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I will act now. I will act now. I will act now. Henceforth, I will repeat these words each hour,
each day, everyday, until the words become as much a habit as my breathing, and the action
which follows becomes as instinctive as the blinking of my eyelids. With these words I can
condition my mind to perform every action necessary for my success. I will act now. I will
repeat these words again and again and again. I will walk where failures fear to walk. I will
work when failures seek rest. I will act now for now is all I have. Tomorrow is the day reserved
for the labor of the lazy. I am not lazy. Tomorrow is the day when the failure will succeed. I am
not a failure. I will act now. Success will not wait. If I delay, success will become wed to another
and lost to me forever. This is the time. This is the place. I am the person.
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Important Theory Question

QUESTION NO. 1Explain briefly Capital Rationing? [ Solution on Page 11 of Aaditya Jain theory Book]

QUESTION NO. 2 What isthe Sensitivity Analysis or Scenario Analysisin Capital Budgeting? [ Page 12 ]
QUESTION NO. 3How project appraisal isdone under inflationary conditions? [ Page 20]

QUESTION NO. 4 Write a note on " Credit Rating" in India? OR Briefly explain the meaning and importance of
"Credit Rating" ? [ Page 26 ]

QUESTION NO. 5 Explain thefactors/determinantsfor deter mining Dividend Policy? [ Page 33 ]

QUESTION NO. 6 Write a short note of “Bridge Finance”? [ Page 41 ]

QUESTION NO. 7 Write a short note on Debt Securitisation? or What ar e the advantages of Debt Securitisation?OR
What is securitisation? What areitsvariousinstruments?OR Write a short note on Asset Securitisation** I mportant

[ Page 46 ]

QUESTION NO. 8 Write a short note on Systematic and Unsystematic Risk?OR Distinguish between *Systematic risk’
and ‘Unsystematic risk?or Discuss the various kinds of Systematic and Unsystematic Risk ? [ Page 50 ]

QUESTION NO. 9 Writeashort note on CAPM ?0R Write a short note on Assumptions of CAPM? [ Page 51 ]
QUESTION NO. 10 What arethe functionsrendered by Portfolio Manager ?[ Page 53 ]

QUESTION NO. 11 Sate the Objectives of Portfolio Management?[ Page 53 ]

QUESTION NO. 12 State two basic principlesfor effective Portfolio Management?[ Page 54 |

QUESTION NO. 13 What isthe Dow Jones Theory to Portfolio Management?[ Page 58]

QUESTION NO. 14 Explain the Randon Walk Theory to Portfolio Management?[ Page 60 ]

QUESTION NO. 15What arethe difference between Factoring & Forfaiting? [ Page 71 ]

QUESTION NO. 16 Writeashort noteabout functions of M erchant Banker ? OR Explain therole of M erchant Bankers
in Public issue?[ Page 72 ]

QUESTION NO. 17 Briefly discussthe growth of Mutual Fundsin India?[ Page 75 ]

QUESTION NO. 18 Mention three broad classification of a Mutual Fund Schemes? or What isthe difference between
Open Ended and Close Ended Funds? [ Page 79 ]

QUESTION NO. 19 Write short note on NAV (Net Asset Value)? [ Page83]

QUESTION NO. 20 What are important Investor’s Rigths, Legal limitation, & Obligations under Mutual Fund?[ Page
83]

QUESTION NO. 21 What isa Takeover by Reverse Bid or Reverse Takeover? [ Page 89 ]

QUESTION NO. 22 What are the risk which a businessman faces in international business? OR Explain the term
“Foreign Exchange Rate Risk”?[ Page 94 ]

QUESTION NO. 23 Mention various productswhich are availablein the market to cover exchangeraterisks?[Page 95
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3 CA Aaditya Jain

QUESTION NO. 24 Write a short note on “ Currency Futures”? ********|mportant] Revised Notes attached ]

QUESTION NO. 25 What istherole of Financial Advisor in PSU? [ Page 110]
QUESTION NO. 26 What are the issues to be considered under Working Capital Management in PSU?[ Page 110 ]
QUESTION NO. 27 Write short note on Strategic Financial Planning in Public Sector. [ Page 114 ]

QUESTION NO. 28 What are the Advantages and Disadvantages of a Depository? or Explain Briefly the advantage of
holding security in Demat form ? [ Page 115]

QUESTION NO. 29 What is Dematerialisation? Explain the complete process of dematerialisation?[ Page 117 ]
QUESTION NO 30 Write ashort note on Basis?[ Page 121 ]
QUESTION NO.31 Distinguish between Forward Contractsand Futures Contracts? [ Page 124 ]

QUESTION NO. 32 Explain the terms “Intrinsic Value of an Option’& the ‘Time Value of an Option’? OR Distinguish
between Intrinsic Value & Time Value of an option? [ Page 125 ]

QUESTION NO. 33WriteaShort Noteson BOOK BUILDING********x**|mportant [ Page 128 ]

QUESTION NO. 34 Write a short note on Buy-Back of shares by companies? OR Briefly explain ‘Buy Back of
Securities’ and give the management objectives of buying Back Securities?[ Page 135 ]

QUESTION NO. 35 What isthe purpose of Future Markets? [ Page 121 |
QUESTION NO. 36 What are the Differences between Primary & Secondary Markets?[ Page 141 ]
QUESTION NO. 37 What isMoney Market Operations?[ Page 143 ]

QUESTION NO. 38 Explain theterms ESOS and ESPSwith referenceto the SEBI guidelinesfor The Employees Sock
Option Plans (ESOPs). [ Page 153 ]

QUESTION NO. 39 Explain theterm Insider Trading and why Insider Trading is punishable?] Page 142 ]

QUESTION NO.40 Writeashort noteon

A. External Commercial Borrowings***Important [Note attached] ~M.Open Interest [ Page 126 ]
B. Participatory Notes (PNs) [ Page 142 ] N.MIBOR [ Page 109]
C. Equity Linked Saving Schemes (ELSS) [ Page 85] O.LIBOR [ Page 109]
D. KIM ( Key Information Memorandum) [ Page 85] P.Retall Investors [ Page 158]
E. “Fund of Funds” (FoF ) [ Page 86 ] Q. Qualified Institutional Buyers(QIBSs) [ Page 64]
F. Call/Notice Money [ Page 145 R. Short Selling [ Page 127]
G Treasury Bills(TBs) [ Page 146 | S. Systematic Investment Plan (SIP) [ Page 86 ]
H. Commercial Papers (CP) [ Page 148 ] T. Private Equity (PE) Funds [ Page 64 ]
|. Money Market Mutual Funds (MMMFs) [ Page 149 ] U. GDR (Global Depository Receipts) [ Page 103 ]
J. Exchange Traded Funds (ETFs) [ Page 86] V. EuroConvertiblebonds [ Page 104]
K . Reverse Mortgage [ Page 156 ] W. Amercian Depository Receipts [ Page 105 ]
L. Index [Sensex and Nifty] [ Page 157] X. Demerger [ Page 91]
Z .Exposure Netting [ Page 99 ] Y. Buyouts or Leveraged Buyouts [ Page 91]
ZA Forward RateAgreement (FRAS) [ Page 99 ]

For Theory Solution Refer Aaditya Jain Theory Book

Book AreAvailablein Leading Book Stores

Delhi : PoojaLaw House, ITO and Durga Photostate , iSS Building Laxmi Nagar
Kolkata: Law Point , 6C,R N Mukherjee Road , Kolkata 700001.Phone : 033 22101821, 22483934
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4 CA Aaditya Jain

Write a short note on * Currency Futures” [ Important for Nov 08 /May 09]

Meaning : A currency futureisafutures contract to exchange one currency for another at a specified date in the future at a
price (exchange rate) that is fixed on the contract date..

Currency futures were first created at the Chicago Mercantile Exchange (CME) in 1972

Currency Futures Market exist for the major currencies of theworld - likethe Australian dollar, the Canadian Dallar, the British
pound, the French franc, the Swiss franc, the Japanese yen etc.

ExchangeTraded : Contracts are traded on an exchange,& the clearing house of the exchange interactsitself between the buyer
and theseller. Thismeansthat all transactions are with the clearing house, and not directly between the purchaser and the seller.
Settlement : In practice very few contracts involve actual delivery at the specified day. Rather, buyers & sellers of a contract
independently take opposite positions to settle down a contract. The seller cancels a contract by buying another contract, the
buyer by selling another contract.

Mark ToMarket : Each day, the future contract is marked to market in the sensethat it is valued at the closing price. Everyday,
thereisawinner and loser, depending on the fluctuationsin prices. Theloser must come up with more magins, whilethe winner
can draw off excess margin.

Contract Size/L ot Size: Contract Sizeis standardized.i.e Number of units of Foreign Currency per Futures Contract isfixed.If
aUSD Futures Contract size is 10,000 Units,and a Companywants to sell USD 55,000,it should either sell 5 USD Futuresor 6
USD Futures.It cannot sell 5.5 USD Futures.

Indian Scenario : Currency Future Now In I ndia Currency Futures are now availablein Indiafrom 29th August 2008 at the
National Stock Exchange (NSE) .The much-hyped currency futures debuted with aturnover of nearly Rs 291 crore.The dollar-
rupee futures received an overwhel ming response from market participants with nearly 70,000 contractstrading on Day 1. The
first trade on the exchange was executed by East India Securities Ltd. East India Securities struck thefirst futures deal buying 50
November contractsat Rs44.15 adollar for its client Budge Refineries . HDFC Bank wasthe first bank to carry out the currency
futures transaction. Banks contributed 40% of the total volume. The largest deal of 15,000 contracts which was transacted by
Standard Chartered Bank. The most active contract was the September 2008 expiry, trading around 43,000 contracts. The
trading limit for individualsis$5 million and for trading membersis $25 million . Foreigninstitutional investors are excluded from
the market at present. The 12 serial month contracts were available for trading i.e., September 2008 to August 2009

The Guideline on Currency Future[ only if question ask to write the recent guideline on currency future]

The Reserve Bank of Indiaon Wednesday i ssued a set of directions and guidelinesfor the launch of the much-awaited currency
futurestrading in India

Following arethe guidelinesissued under the Reserve Bank of IndiaAct, 1934 that have comeinto force with effect from August
6, 2008.

Definitions

(i)Currency Futures means a standardised foreign exchange derivative contract traded on arecognized stock exchangeto buy or
sell one currency against another on a specified future date, at a price specified on the date of contract, but does not include a
forward contract.

