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Time allowed : 3 hours

Maximum marks : 100

Total number of questions : 7

Total number of printed pages : 8

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 `1 and the present value of an annuity of
`1 for 15 years are annexed.

1.

Comment on any four of the following :
(i) Issue of bonus shares does not affect the liquidity position of the company.
(ii) Dividend policy has to be adapted in the light of nature and environment of firm, industry
and the economy.
(iii) The risk of becoming technically insolvent is measured by using the tool of net working
capital by the Finance Managers.
(iv) Treasury function is concerned with management of funds at the micro level.
(v) Exchange rate is the price of one country's money in terms of other country's money.
(5 marks each)

2.

(a)

The initial investment outlay for a capital investment project of Priyanka Ltd. consists
of `100 lakh for plant and machinery and `40 lakh for working capital. Other details
are summarised as follows :
Sales
Selling price
Variable cost
Fixed overheads
(excluding depreciation)
Rate of depreciation on
plant and machinery
Salvage value of
plant and machinery
Applicable tax rate
Time horizon
Post-tax cut-off rate
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: 1 lakh units of output per year for years 1 to 5
: `120 per unit of output
: `60 per unit of output
: `15 lakh per year for years 1 to 5
: 25% on written down value method
:
:
:
:

Equal to the written down value at the end of year 5
40%
5 years
12%.
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You are required to —
(i)

Calculate the NPV and indicate the financial viability of the project.

(ii)

Determine the sensitivity of the project's NPV under each of the conditions –
(a) decrease in selling price by 5%; and (b) increase in variable cost by 10%.
(16 marks)

(b)

A forex trader wants to earn arbitrage gain. He receives the following data and quotes
from the forex and money market :
Spot rate of US $

`43.30/$

6-Month forward rate of US $

`43.70/$

Annualised interest rate for 6 months (US $)

4%

Annualised interest rate for 6 months (`)

8%

You are required to show what are the transactions the trader will execute to receive
the arbitrage gain, if he is willing to borrow `43.30 million or US $ 1 million, assuming
that no transaction cost or taxes exist.
(4 marks)

3.

(a)

Gel Corporation presently gives credit terms of 'net 30 days'. It has `600 lakh in
credit sales and its average collection period is 45 days. To stimulate sales, the company
may give credit terms of 'net 60 days' with sales expected to increase by 15%. After
the change, the average collection period is expected to be 75 days with no difference
in payment habits between old and new customers. Variable costs are `0.80 for every
`1 of sales; and the company's before tax required rate of return on investment in
receivables is 20%. Assume 360 days in a year. Should the company extend its credit
period ?
(8 marks)
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(b)

Honey Corporation follows a current dividend policy of distributing 40% of its earnings.
The share of the company is trading at `200. The management of the corporation is
of the opinion that an increase in the dividend payout from current 40% to either 50%
or 60% would increase the value of the firm and provide better returns to the investors.
Assume that the firm continues to remain in the same business and the expected earnings
is `40 per share in the coming year.
Examine the shareholders' return if Honey Corporation changes its dividend payout to
(i) 50%; and (ii) 60%. What conclusion would you draw from the results ?
(6 marks)

(c)

The capital structure of Supreme Ltd. is as under :
2,000, 6% Debentures of `100 each (I issue)
1,000, 7% Debentures of `100 each (II issue)
2,000, 8% Cumulative preference shares of `100 each
4,000, Equity shares of `100 each
Retained earnings

`
2,00,000
1,00,000
2,00,000
4,00,000
1,00,000

Earnings per share of the company in the past many years has been `15. Shares of
the company are sold in the market at book value. The company's tax rate is 30% and
shareholders' personal tax liability is 10%.
Find out weighted average cost of capital of the company.
(6 marks)
4.

Distinguish between any four of the following :
(i) 'Risk evaluation' and 'sensitivity analysis'.
(ii) 'Factoring' and 'bill discounting'.
(iii) 'Technical viability of a project' and 'financial viability of a project'.
(iv) 'Growth oriented funds' and 'high growth funds'.
(v) 'Bearer debentures' and 'registered debentures'.
(5 marks each)
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5.

(a)

Internet Services Ltd. is a listed company and the share prices have been volatile. An
investor expects that the share price may fall from the present level of `1,900 and wants
to make profit by a suitable option strategy. He is short of share at a price of `1,900
and wants to protect himself against any loss. The following option rates are available :
Strike Price
(`)
1,700
1,800
1,900
2,000
2,100

Call Option
(` )
325
200
85
70
65

Put Option
(` )
65
80
120
200
280

The investor decides to buy a call at a strike price of `1,800 and to write a put at
a strike price of `2,000. Find out the profit or loss profile of the investor if the share
price on the expiration date is `1,600, `1,700, `1,800, `1,900, `2,000 or `2,100
respectively.
(6 marks)
(b)

A share is currently trading at `125. It is expected to give a dividend of `10 per share
after 4 months. Assume that the risk-free rate of return is 10% per annum.
What would be the approximate value of the forward contract (assuming annual
compounding) on the share for delivery after 3 months ?
(4 marks)

(c)

Calculate the operating leverage and financial leverage under Situation-1 and
Situation-2 and Financial Plan-A and Financial Plan-B respectively from the following
information relating to the operations and capital structure of Swadeshi Ltd. :
Installed capacity

:

2,000 units

Actual production and sales

:

50% of installed capacity

Selling price per unit

:

`20

Variable cost per unit

:

`10.

Fixed costs : Situation-1 : `4,000;
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Capital structure :
Financial Plan

Equity capital
Debt capital (cost of debt is 10%)

A

B

(` )

(` )

5,000

15,000

15,000

5,000

20,000

20,000
(10 marks)

6.

An iron ore company is considering investing in a new processing facility. The company
extracts iron ore from an open pit mine. During a year, 1,00,000 ton of iron ore is
extracted. If the output from the extraction process is sold immediately upon removal of dirt,
rocks and other impurities, a price of `1,000 per ton of iron ore can be obtained. The
company has estimated that its extraction costs amount to 70% of the net realisable value
of the iron ore.
As an alternative to selling all the iron ore at `1,000 per ton, it is possible to process
further 25% of the output. The additional cash cost of further processing would be
`100 per ton. The processed iron ore would yield 80% final output and can be sold at
`1,350 per ton.
For additional processing, the company would have to install equipments costing `100 lakh.
The equipment is expected to have a useful life of 5 years with no salvage value. The
company follows the straight line method of depreciation. Additional working capital
requirement is estimated at `20 lakh. The company's cut-off rate for such investments is
15%. Assume corporate tax rate 30% (including surcharge and education cess).
Should the company install the equipment for further processing of the iron ore ?
(20 marks)
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7.

Write notes on any four of the following :
(i) Social cost benefit analysis
(ii) ABC analysis of inventory management
(iii) Efficient portfolio
(iv) Economic value added (EVA)
(v) Residual theory of dividend policy.
(5 marks each)
–––––––––0–––––––––
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