MV + M’ V’ = PT is an extended form of the original equation of exchange which Fisher gave to include
demand deposits (M’) and their velocity (V’) in the total supply of money. The equation can also be
rewritten as P = (MV + M’ V’) / T
From the above equation, it is evident that the price level is determined by the following factors: (i)
Quantity of money in circulation (M), (ii) the velocity of circulation of money (V), (iii) the volume of
credit money (M’), the velocity of circulation of credit money (V’) and the volume of trade (T).
The equation of exchange further shows that the price level (P) is directly related to M, V, M’ and V’. It
is, however, inversely related to T. Velocity of money in circulation (V) and the velocity of credit money
(V’) remain constant. Since full employment prevails and since T is function of national income the
volume of transactions T is fixed in the short run.
The total volume of transactions (T) multiplied by the price level (P) represents the demand for money.
The demand for money (PT) is equal to the supply of money (MV + M’V’). In any given period, the total
value of transactions made is equal to PT and the value of money flow is equal to MV+ M’V’.

Q-64 Explain why people hold money according to Liquidity Preference Theory.
Ans. Reasons for holding money as per Liquidity Preference Theory:

According to Keynes’ Liquidity Preference Theory’, people hold money (M) in cash for three motives:
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i. The transactions motive: People hold cash for current transactions forpersonal and business
exchanges i.e. to bridge the time gap between receipt ofincome and planned expenditures.

ii. The precautionary motive: People hold cash to make unanticipated expenditures that may occur
due to unforeseen and unpredictable contingencies.

iii The speculative motive: This motive reflects people’s desire to hold cash in order to be equipped
to exploit any attractive investment opportunity requiring cash expenditure. According to Keynes,
people demand to hold money balances to take advantage of the future changes in the rate of
interest, which is the same as future changes in bond prices.

Q-65 Explain the difference between Liquidity Adjustment Facility (LAP) and Marginal Standing Facility
(MSF).

Ans. Difference between Liquidity Adjustment Facility (LAF) and Marginal Standing Facility (MSF).
Liquidity Adjustment Facility (LAF) which was introduced by RBI in June, 2000, is a facility extended to
the scheduled commercial banks and primary dealers to avail of liquidity in case of requirement on an
overnight basis against the collateral of government securities including state government securities.
Its objective is to assist banks to adjust their day to day mismatches in liquidity. Currently, the RBI
provides financial accommodation to the commercial banks through repos / reverse repos under LAF.
Marginal Standing Facility (MSF) which was introduced by RBI in its monetary policy statements 2011 -
12, refers to the facility under which scheduled commercial banks can borrow additional amount of
overnight money from the central bank over and above what is available to them through the LAF
window by dipping into their Statutory Liquidity Ratio (SLR) portfolio up to a limit at a penal rate of
interest. This provides a safety valve against unexpected liquidity shocks to the banking system.
The MSF would be the last resort for banks once they exhaust all borrowing options including the
liquidity adjustment facility.

Q-66 How do changes in Cash Reserve Ratio (CRR) impact the economy?
Ans. Impact of changes in Cash Reserve Ratio (CRR):

Change in Cash Reserve Ratio is one of the important quantitative tools aiding in liquidity management.
Higher the CRR with the central bank, lower will be the liquidity in the system and vice versa. In order
to control credit expansion during periods of inflation, the central bank increases the CRR. With higher
CRR, banks have to keep more reserves and the banks’ lendable resources get depleted leading to
decrease in the volume of bank lending and contraction in credit and money supply in the economy.
During deflation, the central bank reduces the CRR in order to enable the banks to expand credit and
increase the supply of money available in the economy. With more credit available in the market,
economic activities get accelerated bringing the economy back to stability and economic growth.

Q-67 Explain the role of Monetary Policy Committee (MPC) in India.
Ans. Monetary Policy Committee (MPC) constituted by the Central Government is an empowered six-

member committee with RBI Governor as the chairperson. Under the Monetary Policy Framework
Agreement, the RBI will be responsible for price stability and for containing inflation targets at 4%
(with a standard deviation of 2%) in the medium term. The committee is answerable to the Government
of India if the inflation exceeds the range prescribed for three consecutive months. MPC has complete
control over monetary policy decisions to ensure economic growth and price stability. The MPC decides
the changes to be made to the policy rate (repo rate) so as to contain inflation within the target level
specified to it by the central government. Fixing of the benchmark policy interest rate (repo rate) is
made in a more consultative and participative manner and on the basis of m ajority vote by this panel
of experts. This has added lot of value and transparency to monetary policy decisions.
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Q-68 How does the monetary policy influence the price level and the national income?
Ans. The process or channels through which the change of monetary aggregates affects the level of product

and prices is known as ‘monetary transmission mechanism’. There are mainly four different mechanisms
through which monetary policy influences the price level and the national income. These are: (a) the
interest rate channel, (b) the exchange rate channel, (c) the quantum channel (e.g., relating to money
supply and credit), and (d) the asset price channel i.e. via equity and real estate prices.
Under the interest rate channel, changes in monetary policy are eventually reflected in the real long-
term interest rates which influence aggregate demand by altering business investment and durable
consumption decisions. This, in turn, gets reflected in aggregate output and prices.
The exchange rate channel works through expenditure switching between domestic and foreign goods.
Appreciation of the domestic currency makes domestically produced goods more expensive compared
to foreign- produced goods. This causes net exports to fall; correspondingly domestic output and
employment also fall.
The Quantum channel operates by altering access of firms and households to bank credit. Most
businesses and people mostly depend on bank for borrowing money. “An open market operation” that
leads first to a contraction in the supply of bank reserves and then to a contraction in bank credit
requires banks to cut back on their lending. This, in turn makes the firms that are especially dependent
on banks loans to cut back on their investment spending. Thus, there is decline in the aggregate output
and employment following a monetary contraction.
The asset price channel suggests that asset prices respond to monetary policy changes and consequently
affect output, employment and inflation.

Q-69 (a) Answer the following question using Keynesian framework of demand for money.
An investment consultant suggests holding of cash instead of bonds. What could be the reason to
encourage holding of money balances? Explain

(b) Calculate liquidity aggregate L2 when the following information is given-
Particulars ` in crore
Term deposits with term lending institutions 750
Term borrowing by refinancing institutions 450
All deposits with post office savings banks 1320
Term deposits with refinancing institutions 590
Certificate of deposits issued by FIs 290
Public deposits of non-banking financial companies 450
NM3 2650
National saving certificates 240

Ans.(a) The market value of bonds and the market rate of interest are inversely related. The investment
consultant considers the current interest rate as low, compared to the ‘normal or critical rate of interest’,
i.e., he expects the rate of interest to rise in future (fall in bond prices), and therefore it is advantageous
to hold wealth in the form of liquid cash rather than bonds because:
(i) when interest is low, the loss suffered by way of interest income forgone is small,
(ii) one can avoid the capital losses that would result from the anticipated increase in interest rates,

and
(iii) the return on money balances will be greater than the return on alternative assets
(iv) if the interest rate does increase in future, the bond prices will fall and the idle cash balances held

can be used to buy bonds at lower price and can thereby make a capital-gain.
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(b) L2 = L1 + Term deposits with term lending institutions + Term deposits with refinancing institutions +
Term borrowing by refinancing institutions + Certificate of deposits issued by FIs
Where L1 = NM3 + All deposits with post office savings banks
= 2650 + 1320
= 3970 crore
Therefore L2 = 3970 + 750 +590 + 450 + 290
= 6050 crore

Q-70 Explain the role of Liquidity Adjustment Facility (LAF).
Ans. RBI has introduced Liquidity Adjustment Facility (LAF) in 2000. The Liquidity Adjustment Facility(LAF) is

a facility extended by the Reserve Bank of India to the scheduled commercial banks (excluding RRBs)
and primary dealers to avail of liquidity in case of requirement (or park excess funds with the RBI in
case of excess liquidity) on an overnight basis against the collateral of government securities including
state government securities. The introduction of LAF is an important landmark since it triggered a rapid
transformation in the monetary policy operating environment in India. As a key element in the operating
framework of the RBI, its objective is to assist banks to adjust their day to day mismatches in liquidity.
Currently, the RBI provides financial accommodation to the commercial banks through repos/reverse
repos under the Liquidity Adjustment Facility (LAF).

Q-71 Compute reserve money from the following data published by RBI:
(` in crores)

Net RBI credit to the government 8,51,651
RBI Credit to the commercial sector 2,62,115
RBI’s claim on Banks 4,10,315
Government’s Currency liabilities to the public 1,85,060
RBI’s net foreign assets 72,133
RBI’s net non-monetary liabilities 68,032

Ans. Reserve Money = Net RBI credit to the Government + RBI credit to the Commercial sector + RBI’s Claims
on banks + RBI’s net Foreign assets + Government’s Currency liabilities to the public – RBI’s net non -
monetary Liabilities.
= 851651 + 262115 + 410315 + 72133 + 185060 -68032
= 1713242 crores

Q-72 Explain the open market operations conducted by RBI.
Ans. Open Market Operations (OMO) is a general term used for monetary policy involving market operations

conducted by the Reserve Bank of India by way of sale/ purchase of government securities to/ from the
market with an objective to adjust the rupee liquidity conditions in the market on a durable basis.
When the Reserve Bank of India feels that there is excess rupee liquidity in the market, it resorts to
sale of government securities for absorption of the excess liquidity. Similarly, when the liquidity
conditions are tight, the RBI will buy securities from the market, thereby injecting liquidity into the
market.

Q-73 Explain ‘Reverse Repo Rate’.
Ans. ‘Reverse repo operation’ is a monetary policy instrument and in effect it absorbs the liquidity from the

system. This operation takes place when the RBI borrows money from commercial banks by selling
them securities (which RBI permits) with an agreement to repurchase the securities on a mutually
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agreed future date at an agreed price which includes interest for the funds borrowed. The interest rate
paid by the RBI for such borrowings is called the “Reverse Repo Rate”. Thus, reverse repo rate is the
rate of interest paid by the RBI on its borrowings from commercial banks.

Q-74 Compute credit multiplier if the Required Reserve Ratio is 10% and 12.5% for every  ` 1,00,000 deposited
in the banking system.
What will be the total credit money created by the banking system in each case ?

Ans. The credit multiplier is the reciprocal of the required reserve ratio.

1CreditMultiplier =
Required Reserve Ratio

For RRR = 0.10 i.e. 10% the Credit Multiplier = 1/ 0.10 = 10
For RRR = 0.125 i.e. 12.5% Credit Multiplier = 1/ 0.125 = 8
Credit Creation = Initial Deposit x 1/RRR
For RRR = 0.10, Credit creation will be 1, 00,000 x 1/0.10 = ` 10, 00,000
For RRR = 0. 125, Credit creation will be 1, 00,000 x 1/0. 125 = ` 8, 00,000

Q-75 Explain the neo-classical approach to demand for money.
Ans. The Neo classical Approach or the cash balance approach put forth by Cambridge economists holds that

money increases utility in the following two ways:
1. for transaction motive, i.e. for enabling the possibility of split-up of sale and purchase to two

different points of time rather than being simultaneous
2. as a temporary store of wealth i.e. for a hedge against uncertainty
Since demand for money also involves a precautionary motive in this approach and money gives utility
in its store of wealth and precautionary modes, money is demanded for itself. How much money will
be demanded depends:
(i) partly on income which points to transactions demand, such that higher the income, the greater

the quantity of purchases and as a consequence greater will be the need for money as a temporary
abode of value to overcome transactions costs, and

(ii) partly on other factors of which important ones are wealth and interest rates.
The Cambridge equation is stated as:
Md = k PY
Where
Md = is the demand for money
Y = real national income
P = average price level of currently produced goods and services
PY = nominal income
k = proportion of nominal income (PY) that people want to hold as cash balances
The term ‘k’ in the above equation is called ‘Cambridge k’. The equation above explains that the
demand for money (M) equals k proportion of the total money income. The neoclassical theory changed
the focus of the quantity theory of money to money demand and hypothesized that demand for money
is a function of money income.
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Q-76 Why does measurement of money supply essential from a monetary policy perspective? Explain.
Ans. Measurement of money supply is essential from a monetary policy perspective because it enables a

framework to evaluate whether the stock of money in the economy is consistent with the standards for
price stability, to understand the nature of deviations from this standard and to study the causes of
money growth.]

Q-77 Do you think money is a unique store of value?
Ans. Financial assets other than money are also performing the function of store of value. Just as money

has, the financial assets have fixed nominal value over time and represent generalized purchasing
power. Therefore, money is not a unique store of value.

Q-78 Explain the Fisher’s Quantity theory of demand for money?
Ans. According to Fisher, quantity theory of money demonstrate that there is strong relationship between

money and price level and the quantity of money is the main determinant of the price level or the
value of money. In other words, changes in the general level of commodity prices or changes in the
value or purchasing power of money are determined first and foremost by changes in the quantity of
money in circulation.
Fisher’s version, also termed as  ‘equation of exchange’ or  ‘transaction approach’ is formally stated as
follows:

MV=PT
Where, M= the total amount of money in circulation (on an average) in an economy, V = transactions
velocity of circulation i.e. the average number of times across all transactions a unit of money(say
Rupee) is spent in purchasing goods and services, P = average price level (P= MV/T), T = the total
number of transactions.
Later, Fisher extended the equation of exchange to include demand (bank) deposits (M’) and their
velocity (V’) in the total supply of money. Thus, the expanded form of the equation of exchange
becomes:

MV + M’V’ = PT
Where M’ = the total quantity of credit money, V’ = velocity of circulation of credit money. The total
supply of money in the community consists of the quantity of actual money (M) and its velocity of
circulation (V). Velocity of money in circulation (V) and the velocity of credit money (V’) remain constant.
T is a function of national income.
Since full employment prevails, the volume of transactions T is fixed in the short run. Briefly put, the
total volume of transactions (T) multiplied by the price level (P) represents the demand for money.
The demand for money (PT) is equal to the supply of money (MV + M’V)’. In any given period, the total
value of transactions made is equal to PT and the value of money flow is equal to MV+ M’V’.
Fisher did not specifically mention anything about the demand for money; but the same is embedded
in his theory as dependent on the total value of transactions undertaken in the economy. Thus, there
is an aggregate demand for money for transactions purpose and more the number of transactions
people want, greater will be the demand for money. The total volume of transactions multiplied by the
price level (PT) represents the demand for money.

Q-79 Define Contractionary monetary policy
Ans. Contractionary monetary policy is a policy used by monetary authorities to contract the money supply

and reduce economic activity by raising interest rates to slow the rate of borrowing by companies,
individuals and banks.

Q-80 Write a note on Cash Reserve Ratio (CRR). Explain the operation of CRR.
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Ans. Cash Reserve Ratio (CRR) refers to the fraction of the total net demand and time liabilities (NDTL) of a
scheduled commercial bank in India which it should maintain as cash deposit with the Reserve Bank.
Higher the CRR, lower is the credit creation capacity of banks. Reducing CRR during deflation results in
expansion of credits by banks and increases the supply of money available in the economy. Increasing
the CRR during inflation helps in containing credit expansion.

Q-81 Describe the concept of price floors with examples.
Ans. Price floor is defined as an intervention to raise market prices if the government feels the price is too

low. In this case, since the new price is higher, the producers benefit. For a price floor to be effective,
the minimum price has to be higher than the equilibrium price. For example, many governments
intervene by establishing price floors to ensure that farmers make enough money by guaranteeing a
minimum price at which their goods can be sold for. The most common example of a price floor is the
minimum wage. This is the minimum price that employers can pay workers for their labour.

Q-82 The tradable emissions permits are claimed to have certain advantages. Explain.
Ans. Tradable emissions permits are marketable licenses to emit limited quantities of pollutants and can be

bought and sold by polluters. Under this method, each firm has permits specifying the number of units
of emissions that the firm is allowed to generate. A firm that generates emissions above what is
allowed by the permit is penalized with substantial monetary sanctions. These permits are transferable,
and therefore different pollution levels are possible across the regulated entities. Permits are allocated
among firms, with the total number of permits so chosen as to achieve the desired maximum level of
emissions. By allocating fewer permits than the free pollution level, the regulatory agency creates a
shortage of permits which then leads to a positive price for permits. This establishes a price for pollution,
just as in the tax case. The high polluters have to buy more permits, which increases their costs, and
makes them less competitive and less profitable. The low polluters receive extra revenue from selling
their surplus permits, which makes them more competitive and more profitable. Therefore, firms will
have an incentive not to pollute. India is experimenting with tradable emissions permits in the form of
Perform, Achieve & Trade (PAT) scheme and carbon tax in the form of a cess on coal. The advantages
claimed for tradable permits are that the system allows flexibility and reward efficiency and it is
administratively cheap and simple to implement and ensures that pollution is minimised in the most
cost-effective way. It also provides strong incentives for innovation and consumers may benefit if the
extra profits made by low pollution firms are passed on to them in the form of lower prices.
The main argument in opposition to the employment of tradable emission permits is that they do not
in reality stop firms from polluting the environment; they only provide an incentive to them to do so.
Moreover, if firms have monopoly power of some degree along with a relatively inelastic demand for
its product, the extra cost incurred for procuring additional permits so as to further pollute the
atmosphere, could easily be compensated by charging higher prices to consumers.

Q-83 Examine the influence of different variables on demand for money according to Inventory Theoretic
Approach?

Ans. Inventory-theoretical approach assumes that there are two media for storing value: money and an
interest-bearing alternative financial asset. There is a fixed cost of making transfers between money
and the alternative assets e.g. broker charges. While relatively liquid financial assets other than money
(such as, bank deposits) offer a positive return, the above said transaction cost of going between
money and these assets justifies holding money.
Baumol used Business Inventory approach to analyse the behaviour of individuals. Just as businesses
keep money to facilitate their business transactions, people also hold cash balance which involves an
opportunity cost in terms of lost interest. Therefore, they hold an optimum combination of bonds and
cash balance, i.e., an amount that minimizes the opportunity cost.
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Baumol’s propositions in his theory of transaction demand for money hold that receipt of income, say
Y takes place once per unit of time but expenditure is spread at a constant rate over the entire period
of time. Excess cash over and above what is required for transactions during the period under
consideration will be invested in bonds or put in an interest-bearing account. Money holdings on an
average will be lower if people hold bonds or other interest yielding assets.
The higher the income, the higher is the average level or inventory of money holdings. The level of
inventory holding also depends also upon the carrying cost, which is the interest forgone by holding
money and not bonds, net of the cost to the individual of making a transfer between money and bonds,
say for example brokerage fee. The individual will choose the number of times the transfer between
money and bonds takes place in such a way that the net profits from bond transactions are maximized.
The average transaction balance (money) holding is a function of the number of times the transfer
between money and bonds takes place. The more the number of times the bond transaction is made,
the lesser will be the average transaction balance holdings. In other words, the choice of the number
of times the bond transaction is made determines the split of money and bond holdings for a given
income.
The inventory-theoretic approach also suggests that the demand for money and bonds depend on the
cost of making a transfer between money and bonds e.g. the brokerage fee. An increase the brokerage
fee raises the marginal cost of bond market transactions and consequently lowers the number of such
transactions. The increase in the brokerage fee raises the transactions demand for money and lowers
the average bond holding over the period. This result follows because an increase in the brokerage fee
makes it more costly to switch funds temporarily into bond holdings. An individual combines his asset
portfolio of cash and bond in such proportions that his cost is minimized.

Q-84 How is the behaviour of central bank in economy reflected? Explain.
Ans. The behaviour of the central bank which controls the issue of currency is reflected in the supply of the

nominal high-powered money. Money stock is determined by the money multiplier and the monetary
base is controlled by the monetary authority. If the behaviour of the public and the commercial banks
remains unchanged over time, the total supply of nominal money in the economy will vary directly
with the supply of the nominal high-powered money issued by the central bank.

Q-85 Distinguish between M1 and M2. Find out M1 when a country has the following monetary asset
information as of March 2020:
Components ` in million
Cash in hands of the public 300
Demand Deposits 400
Savings Type accounts 2000
Money Market Mutual Funds 1000
Traveller’s checks 50
Small Time Deposits 500
Large Time Deposits 450
Other Checkable Deposits 150

Ans. M1 is composed of currency and coins with the people, demand deposits of banks (current and saving
accounts) and other deposits with the RBI whereas M2 includes M1 as well as savings deposits with post
office savings banks.
M1= 300 + 400 + 150 + 50 = Rs 900 Millions

-430-  Chapter-3 : Money Market

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


UNIT-1

Q-86 How is Cambridge approach different from classical approach in the theory of demand for money?
Ans. Classical Approach: Changes in the general level of commodity prices or changes in the value or

purchasing power of money are determined first and foremost by changes in the quantity of money in
circulation.
Fisher’s version, also termed as ‘equation of exchange’ or ‘transaction approach’ is formally stated as
follows:

MV = PT
Where, M = the total amount of money in circulation in an economy

V = transactions velocity of circulation
P = average price level
T = the total number of transactions.

Cambridge Approach
The demand for money was primarily determined by the need to conduct transactions which will have
a positive relationship to the money value of aggregate expenditure. Since the latter is equal to money
national income, the Cambridge money demand function is stated as:
Md = k PY
Md = is the demand for money balances,
Y = real national income
P = average price level of currently produced goods and services
PY = nominal income
K = proportion of nominal income (PY) that people want to hold as cash balances The term ‘k’ in the
above equation is called ‘Cambridge k’ is a parameter reflecting economic structure and monetary
habits, namely the ratio of total transactions to income and the ratio of desired money balances to
total transactions. The neoclassical theory changed the focus of the quantity theory of money-to-
money demand and hypothesized that demand for money is a function of only money income.