(i) Currency Futures market means the market in which currency futures are traded.

Permission

(i) Currency futures are permitted in US Dollar - Indian Rupee or any other currency pairs, as may be approved by the Reserve
Bank from timeto time.

(ii) Only *persons resident in India’ may purchase or sell currency futures to hedge an exposure to foreign exchange rate risk or
otherwise.

Featuresof Currency Futures: Standardized currency futures shall have the following features:

a. Only USD-INR contracts are allowed to be traded.

b. The size of each contract shall be USD 1000.

¢. The contracts shall be quoted and settled in Indian Rupees.

d. The maturity of the contracts shall not exceed 12 months.

e. The settlement price shall be the Reserve Bank’s Reference Rate on the last trading day.

Participants

(i) No person other than ‘a person resident in India’ as defined in section 2(v) of the Foreign Exchange Management Act, 1999
(Act 42 of 1999) shall participate in the currency futures market.

(i) Notwithstanding sub-paragraph (i), no scheduled bank or such other agency falling under the regulatory purview of the
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Reserve Bank under the Reserve Bank of IndiaAct, 1934, the Banking Regulation Act, 1949 or any other Act or instrument having
theforce of law shall participate in the currency futures market without the permission from the respective regul atory Departments
of the Reserve Bank. Similarly, for participation by other regulated entities, concurrence from their respectiveregulators should

be obtained.

Member ship

i. The membership of the currency futures market of arecognised stock exchange shall be separate from the membership of the
equity derivative segment or the cash segment. Membership for both trading and clearing, in the currency futures market shall be
subject to the guidelinesissued by the SEBI.

ii. Banks authorized by the Reserve Bank of India under section 10 of the Foreign Exchange Management Act, 1999 as ‘AD

Category - | bank’ are permitted to become trading and clearing members of the currency futures market of the recognized stock

exchanges, on their own account and on behalf of their clients, subject to fulfilling the following minimum prudential requirements:
a) Minimum net worth of Rs. 500 crores. b) Minimum CRAR of 10 per cent. ¢) Net NPA should not exceed 3 per cent. d) Made
net profit for last 3 years.

TheAD Category - | bankswhich fulfill the prudential requirements should lay down detailed guidelineswith the approval of their
Boards for trading and clearing of currency futures contracts and management of risks.

(iii) AD Category - | bankswhich do not meet the above minimum prudential requirementsand AD Category - | bankswhich are
Urban Co-operative banks or State Co-operative banks can participate in the currency futures market only as clients, subject to
approval therefor from the respective regulatory Departments of the Reserve Bank.

Position Limits

i. Theposition limitsfor various classes of participantsin the currency futures market shall be subject to the guidelinesissued by
the SEBI.

ii. TheAD Category - | banks, shall operate within prudential limits, such as Net Open Position (NOP) and Aggregate Gap (AG)

limits. The exposure of the banks, on their own account, in the currency futures market shall form part of their NOP and AG
limits.

Risk Management Measures

Thetrading of currency futures shall be subject to maintaining initial, extremeloss and calendar spread margins and the Clearing
Corporations/ Clearing Houses of the exchanges should ensure maintenance of such margins by the participants on the basis of
the guidelinesissued by the SEBI from timeto time.

Surveillance and Disclosures

The surveillance and disclosures of transactions in the currency futures market shall be carried out in accordance with the
guidelinesissued by the SEBI.

Authorisation to Currency Futures Exchanges/ Clearing Cor por ations

Recognized stock exchanges and their respective Clearing Corporations/ Clearing Houses shall not deal in or otherwise undertake
the businessrelating to currency futures unlessthey hold an authorization issued by the Reserve Bank under section 10 (1) of the
Foreign Exchange Management Act, 1999.

Power s of Reserve Bank

The Reserve Bank may from time to time modify the eligibility criteria for the participants, modify participant-wise position
limits, prescribe margins and or impose specific marginsfor identified participants, fix or modify any other prudential limits, or
take such other actions as deemed necessary in publicinterest, in the interest of financial stability and orderly devel opment and
maintenance of foreign exchange market in India.

Writeashort noteon EXTERNAL COMMERCIAL BORROWINGS ?
~The foreign currency borrowings raised by the Indian corporates from confirmed banking sources outside India are called
“External Commercial Borrowings” (ECBSs).
=~ These Foreign Currency borrowings can be raised within ECB Policy guidelines of Govt. of India/ Reserve Bank of India
applicablefromtimetotime.
~ External Commercia Borrowings (ECB) aredefinedto include
1. commercial bank loans 2. buyer’s credit 3. supplier’s credit 4. securitised instruments such asfloating rate notes, fixed rate
bonds 5. credit from official export credit agencies etc
~Multilateral financial institutionslike IFC, ADB, AFIC, CDC are providing such facilities.
~Benefits: The ECBsroute is beneficial to the Indian corporates on account of following :-
1. It providesthe foreign currency funds which may not be available in India.
2. The cost of funds at times works out to be cheaper as compared to the cost of rupee funds.
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3. The availability of the funds from the International market is huge as compared to domestic market and corporates can
raise large amount of funds depending on the risk perception of the International market.

4. ECBs provided an additional source of funds to the Indian companies, allowing themto supplement domestically
available resources and to take advantage of lower international interest rates.

5. Whilethe ECB policy providesflexibility in borrowing consistent with maintenance of prudential limitsfor total external
borrowings, its guiding principles are to keep borrowing maturities long, costs low and encourage infrastructure/core and
export sector financing which are crucial for overall growth of the economy.

~ECB cap : With a view to manage the country’s external debt prudently, the Finance Ministry sets an annual cap on the total

ECBsthat Indian corporates can accessin ayear.There have been reports that the Government plansto hike the cap on ECB

currently fixed at $18 billion to about $22 billion.

~The government has been streamlining/liberalising ECB proceduresfrom timeto timeto enable Indian corporates have greater

accesstointernational financial markets.

~ Recent Example: About 812 companies have raised about $20.24 billion through ECBsin the April 2006-February 2007

period. That would be equivalent to about Rs 88,000 crore.The top fundraiser was Reliance Industries, which raised $700

million, followed by Reliance Communi cation, which raised $500 million.Unitsin SEZ are permitted to use ECBsunder a special
window.

External Commercial BorrowingsPolicy -Liberalisation- September 2008 [Only If question asks To Write Recent Guidelines)

September 22, 2008: Reserve Bank of India has advised modification in some aspects of the ECB poalicy asindicated below:

1. At present, borrowersin theinfrastructure sector are allowed to avail ECB up to USD 100 million per financia year for Rupee

expenditure for permissible end-uses under the Approval Route. Considering the huge funding requirements of the sector,

particularly for meeting Rupee expenditure, the existing limit of USD 100 million hasbeen rai sed to USD 500 million per financia
year for the borrowersin the infrastructure sector for Rupee expenditure under the Approval Route.

ECBsin excessof USD 100 million for Rupee expenditure should have a minimum average maturity period of 7 years.

2.Inview of widening of credit spreadsin theinternational financial markets, the all-in-cost ceilings Over 6 Months LIBOR for

ECBsaremodified asfollows:

AverageMaturity Period All-in-Cost ceilings over 6 Months LIBOR*

Existing Revised
Three years and up to five years 200 bps 200 bps
More than five years and up to seven years 350 bps 350 bps
More than seven years 350 bps 450 bps

* for the respective currency of borrowing or applicable benchmark
3. Theamendmentsto the ECB guidelineswill come into force with immediate effect. All other aspects of the ECB policy such
asUSD 500 million limit per borrower per financial year under the Automatic Route, €ligible borrower, recognised lender, end-use
of foreign currency expenditure for import of capital goods and overseas investments, average maturity period, prepayment,
refinancing of existing ECB and reporting arrangements remain unchanged.
The existing limit of USD 50 million for Rupee expenditure under the Approval Route for borrowers other than those in the
infrastructure sector al so remains unchanged.
4. Necessary amendments to the Foreign Exchange Management (Borrowing or Lending in Foreign Exchange) Regulations,
2000 dated May 3, 2000 are being issued separately.
5. AD Category - | banks may bring the contents of this circular to the notice of their constituents and customers concerned.
6. Thedirections contained in thiscircular have beenissued under sections 10(4) and 11 (1) of the Foreign Exchange Management
Act, 1999 (42 of 1999) and iswithout prejudice to permissions/approvals, if any, required under any other
law

Write short note on Foreign Currency Exchangeable Bond ?

=~ |n February thisyear, the Government (Ministry of Finance) had issued a notification introducing Foreign Currency Exchange
Bonds (FCEBS) that offered Indian companies an additional avenue to raise financesfrom overseas.

~“Foreign Currency Exchangeable Bond” means a bond expressed in foreign currency, the principal and interest in respect of
which is payable in foreign currency.

FCEB is aforeign currency bond, issued by an Indian issuing company (IC) and subscribed to by a person who is a resident
outside India. FCEBs are exchangeabl e into equity shares of an offered company (OC).

FCEBsarefinancia instrumentssimilar to Foreign Currency Convertible Bonds (FCCBSs) in nature and allow corporateto raise
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money by issuing bonds.

~ Recently notified by the Finance Ministry, the FCEB Scheme, 2008, enables Indian promotersto unlock valuein their group
companies, without immediate dilution of voting power or control in such companies

~“The unique and flexible nature of FCEB has generated a lot of interest among large Indian corporate houses looking to raise
funds overseas, for acquisitions or greenfield projects

=~ Clearly theintroduction of FCEBsisavery laudableinitiative and provides an additional avenue for Indian promotersto raise
funds from foreign investors to fund new projects or acquisitions

~The RBI is likely to come out with guidelines on Foreign Currency Exchangeable Bonds (FCEBSs) a move that would give
corporate more options to raise money from overseas markets.

=~ The ease of norms by RBI would prove useful for companied to raise funds from international market.

~Feature Of The Scheme :

The companies can issue FCEB with amaturity period of five years, in order to raise funds from foreign market.

FCEB help companiesto meet their financing requirementsin foreign currency.

FCEBswill permit Indian firmsto unlock apart of holding in group firmsinvestmentsto comply with FDI and ECB palicy.
The bond would be in foreign currency, and the principal and interest will also have to be paid in foreign currency.

