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Roll No..........................

Time allowed : 3 hours Maximum marks : 100

Total number of questions : 7 Total number of printed pages : 7

NOTE :  1. Answer FIVE questions including Question No.1 which is compulsory.
All working notes should be shown distinctly.

2. Tables showing the present value of Re.1 and the present value of an annuity
of Re.1 for 15 years are annexed.

1. Comment on any four of the following :

(i) A specific part of working capital should be financed by fixed capital.

(ii) Treasury function is a part of total managerial function.

(iii) The capital asset pricing model (CAPM) is an alternative method of computing the
cost of equity capital but is based on many assumptions.

(iv) Higher the risk associated with portfolio, higher will be the rate of return.

(v) For sound results, project implementation has to be divided into phases.

(5 marks each)

2. (a) Ajanta Ltd. has option to choose from among three projects X, Y and Z.  The
information collected through market research regarding their capability to earn
profit is given below :

(Profit in Thousand Rupees)

Project Probability-I = 0.6 Probability-II = 0.2 Probability-III = 0.2

Profit Profit Profit

  X 190   50   15

  Y 110 200 160

  Z 150 140 110

Required —

(i) Which project should be selected by the company, if the decision is to be made
on the basis of expected value approach ?

(ii) Calculate the expected value of the perfect information.

(10 marks)
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(b) From the given information for Alpha Ltd., you are required to find out whether

the company’s dividend pay-out ratio is optimal according to Walter’s formula.
The company was started one year before with equity capital of Rs.40 lakh.

Earnings of the company Rs.4,00,000

Dividend paid Rs.3,20,000

Price-earnings (P/E) ratio 12.5

Number of shares outstanding 40,000 @ Rs.100 each

Should the company change its dividend policy if P/E ratio is 8 ?

(10 marks)

3. (a) Upper India Ltd. is to decide between debt funding and equity funding for its
expansion programme.  Its current position is as under :

Rs.

5% Debt 4,00,000

Equity capital (Rs.10 per share) 10,00,000

Surplus 6,00,000

Total capitalisation 20,00,000

Sales 60,00,000

Less : Cost 53,80,000

Profit before interest and tax (PBIT) 6,20,000

Less : Interest 20,000

Profit before tax (PBT) 6,00,000

Less : Income-tax @ 33.99% 2,03,940

Profit after tax (PAT) 3,96,060

The expansion programme is estimated to cost Rs.10,00,000.  If it is financed
through debt, the rate of interest on new debt will be 7% and the price earnings
(P/E) ratio will be 6 times.  If the expansion programme is financed through fresh
equity shares, the new shares can be sold netting Rs.25 per share and the P/E
ratio will be 7 times.  The expansion will generate additional sales of Rs.20,00,000
with after tax return of 5%.  If the company is to follow a policy of maximising
the market value of its shares, which form of financing should it choose and why ?

(15 marks)

(b) Weldone Co. is a Dutch company which has the following expected transactions :

One month : Expected receipts of £2,40,000
One month : Expected payment of £1,40,000
Three months : Expected receipts of £3,00,000
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The finance manager has collected the following information :

Spot rate (£ per ¤)  1.7820 + 0.0002

One month forward rate (£ per ¤)  1.7829 + 0.0003

Three months forward rate (£ per ¤)  1.7846 + 0.0004

Money market rates for Weldone Co. :

Borrowing Deposit

One year Euro interest rate 4.9% 4.6

One year Sterling interest rate 5.4% 5.1

Calculate the expected Euro receipts in three months using a money-market hedge
and recommend whether a forward market hedge or a money-market hedge should
be used.

(5 marks)

4. Distinguish between any four of the following :

(i) ‘Project NPV’ and ‘equity NPV’.

(ii) ‘Financial lease’ and ‘operating lease’.

(iii) ‘Money market’ and ‘capital market’.

(iv) ‘Internal finance’ and ‘total finance’.

(v) ‘Dematerialisation’ and ‘immobilisation’.

(5 marks each)

5. (a) Zenith Ltd. sells goods on a gross profit of 25%.  It takes depreciation as a part
of cost of production.  Further information available is as under :

(Rs. in ’000)
Particulars Annual Figures

Sales (2 months credit) 1,800

Material consumption (one month credit) 450

Wages (lag in payment – one month) 360

Cash manufacturing expenses (lag in payment – one month) 480

Administrative expenses (lag in payment – one month) 120

Sales promotion expenses (quarterly paid in advance) 60

Tax payable in four instalments of which one lies in next year 150

The company maintains a month’s stock each of raw material and finished goods.
It also keeps Rs.1,00,000 in cash.

You are required to assess the working capital requirement of Zenith Ltd. from
the above data.

(10 marks)
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(b) Super Star Ltd., an Indian company, has a subsidiary company in USA.  The

latter company earns $100 million after charging $10 million as depreciation.  The
exchange rate between the two countries is likely to change from Rs.40/$ to
Rs.39/$.  Work out the effect of this change on the parent company.

(4 marks)

(c) The capital of Moon Ltd. is as follows :

9% Preference shares of Rs.10 each Rs.3,00,000

Equity shares of Rs.10 each Rs.8,00,000
Following further information is available :

— Profit after tax Rs.2,70,000
— Tax rate 30%
— Equity dividend paid 20%
— Market price of equity share Rs.40/share

You are required to calculate ––
(i) Dividend yield on equity shares;

(ii) Cover for preference shares;
(iii) Cover for equity dividend;
(iv) Earnings per equity share;
(v) Price earnings ratio; and

(vi) Profit before tax.

(6 marks)

6. You are presented with following information concerning return on the shares of
Celina Ltd. and on the market portfolio, according to various conditions of the
economy :

Condition of Probability of Return on Return on the
  Economy Condition Occurring Celina Ltd. Market

      1 0.2 15% 10%

      2 0.4 14% 16%

      3 0.4 26% 24%

The current risk-free interest rate is 9%.  You are required to calculate ––

(i) The coefficient of correlation between the return on the shares of Celina Ltd. and
on the market portfolio.

(ii) The total risk (i.e., standard deviation) of Celina Ltd. and discuss why this is not
the most appropriate measure of risk to be used in making investment decisions.

(iii) The beta factor for Celina Ltd. and briefly discuss its significance.  Is Celina Ltd.
efficiently priced according to the CAPM and the information given above ?

(20 marks)
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7. Write notes on any four of the following :

(i) Capital rationing

(ii) Pegging

(iii) Just-in-time inventory management

(iv) Credit rating

(v) Balance of payment.

(5 marks each)

——o——
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