Q-87 What are the impact of liquidity trap on the economy?
Ans.  Empirical evidence of liquidity trap is found during the global financial crisis of 2008 in the United

States and Europe. Short-term interest rates moved close to zero. Some economists argued that these
developed economies were in a liquidity trap. Even tripling of the monetary base in the US between
2008 and 2011 failed to produce significant effect on the domestic prices.
When interest rates fall to very low levels, the expectation is that since the interest rate is very low it
cannot go further lower and that in all possibility it will move upwards. When interest rates rise, the
bond prices will fall. To hold bonds at this low interest rate is to take the almost certain risk of a capital
loss. Therefore, the desire to hold bonds is very low and approaches zero, and the demand to hold
money in liquid form as alternative to bond holding approaches infinity. In other words, investors
would maintain cash savings rather than hold bonds. The speculative demand becomes perfectly elastic
with respect to interest rate and the speculative money demand curve becomes parallel to the X axis.
This situation is called a ‘Liquidity trap’.
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Q-88 Why do people hold money balances?
Ans. Transaction, precautionary and speculative demand – depends on the nature of the holderinstitutional

payments mechanisms and the gap between receipt and use of money, amount of income and changes
in incomes, general level of prices, cost of conversion from near money to money etc.

Q-89 Explain the Transactions Motive for holding cash.
Ans.  The transactions motive for holding cash relates to ‘the need for cash for current transactions for

personal and business exchange.’ The need for holding money arises between as there is lack of
synchronization between receipts and expenditures. The transaction motive is further classified into
income motive and business motive, both of which stressed on the requirement of individuals and
businesses respectively to bridge the time gap between receipt of income and planned expenditure.
The transaction demand for money is a direct proportional and positive function of the level of Income.
Lr = KY
Where Lr is the transaction demand for money
K is the ratio of earnings which is kept for transaction purposes
Y is the earning.

Q-90 “Money performs many functions in an economy”. Explain those functions briefly.
Ans. Functions of Money: Money performs the following important functions in an economy.

1. Money is a convenient medium of exchange or it is an instrument that facilitates easy exchange
of goods and services. By acting as an intermediary,money increases the ease of trade and reduces
the inefficiency and transaction costs involved in a barter exchange.
• Money also facilitates separation of transactions both in time and place and this in turn

enables us to economize on time and efforts involved in transactions.
2. Money is a unit of account and acts as a yardstick people use to post prices and record debts. All

economic values are measured and recorded in terms of money.
• Money helps in expressing the value of each good or service in terms of price making it

convenient to trade all commodities in exchange for a single commodity.
• Money makes it possible to measure the prices of all commodities in terms of a single unit.
• A common unit of account facilitates a system of order ly pricing which is crucial for rational

economic choices.
• Goods and services which are otherwise not comparable are made comparable through

expressing the worth of each in terms of money.
3. Money serves as a unit or standard of deferred payment i.e. money facilitates recording of deferred

promises to pay.
• Money is the unit in terms of which future payments are contracted or stated. It simplifies

credit transactions.
• By acting as a standard of deferred payments, money helps in capital formation and growth

of financial and capital markets which are essential for the growth of the economy.
4. Money acts as a temporary store of value and enables people to transfer purchasing power from

the present to the future. Money also functions as a permanent store of value. Unlike other assets
which have limitations such as storage costs, lack of liquidity and possibility of depreciation in
value, money has perfect liquidity and commands reversibility as its value in payment equals its
value in receipt.
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Q-91 How does Friedman’s Restatement of the Quality theory is different from Keynes speculative demand
for money?

Ans.  Milton Friedman extended Keynes’ speculative money demand within the framework of asset price
theory. Friedman treats the demand for money as nothing more than the application of a more general
theory of demand for capital assets.
Demand for money is affected by the same factors as demand for any other asset, namely Permanent
income &Relative returns on assets. Friedman maintains that it is permanent income and not current
income as in the Keynesian theory that determines the demand for money. Permanent income which
is Friedman’s measure of wealth is the present expected value of all future income.

Q-92 Calculate velocity of money whenMoney Supply = 5000 billion
Price=110
Volume of transaction = 200

Ans. MV=PT;
5000 x V = 110x200, Therefore V = 4.4

Q-93  What will be the outcome if volume of transaction increases to 225?
Ans. If Volume of transaction 225, then V= 4.95

UNIT-2
Q-94 What is the rationale of measuring money supply?.
Ans. The term money supply denotes the total quantity of money available to the people in an economy.

The quantity of money at any point of time is a measurable concept.
Rationale of money supply:
• It facilitates analysis of monetary developments in order to provide deeper understanding of the

causes of money growth.
• It is essential from a monetary policy perspective as it provides a framework to evaluate whether

the stock of money in the economy is consistent with the standards for price stability and to
understand the nature of deviations from this standard. The central banks all over the world
adopt monetary policy to stabilise price level and GDP growth by directly controlling the supply of
money. This is achieved mainly by managing the quantity of monetary base. The success of
monetary policy depends to a large extent on the controllability of the monetary base and the
money supply.

Q-95 In the context of India, measure money supply (In crores of)
(M3) as per guidelines published by Reserve Bank of India. `
(i) Currency notes and coins with the public 24,637.20
(ii) Demand deposits of Banks 2,01,589.60
(iii) Net time deposits with post office saving accounts 28,116.40
(iv) Other deposits with Reserve Bank 420.10
(v) Saving deposits with post office saving banks 415.25

Ans. M3 = M1 + time deposits with banking System
= Currency notes and coins with the people + demand deposits with the banking system (Current and
Saving deposit accounts) + other deposits with the RBI + time deposits with banking System
= 24637.20 + 201589.60 + 28116.40 + 420.10
= ̀  254763.3 Cr
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Q-96 Justify the following statements in the light of holding cash balance.
(1) For investment in interest bearing assets
(2) In the prevailing scenario, usually all transactions are made through online or E-banking.
(3) Money is a unique store of value

Ans.(1) For Investment in interest bearing assets: The speculative motive reflects people’s desire to hold cash
in order to be equipped to exploit any attractive investment opportunity requiring cash expenditure.
According to Keynes, people demand to hold money balances to take advantage of the future changes
in the rate of interest, which is the same as future changes in bond prices.

(2) In the prevailing scenario, usually all transactions are made through online or E banking: The transactions
motive for holding cash relates to ‘the need for cash for current transactions for personal and business
exchange.’ The need for holding money arises because there is lack of synchronization between receipts
and expenditures.

(3) Money is a unique store of value: Many unforeseen and unpredictable contingencies involving money
payments occur in our day-to-day life. Individuals as well as businesses keep a portion of their income
to finance such unanticipated expenditures. The amount of money demanded under the precautionary
motive depends on the size of income, prevailing economic as well as political conditions and personal
characteristics of the individual such as optimism/ pessimism, farsightedness etc.

Q-97 Fisher’s equation of exchange is: MV =PT. If velocity (V) = 25, Price (P) 110.5 and volume of transaction
(T) = 200 billion.
Calculate:
(1) Total money supply (m)
(2) Effect on M when velocity (V) increases to 75
(3) Velocity (V) when the volume of transactions increases to 325 billion.

Ans. (1) MV = PT
M× 25 = 110.5 ×200
Therefore,25 M = 22100
Then M = 22100÷25 = 884 bn
Total supply supply (m) = 884bn

(2) M ×75 = 110.5 × 200
M = 110.5 × 200÷ 75 = 294.66bn
Hence supply of money will reduce from 884bn to 294.66bn
(3) MV = PT
884× V= 110.5×325 V = 40.62bn
When Volume of transaction increases to 325bn velocity (v) will be 40.62bn

Q-98 Compute M2 supply of money from the following RBI data:
(` in Crores)

Currency with public 435656.6
‘Other’ deposits with RBI 1234.2
Saving deposits with post office saving banks 647.7
Net time deposits with the banking system 514834.3
Demand deposits with banks. 274254.9
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Ans. M1 = Currency Notes and Coins with the people + demand deposits with the bankingsystem (currency
and saving deposit accounts) + Other deposits with the RBI

= 435656.6 cr + 274254.9 cr + 1234.2 cr
= 711145.7 cr

M2 = M1 + Saving deposit with Post Office Saving Bank
= 711145.7cr + 647.7cr
= 711793.4 cr

Q-99 Explain the concept of ‘Money Multiplier’.
Ans. Money multiplier m is defined as a ratio that relates the changes in the money supply to a given change

in the monetary base. It is the ratio of the stock of money to the stock of high-powered money. It
denotes by how much the money supply will change for a given change in high powered money. It
denotes by how much the money supply will change for a given change in high powered money. The
moneymultiplier process explains how an increase in the monetary base causes, the money supply to
increase by a multiplied amount. For example, if there is an injection of ` 100cr through an open
market operation by the Central Bank of the country and if it leads to an increment of ` 500 cr of final
money supply, then the money multiplier is said to be 5. Hence the multiplier indicates the change in
monetary base which is transformed into money supply.
Money Multiplier (m) = Money Supply ÷ Monetary Base

Q-100 What do you mean by ‘Reserve Money’?
Ans.  The Reserve Money, also known as central bank money, base money or high powered money determines

the level of liquidity and the price level in the economy.
Reserve Money = Currency in Circulation + Banker’s deposits with the RBI + other

deposits with the RBI.
= Net RBI credit to the government + RBI credit to the commercial
sector + RBI’s claim on banks + RBI’s net foreign exchange
assets + Government Currency liabilities to the Public- RBI’s net
non-monetary liabilities

Q-101 What is the impact of the following on credit multiplier and money supply, if Commercial Banks keep:
(1) Less Reserve?
(2) Excess Reserve?

Ans. (1) The impact on credit multiplier and money supply, if commercial banks keep less reserves: The Credit
Multiplier describes the amount of additional money created by commercial banks through the process
of lending the available money it has in excess of the central bank’s reserve requirements.
Thus the credit multiplier is inextricably tied to the bank’s reserve requirement.
Credit Multiplier = 1 /Required Reserve Ratio If reserve ratio is 20%, then credit multiplier = 1/0.20 = 5.
If banks need to keep only less reserve, then the credit multiplier would be high and therefore money
supply would be higher. If the reserve ratio is only10%, then the credit multiplier is 1/0.10 =10.

(2) The impact on credit multiplier and money supply, if commercial banks keep excess reserve
‘Excess reserves’ refers to the positive difference between total reserves (TR) and required reserves
(RR). The money that is kept as ‘excess reserves’ of the commercial banks do not lead to any additional
loans, and therefore, these excess reserves do not lead to creation of credit. When banks keep excess
reserves, the credit multiplier would be low and it impact on money supply would be less.
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Q-102 Compute M3 from the following data :
Component ` in Crores
Currency with the public 2,25,432.6
Demand Deposits with Banks 3,40,242.4
Time Deposits with Banks 2,80,736.8
Post office savings Deposits 446.7
(Excluding National Saving Certificates)
Other Deposits with RBI 392.7
(Including Government Deposits)
Post Office National Saving Certificates 83.7
Government Deposits with RBI· 102.5

Ans. Computation of M3
M3 = Currency with the public + Demand deposits with the banks + Time deposits with the banks +
‘Other’ deposits with the RBI
M3 = 2,25,432.6 + 3,40,242.4 + 2,80,736.8 + (392.7 – 102.5) = 8,46,702
M3 = ` 8,46,702 Crores

Q-103 How does money supply impacted inflation in the economy?
Ans. Measurement of money supply is essential from a monetary policy perspective because it enables a

framework to evaluate whether the stock of money in the economy is consistent with the standards for
price stability, to understand the nature of deviations from this standard and to study the causes of
money growth. Central banks all over the world adopt monetary policy to stabilise price level and GDP
growth by directly controlling the supply of money. This is achieved mainly by managing the quantity
of monetary base. The success of monetary policy depends to a large extent on the controllability of
the monetary base and the money supply.
If the money supply grows at a faster rate than the economy’s ability to produce goods and services,
then inflation will result, therefore the thrust of monetary policy to stabilize price level and GDP
growth by controlling the supply of money.

Q-104 What is money multiplier approach to supply of money?
Ans.  The money multiplier approach to money supply propounded by Milton Friedman and Anna Schwartz,

considers three factors as immediate determinants of money supply, namely:
(a) the stock of high-powered money (H)
(b) the ratio of reserves to deposits
(c) currency-deposit ratio
The above determinant represents the behaviour of the central bank, behaviour of the commercial
banks and the behaviour of the general public respectively. The  behaviour of the central bank which
controls the issue of currency is reflected in the supply of the nominal high-powered money.
If the required reserve ratio on demand deposits increases while all the other variables remain the
same, more reserves would be needed. This implies that banks must contract their loans, causing a
decline in deposits and hence in the money supply. If the required reserve ratio falls, there will be
greater expansions of deposits because the same level of reserves can now support more deposits and
the money supply will increase. The currency-deposit ratio (c) represents the degree of adoption of
banking habits by the people.
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Q-105 What are the major component of Reserve Money?
Ans. Reserve money, also known as central bank money, base money, or high-powered money, needs a

special mention as it plays a critical role in the determination of the total supply of money. Reserve
money determines the level of liquidity and price level in the economy and, therefore, its management
is of crucial importance to stabilize liquidity, economic growth, and price level in an economy. Reserve
money is comprised of the currency held by the public, cash reserves of banks and other deposits of
the RBI.

Q-106 Explain the concept of Liquidity Trap.
Ans.  Liquidity trap is a situation where the desire to hold bonds is very low and approaches zero, and the

demand to hold money in liquid form as an alternative approaches infinity. People expect a rise in
interest rate and the consequent fall in bond prices and the resulting capital loss. The speculative
demand becomes perfectly elastic with respect to interest rate and the speculative money demand
curve becomes parallel to the X axis.

Q-107(i)Examine the relationship between purchasing power of money and general price level.
(ii) Why do people demand money for precautionary motive?

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

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

UNIT-3
Q-108 What are the Operating Procedures and Instruments of Monetary Policy?
Ans.  The operating framework relates to all aspects of implementation of monetary policy

• The operating targets refer to the financial variables that can be controlled by the central bank to
a large extent through the monetary policy instruments.

• The intermediate targets are variables which the central bank can hope to influence to a reasonable
degree through the operating targets. The intermediate targets display a predictable and stable
relationship with the goal variables.

• The monetary policy instruments are the various tools that a central bank can use to influence
money market and credit conditions and pursue its monetary policy objectives. The day-to-day
implementation of monetary policy by central banks through various instruments is referred to as
‘operating procedures.

In general, the direct instruments comprise of:
(a) the required cash reserve ratios and liquidity reserve ratios prescribed from time to time.
(b) directed credit which takes the form of prescribed targets for allocation of credit to preferred

sectors
(c) administered interest rates wherein the deposit and lending rates are prescribed by the central

bank.
The indirect instruments mainly consist of:
(a) Repos (b) Open market operations
(c) Standing facilities, and (d) Market-based discount window.
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Q-109 What is countervailing duty and how does it effect trade policy?
Ans. Countervailing duties are tariffs that aim to offset the artificially low prices charged by exporters who

enjoy export subsidies and tax concessions offered by the governments in their home country. If a
foreigncountrydoesnothaveacomparativeadvantageinaparticulargood and a government subsidy
allows the foreign firm to be an exporter of the product, then the subsidy generates a distortion from
the free-trade allocation of resources. In such cases, CVD is charged in an importing country to negate
the advantage that exporters get from subsidies to ensure fair and marketoriented pricing of imported
products and thereby protecting domestic industries and firms.

Q-110 What are the analytics of Monetary Policy?
Ans.  The monetary policy is intended to influence macro- economic variables such as aggregate demand,

quantity of money and credit, interest rates etc., so as to influence overall economic performance. The
process or channels through which the change of monetary aggregates affects the level of product and
prices is known as ‘monetary transmission mechanism’.
Generally central banks use the short-term interest rate as the policy instrument. These interest rate
changes affect macro-economic variables such as consumption, investment, and exports which in turn
influence aggregate demand, output, and employment. Changes in monetary policy  may have impact
on people’s expectations about inflation and therefore on aggregate demand.
This in turn affects employment and output in the economy.

Q-111 What is open market operations?
Ans. Open Market Operations (OMO) is a general term used for market operations conducted by the Reserve

Bank of India by way of sale/ purchase of Government securities to/ from the market with an objective
to adjust the rupee liquidity conditions in the market on a durable basis. When the RBI feels there is
excess liquidity in the market, it resorts to sale of securities thereby sucking out the rupee liquidity.
Similarly, when the liquidity conditions are tight, the RBI will buy securities from the market, thereby
releasing liquidity into the market.

Q-112 Describe the differences between Liquidity Adjustment Facility (LAF) and Marginal Standing Facility
(MSF).

Ans. The Liquidity Adjustment Facility (LAF) enables the RBI to modulate short-term liquidity under varied
financial market conditions to ensure stable conditions in the overnight (call) money market. The LAF
consists of overnight as well as term repo auctions. The aim of term repo is to help develop the inter-
bank term money market. Currently, the RBI provides financial accommodation to the commercial
banks through repos/reverse repos under the Liquidity Adjustment Facility (LAF).
The Marginal Standing Facility (MSF) announced by the Reserve Bank of India (RBI) in its Monetary
Policy, 2011-12 refers to the facility under which scheduled commercial banks can borrow additional
amount of overnight money from the central bank over and above what is available to them through
the LAF window by dipping into their Statutory Liquidity Ratio (SLR) portfolio up to a limit ( a fixed per
cent of their net demand and time liabilities deposits (NDTL) liable to change every year ) at a penal rate
of interest.
The MSF would be the last resort for banks once they exhaust all borrowing options including the
liquidity adjustment facility on which the rates are lower compared to the MSF.

Q-113 Distinguish between Cash Reserve Ratio (CRR) and Statutory Liquidity Ratio (SLR).
Ans. Cash Reserve Ratio (CRR) refers to the average daily balance that a bank is required to maintain with

the Reserve bank of India as a share of its total net demand and time liabilities (NDTL). This Percentage
will be notified from time to time by Reserve bank of India. The RBI may set the ratio in keeping with
the broad objective of maintaining monetary stability in the economy. This requirement applies
uniformly to all the scheduled banks in the country irrespective of its size or financial position.
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Higher the CRR with the RBI, lower will be the liquidity in the system and vice versa.
During Slowdown in the economy, the RBI reduces the CRR in order to enable the banks to expand
credit and increase the supply of money available in the economy.
In order to contain credit expansion during the period of high inflation, the RBI increases the CRR.
As per the Banking Regulations Act 1949, all Schedule commercial banks in India are required to maintain
a stipulated percentage of their total Demand and Time liabilities (DTL)/ Net DTL (NDTL) in one of the
following forms
(i) Cash
(ii) Gold
(iii) Investment in un-encumbered instruments that include

(a) Treasury bills of the Government of India
(b) Dated securities including those issued by the Government of India from time to time under

the market borrowings programme and the Market Stabilization Scheme (MSS).
(c) State Development loans (SDLs) issued by State Government under their market borrowings

programme.
(d) Other instruments as notified by the RBI. These include mainly the securities issued by PSEs

While CRR has to be maintained by banks as cash with the RBI, the SLR requires holding of assets in one
of the above three categories by the bank itself. The Banks which fail to meet its SLR obligations are
liable to be imposed penalty in the form of penal interest payable to RBI. The SLR is also a powerful tool
for controlling liquidity in the domestic market by means of manipulating bank credit.

Q-114 Discuss the role of ‘Market Stabilization Scheme’ in our economy.
Ans. Market Stabilization Scheme was introduced in 2004 as an Instrument for monetary management with

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

Q-115 What is the meant by ‘Statutory Liquidity Ratio’? ·In which forms this ratio is maintained?
Ans. The Statutory Liquidity Ratio.

The Statutory Liquidity Ratio (SLR) is the ratio of a bank’s liquid assets to its net demand and time
liabilities (NDTL). The SLR is a powerful tool for controlling liquidity in the domestic market by means
of manipulating bank credit.
Changes in the SLR chiefly influence the availability of resources in the banking system for lending. A
rise in the SLR which is resorted to during periods of high liquidity, tends to lock up a rising fraction of
a bank’s assets in the form of eligible instruments, and this reduces the credit creation capacity of
banks. A reduction in nthe SLR during periods of economic downturn has the opposite effect.
As per the Banking Regulations Act 1949, all scheduled commercial banks in India are required to
maintain a stipulated percentage of their total Demand and Time Liabilities (DTL) / Net DTL (NDTL) in
one of the following forms:
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(i) Cash
(ii) Gold, or
(iii) Investments in un-encumbered Instruments that include:

(a) Treasury-bills of the Government of India.
(b) Dated securities including those issued by the Government of India from time to time under

the market borrowings programme and the Market Stabilization Scheme (MSS).
(c) State Development Loans (SDLs) issued by State Governments under their market borrowings

programme.
(d) Other instruments as notified by the RBI. These include mainly the securities issued by PSEs.
The SLR requires holding of assets in one of the above three categories by the bank itself.

Q-116 What are the operating procedures and instrument of monetary policy?
Ans..  The day-to-day implementation of monetary policy by central banks through various instruments is

referred to as ‘operating procedures. For example, liquidity management is the operating procedure
of the Reserve Bank of India The operating framework relates to all aspects of implementation of
monetary policy.
It primarily involves three major aspects, namely,
• choosing the operating targets,
• choosing the intermediate targets, and
• choosing the policy instruments.
The operating targets refer to the financial variables that can be controlled by the central bank to a
large extent through the monetary policy instruments the intermediate targets are variables which
the central bank can hope to influence to a reasonable degree through the operating targets.The
monetary policy instruments are the various tools that a central bank can use to influence money
market and credit conditions and pursue its monetary policy objectives.
In general, the direct instruments comprise of:
(a) the required cash reserve ratios and liquidity reserve ratios prescribed from time to time.
(b) directed credit which takes the form of prescribed targets for allocation of creditto preferred

sectors
(c) administered interest rates wherein the deposit and lending rates are prescribedby the central

bank.
The indirect instruments mainly consist of:
(a) Repos
(b) Open market operations
(c) Standing facilities, and
(d) Market-based discount window.