Foreign Currency Exchangeable Bonds Scheme, 2008 [ Only If Question Ask Us To write Recent Guideline]

The Central Government hereby notifiesthe following schemefor facilitating i ssue of Foreign Currency Exchangeable Bonds by
Indian Companies, namely :—

1. Short title and commencement.—

(1) This scheme may be called the Issue of Foreign Currency Exchangeabl e Bonds Scheme, 2008.

(2) It shall comeinto force on the date of notification in the Official Gazette.

2. Definitions.—In this scheme, unless the context otherwise requires,—

(a) “Foreign Currency Exchangeable Bond” means a bond expressed in foreign currency, the principal and interest in respect of
which is payable in foreign currency, issued by an Issuing Company and subscribed to by a person who is a resident outside
Indiain foreign currency and exchangeable into equity share of another company, to be called the Offered Company, in any
manner, either wholly, or partly or on the basis of any equity related warrants attached to debt instruments.

(b) “Issuing Company” means an Indian company as defined in the Companies Act, 1956 (1 of 1956), which is eligible to issue

Foreign Currency Exchangeable Bond.

(c) “Offered Company” means an Indian company as defined in the Companies Act, 1956 (1 of 1956) whose equity share/s shall

be offered in exchange of the Foreign Currency Exchangeable Bond.

(d) “Promoter Group” has the same meaning as defined in the Securities and Exchange Board of India (Disclosure and Investor

Protection) Guidelines, 2000.

3. Eligibility Conditionsand subscription of Foreign Currency Exchangeable Bonds.—

(1) The Issuing Company shall be part of the promoter group of the Offered Company and shall hold the equity share/s being
offered at the time of issuance of Foreign Currency Exchangeable Bond.

(2) The Offered Company shall be alisted company which is engaged in a sector eligible to receive Foreign Direct Investment
and eligibletoissue or avail of Foreign Currency Convertible Bond or External Commercial Borrowings.

(3) An Indian Company, which is not eligible to raise funds from the Indian securities market, including a company which has
been restrained from accessing the securities market by the Securities and Exchange Board of Indiashall not be eligibleto issue
Foreign Currency Exchangeable Bond.

(4) The subscriber to the Foreign Currency Exchangeable Bond shall comply with the Foreign Direct Investment policy and
adhereto the sectoral caps at thetime of issuance of Foreign Currency Exchangeable Bond. Prior approval of Foreign Investment
Promotion Board, wherever required under the Foreign Direct Investment policy, should be obtained. Entities prohibited to buy,
sdll or dedl in securitiesby Securitiesand Exchange Board of Indiawill not beeligibleto subscribeto Foreign Currency Exchangeable
Bond.

4. End-use requirements.—
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(1) The proceeds of Foreign Currency Exchangeable Bond may be invested by the issuing company in the promoter group
companies. The promoter group company receiving such investments shall be required to use the proceedsin accordance with
end uses prescribed under the External Commercial Borrowingspolicy. The promoter group company receiving such investments
will not be permitted to utilize the proceeds for investmentsin the capital market or in real estatein India.

(2) The proceeds of Foreign Currency Exchangeable Bond may be invested by the issuing company overseas by way of direct
investment including in Joint Ventures or Wholly Owned Subsidiaries subject to the existing guidelineson Indian Direct Investment
in Joint Ventures or Wholly Owned Subsidiaries abroad.

5. Operational Procedure.—

(1) Prior approval of the Reserve Bank of India shall be required for issuance of Foreign Currency Exchangeable Bond.

(2) The Foreign Currency Exchangeable Bond may be denominated in any freely convertible foreign currency.

6. Pricingand Maturity.—

(1) The rate of interest payable on Foreign Currency Exchangeable Bond and the issue expenses incurred in foreign currency
shall bewithintheall in cost ceiling as specified by Reserve Bank of Indiaunder the External Commercial Borrowings palicy.
(2) At the time of issuance of Foreign Currency Exchangeable Bond the exchange price of the offered listed equity shares shall
not be less than the higher of the following two :

(i) The average of the weekly high and low of the closing prices of the shares of the offered company quoted on the stock
exchange during the six months preceding the relevant date; and

(ii) The average of the weekly high and low of the closing prices of the shares of the offered company quoted on a stock
exchange during the two week preceding the relevant date.

Explanation :(—For the purpose of this sub-scheme, “relevant date” means, the date on when the Board of the issuing company
passes the resol ution authorizing the i ssue of Foreign Currency Exchangeable Bond.

(3) The minimum maturity of the Foreign Currency Exchangeable Bond shall be five years for purposes of redemption. The
exchange option can be exercised at any time before redemption. While exercising the exchange option, the hol der of the Foreign
Currency Exchangeable Bond shall take delivery of the offered shares. Cash (Net) settlement of Foreign Currency Exchangeable
Bondsshall not be permissible.

7. Mandatory Requirements.—

(1) The Issuing Company shall comply with the provisions of the Companies Act, 1956 (1 of 1956) and obtain necessary
approvals of its Board of Directors and shareholdersif applicable. The Offered Company shall a so obtain the approval of its
Board of Directorsin favour of the Foreign Currency Exchangeable Bond proposal of the issuing company.

(2) The Issuing Company intending to offer shares of the offered company under Foreign Currency Exchangeable Bond shall
comply with all the applicable provisions of the Securities and Exchange Board of IndiaAct, Rules, Regulations or Guidelines
with respect to disclosures of their shareholding in the Offered Company.

(3) Thelssuing Company shall not transfer, mortgage or offer as collateral or tradein the offered shares under Foreign Currency
Exchangeabl e Bond from the date of issuance of the Foreign Currency Exchangeable Bond till the date of exchange or redemption.
Further, the lssuing Company shall keep the offered shares under Foreign Currency Exchangeable Bond freefromall encumbrances
from the date of issuance of the Foreign Currency Exchangeable Bond till the date of exchange or redemption.

8. Retention and deployment of proceeds of Foreign currency exchangeable Bond.— The proceeds of the Foreign Currency
exchangeable Bond shall be retained and/or deployed overseas in accordance with the policy for the proceeds of External
Commercial Borrowings.

9. Taxation on Exchangeable Bonds.—

(1) Interest payments on the bonds, until the exchange option is exercised, shall be subject to deduction of tax at source as per
the provisions of sub-section (1) of section 115 AC of the Income-tax Act, 1961 (43 of 1961).(2) Tax on dividend on the
exchanged portion of thebond shall bein accordance with the provisions of sub-section (1) of section 115AC of the Income-tax
Act, 1961 (43 of 1961).(3) Exchange of Foreign Currency Exchangeable Bondsinto shares shall not giveriseto any capital gains
liabletoincome-tax in India.(4) Transfers of Foreign Currency Exchangeable Bonds made outside Indiaby aninvestor whoisa
person resident outside India to another investor who is a person resident outside India to another investor who is a person
resident outside Indiashall not giveriseto any capital gainsliabletotax inIndia.

Note: Student may ignore the guidelines part . Just Read the guidelines and devel op a common understanding of the topic .
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| mportant Practical Questions

Dividend :

QUESTION NO.1 Mr. A is contemplating purchase of 1,000 equity shares of a Company. His expectation of return is 10%
before tax by way of dividend with an annual growth of 5%. Company’s last dividend was Rs. 2 per share. Even as he is
contemplating, Mr. A suddenly finds, due to a budget announcement dividends have been exempted from tax in hands of the
recipients. But theimposition of dividend Distributiontax onthe Company islikely to lead to afal in dividend of 20 paise per share.
A’s marginal tax rate is 30%. Calculate what should be Mr. A’s estimates of price per share before and after Budget announce-
ment?

Solution :
Do(1+9)
As per Dividend Growth Model : P = “Ke—a
o e-g
2x(1+.05)

Now Market Price Per Share (P)) before Budget annoncement as per Mr. A's estimates. P, = T10-05 =Rs.42

_ _ 1.80x (1+.05)
and Market Price Per Share (P after Budget announcement as per Mr. A'sestimates. P_= T o7-05 - Rs. 94.50
Bond Valuation :
QUESTION NO. 2 John inherited the following securities on his uncle’s death:
Type of Security Nos. Annual Coupon Maturity Years Yied
Bond A (Rs. 1,000) 10 9 3 12
Bond B (Rs. 1,000) 10 10 5 12
Preference Shares C (Rs. 100) 100 1 * 13*
Preference Shares D (Rs. 100) 100 12 * 13*

*likelihood of being called at a premium over par. Compute the current value of his uncle’s portfolio.

Solution :
Computation of Current Value of John’s Portfolio.
(i) No.of Bond : 10 Name of Bond : Bond A, Face Value: Rs. 1,000 par value, Coupon Rate : 9%, Maturity 3yrs: Yeild : 12 %
Value Of Bond : 10 x [ 900 x PVAF (12 %, 3 Years) + 1000 x PVF (12 %, 3 Years) = Rs. 9282
(ii) No.of Bond : 10 Name of Bond : Bond B, FaceVaue: Rs. 1,000 par value, Coupon Rate : 10 %, Maturity 5yrs: Yeild: 12 %
Value Of Bond : 10 x [ 100 x PVAF (10%, 3 Years) + 1000 x PVF ( 10%, 3 Years) = Rs. 9275
(iii) No. of Bond : 100 Preference shares C, Face Value : Rs. 100 par value, Coupon Rate: 11% ,Yeild : 13 %
11%x100 Nos.x Rs.100 1,100 _
13% " 013 - 8Ae2
(iv)No. of Bond : 100 Preference shares D, Face Value: Rs. 100 par value, Coupon Rate: 12% ,Yeild : 13 %

12%x100Nosx Rs.100 1,200
13% 0.13
Therefore Total current value of his portfolio [(i) + (ii) + (iii) + (iv)] = 36,250

= 9,231

Note : Preference shares are assumed to be irredeemable (i.e. having no maturity period) in the absense of any information.

Mutual Fund :

QUESTION NO. 3Kiran hasinvested in three mutual fund schemes as per details given bel ow:
Mutual Fund A B C

Date of investment 1.12.03 1.1.04 1.3.04

Amount of investment Rs. 50000 Rs. 1 lakh Rs. 50000

NAV at entry date Rs. 10.50 Rs. 10.00 Rs. 10.00

Dividend received upto 31.3.04 Rs. 950 Rs. 1500 Nil

NAV ason 31.3.2004 Rs. 10.40 Rs. 10.10 Rs. 9.80

Required : What isthe effective yield on per annum basis in respect of each of the three schemesto Miss Kiran upto 31.3.04?
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Solution :

(10.40-10.50) + .20
10.50

Return for MF A (Period 1-12-03 to Period 31-03-04) = = .95% for 4 months .

12 12

Return for MF-A for per annuam basis ( Yield per annum )= Yieldx == — =95 X = 2.85%

Working Notes :

Total Investment 50,000
NPV at entry date ~ 10.50

Total Dividend 950 20
No.of Units 4762

(a) No.of Units= = 4762 (b) Dividend Per Unit =

(10.10 - 10.00) + .15
10

Return for MF B (Period 1 - 04 to 31 -3 -04) = = 2.5% for 3 months.

12
Return for MF-Bfor per annuam basis ( Yield per annum) = 2.5 x 3= 10%

Working Notes:

Total Investment ],oo,ooo_10 000 o ~ Total Dividend 1500 15
NPV atentrydate ~ 10 (b) Dividend Per Unit = =\ 0"t Units = 10,000

(a) No.of Units=

(9.80-10.00) + NIL

Return for MF C : (Period 01 - 03-04t0 31 - 03-04) = 100 = — 2% for 1 months .

. . 12
Return for MF-C for per annuam basis ( Yield per annum) =-2% x =~ = - 24%
Working Notes :

Total Investment 50000 _ o . N NI Gy
NPV ety date = 10 u ;Dividend Per Unit=

No.of Units 5000
or no required to calculate as Dividend isNIL asgiveninquestion .

(a) No.of Units=

Portfolio Management :

QUESTION NO. 4Thetotal market value of the equity share of O.R.E. Company isRs. 60,00,000 & total value of thedebt isRs.
40,00,000. Thetreasurer estimate that the beta of the stock ( Additional Analysis: Stock means Equity ) iscurrently 1.5 & that the
expected risk premium on the market is 10%. The industry bill rateis 8%. Required:

(i) What is the beta of the Company’s exiting portfolio of assets?

(ii) Estimate the Company’s Cost of capital and the discount rate for an expansion of the company’s present business.

Solution :
(i) Firm Beta or Beta of Company's existing Portfolio of Assets:

B, =|Bgx E +BD><L = 1.5><i+0>< 60 =9
D+E D+E 60 +40 60 + 40 '
Estimation of Company's Cost of Capital : = Risk Free Return + Beta, ., (R, —Rf)=8% + .90 x 10% = 17%
In case of expansion plan, 17% can be used as Discount Rate.Therefore Discount Rate = 17 %
Note : Debt Betais assumed to be Nil in the absense of any information.

Derivatives :

QUESTION NO. 5Thefollowing datarelated to ABC Ltd. shareprices:

Current Market Price Per Share Rs. 180
Price in Futures Market for 6 month Rs. 195
It is possible to borrow money for securities transactions at the rate of 12% p.a. Required :
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(i) Calculatethe Fair /Theoretical minimum price of a6 month forward contract. (ii) Explain, if any, arbitrage opportunities exist.

Solution :
6 months forward price may be found as follows :

Fair Future Value= Spot Price x €' = Rs. 180 x e2X® = Rs. 180 x 1.06184

Decision :

Actual Future Price = Rs.195 ; Fair Future Price = Rs.191.12
Since Fair Future Priceislessthan Actual Future Price, Arbitrage Opportunity ispossible.

Stock isOvervalued in Future Market.
For Arbitrage Gain':

= Rs 191.12

(i) Buy the Stock in the Spot / Cash Market (ii) For this Borrow the necessary amount (iii) Then Sell the Stock in the Future

Market upon maturity .
Gain or Loss on Expiration :

Repayment including interest @ 12% c.c taken for borrowing and buying stock in the spot market.

[180 x e12 %812 — 180 x €% — 180 x 1.06189] 191.1312
Sell the Stock in the future market as per contract and collect 195
Net Gain 3.8688

The arbitrage opportunity will continue to exist. So long as the actual market price is more than Rs. 191.12 [ Which was our

Fair Future Price ]

QUESTION NO. 6 Ram buys 10,000 sharesof X Ltd. at Rs. 22 and obtai nsacomplete hedge shorting [selling ] 400 Niftiesat Rs.
1100 each. He closes out his position at the closing price of the next day at which point, the share of X Ltd. has dropped 2% and
the Nifty future has dropped 1.5%. What is the overall profit/loss of this set of transaction?

Solution :

Step 1 Computation of Profit/Loss on Share of X Ltd

Purchase Price : 10,000 x 22 — 220000
Sale Price : 10,000 x (22 — 22 x 2%) + 215600
Loss 4400
Step 2 Computation of Profit/Loss on Nifty

Sale Price: 400 x 1100 + 440000
Purchase Price : 400 x (1100 — 1000 x 1.5%) — 433400
Profit 6600
Step 3 Computation of Overall Profit and Lossin

Profit on Nifty 6600
Losson X Ltd. Share 4400
Overall Net gain in the set of transaction 2200

QUESTION NO. 7 Which position on the index futures gives a specul ator acompl ete hedge against the foll owing transactions.
(i) The shareof Right Ltd. isgoing to rise. He has along position on the cash market of Rs. 50 lacs on the Right Ltd. The beta
of the Right Ltd. is 1.25.

(if) Theshare of Wrong Ltd. is going to depreciate. He has a short position on the cash market of Rs. 25 lacs on the Wrong Ltd.
The beta of the Wrong Ltd. is0.9.

(iii) The share of Fair Ltd. is going to stagnate. He has a short position on the cash market of Rs. 20 lacs of Fair Ltd. The beta
of the Fair Ltd. is0.75.

Solution :

Hedging istaking an equal and opposite position in another market so that loss that may arisein one market would be compensated
by againin another market. The extent of hedging ( sometimes referred to as hedge ratio) isdetermined by the beta of asecurity.
If the betais greater than one (i.e. hedgeratio is greater than one) then the postion hedged would be higher than the underlying
position and viceversa.

(i) Since he has aLong position on the Cash Market and the expectation is that Priceis going to Rise

For complete hedge he should take Short Position in the Future Market i.e. he should sell Index in the future market to the tune
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of 50 lacs x 1.25 = 62.5 lacs

(ii) Since he has a Short Position on the Cash Market and the expectation isthat Priceis going to Fall
For complete hedge, he should take Long Position in the Future Market i.e. he should buy Index in the future market to the
tune of 25 lacs x .90 = 22.5 lacs.

(iii) Since he has Short Position on the Cash Market and the expectation is that price is going to remain stagnate .

In this case the speculator may remain un-hedged. However For complete hedge, he should take Long Position in the Future
Market i.e. he should buy Index futures market equivalent to 0.75 x Rs. 20 lacs = Rs. 15 lacs. It would protect him from
unanticipated | osses.

Additional Analysis: The above action would give a speculator a complete hedge whether the price is expected torise, fall or
remain stagnate .

Merger & Acquisition :

QUESTION NO. 8 Thefollowing information is provided related to the acquiring Firm Mark Limited and thetarget Firm Mask

Limited:

Firm Mark Limited Firm Mask Limited
Earning after tax (Rs.) 2,000 lakhs 400 lakhs
Number of shares outstanding 200 lakhs 1001akhs
P/E ratio (times) 10 5

Requir ed: (i) What isthe Swap Ratio based on current market prices?(ii) What isthe EPS of Mark Limited after acquisition?(iii)
What is the expected market price per share of Mark Limited after acquisition, assuming P/E ratio of Mark Limited remains
unchanged?(iv) Determine the market value of the merged firm(v) Calculate gain/ loss for shareholders of the two independent
companiesafter acquisition.

Solution :
(i) Swap Ratio based on Current Market Price : Mark Mask
Earning After Tax 2000Lakhs 400 Lakhs
No. of Equity Shares 200Lakhs 100 Lakhs
EPS 10 4
P/E Ratio 10 5
MPS 100 20
.20 _

Swap Ratio = 100

B (2000 + 400)L
() EPS,.6 = 200l +100L x .2 = 1091

(iii) Expected MPS of Mark Ltd. after acquisition, assuming P/E Ratio of Mark Ltd. remains unchanged :
MPS, ., =PIERatio,,, x EPS, , =Rs 10x 10.91 = Rs. 109.10

(iv) Market Value of Merged firm = MPSAfter Merger x Total No. Of Equity Shares After Merger = Rs. 109.10 x 220 Lakhs

= 24002 Lakhs.

(v) Gain/Lossfrom Merger :

Post Merger Market Value of the Merged firm = Rs. 24002 Lakhs.
Less: PreMerger Market Vaue:

Mark Ltd : 200 L x 100 = Rs. 20000 Lakhs.
Mask Ltd. 100 L x 20 = 20 Crores = Rs. 2000 Lakhs.
Gain from Merger Rs. 2002 Lakhs.

Appropriation of Gains from the merger among shareholders:
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Mark Ltd. Mask Ltd.
Post Merger Value 21820 Lakhs. 2182 Lakhs.
[200 L x 109.10]= [100 L x .2 x 109.10]=
Loss: Pre-Merger Market Value 20000 Lakhs. 2000 Lakhs.
Gainto Shareholders 1820 Lakhs. 182 Lakhs.
Leasing :

QUESTION NO. 9 Agrani Ltd. isin the business of manufacturing bearings. Some more product lines are being planned to be
added to the existing system. The machinery required may be brought or may be taken on lease. The cost of machine is Rs.
40,00,000 having a useful life of 5 years with the salvage value of Rs. 8,00,000. The full purchase value of machine can be
financed by 20% loan repayable in five equal instalments falling due at the end of each year. Alternatively, the machine can be
procured on a5 years|ease, year-end lease rentalsbeing Rs. 12,00,000 per annum. The Company followsthe written down value
method of depreciation at the rate of 25%. Company’s tax rate is 35 per cent and cost of capital is 16 per cent.

(i) Advise the company which option it should choose - |ease or borrow.
(if) Assess the proposal from the lessor’s point of view examining whether leasing the machine is financially viable at 14% cost
of capital (Detailed working notes should be given. Cal culations can be rounded off to Rs. l1akhs).