Q-117 Assess the role of Bank Rate as an instrument of monetary policy.
Ans. The bank rate has been aligned to the Marginal Standing Facility (MSF) rate and, therefore, as and

when the MSF rate changes alongside policy repo rate changes, the bank rate also changes automatically.
Now bank rate is used only for calculating penalty on default in the maintenance of Cash Reserve Ratio
(CRR) and the Statutory Liquidity Ratio (SLR).

Q-118 What is the interrelationship between monetary policy and Money Supply?
Ans.  If the central bank of a country wants to stimulate economic activity it does so by infusing liquidity into

the system. Let us take the example of open market operations (OMO) by central banks. Purchase of
government securities injects high powered money (monetary base) into the system. Assuming that
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banks do not hold excess reserves and people do not hold more currency than before, and also that
there is demand for loans from businesses, the credit creation process by the banking system in the
country will create money to the tune of

 Money Supply = 1 /R X  Reserves

The effect of an open market sale is very similar to that of open market purchase, but in the opposite
direction. In other words, an open market purchase by central bank will reduce the reserves and
thereby reduce the money supply.

Q-119 How is credit multiplier determined?
Ans. The Credit Multiplier also referred to as the deposit multiplier or the deposit expansion multiplier,

describes the amount of additional money created by commercial bank through the process of lending
the available money it has in excess of the central bank's reserve requirements. The deposit multiplier
is, thus inextricably tied to the bank's reserve requirement. This measure tells us how much new
money will be created by the banking system for a given increase in the high - powered money. It
reflects a bank's ability to increase the money supply.
The existence of the credit multiplier is the outcome of fractional reserve banking. It explains how
increase in money supply is caused by the commercial bank’s use of depositors funds to lend money.
Credit Multiplier = 1/ Required Reserve Ratio

Q-120 What is the significance of Liquidity Preference of behavior towards risk?
Ans. In his classic article, ‘Liquidity Preference as Behavior towards Risk’ (1958), Tobin established that the

risk-avoiding behavior of individuals provided the foundation for the liquidity preference and for a
negative relationship between the demand for money and the interest rate. The risk-aversion theory
is based on the principles of portfolio management.
In his theory which analyzes the individual's portfolio allocation between money and bond holdings,
the demand for money is considered as a store of wealth. Tobinhypothesized that an individual would
hold a portion of his wealth in the form of money in the portfolio because the rate of return on holding
money was more certain than the rate of return on holding interest earning assets and entails no
capital gains or losses. It is riskier to hold alternative assets vis-à-vis holding just money alone, because
government bonds and equities are subject to market price volatility, while money is not. Thus, bonds
pay an expected return of r, but as asset, they are unlike money because they are risky; and their actual
return is uncertain.
Despite this, the individual will be willing to face this risk because the expected rate of return from the
alternative financial assets exceeds that of money.

Q-121 The following information is given:
Particulars Amount in (`) Crore
Notes in Circulation 25,00,000
Circulation of Rupee Coins 26,000
Circulation of Small Coins 850
Cash on hand with Banks 95,000
Bankers' Deposits with RBI 4,500
Other Deposits with RBI 180
Total Post office Deposits 12,000
Time Deposits with Banks 15,000
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You are required to compute:
(i) Currency with the Public; and
(ii) Reserve Money.

Ans.(i) Currency with Public = Notes in Circulation + Circulation of Rupee coins + Circulation of small coins -
Cash on hands with banks
= 25,00,000+ 26,000+850-95,000
= 24,31,850 cr.

(ii) Reserve Money = Currency in circulation (Currency with the Public + Cash on
Hand with Banks) + Bankers deposits with the RBI + Other deposits with the RBI
= 25,00,000+95,000+26,000+850+4,500+180
= 26,26,530 cr.

Q-122 Calculate Narrow Money(M1) from the following information:
(` in Crore)

Currency with public 2,80,000
Demand Deposits with banks 4,00,000
Time Deposits with banks 3,40,000
Other deposits with RBI 5,80,000
Post Office Savings Deposits 90,000

Ans. Narrow Money (M1) = Currency with Public + Demand deposits with Banks + Other deposits with RBI
= 2,80,000+4,00,000+5,80,000
= ̀  12,60,000 cr.

Q-123 Calculate Money Multiplier with the help of following information:
Reserve Ratio (r) = 10% Currency = ` 200 billion
Deposits = ` 400 billion
Excess Reserve = ` 800 million

Ans. Calculation of Money Multiplier:
Currency (C) = 200 billion
Deposits (D) = 400 billion
r = 10% = 0.1
Excess reserve =` 800 million = ` 0.8 billion
Money supply M = Currency + Deposits = ` 600bn.

 Currency Ratio (c)   = 
C 200

=
D 400

 = 0.5

Excess Reserve Ratio (e) = Excess reserve / Deposits = 
0.8

400 billion
 =0.002 bn
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Money Multiplier (M) = 
1 + c

r + e + c

= 
1 + 0.5

0.1 + 0.002 + 0.5

 = 2.492

Q-124 Explain Friedman’s Restatement of Quantity Theory with reference to demand for money?
Ans. Friedman's Restatement of Quantity Theory with reference to Demand for money: Milton Friedman

extended Keynes’ speculative money demand within the framework of asset price theory. Friedman
treats the demand for money as nothing more than the application of a more general theory of demand
for capital assets.
Demand for money is affected by the same factors as demand for any other asset, namely:
1. Permanent income.
2. Relative returns on assets.
Friedman maintains that it is permanent income–and not current income as in the Keynesian theory–
that determines the demand for money. Permanent income which is Friedman’s measure of wealth is
the present expected value of all future income.
To Friedman, money is a good as any other durable consumption good and its demand is a function of
a great number of factors.
Friedman identifies following four determinants of the demand for money:
• The nominal demand for money is a function of total wealth, which is represented by permanent

income divided by the discount rate, defined as the average return on the five asset classes in the
monetarist theory world, namely money, bonds, equity, physical capital, and human capital.

• It is positively related to the price level, P. If the price level rises the demand for money increases
and vice-versa.

• It rises if the opportunity costs of money holdings (i.e., returns on bonds and stock) decline and
vice-versa.

• It is influenced by inflation, a positive inflation rate reduces the real value of money balances,
thereby increasing the opportunity costs of money holdings.

Q-125 What is speculative motive for holding cash?
Ans.  The Speculative Motive for Holding Cash: The speculative motive reflects people’s desire to hold cash

in order to be equipped to exploit any attractive investment opportunity requiring cash expenditure.
The speculative demand for money and interest are inversely related. According to Keynes, people
demand to hold money balances to take advantage of the future changes in the rate of interest, which
is the same as future changes in bond prices.
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Individual’s Speculative Demand for Money
So long as the current rate of interest is higher than the critical rate of interest, a typical wealth-holder
would hold in his asset portfolio only government bonds, and if the current rate of interest is lower
than the critical rate of interest, his asset portfolio would consist wholly of cash. When the current rate
of interest is equal to the critical rate of interest, a wealth-holder is indifferent to holding either cash
or bonds.

Q-126 Comment on the role of bank rate as the instrument of monetary policy.
Ans.  The bank rate once used to be the policy rate in India i.e., the key interest rate based on which all other

short term interest rates moved. Discounting/rediscounting of bills of exchange by the Reserve Bank
has been discontinued on introduction of Liquidity Adjustment Facility (LAF). As a result, the bank rate
has become dormant as an instrument of monetary management.
The bank rate has been aligned to the Marginal Standing Facility (MSF) rate and, therefore, as, and
when the MSF rate changes alongside policy repo rate changes, the bank rate also changes automatically.
Briefly put, MSF assumed the role of bank rate and currently the bank rate is purely a signalling rate,
and most interest rates are delinked from the bank rate. Now, bank rate is used only for calculating
penalty on default in the maintenance of Cash Reserve Ratio (CRR) and the Statutory Liquidity Ratio
(SLR).

Q-126 What are the important function of Money?
Ans.  The functions of money are acting as a medium of exchange to facilitate easy exchanges of goods and

services, providing a ‘common measure of value’ or ‘common denominator of value’, serving as a unit
or standard of deferred payments and facilitating storing of value both as a temporary abode of
purchasing power and as a permanent store of value.
Money should be generally acceptable, durable, difficult to counterfeit, relatively scarce, easily
transported, divisible without losing value and effortlessly recognizable.

Q-127 What are the theories in respect of determination of money supply?
Ans. There are two alternate theories in respect of determination of money supply. According to the first

view, money supply is determined exogenously by the central bank. The second view holds that the
money supply is determined endogenously by changes in the economic activities which affect people’s
desire to hold currency relative to deposits, rate of interest, etc. The current practice is to explain the
determinants of money supply based on ‘money multiplier approach’ which focuses on the relation
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between the money stock and money supply in terms of the monetary base or high-powered money.
The monetary base is the sum of currency in circulation and bank reserves. This approach holds that
total supply of nominal money in the economy is determined by the joint behavior of the central bank,
the commercial banks and the public.

Q-128 Calculate the Velocity of Money:
Money Supply = 2000
Price = 100
Value of Transaction: 60

Ans.  Money Supply = 2000 bn.
Price = 100
Value of Transaction: 60
MV = PT
2000×V = 100×60

v= 
100 × 60

2000
= 3

Q-129 How does the Situation of Liquidity Trap happen?
Ans.  At a very high interest rate, say r*, the opportunity cost of holding money (in terms of foregone

interest) is high and therefore, people will hold no money in speculative balances. When interest
rates fall to very low levels, the expectation is that since the interest rate is very low it cannot go
further lower and that in all possibility it will move upwards. When interest rates rise, the bond prices
will fall (interest rates and bond prices are inversely related). To hold bonds at this low interest rate is
to take the almost certain risk of a capital loss (as the interest rate rises and bond prices fall). Therefore,
the desire to hold bonds is very low and approaches zero, and the demand to hold money in liquid form
as alternative to bond holding approaches infinity. In other words, investors would maintain cash
savings rather than hold bonds. The speculative demand becomes perfectly elastic with respect to
interest rate and the speculative money demand curve becomes parallel to the X axis. This situation is
called a ‘Liquidity trap’.

Q-130 Explain the reason for empirical analysis of money supply?
Ans.  The empirical analysis of money supply is important for two reasons:

1. It facilitates analysis of monetary developments in order to provide a deeper understanding of
the causes of money growth.

2. It is essential from a monetary policy perspective as it provides a framework to evaluate whether
the stock of money in the economy is consistent with the standards for price stability and to
understand the nature of deviations from this standard. The central banks all over the world
adopt monetary policy to stabilize price level and GDP growth by directly controlling the supply of
money. This is achieved mainly by managing the quantity of monetary base. The success of
monetary policy depends to a large extent on the controllability of the monetary base and the
money supply.

Q-131 What are the indirect instrument of implementing monetary policy?
Ans. For implementing monetary policy, a central bank can act directly, using its regulatory powers, or

indirectly, using its influence on money market conditions as the issuer of reserve money.
The indirect instruments mainly consist of:
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(a) Repos
(b) Open market operations
(c) Standing facilities, and
(d) Market-based discount window.

Q-131 Explain the importance of market stabilization Scheme?
Ans.  This instrument for monetary management was introduced in 2004 following a MoU between the

Reserve Bank of India and the Government of India with the primary aim of aiding the sterilization
operations of the RBI. Sterilization is the process by which the monetary authorit y sterilizes the
effects of significant foreign capital inflows on domestic liquidity by off-loading parts of the stock of
government securities held by it. Surplus liquidity of a more enduring nature arising from large capital
inflows is absorbed through sale of short-dated government securities and treasury bills.
Under this scheme, the Government of India borrows from the RBI (such borrowing being additional to
its normal borrowing requirements) and issues treasury-bills/dated securities for absorbing excess
liquidity from the market arising from large capital inflows.
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CHAPTER-4
INTERNATIONAL TRADE

Q-1 Assume that 15% specific tariff is levied by the government on every sunglass which is imported into
India, and if 2000 sunglasses are imported and price of each sunglass is Rs.1000/- , then find out the
amount of total tariff revenue collected by the government?

Ans. Specific tariff is an import duty which levied as a fixed charge per unit of the good imported. Therefore
amount in total tariff revenue = 2000*15% = Rs. 300/- In this case, total Rs. 300/- is collected, whether
the price of a sunglass is of Rs. 1000 or Rs. 2000 for different brand.

Q-2  How does trade increase economic efficiency and which view argued that trade is a zero- sum game
and how?

Ans. Economic efficiency increases due to quantitative and qualitative benefits of extended division of
labour, economies of large scale production, betterment of manufacturing capabilities, increased
competitiveness and profitability by adoption of cost reducing technology and business practices and
decrease in the likelihood of domestic monopolies. Efficient deployment of productive resources -
natural, human, industrial and financial resources ensures productivity gains.
Mercantilist argued that trade is a zero sum game. Mercantilism advocated maximizing exports in
order to bring in more precious metals and minimizing imports through the state imposing very high
tariffs on foreign goods. This view argues that trade is a ‘zero-sum game’, with winners who win does
so only at the expense of losers and one country’s gain is equal to another country’s loss, so that the net
change in wealth or benefits among the participants is zero.

Q-3 What is meant by foreign exchange market? What are the roles played by the participants in the
foreign exchange market?

Ans. The wide-reaching collection of markets and institutions that handle the exchange of foreign currencies
is known as the foreign exchange market. Being an over-the-counter market, it is not a physical place;
rather, it is an electronically linked network of big banks, dealers and foreign exchange brokers who
bring buyers and sellers together.
The major participants in the exchange market are central banks, commercial banks, governments,
foreign exchanged dealers, multinational corporations that engage in international trade and
investments, non-bank financial institutions such as asset management firms, insurance companies,
brokers, arbitrageurs and speculators. The central banks participate in the foreign exchange markets,
not to make profit, but essentially to contain the volatility of exchange rate to avoid sudden and
largeappreciation or depreciation of domestic currency and to maintain stability in exchange rate in
keeping with the requirements of national economy. If the domestic currency fluctuates excessively, it
causes panic and uncertainty in the business world. Commercial banks participate in the foreign
exchange market either on their own account or for their clients. When they trade on their own account,
banks may operate either as speculators or arbitrageurs/or both.
The bulk of currency transactions occur in the inter-bank market in which the banks trade with each
other. Foreign exchange brokers participate in the market as intermediaries between different dealers
or banks. Arbitrageurs profit by discovering price differences between pairs of currencies with different
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dealers or banks. Speculators, who are bulls or bears, are deliberate risk-takers who participate in the
market to make gains which result from unanticipated changes in exchange rates.
Other participants in the exchange market are individuals who form only a very insignificant fraction in
terms of volume and value of transactions.

Q-4 What are the main advantages of fixed rate regime in an open economy?
Ans. In an open economy, the main advantages of a fixed rate regime are, firstly, a fixed exchange rate

avoids currency fluctuations and eliminates exchange rate risks and transaction costs that can impede
international flow of trade and investments. A fixed exchange rate can thus greatly enhance
international trade and investment. Secondly, a fixed exchange rate system imposes discipline on a
country’s monetary authority and therefore is more likely to generate lower levels of inflation. Thirdly,
the government can encourage greater trade and investment as stability encourages investment.
Fourthly, exchange rate peg c an also enhance the credibility of the country’s monetary policy. And
lastly, in the fixed or managed floating (where the market forces are allowed to determine the exchange
rate within a band) exchange rate regimes, the central bank is required to stand ready to intervene in
the foreign exchange market and, also to maintain an adequate amount of foreign exchange reserves
for this purpose.

Q-5 Define the term Regional Trade Agreement (RTAs)?
Ans. Regional Trade Agreements (RTAs) are defined as grouping of countries, which are formed under the

objective of reducing barriers to trade between member countries; not necessarily belonging to the
same geographical region.

Q-6 The table below shows the number of labour hours required to produce wheat and cloth in two countries
X and Y.
Commodity Country X Country Y
1 unit of cloth 4 1.0
1 unit of wheat 2 2.5
(i) Compare the productivity of labour in both countries in respect of both commodities
(ii) Which country has absolute advantage in the production of wheat?
(iii) Which country has absolute advantage in the production of cloth? What is meant by Crowding

out?
Ans. (i) Productivity of labour (output per labour hour = the volume of output produced per unit oflabour

input)
= output / input of labour hours
Output of commodity Units in  Units in

Country X Country Y
Cloth 0.25 1.0
Wheat 0.50 0.4
(ii) A country has an absolute advantage in producing a good over another country if it requires fewer
resources to produce that good. Since one hour of labour time produces 0.5 units of wheat in country X
against 0.4 units in country Y. Therefore, Country X has absolute advantage in production of wheat.
(iii) Since one hour of labour time produces 1.0 units of rice in country Y against 0.25 units in country X.
Therefore, Country Y has absolute advantage in production of cloth.
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Q-7 Define Foreign Direct Investment (FDI). Mention two arguments made in favor of FDI to developing
economies like India?

Ans. Foreign direct investment is defined as a process whereby the resident of one country (i.e. home
country) acquires ownership of an asset in another country (i.e. the host country) and such movement
of capital involves ownership, control as well as management of the asset in the host country. Direct
investments are real investments in factories, assets, land, inventories etc. and have three components,
viz., equity capital, reinvested earnings and other direct capital in the form of intra-company loans.
Foreign direct investment also includes all subsequent investment transactions between the investor
and the enterprise and among affiliated enterprises, both incorporated and unincorporated. FDI involves
long term relationship and reflects a lasting interest and control. According to the IMF and OECD
definitions, the acquisition of at least ten percent of the ordinary shares or voting power in a public or
private enterprise by non-resident investors makes it eligible to be categorized as FDI. FDI may
becategorized as horizontal, vertical, conglomerate and two- way direct foreign investments which
are reciprocal investments.
Benefits of Foreign Direct Investment
Following are the benefits ascribed to foreign investments:
(i) Entry of foreign enterprises usually fosters competition and generates a competitiveenvironment
in the host country.
(ii)International capital allows countries to finance more investment than can be supported bydomestic
savings resulting in higher productivity and enhanced output.

Q-8 What is Arbitrage? What is the outcome of Arbitrage
Ans. Arbitrage refers to the practice of making risk-less profits by intelligently exploiting price differences

of an asset at different dealing places. On account of arbitrage, regardless of physical location, at any
given moment, all markets tend to have the same exchange rate for a given currency.

Q-9 What is mean by Anti-dumping duties?
Ans. Anti-dumping measures consist of imposition of additional import duties to offset the effects of

dumping. These measures are initiated as safeguards to offset the foreign firm’s unfair price advantage.
This is justified only if the domestic industry is seriously injured by import competition, and protection
is in the national interest (that is, the associated costs to consumers would be less than the benefits
that would accrue to producers).

Q-10(i) What’s meant by Foreign Portfolio investment?
(ii) Explain the Real Exchange Rate.

Ans. (i) Foreign Portfolio Investment: Foreign portfolio investment is the flow of ‘financial capital’ rather
than ‘real capital’ and does not involve ownership or control on the part of the investor.
Examples of foreign portfolio investment are the deposit of funds in an Indian or a British bank by an
Italian company or the purchase of a bond (a certificate of indebtedness) of a Swiss company or of the
Swiss government by a citizen or company based in France. Unlike FDI, portfolio capital, in general,
moves to investment in financial stocks, bonds and other financial instruments and is effected largely
by individuals and institutions through the mechanism of capital market. These flows of financial
capital have their immediate effects on balance of payments or exchange rates rather than on production
or income generation.

(ii) Real Exchange Rate: The’real exchange rate’ describes ‘how many’ of a good or service in one country
can be traded for ‘one’ of that good or service in a foreign country. It is calculated as :

Domestic price Index
Real exchange rate = Nominal exchange rate X    

Foreign price Index
Real Exchange Rate (RER) incorporates changes in prices.
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Q-11 Enumerate six important effects of depreciation in exchange rate on domestic economy?
Ans. Fluctuations in the exchange rate affect the economy by changing the relative prices of domestically-

produced and foreign-produced goods and services. Following are the major effects of depreciation of
domestic currency.
(1) All else equal, depreciation lowers the relative price of a country’s exports and raises the relative

price of its imports. When a country’s currency depreciates, foreigners find that its exports are
cheaper and domestic residents find that imports from abroad are more expensive. Exporters will
be benefitted as goods exported abroad will fetch forex which can now be converted to more
rupees. By lowering export prices, currency depreciation helps increase the international
competitiveness of domestic industries, increases the volume of exports and promotes trade
balance. When a country’s currency depreciates, production for exports and of import substitutes
become more profitable. Therefore, factors of production will be induced to move into the tradable
goods sectors and out of the non tradable goods sectors. Such resource movements involve
economic wastes.

(2) Depreciation increases the price of foreign goods relative to goods produced i n the home country
and help divert spending from foreign goods to domestic goods. Increased demand, both for
domestic import-competing goods and for exports encourages economic activity and creates
output expansion.

(3) For an economy where exports are significantly high, a depreciated currency would mean a lot of
gain. In addition, if exports originate from labour-intensive industries, increased export prices
will have spiraling effects on wages, employment and income.

(4) In an under developed or semi industrialized country, where inputs and components for
manufacturing are mostly imported and cannot be domestically produced, increased import prices
will increase firms’ cost of production, push domestic prices up and decrease real output.