PVAF @ 13%
20% (I-T)

Solution :
(i) Present Value of Cash outflow under Lease Option
Year Lease Rental After tax
1-5 12,00,000 (1 -T)
=7,80,000

Present Value Cash Outflow under Borrowing Option

5 equal instalments

3.517

Rs. 40,00,000 + PVAF (20%,5 Years) = Rs. 40,00,000 + 2.991 = 13,37,345

Tax Advantage

Year Loan On On Net Cash

Instalments Interest Depreciation Ouitflow
1 13,37,345 2,80,000 3,50,000 7,07,345
2 13,37,345 2,48,386 2,62,500 8,26,459
3 13,37,345 1,97,249 1,96,875 9,43,221
4 13,37,345 1,43,085 1,47,656 10,46,604
5 13,37,345 78,087 1,10,742 11,48,516
Total PV 31,91,981
Less: PV of Salvage Value adjusted for Tax savings
on loss of sale of machinery (Rs. 8,00,000 + 52226.5) x .543 4,62,759
Total Present Value of Cash Outflow 27,29,222

(inRs.)
Total Present Value
27,43,260

PVF Total PV
13%

.885 6,26,000
.783 6,47,117
.693 6,53,652
.613 6,41,568
543 6,23,644

31,91,981

Decision PV of Cash Outflow of Lease Option is greater than borrow option and hence borrow option is recommended.

Working Notes ;

1. Debt and Interest payments:

Year

abh wnN Pk

2. Depreciation Schedule :

Year
1

Loan at the Loan Interest
beginning of Installment  Component
the year

40,00,000 1337345 8,00,000
34,62,655 1337345 6,92,531
28,17,841 1337345 5,63,568
20,44,064 1337345 4,08,813
11,15,532 1337345 2,23,106

Depreciation

40,00,000 % .25 = 10,00,000

Principal Balance at

Component  the end of
year

5,37,345 34,62,655

6,44,814 28,17,841

7,773,777 20,44,064

9,28,532 11,15,532
11,124,239 NIL

Balance
30,00,000
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2 30,00,000 x .25 = 7,50,000 2250000
3 22,50,000 x .25 = 5,62,500 1687500
4 16,87,500 x .25 = 4,21,875 12165625
5 12,65,625 x .25 = 3,16,406 949215
Therefore Book VValue of Machine at theend of Year 5 = 9,49,219
3. Loss on Sale of Machinery:
SdeVaue 8,00,000
Less: Book Value 9,49,219
Loss 149219
Tax Saving @ 35 % 52226.65
(i) Proposal From the View Point of L essor
Lessor’s Cash Flow
1 2 3 4 5
LeaseRentals 12,00,000 12,00,000 12,00,000 12,00,000 12,00,000
Less: Dep. 10,00,000 7,50,000 5,62,500 4,21,875 3,16,406
EBT 2,00,000 4,50,000 6,37,500 7,78,125 8,83,594
Less: Tax @ 35% 70,000 1,57,500 2,23,125 2,72,344 3,09,258
EAT 1,30,000 2,92,500 4,14,375 5,05,781 5,74,336
CFAT 11,30,000 10,42,500 9,76,875 9,27,656 8,90,742
PVF @ 14% 877 .769 .675 592 519
Pv 9,91,010 8,01683 6,59,391 5,49,172 4,62,295
Total PV. = 34,63,551
Add : PV of Sale Value+Tax Saving on sale of asset 442305 ( 852226.5 x .519)
Total Present Value of Cash Inflow 3905856
Cost of Machine 40,00,000
NPV -94144

Decision ; Leasing from the point of view of Lessor isnot financially viable. Hence, not recommended.

Capital Budgeting :

QUESTION NO. 10 A company is considering two mutually exclusive projects X and Y. Project X costs Rs. 30,000 and Project
Y Rs. 36,000. You have been given below the net present value, probability distribution for each project:

Project X
NPV Estimate Probability
3,000 0.1
6,000 0.4
12,000 0.4
15,000 0.1

Project Y

NPV Estimate

3,000
6,000
12,000
15,000

Probability
0.2
0.3
0.3
0.2

(i) Compute the Expected Net Present VValue of Projects X and Y. (ii)Compute the risk attached to each project i.e., Standard
Deviation of each probability distribution. (iii)Which project do you consider morerisky and why? (iv)Compute the Profitability

Index of each project.

Solution :
@ Project X
NPV Estimate Praobability NPV Estimate Deviation Square of the Squar e of the
x Probability from Expected NPV deviation deviation x Probability
3,000 0.1 300 6,000 3,60,00,000 36,00,000
6,000 04 2,400 3,000 90,00,000 36,00,000
12,000 04 4,800 -3,000 90,00,000 36,00,000
15,000 0.1 1,500 -6,000 3,60,00,000 36,00,000
Expected NPV 9,000 1,44,00,000
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Project Y
NPV Estimate Praobability NPV Estimate Deviation Square of the Square of the
x Probability from Expected deviation deviation x
NPV i.e. Rs. Probability
3,000 0.2 600 6,000 3,60,00,000 72,00,000
6,000 0.3 1,800 3,000 90,00,000 27,00,000
12,000 0.3 3,600 -3,000 90,00,000 27,00,000
15,000 0.2 3,000 -6,000 3,60,00,000 72,00,000
Expected NPV 9,000 1,98,00,000

)] The Expected Net Present Value of Project X and Y isRs. 9,000 each.
(i) Standard Deviation :

In case of Project X : Standard Deviation = ,/Rs.1,44,00,000 = 3,79%5.
In case of Project Y : Standard Deviation = ,/Rs.1,98,00,000 = 4,450
(i) X Y
Expected NPV 9,000 9,000
Standard Deviation 3795 4450

Project Y seems to be more riskier than Project X .As Expected NPV of both Project X and Project Y are same .But Standard
Deviation of Project Y ismore than Project X.It means Project Y ismoreriskier .or
We can al so take decision by cal culating Coefficient Of Variation (Asper Suggested) :
Standard Deviation
Expected Present Value

Coefficient of Variation =

3,795
In case of Project X : Coefficient of Variation = 9000 = 0.42;

4,450
In case of Project Y : Coefficient of Variation = 9.000 = 0.49 or 0.50

Project Y isriskier sinceit has ahigher coefficient of variation.

Present Valueof Cash Inflow
Present Valueof Cash Outflow

(iv) Profitability Index =

9,000+ 30,000 _13

In case of Project X : Profitability Index = —30’000
_ o 9,000 + 36,000
In case of Project Y : Profitability Index = 36,000 =125

Foreign Exchange:

QUESTION NO. 11 Ram Pharma Ltd. an Indian based MNC, is evaluating an overseas investment proposal. Ram Pharma’s
exports of pharmaceuticals products have increased to such an extent that it is considering a project to build aplant inthe U.S.
The project will entail aninitial outlay of $100 million and is expected to generate thefollowing cash flows over itsfour year life.
Year 1 2 3 4
Cash Flows(in$inmillion) 30 40 50 60
The current exchange rate is Rs. 45 per US $, the risk free rate in India 11% and the risk free rate in US is 6%. Ram Pharma’s
rupee return on a project of this kind is 15%. Should Ram Pharma undertake this project?Solve by both Foreign Currency
Approac & Home Currency Approach ?

Solution :
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Home Currency Approach :
Based on the Interest Rate Parity Relationshipswe have

ForwardRate  (1+1, ) . _ _ | |
Spot Rate @+r.) r, = riskfreeratein home country; r, = risk free rate in foreign country

We have been given Spot rate 1 $ = Rs. 45, r, = 11%r, = 6%, Hence forecasted spot exchange rates or Forward Rate for Year 1
to4 areasfollows:
Year Forecasted Spot Exchangerate

1 Rs. 45 (1.11/1.06)* = Rs. 47.12
2 Rs. 45 (1.11/1.06)? = Rs. 49.35
3 Rs. 45 (1.11/1.06)3 = Rs. 51.67
4 Rs. 45 (1.11/1.06)* = Rs. 54.11
First we will convert the foreign currency cash flows into home currency cash flowsi.e the dollar cash flows into rupees cash
flows.
Year Cash flowsin $ (million) Expected Exchange Rate (Rs.) Cash flows in Rs.(million.)
1) @) D x
0 -100 45.00 -4500.00
1 30 47.12 1413.60
2 40 49.35 1974.00
3 50 51.67 2583.50
4 60 54.11 3246.60

Now given arupee discount rate of 15%, the NPV in rupeeswill be:

1413.60 197400 258350  3246.60
+ + +

(1.15)* (1.15)2 (1.15)° (1.15)*

Decision: Asthe NPV is positive the project should be accepted.OR

Foreign Currency Approach

For thisapproach wewill first find therisk adjusted dollar discount rate corresponding to therisk adjusted rupeerate of 15%.

Calculation Of Risk Premium:

(1 + Risk Free Rupee Rate) (1 + Risk Premium) = (1 + Risk Adjusted Rupee Rate)

= (1+0.11) (1 + Risk Premium) = (1 + 0.15) = Risk Premium = 0.036 = 3.6%

Calculation Of Dollar Discount Rate:

(1 + Risk Free Dallar Rate) (1 + Risk Premium) = (1 + Risk Adjusted Dollar Rate)

= (1+0.06) (1 +0.036) = (1 + Risk Adjusted Dollar Rate)

Therefore Risk Adjusted Dollar Rate = 0.0982 = 9.82%

Now using the dollar discount rate of 9.82% and the dollar cash flows, the NPV indollarsis:

3 . 4 5 €
(1.0982)'  (1.0982)*>  (1.0982)° = (1.0982)*

Since the spot exchange rate for $is Rs. 45, we can get NPV = 45x 39.484 = Rs. 1776.80 million.
[Note : Answers under both options must tally)

NPV = — 4500 + = Rs.1776.80 million.

NPV = — 4500 + = $39.484 million.

QUESTION NO. 12 On the same date when the DM spot rate was quoted at $0.40 in New York, the price of the Pound Sterling
was quoted at $1.80:

(i) What would you expect the price of the Pound to bein Germany?

(i) If Pound was quoted in Frankfurt at DM 4.40/Pound,what procedure you will follow to do to profit from the situation?

[ Additional Analysis: Frankfurt isthe capital of Germany |

Solution :
Given,New York 1 DM =$ .40 and New York 1 £=$1.80
(i) Price of the Pound in Germany :

DM DM $

1
= —— X =0 = — 1.80 = . =
£ $ £~ 10 X 45 - 1£=DM 45
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(i) Actual Exchange Rate of Pound in Frankfurtis: 1 £ =DM 4.40.

Cross Currency Exchange Rate of Pound is: 1£ =DM 4.50

Since both rates are not same "Arbitrage Opportunity” ispossible. The Ruleis"Buy Low and Sell High".
Action : Anarbitrageur will take thefollowing action:

Buy 1 Pound in Frankfurt for DM 4.40

Sell 1 Pound in New York and Buy 1.80 Dollar.

1.80
With 1.80 Dallar in New York, Buy 4.5 DM (TO]

Hence the above action by the arbitrageur gives him a risk less gain of DM (4.50 — 4.40) = DM .10 Since he invested 4.40DM
initially and isgetting 4.50 DM at the end

Return A
0 jt=z=—————x100= —x100=2.27%
Total % Profit Investment 4.4 ’

QUESTION NO. 13 The spot rate - $ 0.3197/KR , 3 month forward rate - $.3180/KR , Rate of interest are $ = 6.25% p.a.
& KR =7.5% p.a. Isthere an arbitrage opportunity here? How would you expl oit?

Solution :
If thereis no arbitrage opportunity, then the following equation will hold true.
FR($/KR) 1+ $Interest Rate 3180 1+.0625/4

SR(KR) 1+KRInterestRate = 3197 1+.075/4 — 9947=.9969

Since the above equation do not hold true arbitrage opportunitiesis possible.
Since .9947 < .9969 i.e LHS < RHS It is better to invest in home country which in our caseis USA OR
The Theoretical Interest Ratein USA Market can be found by using the following relation :

Forward Rate (J/KR) 1+ $Interest Rate N 3180 1+ $Interest Rate

SpotRete(¥KR) 1+ KR InterestRate 3107 075 = $lnterest Rate=1.33328%
4

1.3328

Annual Interest Rate : x12 =5.33%

Since the Theoretical Interest Rate (5.33%) isless than Actual Interest Rate (6.25%) : Money will flow into the home country.
Hencein the given case KR isnot an investment market and the investor should invest in domestic ($) market.
He should rather borrow KR, invest in $ market and make gain in the arbitrage process.

Action to be taken by the arbitrageur :
He should borrow 1000 KR ( assumed) at the interest rate of 7.5% p.a. for 3 months.

7.5

. 3
After 3 month he should pay atotal amount of 1000 KR + KR (1000 X100 ¥ EJ = KR 1018.75

Now 1000 KR which has been borrowed should be first be converted in US $ by using Spot Rate and then invested in US at the
rate of 6.25 p.a. for 3 month.

Amount of $ received by conversion = 1000 x .3197 = $ 319.7

Now $ 319.70 will be invested for 3 month @ 6.25 % p.a

. 6.25 3
After 3 months he will get atotal of : $319.7 +$ | 319.7x 100 x I $ 324.6253125
. . . . 324.6953125
Anamount of $ 324.6953125 will again be converted back into KR at 3 monthsforward rate: i.e., 3180 =KR 1021.05

Hence by the above action arbitrage has made a riskless gain of KR (1021.05-1018.75) = KR 2.3.

Right Shares:
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QUESTION NO. 14 PragyaLimited hasissued 75,000 equity shares of Rs. 10 each. The current market price per shareisRs. 24.
The company has a plan to make a rights issue of one new equity share at a price of Rs. 16 for every four share held. You are
requiredto:

(i) Caculatethetheoretical post-rights price per share;

(i) Calculate thetheoretical value of theright alone;

(iii) Show the effect of the rightsissue on the wealth of a shareholder, who has 1,000 shares assuming he sellsthe entirerights;
(iv) Show the effect, if the same shareholder does not take any action and ignores the issue.

Solution :
(i) Calculation of Theoretical Post-Rights (ex-right) price per share:

MPS Cum Right x Existing Number Of Equity Share+ Right Share Pricex Number of Right Shares|ssued
Existing Number Of Equity Share+ New Number Of Right Sharelssued

_ 24x75000+16x18750 _ _
T 75000118750 | >0

. , i 75,000
Working Notes : Number of Right shareto beissued = i 18750

(i) Calculation of Theoretical Value of the Rights Alone: = Ex-right price — Cost of rights share = Rs. 22.40 — Rs. 16 = Rs. 6.40

(iii) Calculation of effect of the rightsissue on the wealth of a shareholder who has 1,000 shares assuming he sells the entire

rights: Rs.
(a) Valueof sharesbeforeright issue
(1,000 shares x Rs. 24) 24,000
(b) Value of shares after right issue
(1,000 shares x Rs. 22.40) 22,400
Add: Sale proceeds of rightsrenounciation
(250 shares x Rs. 6.40) 1,600
24,000

Thereis no change in the wealth of the shareholder if he sellsthe entirerights.
(iv) Calculation of effect if the shareholder does not take any action and ignorestheissue:
Value of shraesbeforeright issue

(1,000 shares x Rs. 24) 24,000
Less: Value of shares after right issue

(1,000 shares x Rs. 22.40) 22,400
Loss of wealth to shareholders, if rights ignored 1,600

RTP-NOVEMBER 2008
Question No. 15 Neale Tech Plc proposes to launch a new product. The company appointed Kachy Consultants to conduct
market study. The consultants suggested that the price of product can be set £36 or £38 or £40 per unit. The company intends
to hire amachinery
to manufacture the product at £400 000 per annum. However, if annual production exceeds 60 000 units, additional cost of £160
000 per annum will beincurred for hire of machinery. Thefollowing dataisrelated to the estimated sale and possible selling

prices.

Tablel

Selling Price £36 £38 £40

Units

Pessimistic 70000 0.3 60000 0.1 300000.4
Most likely 80000 0.5 70000 0.7 60 000 0.5
Optimistic 90000 0.2 90000 0.2 70000 0.1
Table- 11

Variable Cost Prob.

£10 0.6

£12 0.4
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The company has committed publicity expenditure of £80 000per annum.You are required to analyse and advise which selling
price shall lead to maximization of profit.

Solution :
In the given case, the selling price may be 36 or 38 or 40, and the variable cost of the production may be 10 or 12. Thiswould
affect the contribution per unit. The entire informations can be presented asfollows::
If Variable Cost = 10, then contribution is 26 or 28 or 30
If Variable Cost = 12, then contribution is 24 or 26 or 28.
Thetotal expenses are : 4,00,000 + 80,000 = 4,80,000
or, 4,00,000 + 1,60,000 + 80,000 = 6,40,000.

Units Contribution Total Expenses Net Income  Probability Expected Value
per unit Contribution Contribution
Selling Price 36 :
70,000 26 18,20,000 6,40,000 11,80,000 0.3x0.6=0.18 2.12,400
24 16,80,000 6,40,000 10,40,000 0.3x0.4=0.12 1,24,800
80,000 26 20,80,000 6,40,000 14,40,000 0.5% 0.6=0.30 4,32,000
24 19,20,000 6,40,000 12,80,000 0.5% 0.4=0.20 2,56,000
90,000 26 23,40,000 6,40,000 17,00,000 0.2x0.6=0.12 2,04,000
24 21,60,000 6,40,000 15,20,000 0.2x 0.4=0.08 1,21,600 _
13,50,800
Selling Price 38 :
60,000 28 16,80,000 4,80,000 12,00,000 0.1x 0.6=0.06 72,000
26 15,60,000 4,80,000 10,80,000 0.1x 0.4=0.04 43,200
80,000 28 19,60,000 6,40,000 13,20,000 0.7x 0.6=0.42 5,54,400
26 18,20,000 6,40,000 11,80,000 0.7x 0.4=0.28 3,30,400
90,000 28 25,20,000 6,40,000 18,80,000 0.2x 0.6=0.12 2,25,600
26 23,40,000 6,40,000 17,00,000 0.2x 0.4=0.08 1,36,000_
13,61,600
Selling Price 40 :
30,000 30 9,00,000 4,80,000 4,20,000 0.4% 0.6=0.24 1,00,800
28 8,40,000 4,80,000 3,60,000 0.4% 0.4=0.16 57,600
60,000 30 18,00,000 4,80,000 13,20,000 0.5% 0.6=0.30 3,96,000
28 16,80,000 4,80,000 12,00,000 0.5% 0.4=0.20 2,40,000
70,000 30 21,00,000 6,40,000 14,60,000 0.1x 0.6=0.06 87,600
28 19,60,000 6,40,000 13,20,000 0.1x 0.4=0.04 52,800__
9,34,800

The expected value of profit is maximum at the selling price of £ 38. So the firm should fix up the price at £ 38.

Question No. 16 There is a proposal before Hyper Leasing (P) Ltd. The facts of the proposal are as follows :

The cost of machinery to beleased out is Rs.30 lakhs on which thereis 10% of CST would belevied. At the end of theleaseterm
after 5 years, the salvage value is estimated to be Rs.3,30,000. The other initial cost (Revenue item) associated with the
proposal payableinthe end of the year amounted to Rs.80,000. The cost of capital for Hyper Leasing (P) Ltd. Is14% and tax rate
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1S 35%.What is Break Even Lease Rental (BELR) assuming that depreciation rateis 25% on WDV basisand ignore tax gain/loss
S.T.C.Gain/Loss.

Solution :

STATEMENT OF COM PUTATION OFBREAK EVEN LEASE RENTAL

Cost of Machine (inclusive of CST) 33,00,000
Less:Present Value of tax benefit on Depreciation (1) (6,48,937)
Less :Present Value of tax benefit on Initial Expenses (2) (24,556)
Less:Present Value of Salvage (1,71,270)
Add : Present Value of Revenue Cost incurred at theend

80,000 x PVF (14%,1Years) = 80,000x .877 70175
Total Present Value of Outflow 2525412

Now Let the Annual Lease Rental to be charged by the company be X .

Therefore, we have

PV of Outflow = PV of Inflow

= 2525412 = X x (1-.35) x PVAF (14%, 5 years) = 2525412 = X x (1-.35) x 3.433 = X =1131736 p.a.

Therefore, Company should charge 1131736 p.a. asAnnual Lease Rent so that it can recover its outflow of 2525412, Hence at
thisbreak even lease rental company will beat break even position.