(5) Depreciation is also likely to fuel consumer price inflation, directly through its effect on prices of
imported consumer goods and also due to increased demand for domestic goods. The impact will
be greater if the composition of domestic consumption baskets consists more of imported goods.
Indirectly, cost push inflation may result through possible escalation in the cost of imported
components and intermediaries used in production.

(6) The fiscal health of a country whose currency depreciates is likely to be affected with rising
import payments and consequent rising current account deficit (CAD). In case of foreign currency
denominated government debts, currency depreciation will increase the interest burden and
cause strain to the exchequer for repaying and servicing foreign debt.

Q-12 Please refer to the table below.
(i) Which of the three exporters engage on anticompetitive act in the international market while

pricing its export of goods X to Country D?
(ii) What would be effect of such pricing on domestic producers of Good X? Advise remedy available

for country D?
Good X Country A(In $ ) Good X(In $) Country A(In $ )
Average Cost 30.5 29.4 30.9
Price per unit for domestic sales 31.2 31.1 30.9
Price Charged in Country D 31.9 30.6 30.6

Ans. (i) Dumping by Country B and Country C. B because it sells at a lower price than that in domestic market;
Country C because it is selling at a price which is less than the average cost of production.
(ii)Adverse effects on domestic industry as they will lose competitiveness in their markets due to

unfair practice of dumping. Country D may prove damage to domestic industries and charge anti-
dumping duties on goods imported from Country B and Country C so as to raise the price and make
it at par which similar goods produced by domestic firms.
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Q-13 Enumerate the bases of distinction between FDI and FPI.
Ans. Foreign direct investment is defined as a process whereby the resident of one country (i.e. home

country) acquires ownership of an asset in another country (i.e. the host country) and such movement
of capital involves ownership, control as well as management of the asset in the host country. Foreign
portfolio investment is the flow of what economists call ‘financial capital’ rather than ‘real capital’ and
does not involve ownership or control on the part of the investor.
Foreign direct investment (FDI) VS Foreign portfolio investment (FPI)
FDI FPI
Direct investments are real investments in Portfolio capital, in general, moves to  investment
factories, assets, land, inventories etc. and in financial stocks, bonds and other  financial
involve foreign ownership of production instruments and is effected largely by  individuals
facilities and typically occurs through and institutions through the mechanism of  capital
acquisition of more than 10 percent of the market.
shares of the target asset.

Not inclined to be speculative and has a Speculative in nature and has only short term
long term interest and therefore, relatively interest and therefore, relatively easy to withdraw
difficult to withdraw
Often accompanied by technology transfer Not accompanied by technology transfer
Direct impact on employment of labour and No direct impact on employment of labour and
wages wages
Since there is enduring interest in Since there is no abiding interest in management
management and control, securities are and control, securities are held purely as financial
held with significant degree of influence by investment and no significant degree of influence
the investor on the management of the on the management of the enterprise
enterprise

Q-14 Define quantitative restrictions? Are QRs allowed under the WTO? What are the exceptions?

Ans. Quantitative restrictions are limits or quotas imposed by importing / exporting countries on the amount
or value of particular products that can be imported or exported from one country to another during a
given period. For example, an import quota. Article XI of GATT 1994 prohibits the use of QRs (though
there are certain exceptions) to this rule.
In certain circumstances, however, quotas, export or import licenses or other similar measures are
allowed, e.g.:
I. QRs temporarily imposed for prevention or relief of critical food shortages
II. QRs necessary to the application of standards or regulations for goods, classification, grading

ormaking of commodities in international trade.
iii. Import restrictions on any agricultural or fisheries products necessary to enforcement

ofgovernmental measures which operate to achieve specified purposes.
Q-15 What are the principles governing application of sanitary and phytosanitary measures?
Ans.(i) The principles governing application of SPS measures are :

• The sanitary and phytosanitary measures are to be based on scientific principles andshould not
be inconsistent with the provisions of the SPS agreement.
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•  Measures should not arbitrarily or unjustifiably discriminate between/among members where
identical or similar conditions exist.

• Measures should not be applied in a way which would constitute a disguised restriction
tointernational trade.

Q-16 Define Real Effective Exchange Rate (REER)
Ans. Real Effective Exchange Rate (REER) is the nominal effective exchange rate a measure ofthe value of a

currency against a weighted average of various foreign currencies) divided bya price deflator or index
of costs.

Q-17 What do you understand by the term ‘Most-Favored-Nation’ (MFN)?
Ans. When a country enjoys the best trade terms given by its trading partner it is said to enjoy the Most

Favoured Nation (MFN) status. Originally formulated as Article 1 of GATT, this principle of non-
discrimination states that any advantage, favour, privilege or immunity granted by any contracting
party to any product originating in or destined for any other country shall be extended immediately
and unconditionally to the like product originating or destined for the territories of all other contracting
parties. Under the WTO agreements, countries cannot normally discriminate between their trading
partners. If a country improves the benefits that it gives to one trading partner, (such as a lower a trade
barrier, or opens up a market), it has to give the same best treatment to all the other WTO members too
in respect of the same goods or services so that they all remain ‘most-favoured’. As per the WTO
agreements, each member treats all the other members equally as “most-favoured” trading partners.

Q-18 What’s meant by free trade area?
Ans. Free trade policy is based on the principle of non-interference by government in foreign trade.

The distinction between domestic trade and international trade disappears and goods and services are
freely imported from and exported to the rest of the world. Buyers and sellers from separate economies
voluntarily trade without the domestic government helping or hindering movements of goods and
services between countries by applying tariffs, quotas, subsidies or prohibitions on their goods and
services. The theoretical case for free trade is based on Adam Smith’s argument that the division of
labour among countries leads to specialization, greater efficiency, and higher aggregate production.

Q-19 What is the rationale behind resource seeking foreign direct investments
Ans. The foreign-based multinational companies invest abroad to gain access to resources, that are either

unobtainable or available only at a much higher cost in the home country. The firm may find it cheaper
to produce in a foreign facility due to the availability of superior or less costly access to the inputs of
production than at home. The resources generally sought for are:
(i) physical resources such as oil, minerals, raw materials, or agricultural products.
(ii) human resources such as ski lled labor and low-cost unski lled labour, organizational

skills,management, consultancy or marketing expertise,
(iii) technological resources such as innovative, and other created assets (e.g., brand names)
(iv) physical infrastructure
(v) financial infrastructure such as safe efficient and integrated financial market, set of market

institutions, networks and financial intermediaries
Q-20 What is meant by ‘safeguard measures’ under WTO?
Ans. A safeguard measures is an action taken to protect a specific domestic industry from an unexpected

build-up of imports. Safeguard measures are initiated by countries to restrict imports of a product
temporarily if its domestic industry is injured or threatened with serious injury caused by a surge in
imports.
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Q-21 What’ s meant by devaluation?
Ans. Devaluation is a deliberate downward adjustment in the value of a country’s currency relative to

another currency, group of currencies or standard.
Q-22 What are the different routes for securing FDI?
Ans. The main forms of direct investments are: the opening of overseas companies, including

theestablishment of subsidiaries or branches, creation of joint ventures on a contract basis, joint
development of natural resources and purchase or annexation of companies in the country receiving
foreign capital.

Q-23 What is meant by ‘Voluntary Export Restraints’?
Ans. Voluntary Export Restraints (VERs) refer to a type of informal quota administered by an exporting

country voluntarily restraining the quantity of goods that can be exported out of a country during a
specified period of time.

Q-24 What is meant by free trade policy?
Ans. Free trade policy is based on the principle of non-interference by government in foreign trade.

The distinction between domestic trade and international trade disappears and goods and services are
freely imported from and exported to the rest of the world. Buyers and sellers from separate economies
voluntarily trade without the domestic government helping or hindering movements of goods and
services between countries by applying tariffs, quotas, subsidies or prohibitions on their goods and
services. The theoretical case for free trade is based on Adam Smith’s argument that the division of
labour among countries leads to specialization, greater efficiency, and higher aggregate production.

Q-25 What is meant by ‘safeguard measures’ under WTO?
Ans. A safeguard measures is an action taken to protect a specific domestic industry from an unexpected

build-up of imports. Safeguard measures are initiated by countries to restrict imports of a product
temporarily if its domestic industry is injured or threatened with serious injury caused by a surge in
imports.

Q-26 Mention the types of Transactions in the forex market?
Ans. There are two types of transactions in a forex market; current transactions which are carried out in the

spot market and contracts to buy or sell currencies for future delivery which are carried out in forward
and futures markets.

Q-27 The table below shows the output of Wheat and Rice by using one hour of labour time
in country A and country B -
Goods Country A Country B
Wheat (Quintal /hour) 10 5
Rice (Quintal/hour) 5 10
Which country has an absolute advantage over other country in production of wheatand rice and which
good they obtain through international trade?

Ans. As can be seen from the table, one hour of labour time produces 10 quintal and 5 quintal of wheat
respectively in country A and country B. On the other hand, one hour of labour time produces 5 quintal
of rice in country A and 10 quintal of rice in country B. Country A is more efficient than country B, or has
an absolute advantage over country B in production of wheat. Similarly, country B is more efficient
than country A, or has an absolute advantage over country A in the production of rice. If both nations
can engage in trade with each other, each nation will specialize in the production of the good it has an
absolute advantage in and obtain the other commodity through international trade. Therefore, country
A would specialise completely in production of wheat and country B in rice.
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Q-28 Define custom duties? What are their main goals?
Ans. Customs duties are basically taxes or duties imposed on goods and services which are imported or

exported. It is defined as a financial charge in the form of a tax, imposed at the border on goods going
from one customs territory to another. They are the most visible and universally used trade measures
that determine market access for goods. Import duties being pervasive than export duties, custom
duties are often identified with import duties. Custom duties are aimed at altering the relative prices
of goods and services imported, so as to contract the domestic demand and thus regulate the volume
of their imports. Custom duties leave the world market price of the goods unaffected; while raising
their prices in the domestic market. The main goals of custom duties are to raise revenue for the
government, and more importantly to protect the domestic import-competing industries.

Q-29 Is prohibition of import of poultry from countries affected by avian flu, m eat and poultryprocessing
standards to reduce pathogens, residue limits for pesticides in foods etc.an example of Sanitary and
Phytosanitary (SPS) measure? How?

Ans. Yes, prohibition of import of poultry from countries affected by avian flu, meat and poultry processing
standards to reduce pathogens, residue limits for pesticides in foods etc. are the examples of Sanitary
and Phytosanitary (SPS) measures. These measures are applied to protect human, animal or plant life
from risks arising from additives, pests, contaminants, toxins or disease-causing organisms and to
protect biodiversity. These include ban or prohibition of import of certain goods, all measures governing
quality and hygienic requirements, production processes, and associated compliance assessments.

Q-30 Food Laws, Quality Standards and Industrial Standards are examples of which type of non-tariff
measures? Give Comments.

Ans. Food laws, quality standards, industrial standards are some of the examples of Technical Barriers to
Trade (TBT), which cover both food and non-food traded products.
Technical Barriers to Trade refer to mandatory `Standards and Technical Regulations’ that define the
specific characteristics that a product should have, such as its size, shape, design, labelling/marking/
packaging, functionality or performance and production methods, excluding measures covered by the
SPS Agreement.

Q-31 Distinguish between horizontal and vertical Foreign Direct Investment
Ans.  A horizontal direct investment is one under which the investor establishes the same type of business

operation in a foreign country as it operates in its home country, for example, a cell phone service
provider based in the United States moving to India to provide the same service. On the other hand,
vertical investment is one under which the investor establishes or acquires a business activity in a
foreign country which is different from the investor’s main business activity yet in some way
supplements its major activity. For example; an automobile manufacturing company may acquire an
interest in a foreign company that supplies parts or raw materials required for the company.

Q-32 Assume that ` 70 is needed to buy one US dollar in foreign exchange market (i.e. the nominal exchange
rate is ` 70/ US $). Suppose that a price index of standardized basket of goods and services is ` 200 in
India and US $ 100 in United States, find out the real exchange rate? (Treat India as a domestic country
and United States as a foreign country)

Ans. Real Exchange Rate = Nominal exchange rate*Domestic price index/ Foreign price index
= 70*200/100
=140

Q-33 How do foreign direct investments affect human capital in recipient countries?
Ans. Since FDI involves setting up of production base (in terms of factories, power plants, etc.) it generates

direct employment in the recipient country. Subsequent FDI as well as domestic investments propelled
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in the downstream and upstream projects that come up in multitude of other services generate
multiplier effects on employment and income. FDI not only creates direct employment opportunities
but also, through backward and forward linkages, it is able to generate indirect employment
opportunities as well. It is also argued that more indirect employment will be generated to persons in
the lower-end services sector occupations thereby catering to an extent even to the less educated and
unskilled engaged in those units. This impact is particularly important if the recipient country is a
developing country with an excess supply of labour caused by population pressure.
Foreign direct investments also promote relatively higher wages for skilled jobs. However, jobs that
require expertise and entrepreneurial skills for creative decision making may generally be retained in
the home country and therefore the host country is left with routine management jobs that demand
only lower levels of skills and ability. This may result in ‘crowding in’ of people in jobs requiring low
skills, perpetuation of low labour standards and differential treatment.
FDIs are likely use labor-saving technology and capital-intensive methods in a labourabundant country
and cause labour displacement. Such technology is inappropriate for a labour-abundant country as it
does not support generation of jobs which is a crucial requirement to address poverty and
unemployment which are the two fundamental areas  of concern for the less developed countries. Not
only that foreign entities fail to support employment generation, but they may also drive out domestic
firms from the industry resulting in serious problems of displacement of labour.

Q-34  What is local content requirement? How will it affect trade?
Ans. Local content requirements (LCRs) are conditions imposed by a host country government that require

investing firms to purchase and use domestically manufactured goods or domestically supplied services
in order to operate in an economy. The fraction of a final good to be procured locally may be specified
either in value terms (e.g. 25% of the value of a product must be locally produced), by requiring that
some minimum share of the value of a good represent home value added, or in physical units ( eg. 50%
of component parts for a product must be locally produced). From the viewpoint of domestic producers
of inputs, local content requirement provides greater demand which is not necessarily associated to
their competitiveness and for components/ parts manufacturers gives protection in the same way that
an import quota would. Local content requirement benefits producers and not consumers because
such requirements may raise the prices.

Q-35 How is exchange rate determined under floating exchange rate regime?
Ans. Under floating exchange rate regime the equilibrium value of the exchange rate of a country’s currency

is market determined i.e. the demand for and supply of currency relative to other currencies determines
the exchange rate.

Q-36 What is meant by trade distortion?
Ans. Trade is distorted if quantities of commodities produced, bought, and sold and their prices are higher

or lower than levels that would usually exist in a competitive market. For example, barriers to imports
such as tariffs, domestic subsidies and quantitative restrictions can make agricultural products more
costly in a market of a country. The higher prices will result in higher production of crop. Then export
subsidies are needed to sell the surplus output in the world markets, where prices are low. Thus, the
subsidising countries can be producing and exporting considerably more than what they normally
would.

Q-37 Explain how ‘technical barriers to trade’ (TBT) may operate as a protectionist measure?
Ans. The non tariff measure ‘technical barriers to trade’ (TBT) which cover both food and non-food traded

products refers to mandatory standards and technical regulations that define specific characteristics
that a product should have, such as its size, shape, design, labelling/marking/packaging, production
methods, functionality or performance. The specific procedures used to check whether a product is
really conforming to these requirements (conformity assessment procedures e.g. testing, inspection
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and certification) are also covered in TBT. This involves compulsory quality, quantity and price control
of goods before shipment from the exporting country. TBT measures are standards-based measures
that countries use to protect their consumers and preserve natural resources, but these can also be
used effectively as obstacles to imports or to discriminate against imports and protect domestic
products. In actual practice, technical measures create trade barriers for existing and potential exporters
for the following reasons:
(a) Altering products and production processes to comply with the diverse requirements in export

markets may be either impossible for the exporting country or would obviously raise costs hurting
the competitiveness of the exporting country.

(b) Compliance with technical regulations needs to be established through testing,certification or
inspection by laboratories or certification bodies. These areusually cumbersome and costly

(c) The exporters also need to incur additional costs for consultation, acquisition of expertise, training
etc
In effect technical measures, or the ways in which they are applied, discriminate against foreign
producers and turn out to be trade restrictive rather than being legitimate implementation of
social policy. Some examples of TBT are: food laws, quality standards, industrial standards, organic
certification, eco-labelling, ingredient standards, shelf-life restrictions, marketing and labelling
requirements.

Q-38 Distinguish between ‘non tariff measures’ and ‘non tariff barriers’
Ans. Non-tariff measures are policy measures other than ordinary customs tariffs that can potentially have

an economic effect on international trade in goods, changing quantities traded, or prices or both
(UNCTAD, 2010). They form a constellation of different types of policies which alter the conditions of
international trade. They are more difficult to quantify or compare than tariffs. NTMs can be instituted
for a range of public policy reasons and have been negotiated within the General Agreement on Tariffs
and Trade and at the World Trade Organization NTMs are allowed under the WTO’s regulations and are
meant to allow governments to pursue legitimate policy goals even if this can lead to increased trade
costs. For example, NTMs like sanitary and phytosanitary measures and licensing could be legitimately
used by members to ensure consumer health and to protect plant and animal life and environment.
Depending on their scope and/or design NTMs are categorized as:
(i) Technical Measures: Technical measures refer to product-specific properties such as characteristics

of the product, technical specifications and production processes. These measures are intended
for ensuring product quality, food safety, environmental protection, national security and
protection of animal and plant health.

(ii) Non-technical Measures: Non-technical measures relate to trade requirements; for example;
shipping requirements, custom formalities, trade rules, taxation policies,etc.

These are further distinguished as:
a. Hard measures (e.g. Price and quantity control measures),
b. Threat measures (e.g. Anti-dumping and safeguards) and
c. Other measures such as trade-related finance and investment measures.
Furthermore, the categorization also distinguishes between:
(i) Import-related measures which relate to measures imposed by the importing country,and
(ii) Export-related measures which relate to measures imposed by the exporting countryitself.
NTMs are not the same as non-tariff  barriers (NTBs). NTMs are sometimes used as means to circumvent
free-trade rules and favour domestic industries at the expense of foreign competition. In this case
they are called non-tariff barriers (NTBs). NTBs are a subset of NTMs that have a ‘protectionist or
discriminatory intent’ and implies a negative impact on trade. NTMs only become NTBs when they are
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more trade restrictive than necessary. Some examples of NTBs are compulsory standards, often not
based on international norms or genuine science; stringent technical regulations requiring alterations
in production processes, testing regimes which require complex procedures and product approvals
requiring inspection of individual premises. In addition, to these, there are procedural obstacles (PO)
which are practical problems in administration, transportation, delays in testing, certification etc. that
may make it difficult for businesses to adhere to a given regulation.

Q-39 How does the WTO address the special needs of developing and the least developed countries?
Ans.  The WTO addresses the special needs and problems of developing and the least developed countries

in the following ways.
(i) Special and Differential Treatment (S&DT) for these countries is incorporated inthe WTO laws and

rules.
(ii) Developing and the least developed countries are generally given longerimplementation time to

conform to their obligations for promotion of freer trade.
(iii)  They are also given more flexibility in matter of compliance with the WTO and special privileges

and permission to phase out the transition period.
(iv) These countries are granted transition periods to make adjustments to the not so familiar and

intricate WTO provisions
(v) Members may violate the principle of MFN to give special market access to developing countries.

Q-40 What are the objectives of the Agreement on Agriculture (AOA)?
Ans. The Agreement on Agriculture (AoA) is an international treaty of the World Trade Organization

negotiated during the Uruguay Round. It contains provisions in three broad areas of agriculture and
trade policy: market access, domestic support and export subsidies. The Agreement aims to:
(i) establish fair and market oriented agricultural trading system, and
(ii) provide for substantial and progressive reduction in agricultural support andexport subsidies

with a view to remove distortion in the world market. These areto be achieved through
enhancement of market access, reduction of domestic support and elimination of export subsidies.

Q-41 Define foreign direct investment (FDI). Mention two arguments made in favour of FDI to developing
economies like India?

Ans. Foreign direct investment is defined as a process whereby the resident of one country (i.e. home
country) acquires ownership of an asset in another country (i.e. the host country) and such movement
of capital involves ownership, control as well as management of the asset in the host country. Direct
investments are real investments in factories, assets, land, inventories etc. and have three components,
viz., equity capital, reinvested earnings and other direct capital in the form of intra-company loans.
Foreign direct investment also includes all subsequent investment transactions between the investor
and the enterprise and among affiliated enterprises, both incorporated and unincorporated. FDI involves
long term relationship and reflects a lasting interest and control. According to the IMF and OECD
definitions, the acquisition of at least ten percent of the ordinary shares or voting power in a public or
private enterprise by non-resident investors makes it eligible to be categorized as FDI. FDI may be
categorized as horizontal, vertical, conglomerate and twoway direct foreign investments which are
reciprocal investments.
Benefits of Foreign Direct Investment
Following are the benefits ascribed to foreign investments:
(i) Entry of foreign enterprises usually fosters competition and generates a competitive environment

in the host country. The domestic enterprises are compelled to compete with the foreign
enterprises operating in the domestic market. This results in positiv e outcomes in the form of
cost-reducing and quality-improving innovations, higher efficiency and increasing variety of better
products and services at lower prices ensuring wider choice and welfare for consumers.
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(ii) International capital allows countries to finance more investment than can besupported by
domestic savings resulting in higher productivity and enhanced output. From the perspective of
emerging and developing countries, FDI can accelerate growth and foster economic development
by providing the much needed capital, technological know-how, management skills and marketing
methods and critical human capital skills in the form of managers and technicians. The spill-over
effects as the new technologies usually spread beyond the foreign corporations. In addition, the
new technology can clearly enhance the recipient country’s production possibilities.

Q-42 Explain the nature of changes in exchange rates and their impact on real economy?
Ans. Changes in exchange rates portray depreciation or appreciation of one currency against another. The

terms, ‘currency appreciation’ and ‘currency depreciation’ describe the movements of the exchange
rate. Currency appreciates when its value increases with respect to the value of another currency or a
basket of other currencies. On the contrary, currency depreciates when its value falls with respect to
the value of another currency or a basket of other currencies. If the Rupee dollar exchange rate changes
from $1 = ` 65 to $1 = ̀  68, the value of the Indian Rupee has diminished or Indian Rupee has depreciated
and the US dollar has appreciated. On the contrary, home-currency appreciation or foreigncurrency
depreciation takes place when there is a decrease in the home currency price of foreign currency (or
alternatively, an increase in the foreign currency price of home currency). The home currency thus
becomes relatively more valuable. Under a floating rate system, if for any reason, the demand curve
for foreign currency shifts to the right representing increased demand for foreign currency, and supply
curve remains unchanged, then the exchange value of foreign currency rises and the domestic currency
depreciates in value.
Following are the impact of exchange rate changes on the real economy:
The developments in the foreign exchange markets affect the domestic economy both directly and
indirectly. All else equal, an appreciation(depreciation) of a country’s currency raises (decreases) the
relative price of its exports and lowers (increases) the relative price of its imports leading to changes
in import and export volumes and consequently on import spending and export revenue. Depreciation
adversely affects importers as they have to pay more domestic currency on the same quantity of
imports ad benefits exporters as forex earnings will fetch more in terms of domestic currency.
For an economy where exports are significantly high, a depreciated currency would mean a lot of gain.
Depreciation of domestic currency primarily decreases the relative price of domestically produced
goods and diverts spending from foreign goods to domestic goods.Increased demand, both for domestic
import-competing goods and for exports encourages economic activity and creates output expansion.
Overall, the outcome of exchange rate depreciation is an expansionary impact on the economy at an
aggregate level.
As a result of depreciation or devaluation, the terms of trade of the nation can rise, fall or remain
unchanged, depending on whether price of exports rises by more than, less than or same percentages
as price of imports. Depreciation also can have a positive impact on country’s trade deficit as it makes
imports more expensive for domestic consumers and exports cheaper for foreigners. However, the
fiscal  health of a country whose currency depreciates is likely to be affected with rising import payments
and consequent rising current account deficit (CAD) and diminished growth prospects of overall
economy.
Depreciation is also likely to fuel consumer price inflation, directly through its effect on prices of
imported consumer goods and also due to increased demand for domestic goods.
The impact will be greater if the composition of domestic consumption baskets consists more of
imported goods. Indirectly, cost push inflation may result through possible escalation in the cost of
imported components and intermediaries used in production.
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When a country’s currency depreciates, production of export goods and import substitutes becomes
more profitable. Therefore, factors of production will be induced to move into the tradable goods
sectors and out of the non tradable goods sectors. By lowering export prices, currency depreciation
helps increase the international competitiveness of domestic industries, increases the volume of
exports, augments windfall profits in export oriented sectors and import-competing industries and
promotes trade balance. If exports originate from labour-intensive industries, increased export prices
will have spiraling effects on wages, employment and income. If inputs and components for
manufacturing are mostly imported and cannot be domestically produced, increased import prices will
increase firms’ cost of production, push domestic prices up and decrease real output.
Foreign capital inflows are characteristically vulnerable to exchange rate fluctuations.
Depreciating currency hits investor sentiments and has radical impact on patterns of international
capital flows. Foreign investors are likely to be indecisive or highly cautious before investing in a
country which has high exchange rate volatility. Foreign direct investment flows are likely to shrink
and foreign portfolio investments are likely to flow into debt and equity. This may shoot up capital
account deficits affecting the country’s fiscal health. Reduced foreign investments also widen the gap
between investments required for growth and actual investments. Over a period of time, unemployment
is likely to mount in the economy.
If investor sentiments are such that they anticipate further depreciation, there may be large scale
withdrawal of portfolio investments and huge redemptions through global exchange traded funds
leading to further depreciation of domestic currency. This may result in a highly volatile domestic
equity market affecting the confidence of domestic investors.
Companies that have borrowed in foreign exchange through external commercial borrowings (ECBs)
but have not sufficiently hedged against foreign exchange risks would also be negatively impacted as
they would require more domestic currency to repay their loans. A depreciated domestic currency
would also increase their debt burden and lower their profits and impact their balance sheets adversely.
Exchange rate fluctuations make financial forecasting more difficult for firms and larger amounts will
have to be earmarked for insuring against exchange rate risks through hedging. Investors who have
purchased a foreign asset, or the corporation which floats a foreign debt, will find themselves facing
foreign exchange risk. However, remittances to homeland by non residents and businesses abroad
fetches more in terms of domestic currency.
In case of foreign currency denominated government debts, currency depreciation will increase the
interest burden and cause strain to the exchequer for repaying and servicing foreign debt.
Depreciation would enhance government revenues from import related taxes, especially if the country
imports more of essential goods. Depreciation would also result in higher amount of local currency for
a given amount of foreign currency borrowings of government.

Q-43 What are the major functions of the WTO? What do you understand by the term ‘Most-favored-nation’
(MFN)?

Ans. The principal objective of the WTO is to facilitate the flow of international trade smoothly, freely, fairly
and predictably. To achieve this, the WTO endeavors:
(i) to set and enforce rules for international trade
(ii) to provide a forum for negotiating and monitoring further trade liberalization
(iii) to resolve trade disputes
(iv) to increase the transparency of decision-making processes
(v) to cooperate with other major international economic institutions involved inglobal economic

management, and
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(vi) to help developing countries benefit fully from the global trading system.
When a country enjoys the best trade terms given by its trading partner it is said to enjoy the Most
Favored Nation (MFN) status. Originally formulated as Article 1 of GATT, this principle of non
discrimination states that any advantage, favour, privilege or immunity granted by any contracting
party to any product originating in or destined for any other country shall be extended immediately
and unconditionally to the like product originating or destined for the territories of all other contracting
parties. Under the WTO agreements, countries cannot normally discriminate between their trading
partners. If a country improves the benefits that it gives to one trading partner, (such as a lower a trade
barrier, or opens up a market), it has to give the same best treatment to all the other WTO members too
in respect of the same goods or services so that they all remain ‘most-favoured’. As per the WTO
agreements, each member treats all the other members equally as “most-favoured” trading partners.

Q-44 Define ‘dumping’? What is meant by an ‘Anti-dumping’ measure?
Ans. Dumping occurs when manufacturers sell goods in a foreign country below the sales prices in their

domestic market or below their full average cost of the product.
Dumping may be persistent, seasonal, or cyclical. Dumping may also be resorted to as a predatory
pricing practice to drive out established domestic producers from the market and to establish monopoly
position. Dumping is international price discrimination favouring buyers of exports, but in fact, the
exporters deliberately forego money in order to harm the domestic producers of the importing country
and to gain market share. This is an unfair trade practice and constitutes a threat to domestic producers.
Anti-dumping measures consist of imposition of additional import duties to offset the effects of
dumping. These measures are initiated as safeguards to offset the foreign firm’s unfair price advantage.
This is justified only if the domestic industry is seriously injured by import competition, and protection
is in the national interest (that is, the associated costs to consumers would be less than the benefits
that would accrue to producers).

Q-45 Explain ‘depreciation’ and ‘appreciation’ of home currency under floating exchange rate.
Ans. Under a floating rate system, home currency depreciates when its value falls with respect to the value

of another currency or a basket of other currencies i.e there is an increase in the home currency price
of the foreign currency. For example, if the Rupee dollar exchange rate in the month of January is $1 =
`70 and ` 72 in June, then the Indian Rupee has depreciated in its value with respect to the US dollar and
the value of US dollar has appreciated in terms of the Indian Rupee.
On the contrary, home currency appreciates when its value increases with respect to the value of
another currency or a basket of other currencies i.e. there is a decrease in the home currency price of
foreign currency. For example, if the Rupee dollar exchange rate in the month of January is $1 = ` 72 and
`70 in June, then the Indian Rup ee has  appreciated in its value with respect to the US dollar and the
value of US dollar has depreciated in terms of the Indian Rupee.

Q-46 Explain the classical theory of Comparative Advantage as given by David Ricardo.
Ans. The law of comparative advantage states that even if one nation is less efficient than (has an absolute

disadvantage with respect to) the other nation in the production of both commodities, there is still
scope for mutually beneficial trade.
The first nation should specialize in the production and export of the commodity in which its absolute
disadvantage is smaller (this is the commodity of its comparative advantage) and import the commodity
in which its absolute disadvantage is greater (this is the commodity of its comparative disadvantage).
Labour differs in its productivity internationally and different goods have different labour requirements,
so comparative labor productivity advantage was Ricardo’s predictor of trade.
The theory can be explained with a simple example
Output per Hour of Labour
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Commodity Country A Country B
Wheat (bushels/hour) 6 1
Cloth (yards/hour) 4 2
 Country B has absolute disadvantage in the production of both wheat and cloth.
However, since B’s labour is only half as productive in cloth but six times less productive in wheat
compared to country A, country B has a comparative advantage in cloth. On the other hand, country A
has an absolute advantage in both wheat and cloth with respect to the country B, but since its absolute
advantage is greater in wheat (6:1) than in cloth (4:2), country A has a comparative advantage in wheat.
According to the law of comparative advantage, both nations can gain if country A specialises in the
production of wheat and exports some of it in exchange for country B’s cloth. Simultaneously, country
B should specialise in the production of cloth and export some of it in exchange for country A’s wheat.
If country A could exchange 6W for 6C with country B, then, country A would gain 2C (or save one-half
hour of labour time) since the country A could only exchange 6W for 4C domestically. The 6W that the
country B receives from the country A would require six hours of labour time to produce in country B.
With trade, country B can instead use these six hours to produce 12C and give up only 6C for 6W from
the country A. Thus, the country B would gain 6C or save three hours of labour time and country A
would gain 2C. However, the gains of both countries are not equal.
Country A would gain if it could exchange 6W for more than 4C from country B; because 6W for 4 C is
what it can exchange domestically (both require the same one hour labour time). The more C it gets,
the greater would be the gain from trade.Conversely, in country B, 6W = 12C (in the sense that both
require 6 hours to produce). Anything less than 12C that country B must give up to obtain 6W from
country A represents a gain from trade for country B. To summarize, country A gains to the extent that
it can exchange 6W for more than 4C from the country B. country B gains to the extent that it can give up
less than 12C for 6W from the country A. Thus, the range for mutually advantageous trade is 4C < 6W <
12C.

Q-47 Describe the limitations of fiscal policy.
Ans. The following are the significant limitations in respect of choice and implementation of fiscal policy.

1. One of the biggest problems with using discretionary fiscal policy to counteract fluctuations is the
different types of lags involved in fiscal-policy action. There are significant lags such as recognition
lag, decision lag, implementation lag and impact lag.

2. Fiscal policy changes may at times be badly timed due to the various lags so that it is highly
possible that an expansionary policy is initiated when the economy is already on a path of recovery
and vice versa.

3. There are difficulties in instantaneously changing governments’ spending and taxation policies.
4. It is practically difficult to reduce government spending on various items such as defence and

social security as well as on huge capital projects which are already midway.
5. Public works cannot be adjusted easily along with movements of the trade cycle because many

huge projects such as highways and dams have long gestation period. Besides, some urgent
public projects cannot be postponed for reasons of expenditure cut to correct fluctuations caused
by business cycles.

 6. Due to uncertainties, there are difficulties of forecasting when a period of inflation or deflation
may set in and also promptly determining the accurate policy to be undertaken.

7. There are possible conflicts between different objectives of fiscal policy such that a policy designed
to achieve one goal may adversely affect another. For example, an expansionary fiscal policy may
worsen inflation in an economy
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8. Supply-side economists are of the opinion that certain fiscal measures will cause disincentives.
For example, increase in profits tax may adversely affect the incentives of firms to invest and an
increase in social security benefits may adversely affect incentives to work and save.

9. Deficit financing increases the purchasing power people. The production of goods and services,
especially in under developed countries may not catch up simultaneously to meet the increased
demand. This will result in prices spiraling beyond control.

10. Increase is government borrowing creates perpetual burden on even future generations as debts
have to be repaid. If the economy lags behind in productive utilization of borrowed money,
sufficient surpluses will not be generated for servicing debts. External debt burden has been a
constant problem for India and many developing countries.

11. An increase in the size of government spending during recessions will ‘crowdout’ private spending
in an economy and lead to reduction in an economy’s ability to self-correct from the recession,
and possibly also reduce the economy’s prospects of long-run economic growth.

12. If governments compete with the private sector to borrow money for spending, it is likely that
interest rates will go up, and firms’ willingness to invest may be reduced. Individuals too may be
reluctant to borrow and spend and the desired increase in aggregate demand may not be realized.

Q-48 How does international trade Increase economic efficiency? Explain
Ans. International trade is a powerful stimulus to economic efficiency and contributes to economic growth

and rising incomes.
(i) The wider market made possible owing to trade induces companies to reap the quantitative and

qualitative benefits of extended division of labour. As a result, they would enlarge their
manufacturing capabilities and benefit from economies of large scale production.

(ii) The gains from international trade are reinforced by the increased competition that domestic
producers are confronted with on account of internationalization of production and marketing
requiring businesses to invariably compete against global businesses. Competition from foreign
goods compels manufacturers, especially in developing countries, to enhance competitiveness
nd profitability by adoption of cost reducing technology and business practces. Efficient
deployment of productive resources to their best uses is a direct economic advantage of foreign
trade. Greater efficiency in the use of natural, human, industrial and financial resources ensures
productivity gains.
Since international trade also tends to decrease the likelihood of domestic monopolies, it is
always beneficial to the community.

(iii) Trade provides access to new markets and new materials and enables sourcing of inputs and
components internationally at competitive prices. Also, international trade enables consumers
to have access to wider variety of goods and services that would not otherwise be available. It
also enables nations to acquire foreign exchange reserves necessary for imports which are crucial
for sustaining their economies.

(iv) International trade enhances the extent of market and augments the scope for mechanization
and specialisation.

 (v) Exports stimulate economic growth by creating jobs, reducing poverty and augmenting factor
incomes and in so doing raising standards of livelihood and overall demand for goods and services.

(vi) Employment generating investments, including foreign direct investment, inevitably follow trade.
(vii) Opening up of new markets results in broadening of productive base and facilitates export

diversification.
(viii) Trade also contributes to human resource development, facilitates fundamental and applied

research and exchange of know-how and best practices between trade partners.
(ix) Trade strengthens bonds between nations by bringing citizens of different countries together in

mutually beneficial exchanges and thus promotes harmony and cooperation among nations.
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Q-49 What is meant by ‘Mixed tariffs’?
Ans. Mixed tariffs are expressed either on the basis of the value of the imported goods (an ad valorem rate)

or on the basis of a unit of measure of the imported goods (a specific duty) depending on which
generates the most income (or least income at times) for the nation. For example, duty on cotton: 5 per
cent ad valorem 0r ‘ 3000/ per tonne, whichever is higher.

Q-50 Using suitable diagram, explain, how the nominal exchange rate between two countries is determined’?
Ans. Under a floating exchange rate system, the supply of and demand for foreign exchange in the domestic

foreign exchange market determine the external value of the domestic currency, or in other words, a
country’s nominal exchange rate. Similar to any standard market, the exchange market also faces a
downward-sloping demand curve and an upward-sloping supply curve.

Determination of Nominal Exchange Rate
The equilibrium rate of exchange is determined by the interaction of the supply and demand for a
particular foreign currency. In the figure above, the demand curve (D$) and supply curve (S$) of dollars
intersect to determine equilibrium exchange rate eeq with Qe as the equilibrium quantity of dollars
exchanged.

Q-51 Explain with example how Ad Valorem Tariff is levied.
Ans. An ad valorem tariff is a duty or other charges levied on an import item on the basis of its value and not

on the basis of its quantity, size, weight, or any other factor.
It is levied as a constant percentage of the monetary value of one unit of the imported good. For
example, a 20% ad valorem tariff on a computer generates `2,000/ government revenue from tariff on
each imported computer priced at `10,000/ in the world market. If the price of computer rises to `
20,000, then it generates a tariff of ` 4,000/

Q-52 What are the modes of Foreign Direct Investment (FDI)?
Ans. Modes of foreign direct investment (FDI)

Foreign direct investment is defined as the process whereby the resident of one country (i.e. home
country) acquires more than 10 percent ownership of an asset in another country (i.e. the host country)
and such movement of capital involves ownership, control as well as management of the asset in the
host country. Various modes are:
(i) Opening of a subsidiary or associate company in a foreign country,
(ii) Equity injection into an overseas company,
(iii) Acquiring a controlling interest in an existing foreign company,
(iv) Mergers and acquisitions (M&A)
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(v) Joint venture with a foreign company.
(vi) Green field investment (establishment of a new overseas affiliate for freshly starting production

by a parent company).
Q-53 The Nominal Exchange rate of India is ` 56/1 $, Price Index in India is 116 andPrice Index in USA is 112.

What will be the Real Exchange Rate of India?
Ans. The ‘real exchange rate’ describes ‘how many’ of a good or service in one country can be traded for

‘one’ of that good or service in a foreign country. Thus it incorporates changes in prices.

Domestic price index
Real Exchange rate = Nominal exchange rate ×

Foreign price index

116
= 56 × = 58

112
Q-54 “World Trade Organisation (WTO) has a three-tier system of decision making.”Explain.
Ans. The World Trade Organization has a three- tier system of decision making. The WTO’s top level decision-

making body is the Ministerial Conference which can take decisions on all matters under any of the
multilateral trade agreements.
The Ministerial Conference meets at least once every two years. The next level is the General Council
which meets several times a year at the Geneva headquarters.
The General Council also meets as the Trade Policy Review Body and the Dispute Settlement Body. At
the next level, the Goods Council, Services Council and Intellectual Property (TRIPS) Council report to
the General Council. These councils are responsible for overseeing the implementation of the WTO
agreements in their respective areas of specialisation. The three also have subsidiary bodies.
Numerous specialized committees, working groups and working parties deal with the individual
agreements.

Q-55 List the point of difference between fixed exchange rate and floating exchange rate.
Ans.

Fixed Exchange Rate Floating Exchange Rate
A fixed exchange rate, also Under floating exchange rate regime, the
referred to as pegged exchange equilibrium value of the exchange rate of a
rate, is an exchange rate regime country’s currency is market-determined i.e. the
under which a country’s central demand for and supply of currency relative to
bank and/ or government other currencies determine the exchange rate.
announces or decrees what its
currency will be worth in terms of
either another country’s currency
or a basket of currencies or
another measure of value, such
as gold.
In order to maintain the exchange There is no interference on the part of the
rate at the predetermined level, government or the central bank of the country in
the central bank intervenes in the the determination of exchange rate. Any
foreign exchange market interference in the foreign exchange market on

the part of the government or central bank would
be only for moderating the rate of change

-464- Chapter-4 : International Trade

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


Q-56 Describe deterrents to Foreign Direct Investment (FDI) in the country.
Ans. Deterrents to Foreign Direct Investment (FDI)

(i) Poor macro-economic environment, such as, infrastructure lags, high rates of inflation and
continuing instability, balance of payment deficits, exchange rate volatility, unfavourable tax
regime (including double taxation), small size of market and lack of potential for its growth and
poor track-record of investments.

(ii) Unfavourable resource and labour market conditions such as poor natural and human resources,
rigidity in the labour market, low literacy, low labour skills, language barriers and high rates of
industrial disputes

(iii) Unfavourable legal and regulatory framework such as absence of well-defined property rights,
lack of security to life and property, stringent regulations, cumbersome legal formalities and
delays, bureaucracy and corruption and political instability.

(iv) Lack of host country trade openness viz. lack of openness, prevalence of nontariff barriers, lack of
a general spirit of friendliness towards foreign investors, lack of facilities for immigration and
employment of foreign technical and administrative personnel.

Q-57 Describe the objectives of World Trade Organization (WTO).
Ans. Objectives of World Trade Organization (WTO):The WTO aims to facilitate the flow of international

trade smoothly, freely, fairly andpredictably for the benefit of all. The chief objectives of WTO are:
• to set and enforce rules for international trade
• to provide a forum for negotiating and monitoring further trade liberalization
• to resolve trade disputes
• to increase the transparency of decision-making processes
• to cooperate with other major international economic institutions involved in global economic

management and
• to help developing countries to get benefit fully from the global trading system

Q-58 Examine why General Agreement in Tariff & Trade (GATT) lost its relevance.
Ans. The GATT lost its relevance by 1980s because:

• It was obsolete to the fast evolving contemporary complex world trade scenario characterized by
emerging globalisation

• International investments had expanded substantially
• Intellectual property rights and trade in services were not covered by GATT
• World merchandise trade increased by leaps and bounds and was beyond its scope
• The ambiguities in the multilateral system could be heavily exploited
• Efforts at liberalizing agricultural trade were not successful
• There were inadequacies in institutional structure and dispute settlement system
• It was not a treaty and therefore terms of GATT were binding only insofar as they are not incoherent

with a nation’s domestic rules
Q-59  How do import tariffs affect International Trade?
Ans. Demerits of Tariffs in International Trade:

Tariffs are the most visible and universally used trade measures that determine market access for
goods. Tariffs are aimed at altering the relative prices of goods and services imported, so as to contract
the domestic demand and thus regulate the volume of their imports.
(i) Tariff barriers create obstacles to international trade, decrease the volume of imports and of

international trade.
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(ii) The prospect of market access of the exporting country is worsened when an importing country
imposes a tariff.