Working Notes :

(1) Calculation of Present Value of Tax Shield/Saving on Depreciation :

Period WDV Depreciation PVF @14% Present Value

1 33,00,000 8,25,,000 0.877 7,23,525

2. 24,75,,000 6,18,750 0.769 4,75,819

3. 18,56,250 4,64,063 0.675 3,13,242

4, 13,92,187 3,48,047 0.592 2,06,044

5. 10,44,140 2,61,035 0.519 1,35,477
18,54,107

Tax Shield/Saving = Rs. 18,54,107 x Tax Rate= Rs. 18,54,107 x 35% = Rs. 6,48,937

(2) Present Value of Tax Benefits on Initial Expenditure (Revenue)
= Rs. 80,000x PV F(14%,1)xTax Rate =80,000 x 0.877 x 35%-= 24,556

(3) Present Value of Salvage Value = Salvage Value x PVF(14%, 5) = Rs. 3,30,000 x 0.519 =Rs 1,71,270

Question No. 17 ABC Ltd., presently leasing computerson ayearly basisrental amounting Rs.10,00,000per year. These computers
can also be purchased by the company for Rs.50,00,000.This purchase can be financed by 16% |oan repayablein 4 equal annual
instalments. The economic life of the computer isthat of 4 years. It is estimated that the computerswould be sold for Rs.20,00,000
at the end of 4 years. The company uses the straight line method of depreciation. Corporate tax rate is 50%.

(a) Whether computer should be acquired or leased?

(b) Analysethefinancial viability from the point of view of lessor, assuming 14% cost of capital.

(c) Determine the minimum rent which will yield an IRR of 16% to the lessor.

Solution : (a)

(i) Present Value of Cash Outflows under Leasing Alternative :

Year After Tax Lease Payment PVAF (14 %, 4) Total Present Value
1-4 Rs. 5,00,000 2913 Rs. 14,56,500

Present Value of Cash Outflow under Buying Alternatives :
Year Loan Tax Saving Net outflow Salvage PVF Present
Instalment on interest Value (14%) Value
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and
Depreciation
1. 17,86,990 7,75,0000 10,11,990 - 0.877 8,87,515
2. 17,86,990 6,96,041 10,90,949 - 0.769 8,38,940
3. 17,86,990 6,04,448 11,82,542 - 0.675 7,98,216
4, 17,86,990 4,48,491 12,88,499 - 0.592 7,62,791
5. - - (20,00,000) 0.592 (11,84,000)
21,03,462_

Recommendation : The Lease Optionisfinancially better

Additional Analysis: Why no treatment on Sale Of Machine/ Salvage Value ? Since Company isfollowing Straight Line Method

Of depreciation, profit and loss on Sale Of machinewill be Nil .

Working Notes :

(i) Calculation of Instalment Payable under Buying Option :

Present Value Annuity Factor at 16% for 4 years. 2.798

Rs.50,00,000
2.798

(ii) Calculation of Interest Component and Principal Component :

Vaueof instalment = = Rs.17,86,990

Period Loanin Loan Interest Principal
beginning Instalment @ 16% Repayment
1. 50,00,000 17,86,990 8,00,000 9,86,990
2. 40,13,010 17,86,990 6,42,082 11,44,908
3. 28,68,102 17,86,990 4,58,896 13,28,094
4, 15,40,008 17,86,990 2,46,982 15,40,008
(Balancing Figure)
(iii) Calculation of Tax Benefits on Interest and Depreciation :
Period Interest Depreciation Total Tax Benefit
1. 8,00,000 7,50,000 15,50,000 7,75,000
2. 6,42,082 7,50,000 13,92,082 6,96,041
3. 4,58,896 7,50,000 12,08,896 6,04,448
4, 2,46,982 7,50,000 9,96,982 4,98,49
(b) Determination of NPV for Lessor :
Partculars Year Cash Flows PVF @
14%
Purchase of computer 0 (50,00,000) 1.00
Annual Cashinflow 1-4 8,75,000 2914
SavageVaue 4 20,00,000 0.592
Recommendation : The proposal isnot financialy viable.
Working Notes :
(i) Determination of Cash Flow After Tax For Lessor: Rs.
Lease Rent Receivable 10,00,000
Less: Depreciation 7,50,000
EBIT 2,50,000
Less: Tax @ 50% 1,25,000
EAT 1,25,000
Add: Depreciation 7,50,000
8,75,000

(Amt.in Rs)
Principal
Outstanding
40,13,010
28,68,102
15,40,008
Nil

Prevent
Value
(50,00,000)
25,49,750
11,84,000
(12,66,250)

Question No. 18 Small Oil iswondering whether to drill for oil in chemsfield Basin. The prospectuses are asfollows:
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Depth of Probability Total cost (Million) Findingoil Not Finding oil PV of Qil (if found)(Million)
of well in feets

2000 4 05 05 10

4000 5 0.2 0.8 9

6000 6 0.25 0.75 8

Draw a decision tree showing the successive drilling decisions to be made by Small Oil.
How deep should it be prepared to drill?
Solution : The aiven datacan be easilv renresented bv the followina decision tree diaoram

¢« 2 million &

-+ 6 nuihon 6
-

4 millione

There are three decision pointsindicated by D, ,D, and D,
Using rolling back technique, we shall take the decision at decision point D, first and then used it to arrive decision at adecision
point D,and then useit to arrive decision at apoint D, .

Statement Showing Evaluation of Decision at D, Point

Decision Event Prob. PV Of Qil (if found) (in Million)  Expected PV of Oil (if found)(in Million)
1. Drill upto 6000 feet Findingoil 0.25 +2 0.5
: Dry 0.75 -6 -4.50
-4.00
2. Do not Drill -5.00

Sincethe expected PV of ail (if found) on drilling upto 6000 feets 4 million Euro is greater than the cost of not drilling 5 million.
Therefore, small oil should drill upto 6000 feets.
Statement showing the evaluation of decision at point D, Point

Decision Event Prob. PV Of QOil (if found) (in Million)  Expected PV of Oil (if found)(in Million)
1. Drill upto 4000 feet. Findail 0.2 4 0.80
Dry 0.8 -4* -3.2
-2.4
2. Donot Drill -4.00

Sincetheexpected PV. of oil (if found) on drilling upto 4000 feetsis 2.4 million which isgreater than the cost of not drilling -4.00
million.Therefore, small oil should drill upto 4000 feet.
Statement showing the evaluation of decision D, Point

Decision Event Prob. PV Of QOil (if found) (in Million)  Expected PV of Oil (if found)(in Million)
1. Drill upto 2000 feet. Finding oil 0.50 6 3.0
Dry 0.50 -2.4 ** -1.20
1.80
2. Do not Drill Nil
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Sincethe expected Present Value of oil (if found) on drilling upto 2000 feetsis 1.8 million . Small oil should drill upto 2000 feet.
Additional Analysis:

*Because when we are drilling upto 4000 feet and the event isdry we goto node D3 . And at D3 our expected valueis- 4 million
( as taken from above)

** Because when we are drilling upto 2000 feet and the event isdry we go to node D2 and at D 2 our expected valueis- 2.4.( as
taken from above) .

Question No. 19[ REFER COSTING MATERIAL ] A company manufactures 3000 units of ‘Product P’ per day. The sale of
this product depends upon demand which has the following distribution.

Sales(Units) 2700 2800 2900 3000 3100 3200

Prob. 010 015 020 035 015 0.05

The production cost and sale price of each unit are Rs.4 and Rs.5 respectively. Any unsold product isto be disposed off at aloss
of Rs.1.50 per unit. Thereis apenalty of Rs.0.50 per unit if demand is not met.

Using the following random numbers estimate total profits/lossfor the company for next 10 days: 11,98,66,97,95, 01, 79,12,17,21.
If the company decides to produce 2900 items per day, what is profit/loss position of the company.

Solution :

Assignment of Random Number

Sales (Units) Probability Cumulative Probability Random Number Assigned

2700 0.10 0.10 00-09

2800 0.15 0.25 10-24

2900 0.20 0.45 25-44

3000 0.35 0.80 45-79

3100 0.15 0.95 80-94

3200 0.05 1.00 95-99

Satement showing Profit/L oss position on producing 3000 items and 2900 items per day

Day Random Estimated Profit/Loss today when Profit/loss per day when
Number Sdes production = 3000 production = 2900

1. u 2800 2800 x 1-200 x 1.50 = 2500 2800 x 1-100 x 1.50 = 2650

2. 98 3200 3000 x 1-200 x 0.50 = 2900 2900 x 1-300 x 0.50 = 2750

3. 66 3000 3000 x 1 = 3000 2900 x 1-100 x 0.50 = 2850

4, 97 3200 3000 x 1-200 x 0.50 = 2900 2900 x 1-300 x 0.50 = 2750

5. 95 3200 3000 x 1-200 x 0.50 = 2900 2900 x 1-100 x 0.50 = 2750

6. 01 2700 2700 x 1-300 x 1.50 = 2250 2700 x 1-200 x 1.50 = 2400

7. 79 3000 3000 x 10 = 3000 2900 x 1-100 x 0.50 = 2850

8. 12 2800 2800 x 1-200 x 1.50 = 2500 2800 x 1-100 x 1.50 = 2650

9. 17 2800 2800 x 1-200 x 1.50 = 2500 2800 x 1-100 x 1.50 = 2650

10. 21 2800 2800 x 1-200 x 1.50 = 2500 2800 x 1-100 x 1.50 = 2650

26,950 26,950

The total profit for next 10 days will be Rs. 26,950, if company manufactues 3000 items per day. In case company decides to
produce 2900 items per day profit shall remain unchanged.

Question No. 20 Tabsum plc engagted in manufacturing business are summarized below :

Income Statement for current year ended March 31,2008. ($Million)

Sdes 93.50

EBIT 18.00

Less: Interest onloan 1.80

Earning before tax 16.20

Less: Corporate Tax @ 35% 5.67_

Earning after taxes 10.53

Balance Sheet asat March 31, 2008
Liabilities Amount Assets Amount

. q L {PoF] To remove this message, purchase the
This document was created using gg'N';}ERTER PDF L 7 product at www.SolidPDF.com




This document was created using EI_:'

Delhi : 9911442626 ; Kolkata : 9339238834

24

CA Aaditya Jain

Equity Share Capital of $ 100 per share 10.00
Reserve/ Surplus 32.50
10% Loan 18.00
Creditor and other liahilities 18.00

78.50

The company’s weighted average cost of capital is 12%.
(a) Determine Economic ValueAdded (EVA).

Freehold land & building (Net)
Plant and Machinery (Net)
Current Assets:

Stock

Debtors

Bank & Cash Balance

20.00
29.50

10.00
15.00
400
78.50

(b) If the company’s share are currently quoted at $500 per share. Determine the amount of market value added.