(iii) By making imported goods more expensive, tariffs discourage domestic consumption of imported
foreign goods and therefore imports are discouraged.

(iv) Tariffs create trade distortions by disregarding comparative advantage and prevent countries
from enjoying gains from trade arising from comparative advantage. Thus, tariffs discourage
efficient production in the rest of the world and encourage inefficient production in the home
country.

Q-60(a) Explain how a tariff levied on an imported product affects both the country exporting a product and the
country importing that product.

(b) Why GATT lost its relevance by 1980?
Ans.(a) A tariff levied on an imported product affects both the country exporting a product and the country

importing that product. (i) Tariff barriers create obstacles to trade, decrease the volume of imports and
exports and therefore of international trade. The prospect of market access of the exporting country is
worsened when an importing country imposes a tariff. (ii) By making imported goods more expensive,
tariffs discourage domestic consumers from consuming imported foreign goods. Domestic consumers
suffer a loss in consumer surplus because they must now pay a higher price for the good and also
because compared to free trade quantity, they now consume lesser quantity of the good. (iii) Tariffs
encourage consumption and production of the domestically produced import substitutes and thus
protect domestic industries. (iv)Producers in the importing country experience an increase in well-
being as a result of imposition of tariff. The price increase of their product in the domestic market
increases producer surplus in the industry. They can also charge higher prices than would be possible
in the case of free trade because foreign competition has reduced. (v) The price increase also induces
an increase in the output of the existing firms and possibly addition of new firms due to entry into the
industry to take advantage of the new high profits and consequently an increase in employment in the
industry. (vi)Tariffs create trade distortions by disregarding comparative advantage and prevent
countries from enjoying gains from trade arising from comparative advantage. Thus, tariffs discourage
efficient production in the rest of the world and encourage inefficient production in the home country.
(vii) Tariffs increase government revenues of the importing country by the value of the total tariff it
charges.

(b) The GATT lost its relevance by 1980s because-
(i) It was obsolete to the fast evolving contemporary complex world trade scenario characterized by

emerging globalization.
(ii) International investments had expanded substantially.
(iii) Intellectual property rights and trade in services were not covered by GATT.
(iv) World merchandise trade increased by leaps and bounds and was beyond its scope.
(v) The ambiguities in the multilateral system could be heavily exploited.
(vi) Efforts at liberalizing agricultural trade were not successful.
(vii) There were inadequacies in institutional structure and dispute settlement system.
(viii) It was not a treaty and therefore terms of GATT were binding only insofar as they are not incoherent

with a nation’s domestic rules.
Q-61 Even if one nation is less efficient than the other nation in the production of all commodities, there is

still scope for mutually beneficial trade. Explain in detail.
Ans. Yes, there is still scope for mutually beneficial trade. The first step is that nation should specialize in

the production and export of the commodity in which its absolute disadvantage is smaller and import
the commodity in which its absolute disadvantage is greater. This can be explained with the help of an
example (Theory of Comparative Advantage).
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Q-62 Many apprehensions have been raised in respect of the WTO and its ability to maintain and extend a
system of liberal world trade. Comment.

Ans. The major issues are:
(i)  The progress of multilateral negotiations on trade liberalization is very slow and the requirement

of consensus among all members acts as a constraint and creates rigidity in the system. As a result,
countries find regionalism a plausible alternative.

(ii) The complex network of regional agreements introduces uncertainties and murkiness in the
global trade system.

(iii) While multilateral efforts have effectively reduced tariffs on industrial goods, the achievement
in liberalizing trade in agriculture, textiles, and apparel, and in many other areas of international
commerce has been negligible.

(iv) The latest negotiations, such as the Doha Development Round, have run into problems, and their
definitive success is doubtful.

(v) Most countries, particularly developing countries are dissatisfied with the WTO because, in
practice, most of the promises of the Uruguay Round agreement to expand global trade has not
materialized.

(vi) The developing countries have raised a number of concerns and a few are presented here:
• The real expansion of trade in the three key areas of agriculture, textiles and services has

been dismal.
• Protectionism and lack of willingness among developed countries to provide market access

on a multilateral basis has driven many developing countries to seek regional alternatives.
• The developing countries have raised a number of issues in the Doha Agenda in respect of

the difficulties that they face in implementing the present agreements.
• The North-South divide apparent in the WTO ministerial meets has fuelled the apprehension

of developing countries about the prospect of trade expansion under the WTO regime.
• Developing countries complain that they face exceptionally high tariffs on selected products

in many markets and this obstructs their vital exports.
• Another major issue concerns ‘tariff escalation’ where an importing country protects its

processing or manufacturing industry by setting lower duties on imports of raw materials
and components, and higher duties on finished products.

• There is also possible erosion of preferences i.e. the special tariff concessions granted by
developed countries on imports from certain developing countries have become less
meaningful because of the narrowing of differences between the normal and preferential
rates.

• The least-developed countries find themselves disproportionately disadvantaged and
vulnerable with regard to adjustments due to lack of human as well as physical capital, poor
infrastructure, inadequate institutions, political instabilities etc.

Q-63 Explain the principle motivations of a country seeking FDI?
Ans. Motivations for a country seeking investments occurs when:

I. Producers have saturated sales in their home market
II. Firms want to ensure market growth and to find new buyers and larger markets with sizable

population.
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III. Technological developments and economies arising from large scale production necessitate greater
ability of the market to support the expected demand on which the investment is based. The
minimum size of market needed to support technological development in certain industries is
sometimes larger than the largest national market.

IV. There are substantial barriers to exporting from the home country
V. Firms identify country-specific consumer preferences and favourable structure of markets

elsewhere.
VI. Firms realize that their products are unique or superior and that there is scope for exploiting this

opportunity by extending to other regions.
Q-64 Explain the term ‘real exchange rate’.
Ans. The Real Exchange Rate (RER) compares the relative price of the consumption baskets of two countries,

i.e. it describes ‘how many’ of a good or service in one country can be traded for ‘one’ of that good or
service in a foreign country. Unlike nominal exchange rate which assumes constant prices of goods and
services, the real exchange rate incorporates changes in prices. The real exchange rate therefore is the
exchange rate times the relative prices of a market basket of goods in the two countries and is calculated
as:

Domestic Price IndexReal exchange rate = Nominal exchange rate X
Foreign Price Index

Q-65 Explain the key features of modern theory of international trade.
Ans. The Heckscher-Ohlin theory of trade, also referred to as Factor-Endowment Theory of Trade or Modern

Theory of Trade, emphasises the role of a country’s factor endowments in explaining the basis for its
trade. ‘Factor endowment’ refers to the overall availability of usable resources including both natural
and man-made means of production.
If two countries have different factor endowments under identical production function and identical
preferences, then the difference in factor endowment results in two countries having different factor
prices and different cost functions. In this model a country’s advantage in production arises solely from
its relative factor abundance. Thus, comparative advantage in cost of production is explained exclusively
by the differences in factor endowments of the nations.
According to this theory, international trade is but a special case of inter-regional trade. Different
regions have different factor endowments, that is, some regions have abundance of labour, but scarcity
of capital; whereas other regions have abundance of capital, but scarcity of labour. Thus, each region is
suitable for the production of those goods for whose production it has relatively plentiful supply of the
requisite factors. The theory states that a country’s exports depend on its resources endowment i.e.
whether the country is capital-abundant or labour-abundant. A country which is capital-abundant will
export capital-intensive goods. Likewise, the country which is labor-abundant will export labour-
intensive goods.
The Heckscher-Ohlin Trade Theorem establishes that a country tends to specialize in the export of a
commodity whose production requires intensive use of its abundant resources and imports a
commodity whose production requires intensive use of its scarce resources.
The Factor-Price Equalization Theorem which is a corollary to the Heckscher-Ohlin trade theory states
that in the absence of foreign trade, it is quite likely that factor prices are different in different countries.
International trade equalizes the absolute and relative returns to homogenous factors of production
and their prices. This implies that the wages and rents will converge across the countries with free
trade, or in other words, trade in goods is a perfect substitute for trade in factors. The Heckscher-Ohlin
theorem thus postulates that foreign trade eliminates the factor price differentials.
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Q-66 The price index for exports of Bangladesh in the year 2018-19 (based on 2010-11) was 233.73 and the
price index for imports of it was 220.50 (based on 2010-11)
(i)   What do these figures mean ?
(ii)  Calculate the index of terms of trade for Bangladesh.
(iii) How would you interpret the index of terms of trade for Bangladesh ?

Ans.(i) The figures represent foreign trade price indices which are compiled using prices of specified group of
commodities exported from and imported by Bangladesh in the year 2018-19. Both indices have a base
year of 2010 -11 (=100) and the price changes are measured in relation to that figure. In the current year,
the import price index of 220.50 indicates that there has been a 120.50 percent increase in price since
2010-11 and export price index shows that there is 133.73 percent increase in export prices. These
indices track the changes in the price which firms and countries receive / pay for products they export/
import and can be used for assessing the impact of international trade on the domestic economy.

(ii) Terms of trade for Bangladesh (ToT) is given by

Price index of Bangladesh exportTerms of Trade = ×100
Price index of Bangladesh import

=
233.73

×100 =106
220.50

(iii) ‘Terms of trade’ is defined as the ratio between the index of export prices and the index of import
prices. It is the relative price of a country’s exports in terms of its imports and can be interpreted as the
amount of import goods an economy can purchase per unit of export goods. If the export prices increase
more than the import prices, a country has positive terms of trade, because for the same amount of
exports, it can purchase more imports.
In the given problem, with a ToT of 106, a unit of exports by Bangladesh will buy six percent more of
imports. In other words, from the sale of home produced goods at higher export prices and the purchase
of foreign produced goods at lower prices, trade will result in Bangladesh obtaining a greater volume
of imported products for a given volume of the exported product. This indicates increased welfare for
Bangladesh.

Q-67 How does the WTO agreement ensure market access ?
Ans. The principal objective of the WTO is to facilitate the flow of international trade smoothly, freely, fairly

and predictably. The WTO agreement aims to increase world trade by enhancing market access by the
following:
(i) The agreement specifies the conduct of trade without discrimination. The Most-favoured-nation

(MFN) principle holds that if a country lowers a trade barrier or opens up a market, it has to do so
for the same goods or services from all other WTO members.

(ii) The National Treatment Principle requires that a country should not discriminate between its
own and foreign products, services or nationals. With respect to internal taxes, internal laws, etc.
applied to imports, treatment not less favourable than that which is accorded to like domestic
products must be accorded to all other members.

(iii) The principle of general prohibition of quantitative restrictions
(iv) By converting all non- tariff barriers into tariffs which are subject to country specific limits.
(v) The imposition of tariffs should be only legitimate measures for the protection of domestic

industries, and tariff rates for individual items are being gradually reduced through negotiations
‘on a reciprocal and mutually advantageous’ basis.
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(vi) In major multilateral agreements like the Agreement on Agriculture (AOA), specific targets have
been specified for ensuring market access.

Q-68 What is ‘Recessionary Gap’ ?
OR

What is meant by ‘Bound tariff ?
Ans. A recessionary gap, also known as a contractionary gap, is said to exist if the existing levels of aggregate

production is less than what would be produced with full employment of resources. It is a measure of
output that is lost when actual national income falls short of potential income, and represents the
difference between the actual aggregate demand and the aggregate demand which is required to
establish the equilibrium at full employment level of income. This gap occurs during the contractionary
phase of business-cycle and results in higher rates of unemployment. In other words, a recessionary
gap occurs when the aggregate demand is not sufficient to create conditions of full employment.

OR
A bound tariff is a tariff which a WTO member binds itself with a legal commitment not to raise it above
a certain level. By binding a tariff, often during negotiations, the members agree to limit their right to
set tariff levels beyond a certain level. The bound rates are specific to individual products and represent
the maximum level of import duty that can be levied on a product imported by that member. A member
is always free to impose a tariff that is lower than the bound level. Once bound, a tariff rate becomes
permanent and a member can only increase its level after negotiating with its trading partners and
compensating them for possible losses of trade. A bound tariff ensures transparency and predictability
in trade.

Q-69  Differentiate Crawling Peg and Crawling Bands.
Ans. Currency is adjusted periodically in small amounts at a fixed; pre announced rate in response to changes

in certain quantitative indicators is called Crawling Peg. On the other hand, when currency is maintained
within certain fluctuation margins say (±1-2 %) around a central rate that is adjusted periodically is
Crawling Bands.

Q-70 Countries China and India have a total of 6000 hours each of labour available each day to produce shirts
and trousers. Both countries use equal number of hours on each good each day.
China produces 1000 shirts and 300 trousers per day. India produces 300 shirts and 200 trousers per day.
In the absence of trade:
i. Which country has absolute advantage in producing Shirts and Trousers?
ii. Which country has comparative advantage in producing Shirts and Trousers?

Ans. Goods produced by each country
Country Shirts Trousers
China 1000 300
India 300 200
Each country has 6000 hours of labour and uses 3000 hours each for both the goods. Therefore, the
number of hours spent per unit on each good
Country Shirts Trousers
China 3 10
India 10 15
Since China produces both goods in less time, it has absolute advantage in both shirts and trousers.
Comparative advantage: Comparing the opportunity costs of both goods we have
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China
Opportunity cost of Shirts 3/10 = 0.3
Opportunity cost of Trousers 10/3 =3.33
India
Opportunity cost of Shirts 10/15 = 0.67
Opportunity cost of Trousers 15/10 =1.5
For producing shirts
China has lower opportunity cost for producing shirts, therefore China has comparative advantage
For producing Trousers
India has lower opportunity cost for producing Trousers, therefore India has comparative advantage.

Q-71 Differentiate Trade- Related Investment Measures (TRIMS) and Trade-Related Aspects of Intellectual
Property Rights (TRIPS).

Ans. Trade-Related Investment Measures (TRIMs) is an agreement on trade related investment measures
which specifies the rule that are applicable to domestic regulation a country applies to foreign investors.
The agreement is applicable to all the members of WTO. It expands disciplines governing investment
measures in relation to cross-border investments by stipulating that countries receiving foreign
investments shall not impose investment measures such as requirements, conditions and restrictions
inconsistent with the provisions of the principle of national treatment and general elimination of
quantitative restrictions. On the other hand, Trade - Related Aspects of Intellectual Property Rights
(TRIPS) is an international agreement among various members of WTO on intellectual property rights.
It is one of the most comprehensive multilateral agreements on intellectual rights. It stipulates most
-favoured-nation treatment and national treatment for intellectual properties, such as copyright,
trademarks, geographical indications, industrial designs, patents, IC layout designs and undisclosed
information.

Q-72 Describe the different types of agreements that take place during the negotiations of trade?
Ans. Trade negotiations result in different types of agreements. These agreements are-

Unilateral trade agreements- under which an importing country offers trade incentives in order to
encourage the exporting country to engage in international economic activities. E.g. Generalized System
of Preferences.
Bilateral agreements- agreements which set rules of trade between two countries, two blocs or a bloc
and a country. These may be limited to certain goods and services or certain types of market entry
barriers. E.g. EU-South Africa Free Trade Agreement; ASEAN–India Free Trade Area.
Regional Preferential Trade Agreements- agreements that reduce trade barriers on a reciprocal and
preferential basis for only the members of the group. E.g. Global System of Trade Preferences among
Developing Countries (GSTP).
Trading bloc- A group of countries that have a free trade agreement between themselves and may
apply a common external tariff to other countries. Example: Arab League (AL), European Free Trade
Association (EFTA).
Free-trade area- is a group of countries that eliminate all tariff barriers on trade with each other and
retains independence in determining their tariffs with non-members. Example: NAFTA.
Customs union -A group of countries that eliminate all tariffs on trade among themselves but maintain
a common external tariff on trade with countries outside the union (thus technically violating MFN).
E.g. EC, MERCOSUR.
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Common market- A common market deepens a customs union by providing for the free flow of factors
of production (labor and capital) in addition to the free flow of outputs. The member countries attempt
to harmonize some institutional arrangements and commercial and financial laws and regulations
among themselves. There are also common barriers against non-members (E.g., EU, ASEAN).

In an Economic and Monetary Union- members share a common currency and macroeconomic policies.
For E.g., the European Union countries implement and adopt a single currency.

Q-73 Into how many parts are FDIs categorized according to the nature of foreign investment? Describe
them.

Ans. Based on the nature of foreign investments, FDI may be categorized into three parts as horizontal,
vertical or conglomerate.

(i) A horizontal direct investment is said to take place when the investor establishes the same type of
business operation in a foreign country as it operates in its home country, for example, a cell
phone service provider based in the United States moving to India to provide the same service.

(ii) A vertical investment is one under which the investor establishes or acquires a business activity in
a foreign country which is different from the investor’s main business activity yet in some way
supplements its major activity. For example; an automobile manufacturing company may acquire
an interest in a foreign company that supplies parts or raw materials required for the company.

(iii) A conglomerate type of foreign direct investment is one where an investor makes a foreign
investment in a business that is unrelated to its existing business in its home country. This is often
in the form of a joint venture with a foreign firm already operating in the industry as the investor
has no previous experience.

Q-74 What does the Agreement on Trade-Related Investment Measures (TRIMs) stipulate?

Ans. Agreement on TRIMS establishes discipline governing investment measures in relation to cross-border
investments by stipulating that countries receiving foreign investments shall not impose investment
measures such as requirements, conditions and restrictions inconsistent with the provisions of the
principle of national treatment and general elimination of quantitative restrictions.

Q-75 Countries Rose Land and Daisy land have a total of 4000 hours each of labour available each day to
produce shirts and trousers. Both countries use equal number of hours on each good each day. Rose
Land produces 800 shirts and 500 trousers per day. Daisy land produces 500 shirts and 250 trousers per
day.

In the absence of trade:

i. Which country has absolute advantage in producing shirts or trousers?

ii. Which country has comparative advantage in producing shirts or trousers?

Ans. Goods produced by each country

Country Shirts Trousers

Rose Land 800 500

Daisy Land 500 250

Each country has 4000 hours of labour and uses 2000 hours each for both the goods. Therefore, the
number of hours spent per unit on each good
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Country Shirts Trousers

Rose Land 2.5 4

Daisy Land 4 8
Since Rose Land produces both goods in less time, it has absolute advantage in both shirts and trousers.
Comparative advantage; comparing the opportunity costs of both goods we have
Rose Land
Opportunity cost of Shirts 2.5/4 = 0.625
Opportunity cost of Trousers 4/2. 5 =1.6
Daisy Land
Opportunity cost of Shirts 4/8 = 0.5
Opportunity cost of Trousers 8/4 =2
For producing shirts
Daisy Land has lower opportunity cost for producing shirts, therefore Daisy Land has comparative
advantage
For producing Trousers
Rose Land has lower opportunity cost for producing Trousers, therefore Rose Land has comparative
advantage.

UNIT-1
Q-76 What are the reason for superiority of Hecksher Ohlin theory of International Trade over the theory

of comparative advantage?
Ans.  The law of comparative advantage states that even if one nation is less efficient than the other nation

in the production of all commodities, there is still scope for mutually beneficial tra de. The first nation
should specialize in the production and export of the commodity in which its absolute disadvantage is
smaller and import the commodity in which its absolute disadvantage is greater.
Ricardo based his law of comparative advantage on the ‘labour theory of value’, which assumes that
the value or price of a commodity depends exclusively on the amount of labour going into its production.
This is quite unrealistic because labour is not the only factor of production, nor is it used in the same
fixed proportion in the production of all commodities.
The Heckscher-Ohlin theory of trade states that comparative advantage in cost of production is explained
exclusively by the differences in factor endowments of the nations. In a general sense of the term,
‘factor endowment’ refers to the overall availability of usable resources including both natural and
man-made means of production. Nevertheless, in the exposition of the modern theory, only the two
most important factors—labour and capital—are taken into account.
The Heckscher-Ohlin Trade Theorem establishes that a country tends to specialize in the export of a
commodity whose production requires intensive use of its abundant resources and imports a
commodity whose production requires intensive use of its scarce resources.

Q-77 Briefly explain the advantages of two key concepts of New Trade theories to countries when importing
goods to compete with products from the home country.

Ans. New Trade Theory helps in understanding why developed and big countries trade partners are when
they are trading similar goods and services. This is particularly true in key economic sectors such as
electronics, IT, food, and automotive.
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According to New Trade Theory, two key concepts give advantages to countries that import goods to
compete with products from the home country:
• Economies of Scale: As a firm produces more of a product, its cost per unit keeps going down. So,

if the firm serves domestic as well as foreign market instead of just one, then it can reap the
benefit of large scale of production consequently the profits are likely to be higher.

• Network effects refer to the way one person’s value for a good or service is affected by the value
of that good or service to others. The value of the product or service is enhanced as the number of
individuals using it increases. A good example will be Mobile App such as What’s App and software
like Microsoft Windows.

Q-78 ‘The Heckscher Ohlin theory of Foreign Trade’ can be stated in the form of two theorems. Explain those
briefly.

Ans. The ‘Heckscher-Ohlin theory of foreign trade ‘can be stated in the form of two theorems namely,
(a) Heckscher-Ohlin Trade Theorem and
(b) Factor-Price Equalization Theorem.
The Heckscher-Ohlin Trade Theorem establishes that a country’s exports depend on the endowment
of resources it has i.e. whether the country is capital-abundant or labour-abundant. If a country is a
capital abundant one, it will produce and export capital-intensive goods relatively more cheaply than
other countries. Likewise, a labour-abundant country will produce and export labour-intensive goods
relatively more cheaply than another country.
Countries tend to specialize in the export of a commodity whose production requires intensive use of
its abundant resources and imports a commodity whose production requires intensive use of its scarce
resources. The cause of difference in the relative prices of goods is the difference the amount of factor
endowments, like capital and labour, between two countries.
The ‘Factor-Price Equalization’ Theorem postulates that if the prices of the output of goods are equalised
between countries engaged in free trade, then the price of the input factors will also be equalised
between countries. In other words,international trade eliminates the factor price differentials and
tends to equalize the absolute and relative returns to homogenous factors of production and their
prices.
Thus, the wages of homogeneous labour and returns to homogeneous capital will be the same in all
those nations which engage in trading.

Q-79 Briefly explain the New Trade Theory and its importance.
Ans. New Trade Theory (NTT) is an economic theory that was developed in the 1970s as away to understand

international trade patterns. NTT helps in understanding whydeveloped and big countries are trade
partners when they are trading similar goods and services. These countries constitute more than 50%
of world trade.
This is particularly true in key economic sectors such as electronics, IT, food, and automotive. We have
cars made in the India, yet we purchase many cars made in other countries.
These are usually products that come from large, global industries that directly impact international
economies. The mobile phones that we use are a good example. India produces them and also imports
them. NTT argues that, because of substantial economies of scale and network effects, it pays to
export phones to sell in another country. Those countries with the advantages will dominate the
market, and the market takes the form of monopolistic competition.
Monopolistic competition tells us that the firms are producing a similar product that isn‘t exactly the
same, but awfully close. According to NTT, two key concepts give advantages to countries that import
goods to compete with products from the home country . These are:
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Economies of Scale: As a firm produces more of a product, its cost per unit keeps going down. So if the
firm serves domestic as well as foreign market instead of just one, then it can reap the benefit of large
scale of production consequently the profits are likely to be higher.
Network effects refer to the way one person’s value for a good or service is affected by the value of
that good or service to others. The value of the product or service is enhanced as the number of
individuals using it increases. This is also referred to as the ‘bandwagon effect’. Consumers like more
choices, but they also want products and services with high utility, and the network effect increases
utility obtained from these products over others. A good example will be Mobile App such as what’s
App and software like Microsoft Windows.

UNIT-2
Q-80 What is the effect of New Trade Policy on Industries?
Ans.  New Trade Policy helps in understanding why developed and big countries trade partners are when

they aretrading similar goods and services. These countries constitute more than 50% of world trade.
This is particularly true in key economic sectors such as electronics, IT, food, and automotive. NTT
argues that, because of substantial economies of scale and network effects, it pays to export phones to
sell in another country. Those countries with the advantages will dominate the market, and the market
takes the form of monopolistic competition.
According to NTT, two key concepts give advantages to countries that import goods to compete with
products from the home country:
Economies of Scale: As a firm produces more of a product, its cost per unit keeps going down. So, if the
firm serves domestic as well as foreign market instead of just one, then it can reap the benefit of large
scale of production consequently the profits are likely to be higher.
Network effects refer to the way one person’s value for a good or service is affected by the value of
that good or service to others. The value of the product or service is enhanced as the number of
individuals using it increases. This is also referred to as the ‘bandwagon effect’. Consumers like more
choices, but they also want products and services with high utility, and the network effect increases
utility obtained from these products over others.

Q-81 What are the export related measures as an instrument of Trade Policy?
Ans. Trade Policy encompasses all instruments that government may use to promote or restrict imports and

exports.
Export related measures are:
 1. Ban on export.
2. Export Taxes.
3. Export Subsidies and incentives.
4. Voluntary Export Restraints
Over the past few decades, significant transformations are happening in terms of growth as well as
terms of flows and pattern of global trade. The increasing importance of developing countries has
been a salient feature of the shitting global trade patterns.

Q-82 Explain in brief any four effects of Tariffs on importing and exporting countries.
Ans. Tariffs, also known as customs duties, are basically taxes or duties imposed on goods and services

which are imported or exported. They are the most visible and universally used trade measures that
determine market access for goods. Instead of a single tariff rate, countries have a tariff schedule
which specifies the tariff collected on every particular good and service.
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Effect of tariff on importing and exporting countries is as follows:
• Tariff barriers create obstacles to trade, decrease the volume of imports and exports and therefore

of international trade. The prospect of market access of the exporting country is worsened when
an importing country imposes a tariff.

• By making imported goods more expensive, tariffs discourage domestic consumers from
consuming imported foreign goods. Domestic consumers suffer a loss in consumer surplus because
they must now pay a higher price for the good and also because compared to free trade quantity,
they now consume lesser quantity of the good.

• Tariffs encourage consumption and production of the domestically produced import substitutes
and thus protect domestic industries.

• Producers in the importing country experience an increase in well-being as a result of imposition
of tariff. The price increase of their product in the domestic market increases producer surplus in
the industry. They can also charge higher prices than would be possible in the case of free trade
because foreign competition has reduced.

• The price increase also induces an increase in the output of the existing firms and possibly addition
of new firms due to entry into the industry to take advantage of the new high profits and
consequently an increase in employment in the industry.

• Tariffs create trade distortions by disregarding comparative advantage and prevent countries
from enjoying gains from trade arising from comparative advantage. Thus, tariffs discourage
efficient production in the rest of the world and encourage inefficient production in the home
country.

• Tariffs increase government revenues of the importing country by the value of the total tariff it
charges.

Q-83 Explain the concept of ‘Voluntary Export Restraints’. Under which circumstances exporters commit to
voluntary export restraint? Discuss.

Ans. Voluntary Export Restraints (VERs) refer to a type of informal quota administered by an exporting
country voluntarily restraining the quantity of goods that can be exported out of that country during a
specified period of time.
The inducement for the exporter to agree to a VERs is mostly to appease the importing country and to
avoid the effects of possible retaliatory trade restraints that may be imposed by the importer. VERs
may arise when the import- competing industries seek protection from a surge of imports from
exporting countries. VERs cause, as do tariffs and quotas, domestic prices to rise and cause loss of
domestic consumer surplus.

Q-84 You are given the following information:
Good M(Mobile Phones) India(in $) Japan(in $) China(in $)
Average Cost 70.5 69.4 70.9
Price per unit for domestic sales 71.2 71.10 70.9
Price charged in Dubai 71.9 70.6 70.6
(A) Which of the three exporters are engaged in anticompetitive act in the international market

while pricing its export of mobile phones to Dubai?
(B) What would be the effect of such pricing on domestic producers of mobile phones?

Ans. China and Japan are engaged in anti-competitive act in the international marketwhile pricing its export
of mobile phones to Dubai. Both China and Japan are selling at a price which is less than price per
unit for domestic sales.
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The effect of such pricing will be having adverse effect on domestic industry as they will lose
competitiveness in their domestic market due to unfair practice of dumping.
Dubai may prove damage to domestic industries and change anti-dumping duties on goods imported
from Japan and China so as to raise the price and making it at par with similar goods produced by
domestic firms.

Q-85 What is meant by ‘Countervailing Duties’?
Ans. Countervailing Duties

Countervailing duties are tariffs imposed by an importing country with the aim of offsetting the
artificially low prices charged by exporters who enjoy export subsidies and tax concessions offered by
the governments in their home country.
If a foreign country does not have a comparative advantage in a particular product and a government
subsidy allows the foreign firm to artificially reduce the export price and be an exporter of the product,
then the subsidy generates a distortion from the free-trade allocation of resources. In such cases, CVD
is charged by an importing country to negate such advantage that exporters get from subsidies. This is
done to ensure fair and market-oriented pricing of imported products and thereby protecting domestic
industries and firms.

Q-86 How does non-tariff measures interfere with free trade?
Ans.  The non- tariff measures (NTM) which have come into greater prominence than the conventional tariff

barriers, constitute the hidden or ‘invisible’ measures that interfere with free trade. Non-tariff measures
comprise all types of measures which alter the conditions of international trade, including policies and
regulations that restrict trade and those that facilitate it. NTMs consist of mandatory requirements,
rules, or regulations that are legally set by the government of the exporting, importing, or transit
country. NTMs are sometimes used as means to circumvent free-trade rules and favour domestic
industries at the expense of foreign competition.

UNIT-3
Q-87 What lead to emergence of WTO as a forum for Trade negotiation?
Ans.  The WTO Agreements as acknowledged in the preamble of the Agreement creating the World Trade

Organization, include raising standards of living, ensuring full employment and a large and steadily
growing volume of real income and effective demand, and expanding the production of and trade in
goods and services. The WTO, whose primary purpose is to open trade for the benefit of all, does its
functions by acting as a forum for trade negotiations among member governments, administering
trade agreements, reviewing national trade policies, assisting  developing countries in trade policy
issues, through technical assistance and training programmes and cooperating with other international
organizations.

Q-88 Mention any three key objectives of World Trade Organisation.
Ans. The WTO does its functions by acting as a forum for trade negotiations among member governments,

administering trade agreements, reviewing national trade policies, cooperating with other international
organizations, and assisting developing countries in trade policy issues through technical assistance
and training programmes. The WTO, accounting for about 95% of world trade, currently has 164 members,
of which 117 are developing countries or separate customs territories.
The WTO has six key objectives:
• to set and enforce rules for international trade
• to provide a forum for negotiating and monitoring further trade liberalization

Navkar Digital Institute | Paper 8B : Compiler | Most Imp collection of Chapterwise Que. & Ans. -477-

Downloaded From www.castudynotes.com

Join Us on Telegram http://t.me/canotes_ipcc

http://www.castudynotes.com
http://t.me/canotes_ipcc


• to resolve trade disputes
• to increase the transparency of decision-making processes
• to cooperate with other major international economic institutions involved in global economic

management, and
• to help developing countries benefit fully from the global trading system.

Q-89 Describe the purposes of Trade Barriers in international trade.
Ans. Over the past decades significant transformation are happening in terms of growth as well as trends of

flows and pattern of global trade. The increasing importance of developing countries has been a salient
feature of the shifting global trade patterns.
Fundamental changes are taking place in the way countries associate themselves for International
trade and investments. Trading through regional arrangements which foster closer trade and economic
relations is shaping the global trade landscape in an unprecedented way. Trade barriers create obstacles
to trade, reduce the prospect of market access, make imported goods more expensive, increase
consumption of domestic goods, protect domestic industries, and increase government revenue.

Q-90 Discuss the guiding principle of WTO in relation to trade without discrimination.
Ans. The guiding principle of WTO in relation to trade without discrimination The two principles on non-

discrimination namely, Most-favoured-Nation (MFN) and the National Treatment Principle (NTP) relate
to the rules of trade among member - nations.
These are designed to secure fair conditions of trade.
(a) Most-favoured-Nation (MFN) principle holds that the member countries cannot normally

discriminate among their trading partners. Each member treats all the other members equally as
“most-favoured” trading partners. If a country grants a special advantage, favour, privilege or
immunity to one (such as lowering of customs duty or opening up of market), it has to
unconditionally extend the same treatment to all the other WTO members.

(b) The National Treatment Principle (NTP) mandates that when goods are imported, the imported
goods and the locally produced goods and services should be treated equally in respect of internal
taxes and internal laws. A member country should not discriminate between its own and foreign
products, services or nationals. For instance, once imported apples reach Indian market, they
cannot be discriminated against and should be treated at par in respect of marketing opportunities,
product visibility or any other aspect with locally produced apples.

Q-91 Describe different technical barriers to trade (TBT) and their effects on trade?
Ans. Technical Barriers to Trade (TBT) which cover both food and non-food traded products refer to mandatory

‘Standards and Technical Regulations’ that define the specific characteristics that a product should
have, such as its size, shape, design,  labelling / marking / packaging, functionality or performance and
production methods, excluding measures covered by the SPS Agreement. The specific procedures
used to check whether a product is really conforming to these requirements (conformity assessment
procedures e.g. testing, inspection and certification) are also covered in TBT. This involves compulsory
quality, quantity and price control of goods before shipment from the exporting country.
Just as SPS, TBT measures are standards-based measures that countries use to protect their consumers
and preserve natural resources, but these can also be used effectively as obstacles to imports or to
discriminate against imports and protect domestic products. Altering products and production processes
to comply with the diverse requirements in export markets may be either impossible for the exporting
country or would obviously raise costs, hurting the competitiveness of the exporting country. Some
examples of TBT are: food laws, quality standards, industrial standards, organic certification, eco-
labelling, and marketing and label requirements.
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Q-92 Explain Export Duties.
Ans.  An export duty tax is a tax collected on exported goods and may be either specific or ad valorem. The

effect of an export tax is to raise the price of the good and to decrease exports. Since an export tax
reduces exports and increases domestic supply, it also reduces domestic prices and leads to higher
domestic consumption.

UNIT-4
Q-93 What is the Process of determination of Nominal Exchange Rate ?
Ans. As you already know, the key framework for analyzing prices is the operation of forces of supply and

demand in markets. Usually, the supply of and demand for foreign exchange in the domestic foreign
exchange market determine the external value of the domestic currency, or in other words, a country’s
exchange rate.
Individuals, institutions, and governments participate in the foreign exchange market for a number of
reasons. On the demand side, people desire foreign currency to:
• purchase goods and services from another country
• for unilateral transfers such as gifts, awards, grants, donations or endowment.
• to make investment income payments abroad
• to purchase financial assets, stocks, or bonds abroad
• to open a foreign bank account
• to acquire direct ownership of real capital, and
• for speculation and hedging activities related to risk-taking or risk- avoidance activity

Determination of Nominal Exchange Rate

The equilibrium rate of exchange is determined by the interaction of the supply and demand for a
particular foreign currency. In figure the demand curve (D$) and supply curve (S$) of dollars intersect to
determine equilibrium exchange rate.

Q-94 How does fluctuations in exchange rate impact the domestic economy?
Ans.  Exchange rate changes affect economic activity in the domestic economy. A depreciation of domestic

currency primarily increases the price of foreign goods relative to goods produced in the home country
and diverts spending from foreign goods to domestic goods. Increased demand, both for domestic
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import-competing goods and for exports, encourages economic activity and creates output expansion.
Overall, the outcome of exchange rate depreciation is an expansionary impact on the economy at an
aggregate level. The positive effect of currency depreciation, however, largely depends on whether
the switching of demand has taken place in the right direction and in the right amount, as well as on the
capacity of the home economy to meet that increased demand by supplying more goods.

Q-95 Compare and contrast between devaluation and depreciation in the context of exchange rate.
Ans. Devaluation is a monetary policy tool used by countries that have a fixed exchange rate or nearly fixed

exchange rate regime and involves a discrete official reduction in the otherwise fixed par value of a
currency. The monetary authority formally sets a new fixed rate with respect to a foreign reference
currency or currency basket.
Depreciation lowers the relative price of a country’s exports, raises the relative price of its imports,
increases demand both for domestic import- competing goods and for exports, leads to output
expansion, encourages economic activity, increases the international competitiveness of domestic
industries, increases the volume of exports, and improves trade balance.
Devaluation is a deliberate downward adjustment in the value of a country’s currency relative to
another country’s currency or group of currencies or standard, in contrast depreciation is a decrease in
a currency’s value (relative to other major currency benchmarks) due to market forces of demand and
supply under a floating exchange rate and not due to any government or central bank policy actions.

Q-96  Briefly describe any two advantages of fixed exchange rate regime in the context of open economy.
Ans. A fixed exchange rate, also referred to as pegged exchange rate, is an exchange rate regime under

which a country’s government announces, or decrees, what its currency will be worth in terms of either
another country’s currency or a basket of currencies or another measure of value, such as gold.
A fixed exchange rate avoids currency fluctuations and eliminates exchange rate risks and transaction
costs, enhances international trade and investment, and lowers the levels of inflation. But the central
bank has to maintain an adequate amount of reserves and be always ready to intervene in the foreign
exchange market.

Q-97 Explain the concept of Real Exchange Rate.
Ans. The ‘real exchange rate’ incorporates changes in prices and describes ‘how many’ of a good or service

in one country can be traded for ‘one’ of that good or service in a foreign country.
` For calculating real exchange rate, in the case of trade in a single good, we must first use the nominal

exchange rate to convert the prices into a common currency. The real exchange rate (RER) between two
currencies is the product of the nominal exchange rate and the ratio of prices between the two countries

Real exchange rate = Nominal exchange rate x 
Domestic price

Foreign price Index

Q-98 Distinguish between ‘direct quote’ and ‘indirect quote’ with reference to express nominal
exchange rate between two currencies.

Ans.  Exchange rate is the rate at which the currency of one country is exchanged for the currency of another
country. There are two ways to express nominal exchange rate between two currencies namely direct
quote and Indirect quote. A direct quote is the number of units of a local currency exchangeable for
one unit of a foreign currency. The price of 1 dollar may be quoted in terms of how much rupees it takes
to buy one dollar.
An indirect quote is the number of units of a foreign currency exchangeable for one unit of local
currency. A quotation in direct form can easily be converted into a quotation in indirect form and vice
versa. This is done by taking the reciprocal of the given rate.
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Q-99 Describe the advantages of Floating Exchange Rate.
Ans. Under floating exchange rate regime, the equilibrium value of the exchange rate ofa country’s currency

is market determined i.e., the demand for and supply of currency relative to other currencies determine
the exchange rate. A floating exchange rate has many advantages:
(a) A floating exchange rate has the greatest advantage of allowing a Central bank and /or government

to persue its own monetary policy.
(b) Floating exchange rate regime allows exchange rate to be used as a policy tool: for example,

policy makers can adjust the nominal exchange rate to influence the competitiveness of the
tradable goods sector.

(c) As there is no obligation or necessary to intervene in the currency markets, theCentral bank is not
required to maintain a huge foreign exchange reserves.

On the contrary a floating rate has greater policy flexibility but less stability.
Q-100 Following exchange rate quotations are available for different periods:

(1) The spot exchange rate changes from ` 65 per $ to ` 68 per $.
(2) The spot exchange rate changes from $ 0.0125 per rupee to $ 0.01625 per rupee.
Answer:
(A) Identify the nature of rate quotations in (1) and (2) above.
(B) Identify the base currency and counter currency in (1) and (2) above.
(C) What are possible consequences on exports and imports of (1) and (2) above.

Ans.(A) The nature of rate quotations in (1) and (2)
In an exchange rate, two currencies are involved. There are two ways to express nominal exchange
rate between two currencies (here US $ and Indian Rupee) namely direct quote and indirect quote.
The nature of rate quotation in [(1) ` 65/per $] is direct quote, (also called European Currency Quotation).
The exchange rate is quoted in terms of the number of units of a local currency exchangeable for one
unit of a foreign currency. For example, 65/US$ means that an amount of 65 is needed to buy one US
dollar or 65 will be received while selling one US dol lar.
An indirect quote is presented in [(2) $ 0.0125 per Rupee] of the question. In an indirect quote, (also
known as American Currency Quotation), the exchange rate is quoted in terms of the number of units
of a foreign currency exchangeable for one unit of local currency; for example: $ 0.0125 per rupee.
In an indirect quote, domestic currency is the commodity which is being bought and sold.

(B) The base currency and counter currency in (1) and (2) An exchange rate has two currency components;
a ‘base c urrency’ and a ‘counter currency’. The currency in the numerator always states ‘how much of
that currency is required for one unit of the base currency’.
• In a direct quotation [in (1) ` 65/per $], the foreign currency is the base currency and the domestic

currency is the counter currency. So in the given question, US dollar is the base currency and
Indian Rupee is the counter currency.

• In an indirect quotation, [in (2) $ 0.0125 per Rupee], the domestic currency is the base currency
and the foreign currency is the counter currency. So in the given question, Indian Rupee is the
base currency and US dollar is the counter currency.

(C) The possible consequences on exports and imports of (1) and (2)
When the spot exchange rate changes from ` 65/per $ to ` 68/ per $, it indicates that a person has to
exchange a greater amount of Indian Rupees (68) to get the same 1 unit of US dollar. The rupee has
become less valuable with respect to the U.S. dollar or Indian Rupee has depreciated in its value.
Simultaneously, the dollar has appreciated.
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Consequence on exports and imports of (1)
Other things remaining the same, when a country’s currency depreciates, foreigners find that its exports
are cheaper and the quantity demanded of its export goods will increase. For example a foreigner who
spends ten dollars on buying Indian goods will, get goods worth ` 680 /- instead of ` 650/- prior to
depreciation.
On the other hand, the domestic residents find that imports from abroad are more expensive. A
resident of India, who wants to import goods worth $1 will have to pay ‘ 68/- instead of ‘ 65/- prior to
depreciation. Imports will be discouraged as importers will have to pay more rupees per dollar for
importing products.
In short, depreciation of domestic currency lowers the relative price of a country’s exports and raises
the relative price of its imports.
Consequence on exports and imports of (2)
In this case, Rupee has appreciated and dollar has depreciated. Earlier, $ 1.25 would fetch export goods
worth ` 100/- from India; but after the change $16.25 would be necessary to buy the same amount of
goods. Other things remaining the same, when a country’s currency appreciates, it raises the relative
price of its exports and lowers the relative price of its imports. In other words, foreigners find their
imports from that country (exports from India in the above case) costlier. Therefore quantity demanded
of export goods would decrease.
On the other hand, the domestic residents find that imports from abroad are cheaper. Therefore, we
may expect an increase in the quantity of imports.

Q-101 ‘’The deposit multiplier and the money multiplier though closely related are not identical”. Explain
briefly.

Ans. The Deposit Multiplier and the Money Multiplier
The money multiplier denotes by ‘how much the money supply will change for a given change in high-
powered money’. The deposit multiplier describes the amount of additional money created by
commercial bank through the process of lending the available money it has in excess of the central
bank’s reserve requirements. Though closely related they are not identical because:
(a) Generally banks do not lend out all of their available money, but instead maintain reserves at a

level above the minimum required reserve. In other words, banks keep excess reserves.
(b) The public prefers to hold some cash and therefore, some of the increase in loans will not be

deposited at the commercial banks, but will be kept cash. This means, that when new reserves
enter the banking system they will not be multiplied entirely by the deposit multiplier into new
demand deposits. Some money will leave the banking system in the form of cash. Therefore, the
money supply will be raised by less than the demand deposits.
If some portion of the increase in high-powered money finds its way into currency, this portion
does not undergo multiple deposit expansion. The size of the money multiplier is reduced when
funds are held as cash rather than as demand deposits.

Q-102 Explain the concept of soft peg and hard peg exchange rate policies.
Ans. The concept of soft peg and hard peg exchange rate policies

A currency peg is a policy in which a national government sets a specific fixed exchange rate for its
currency with a foreign currency or basket of currencies.
Pegging a currency stabilizes the exchange rate between countries.
A soft peg refers to an exchange rate policy under which the exchange rate is generally determined by
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the market, but in case the exchange rate tends to move speedily in one direction, the central bank will
intervene in the market.
With a hard peg exchange rate policy, the central bank sets a fixed and unchanging value for the
exchange rate. Both soft peg and hard peg policy require that the central bank intervenes in the foreign
exchange market.

Q-103 How does arbitrage prevents the risk arising out of the fluctuations in the exchange rate ?
Ans. Arbitrage refers to the practice of making risk-less profits by intelligently exploiting price differences

of an asset at different dealing places. On account of arbitrage, regardless of physical location, at any
given moment, all markets tend to have the same exchange rate for a given currency. When price
differences occur in different markets, participants purchase foreign exchange in a low-priced market
for resale in a high-priced market and makes profit in this process. Due to the operation of price
mechanism, the price is driven up in the low-priced market and pushed down in the high-priced
market. This activity will continue until the prices in the two markets are equalized, or until they differ
only by the amount of transaction costs involved in the operation. Since forex markets are efficient,
any profit spread on a given currency is quickly arbitraged away.

Q-104 What is Arbitrage? What is the outcome of Arbitrage?
Ans.  Arbitrage refers to the practice of making risk-less profits by intelligently exploiting price differences

of an asset at different dealing places. On account of arbitrage, regardless of physical location, at any
given moment, all markets tend to have the same exchange rate for a given currency.

Q-105 Mention the types of transactions in the forex market?
Ans.  There are two types of transactions in a forex market; current transactions which are carried out in the

spot market and future transactions involving contracts to buy or sell currencies for future delivery
which are carried out in forward and futures markets.

UNIT-5
Q-106 What are the advantage of Foreign Portfolio Investment?
Ans.  Foreign portfolio investment (FPI) is not concerned with either manufacture of goods or with provision

of services. Such investors also do not have any intention of exercising voting power or controlling or
managing the affairs of the company in whose securities theyinvest. The soleintention of a foreign
portfolio investor is to earn a remunerative return through investment in foreign securities and is
primarily concerned about the safety of their capital, the likelihood of appreciation in its value, and
the return generated.
• Portfolio capital moves to a recipient country which has revealed its potential for higher returns

and profitability.
• Investment is only in financial assets
• Only short-term interest and generally remain invested for short periods
• Relatively easy to withdraw
• Notaccompaniedbytechnologytransfer
• No direct impact on employment of labour and wages
• No abiding interest in management and control
• Securities are held purely as a financial investment and no significant degree of influence on the

management of the enterprise.
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Q-107 What are the different modes of foreign Direct Investment?
Ans. FDI is an important monetary source for India’s economic development. The import -substitution

strategy of industrialisation followed by India post-independence era, stressed on an extremely careful
and selective approach while formulating FDI policy. The government’s strategy favouring foreign
investments and the prevalent robust business environment have ensured that foreign capital keeps
flowing into the country Modes of FDI is as follows:
(i) Opening of a subsidiary or associate company in a foreign country,
(ii) Equity injection into an overseas company,
(iii) Acquiring a controlling interest in an existing foreign company,
(iv) Mergers and acquisitions(M&A)
(v) Joint venture with a foreign company.
(vi) Green field investment (establishment of a new overseas affiliate for freshly starting production

by a parent company).
(vii) Brownfield investments (a form of FDI which makes use of the existing infrastructure by merging,

acquiring, or leasing, instead of developing a completely new one. For e.g., in India 100% FDI
under automatic route is allowed in Brownfield Airport projects.

Q-108 Mention any four sectors in which foreign direct investment is prohibited.
Ans. Apart from being a critical driver of economic growth, foreign direct investment (FDI) is a major source

of non-debt financial resource for the economic development of India. Currently, an Indian company
may receive foreign direct investment either through ‘automatic route’ without any prior approval
either of the Government or the Reserve Bank of India or through ‘government route’ with prior
approval of the Government. The sectors in which foreign direct investment is prohibited are as follows:
(i) Lottery business including Government / private lottery, online lotteries, etc.
(ii) Gambling and betting including casinos etc.
(iii) Chit funds
(iv) Nidhi company
(v) Trading in Transferable Development Rights (TDRs)
(vi) Real Estate Business or Construction of Farmhouses
(vii) Manufacturing of cigars, cheroots, cigarillos, and cigarettes, of tobacco or of tobacco substitutes
(viii) Activities / sectors not open to private sector investment e.g., atomic energy and railway operations

(other than permitted activities).
Q-109 Distinguish between horizontal, vertical and conglomerate type of foreign investments.
Ans. Based on the nature of foreign investments, FDI may be categorized as horizontal, vertical, or

conglomerate.
A horizontal direct investment is said to take place when the investor establishes the same type of
business operation in a foreign country as it operates in its home country, for example, a cell phone
service provider based in the United States moving to India to provide the same service.
A vertical investment is one under which the investor establishes or acquires a business activity in a
foreign country which is different from the investor’s main business activity yet in some way
supplements its major activity. For example, an automobile manufacturing company may acquire an
interest in a foreign company that supplies parts or raw materials required for the company.
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A conglomerate type of foreign direct investment is one where an investor makes a foreign investment
in a business that is unrelated to its existing business in its home country. This is often in the form of a
joint venture with a foreign firm already operating in the industry, as the investor has no previous
experience.

Q-110 Mention any four arguments made in favour of Foreign Direct Investment to developing economy like
India.

Ans. Foreign direct investment (FDI), according to IMF manual on ‘Balance of payments’ is “all investments
involving a long-term relationship and reflecting a lasting interest and control of a resident entity in
one economy in an enterprise resident in an economy other than that of the direct investor”.
Arguments in favour of foreign Direct Investment to developing economy like India are as follows:
• the increasing interdependence of national economies and the consequent trade relations and

international industrial cooperation established among them
• desire to reap economies of large-scale operation arising from technological growth
• shared common language or common boundaries and possible saving in time and transport costs

because of geographical proximity
• promoting optimal utilization of physical, human, financial and other resources
• desire to capture large and rapidly growing high potential emerging markets with substantially

high and growing population
• stable political environment and overall favourable investment climate in the host country
• lower level of economic efficiency in host countries and identifiable gaps in development
• tax differentials and tax policies of the host country which support foreign direct investment.

However, a low tax burden cannot compensate for a generally fragile and unattractive FDI
environment.

Q-111 Describe the benefits and costs of FDI to the host country.
Ans. Benefit of Foreign Direct Investment:

• Entry of foreign enterprises fosters competition and generates a competitiveenvironment in the
host country.

• International capital allows countries to finance more investment than can be supported by
domestic savings.

• FDI can accelerate growth by providing much needed capital, technological know-how and
management skill.

• Competition for FDI among national government promotes political and structural reforms.
• FDI also help in creating direct employment opportunities.
• It also promotes relatively higher wages for skilled jobs.
• FDI generally entails people to people relations and is usually considered as a promoter of bilateral

and international relations.
• Foreign investment projects also would act as a source of new tax revenue which can be used for

development projects.
Cost of Foreign Direct Investment:
• FDI are likely to concentrate on capital intensive methods of production and services so they

need to hire few workers.
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• FDI flows has tendency to move towards regions which is well endowed in natural resources and
infrastructure so accentuate regional disparity.

• If foreign corporations are able to secure incentives in the form of tax holidays or similar provisions,
the host country loses tax revenue.

• FDI is also held responsible by many for ruthless exploitation of natural resources and the possible
environmental damage.

• With substantial FDI in developing countries there is strong possibility of emergence of a dual
economy with a developed foreign sector and an underdeveloped domestic sector.

• Foreign entities are usually accused of being anti-ethical as they frequently resort to methods
like aggregate advertising and anticompetitive practices which would induce market distortions.

Q-112 In which sectors Foreign Investment is prohibited in India?
Ans. Sectors in which foreign investment is prohibited in India

In India, foreign investment is prohibited in the following sectors:
(i) Lottery business including Government / private lottery, online lotteries, etc.
(ii) Gambling and betting including casinos etc.
(iii) Chit funds
(iv) Nidhi company
(v) Trading in Transferable Development Rights (TDRs)
(vi) Real Estate Business or Construction of Farm Houses
(vii) Manufacturing of cigars, cheroots, cigarillos and cigarettes, of tobacco or of tobacco substitutes
(viii) Activities / sectors not open to private sector investment e.g. atomic energy and railway operations

(other than permitted activities).
Foreign technology collaboration in any form including licensing for franchise, trademark, brand name,
management contract is also prohibited for lottery business and gambling and betting activities.

Q-113 What are the problems associated with foreign Direct Investment?
Ans.. Potential problems of foreign direct investment include use of inappropriate capital -intensive methods

in a labour-abundant country, increase in regional disparity,crowding-out of domestic investments,
diversion of capital resulting in distorted pattern of production and investment, instability in the
balance of payments and exchange rate and indiscriminate repatriation of the profits.
FDIs are also likely to indulge in anti-ethical market distortions, off shoring or shifting of jobs,
overexploitation of natural resources causing environmental damage,  exercising monopoly power,
decrease in competitiveness of domestic companies, potentially jeopardizing national security and
sovereignty, worsening commodity terms of trade, and causing emergence of a dual economy.

Q-114 What is Compound tariff and how it is different from Mixed Tariff?
Ans. Tariffs are aimed at altering the relative prices of goods and services imported, so as to contract the

domestic demand and thus regulate the volume of their imports.
Tariffs leave the world market price of the goods unaffected; while raising their prices in the domestic
market. The main goals of tariffs are to raise revenue for the government, and more importantly to
protect the domestic import-competing industries. The distinction between Compound tariff and Mixed
tariff is as follows:
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Compound Tariff or a Compound Duty is a combination of an ad valorem and a specific tariff. i.e., the
tariff is calculated on the basis of both the value of the imported goods (an ad valorem duty) and a unit
of measure of the imported goods (a specific duty). It is generally calculated by adding up a specific
duty to an ad valorem duty.
Mixed Tariffs: Mixed tariffs are expressed either on the basis of the value of the imported goods (an ad
valorem rate) or on the basis of a unit of measure of the imported goods (a specific duty) depending on
which generates the most income (or least income at times) for the nation.

Q-115 What is Voluntary Expert Restraints?
Ans. Voluntary Export Restraints (VERs) refer to a type of informal quota administered by an exporting

country voluntarily restraining the quantity of goods that can be exported out of that country during a
specified period of time. Such restraints originate primarily from political considerations and are
imposed based on negotiations of the importer with the exporter.
The inducement for the exporter to agree to a VER is mostly to appease the importing country and to
avoid the effects of possible retaliatory trade restraints that may be imposed by the importer. VERs
may arise when the import- competing industries seek protection from a surge of imports from
particular exporting countries. VERs cause, as do tariffs and quotas, domestic prices to rise and cause
loss of domestic consumer surplus.

Q-116 What are the major concern in functioning of WTO?
Ans. In recent years, apprehensions have been raised in respect of the WTO and its ability to maintain and

extend a system of liberal world trade. The major issues are:
• The progress of multilateral negotiations on trade liberalization is very slow and the requirement

of consensus among all members acts as a constraint and creates rigidity in the system. As a result,
countries find regionalism as a plausible alternative.

• The complex network of regional agreements introduces uncertainties and murkiness in the
global trade system.

• While multilateral efforts have effectively reduced tariffs on industrial goods, the achievement
in liberalizing trade in agriculture, textiles, and apparel, and in many other areas of international
commerce has been negligible.

• The negotiations, such as the Doha Development Round, have run into problems, and their
definitive success is doubtful.

• Specific to the developing countries, namely, protectionism and lack of willingness among
developed countries to provide market access, difficulties that they face in implementing the
present agreements, apparent north-south divide, exceptionally high tariffs, tariff escalation,
erosion of preferences and difficulties with regards to adjustments.

Q-117 Describe the types of transactions in the forex-market and also distinguish between forward premium
and forward discount.

Ans. In the foreign exchange market, there are two types of transactions:
(i) current transactions which are carried out in the spot market and the exchange involves immediate

delivery, and
(ii) future transactions wherein contracts are agreed upon to buy or sell currencies for future delivery

which are carried out in forward and/or futures markets.
Forward Premium Vs. Forward Discount
A forward premium is said to occur when the forward exchange rate is more than a spot exchange
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rates. On the contrary, if the forward trade is quoted at a lower rate than the spot rate, then there
is a forward discount.

Q-118 How is the nominal exchange rate determined? Explain.
Ans. Determination of Nominal Exchange Rate: Usually, the supply of and demand for foreign exchange in

the domestic foreign exchange market determines the external value of the domestic currency, or in
other words, a country’s exchange rate.
Individuals, institutions and governments participate in the foreign exchange market for a number of
reasons. On the demand side, people desire foreign exchange to:
• Purchase goods and services from another country
• for unilateral transfers such as gifts, awards, grants, donations or endowments
• to make investment income payments abroad
• to purchase financial assets, stock or bonds abroad
• to open a foreign bank account
• to acquire direct ownership of real capital and
• for speculative and hedging activities related to risk taking or risk avoidance.
The participants on the supply side operate for similar reasons. Thus, the supply of foreign currency to
the home country results from:
• purchases of home exports;
• unilateral transfers to home country;
• investment income payments;
• foreign direct investments and portfolio investments;
• placement of bank deposits and speculation.
Similar to any standard market, the exchange market also faces a downward sloping demand curve and
an upward-sloping supply curve.

 Determination of Nominal Exchange

The equilibrium rate of exchange is determined by the interaction of the supply and demand for a
particular foreign currency.
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Q-119 Discuss the salient features of bilateral trade agreements.
Ans. Bilateral Trade Agreements are agreements which set rules of trade between two countries, two

trading blocs or a bloc and a country. These may be limited to certain goods and services or certain
types of market entry barriers. E.g., EU-South Africa Free Trade Agreements; ASEAN–India Free Trade
Area.

Q-120 State the main objectives of World Trade Organisation (WTO)
Ans.  Objectives of World Trade Organization (WTO): The WTO has six key objectives:

1. to set and enforce rules for international trade,
2. to provide a forum for negotiating and monitoring further trade liberalization,
3. to resolve trade disputes,
4. to increase the transparency of decision-making processes,
5. to cooperate with other major international economic institutions involved in global economic

management, and
6. to help developing countries benefit fully from the global trading system.

Q-121 Discuss the non-technical measures adopted by the countries with reference to (i) Trade related
investment measures; and (ii) Price control measures.

Ans. Non-technical measures relate to trade requirements, for example, shipping requirements, custom
formalities, trade rules, taxation policies, etc.
(i) Trade-Related Investment Measures: These measures include rules on local content requirements

that mandate a specified fraction of a final good should be produced domestically.
• requirement to use certain minimum levels of locally made components,

(25percentofcomponentsofautomobilestobesourceddomestically)
• restricting the level of imported components, and
• limiting the purchase or use of imported products to an amount related to the quantity or

value of local products that it exports. (A firm may import only up to 75 % of its export
earnings of the previous year)

(ii) Price Control Measures: Price control measures (including additional taxes and charges) are steps
taken to control or influence the prices of imported goods in order to support the domestic price
of certain products when the import prices of these goods are lower. These are also known as
'para-tariff' measures and include measures, other than tariff measures, that increase the cost of
imports in a similar manner, i.e.by a fixed percentage or by a fixed amount.
Example: A minimum import price established for sulphur.

OR
Discuss the salient features of Escalated tariff.

Ans. Salient Features of escalated tariff: Escalated Tariff structure refers to the system wherein the nominal
tariff rates on imports of manufactured goods are higher than the nominal tariff rates on intermediate
inputs and raw materials, i.e., the tariff on a product increases as that product moves through the
value-added chain.
For example, a four percent tariff on iron ore or iron ingots and twelve percent tariff on steel pipes.
This type of tariff is discriminatory as it protects manufacturing industries in importing countries and
dampens the attempts of developing manufacturing industries of exporting countries. This has special
relevance to trade between developed countries and developing countries. Developing countries are
thus forced to continue to be suppliers of raw materials without much value addition.
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Q-122 In the Context of International Trade, What do you understand by Factor Equalization Theorem?

Ans.  The ‘Factor-Price Equalization’ Theorem states that international trade tends to equalize the factor
prices between the trading nations. In the absence of foreign trade, it is quite likely that factor prices
are different in different countries. International trade equalizes the absolute and relative returns to
homogenous factors of production and their prices. In other words, the wages of homogeneous labour
and returns to homogeneous capital will be the same in all those nations which engage in trading.
The factor price equalization theorem is in fact a corollary to the Heckscher-Ohlin trade theory. It holds
true only as long as Heckscher-Ohlin Theorem holds true.

Q-123 How is Anti-Dumping Duties constitute a threat to International Trade?
Ans. Dumping is unfair and constitutes a threat to domestic producers and therefore when dumping is

found, anti-dumping measures may be initiated as a safeguard instrument by imposing additional
import duties/tariffs so as to offset the foreign firm’s unfair price advantage. This is justified only if the
domestic industry is seriously injured by import competition, and protection is in the national interest
(that is, the associated costs to consumers would be less than the benefits that would accrue to
producers). For example: In January 2017, India imposed anti-dumping duties on colour-coated or pre-
painted flat steel products imported into the country from China and European nations for a period not
exceeding six months and for jute and jute products from Bangladesh and Nepal

Q-124 What are different technical barrier to trade and their effect on trade?
Ans. Technical Barriers to Trade (TBT) are ‘Standards and Technical Regulations’ that define the specific

characteristics that a product should have, such as its size, shape, design, labelling / marking / packaging,
functionality or performance and production methods, excluding measures covered by the SPS
Agreement.
TBT measures are standards-based measures that countries use to protect their consumers and preserve
natural resources, but these can also be used effectively as obstacles to imports or to discriminate
against imports and protect domestic products. Altering products and production processes to comply
with the diverse requirements in export markets may be either impossible for the exporting country
or would obviously raise costs, hurting the competitiveness of the exporting country. Some examples
of TBT are: food laws, quality standards, industrial standards, organic certification, eco-labelling, and
marketing and label requirements.

Q-125 What is Free Trade area and how it is different from Trading Block?
Ans. Free-trade area is a group of countries that eliminate all tariff and quota barriers on trade with the

objective of increasing exchange of goods with each other. The trade among the member states flows
tariff free, but the member states maintain their own distinct external tariff with respect to imports
from the rest of the world. In other words, the members retain independence in determining their
tariffs with non-members.
Trading Bloc has a group of countries that have a free trade agreement between themselves and may
apply a common external tariff to other countries. Example: Arab League (AL), European Free Trade
Association (EFTA).

Q-126 What are the salient Feature of Modern theory of Trade?
Ans. The Salient feature of the theory is:

• It explains the causes of differences in comparative costs as differences in factor endowments
• Based on money cost which is more realistic.
• Widened the scope to include labour and capital as important factors of production. This is 2-
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factor model and can be extended to more factors.
• International trade is only a special case of inter-regional trade.
• Considers the relative prices of the factors which influence the comparative costs of the goods
• Attributes the differences in comparative advantage to the differences in factor endowments.
• Considers factor price differences as the main cause of commodity price differences
• Explains the differences in comparative advantage in terms of differences in factor endowments.
• Positive; concentrates based on trade.

Q-127 What are the direct forms of Foreign direct Investment?
Ans. The main forms of direct investments are: the opening of overseas companies, including the

establishment of subsidiaries or branches, creation of joint ventures on a contract basis, joint
development of natural resources and purchase or annexation of companies in the country receiving
foreign capital.

Q-128 What role tariff plays as response to trade distortions?
Ans. Sometimes countries engage in ‘unfair’ foreign-trade practices which are trade distorting in

natureand adverse to the interests of the domestic firms. The affected importing countries, upon
confirmation of the distortion, respond quickly by measures in the form of tariff responses to offset
the distortion. These policies are often referred to as “trigger-price” mechanisms.

Q-129 Do International Trade beneficial for all nations?
Ans.  International trade is often not equally beneficial to all nations. Potential unequal market access and

disregard for the principles of fair-trading system may even amplify the differences between trading
countries, especially if they differ in their wealth. Economic exploitation is a likely outcome when
underprivileged countries become vulnerable to the growing political power of corporations operating
globally.

OR
What role tariff plays as response to trade distortions?

Ans. Sometimes countries engage in ‘unfair’ foreign-trade practices which are trade distorting in nature
and adverse to the interests of the domestic firms. The affected importing countries, upon confirmation
of the distortion, respond quickly by measures in the form of tariff responses to offset the distortion.
These policies are often referred to as “trigger-price” mechanisms.
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