Solution :
(a) Determination of Economic Value Added (EVA) :

Net Operating profit before taxes/ NOPAT
Less: Corporate Taxes (0.35)
Net Operating Profit After Tax

Less: Cost of capital Employed ($60.5 million x 0.120)

EconomicValueAdded

(b) Determination of Market Value Added (MVA) :
Market Value Per Share
Number of Equity Shares Outstanding
Total Market Value ($Million)
Equity Funds($ 10 Million + 32.5 Millions)
Market value added ($50 - $42.50) millions

($inMillion)
18.00

6.30_

11.70

7.26

4.44

$500

1,00,000
50.00

42.50

$7.50 millions

Question No. 21 Om Tech Ltd., engaged in the manufacturing of engineering goods, expects a moderate growth in coming
years. Dividend for the last year hasjust been paid and the company is contemplating to pay adividend of Rs.18 after one year.
The equity shares are currently traded at Rs.200 per share. If MM assumptions are met and the equity capitalization rateis 14%

then what would be

the market price of the share after one year. Assumethat Capital gainstax rate applicableto aninvestor is 20%. He buysone share
today and sell after one year after dividend receipt. What is his after tax rate of return.

Solution :
Market Price Per Share After One Year :

P - P.+D, — 200 P +18
(1+Ke) (1+.149)

After Tax rate of Return :

Capital Gain =(210-200) =10

After Tax Capital Gain=10(1-.20) =8

Dividend Income= Rs. 18

Total Return =26

= P, =Rs210

Return (%) = 22—060 x 100 =13%

Question No. 22 A 7% Bond was issued several years ago when the market interest rate was also 7%.Now the bond has a
remaining life of 3 years when it would be redeemed at par value of Rs.1,000. The market rate of interest hasincreased to 8%.
Find out the current market price, price after 1 year and price after 2 years from today.

Solution :

Current Price (B ) = Interest x PVAF MV x PVF

(8%,2) (8%,3)

=Rs. 70 x 2.577 + Rs. 1,000 x 0.794= 974.39
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After oneyear (B,)= Interest x PVAF @y MV XPVF o =Rs 70X 1.783 + Rs. 1,000 x 0.857 = Rs. 981.81
After oneyear (B,)= (Interest + MV) x PVF =(70+1,000) x 0.926 = Rs. 990.82

(8%.2)

Question No. 23 The ¥den, adealer in foreign exchange have the following positionsin US$ on 31st March, 2008.

USs
Balanceinthe NostroA/c (Credit) 1,00,000
Opening position over bought 50,000
Purchased abill on New York 80,000
Sold forward TT 60,000
Forward purchase contract cancelled 30,000
Remitted by TT 75,000
Draft on New York cancelled. 30,000

What steps would be taken by ¥den, if it isrequired to maintain a Credit Balance of US$ 30,000 in the Nostro A/c and keep as
overbought position on US $10,000?

Solution :
Exchangin Position/Currency Position :
Particulars Purchase US$ SaleUS$
Opening Balance over bought 50,000
Bill on New York 80,000
Forward Sales- TT 60,000
Cancellation of Forward Contract 30,000
T.T. Sdes 75,000
Draft on New York Cancelled 30,000
1,60,000 1,65,000
Closing Balance Oversold 5000
1,65,000 1,65,000
Cash Position (Nostro A/c) Credit Dehit
Opening balance credit 1,00,000
TT Sales 75,000
1,00,000 75,000
Closing Balance Credit 25,000
1,00,000 1,00,000

The dealer has to buy spot TT $ 5000 to increase the balance in Nostro account to $ 30000.
Thiswould bring down the oversold position on US $ as Nil.
Since the dealer requires an over brought situation of US $ 10000, it has to buy forward US $ 10,000.

Question No. 24 At the end of August, 2008, an Indian company, an exporter has an export exposure of 5,00,000 H.K.$ due at
the end of September, 2008. HK $ is not directly quoted against India rupee. The current spot rates are INR/USD = Rs.46 and
HK$/USD = HK$2.3. It is estimated that HK$ will depreciate to HK $2.5 level and Indian Rupee to appreciate against US$ to
Rs.47. One month forward rate at the end of August are HD$/USD= HK$ 2.45 and INR/USD = Rs.47.04.
(i) Calculate expected loss if hedging is not done. How the position will change with the company taking a forward cover?
(ii) If spot rate on 30th September, 2008 are eventually HK$/USD = HK$ 2.52 and INR/USD = 47.88 is the decision to take
forward cover justified.
Solution :
Working Notes :
Current Spot Rates [ at the end of August ]

1USD = 1INR 46

1USD =HK$2.3
1 Month Forward Rate[ for September end ]

1USD = 1NR 47.04

1USD =HK$2.45
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Expected Rate [at the end of September |

1USD = INR 47
1USD =HK$2.5
CrossRatesfor HK$ & INR:
Current Rate : 1HK$=20
1 Month Forward Rate : 1HK $=1INR 19.20
Expected Rate: 1HK $=INR 18.80

()Profit & Lossif No Hedging is Done:
Loss =5,00,000 x (Rs 20 - Rs. 18.80) = Rs. 6,00,000
Profit & Lossif Forward Cover istaken
Loss = 5,00,000 x (Rs. 20 - Rs. 19.20) = Rs. 4,00,000

(ii) Actual Rate|[ at the end of Septembers]
1USD =HK$2.52
1USD =1NR 47.88
- IHK$=INR19
Expected Loss without Forward Cover = 5,00,000 (Rs. 20- Rs. 19)= 5,00,000
Expected Loss with Forward Cover = 4,00,000
Decision : Since expected loss without forward cover is less, decision of forward cover isjustified.

Question No. 25 Electrometic Limited enjoysahigh rating in Indian money market due to its strong financials and track record.
Tim software Ltd., is a new but a growing company.Electrometic and Tim Software Ltd., can obtain loans at the rate given
below :

CD (Company Deposit) with Fixed Rate Mumbai I nter-bank Money Market with Variable Rate
Electronic Ltd. T*+ 0.50 MIBOR+0.10
Tim Software Ltd. T +2.10 MIBOR + 060

*Here T meanstherisk free 15 years Government Bonds.

Electrometic Ltd., wantsto take aloan at variable rate, while Tim Software wantsto take |oan at fixed rate. The two companies
approached a bank to design a suitable Swaps.

(a) If the bank wants to have a profit of 0.20% to be contributed from Tim Software’s (out of total profits of Swap) share of
Swap benefit, what would be the two agreements that the bank will enter with these two companies.

(b) What arethe likely costs of debts to the two companies.

Solution :

Electrometics Ltd., has a comparative advantage in the fixed rate market of 1.6% per annum but wants to take loan at variable
rates. In variable rate (floating rate) market the comparative advantageis of 0.50%. So, under swap arrangement there will bea
total benefit of 1.6% - 0.5% = 1.1%. OR

Total Interest Cost as per their Own Choice :

Electronic Ltd. MIBOR +0.10
Tim Software Ltd. T +210_
Total Cost without Swap Mibor + T +2.20
Total Interest Cost as per Swap Agreement :
Electronic Ltd. T+ 0.50

Tim Software Ltd. MIBOR +0.60
Total Cost with Swap Mibor + T + 1.10

Saving Due To Swap =[ Mibor + T + 2.20 ]-[Mibor + T + 1.10] = 1.10

(a) Electrometicswill raise money from the fixed rate market and Tim Software will raise money from the floating rate market.
The bank will make an agreement with :

Electrometics, under which bank will borrow fixed rate money and will lend floating rate money.

Similarly, bank will make an arrangements with Tim Software for borrowing at floating rate and lending at fixed rate.

(b)
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Distribution Of Saving : As the total swap benefit is 1.1%, 0.55% benfit belongs to each party.] Assuming that saving 1S
distributed equally |

Saving Of Tim Software Ltd. : The bank’s share is 0.20% of Tim Software’s share of benefit. As a result, Tim Software’s
share of profit will decrease to 0.35% per annum;

Saving Of Electronic Ltd. : Electrometicsis gaining 0.55% per annum.

Cost Of Debt To Each Party : Cost Under Own Choice - Saving

For Electronic Ltd. : [MIBOR + 0.10]-.55 = MIBOR - 0.45% per annum

For Tim Software Ltd. : [T + 2.10]- .35 = (T+1.75)% per annum.

Question No. 26 An Indian company is planning to set up asubsidiary in US. Theinitial project cost is estimated to be US $40
million; Working Capital required is estimated to be $4 million.The finance manager of company estimated the dataas follows:

Variable Cost of Production (Per Unit Sold) $2.50

Fixed cost per annum $3Million

Selling Price $10

Production capacity 5million units

Expected life of Plant 5years

Method of Depreciation Straight Line Method (SLM)
Salvage Value at the end of 5 years NIL

Thesubsidiary of the Indian company is subject to 40% corporatetax rate in the US and the required rate of return of such types
of project is 12%. The current exchange rateis Rs.48/US$ and the rupee i s expected to depreciate by 3% per annum for next five
years.The subsidiary company shall be allowed to repatriate 70% of the CFAT every year along with the accumulated arrears of
blocked fundsat the end of 5 years, the withhol ding taxes are 10%. The blocked fund will beinvested in the USA money market
by the subsidiary, earning 4% (free of taxes) per year.

Determinethefeasibility of having asubsidiary company in the USA, assuming notax liability in Indiaon earningsreceived by the
parent company from the US subsidiary.

Solution : Working Notes :

(1) Cash Outflow (Initial) (Figuresin Million)
Cost of Plant & Machinery $40
Working Capital Requirement $4
$44
Cash outflow in Rs[ in million ] 2112
(2) Annual Cash Inflow (Figuresin Million)
SalesRevenue (5Millionx $ 10) 50.00
Less: Costs
Variable cost (5 million unitsx $2.5) $12.5
Fixed Cost $3
Depreciation ($40 Million/ 5 years) $8 2350
Earning beforetax 26.50
Less : Taxes (40%) 10.60
Earning after tax 15.90
Add: Back Depreciation 08.00
23.90
(3)Terminal Year Cash Flows
Rel ease Of Working Capital $4Million
SavageVaue Nil
$4Million
(4) Calculation of Repatriable/Accessible Funds
Period Particulars Millions$
1-4 years Operating Cash flow After Tax 23.90
Less: Retention 717
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Repatriable amount 16.73
Less: Withholding Tax 1673
Accessable Funds 15.057
5years Operating Cash Flow After TAX 23.90
Less: Withholding Tax 2.39_
2151
Add: Repatriation of Blocked Funds 28.50 [ see working notes |
50.00

(5) Repatriation of Blocked Funds
FutureValue of Bloked Fundsof $7.17 Million shall be computed asfollows:

Value of Funds blocked from year 1-4 7.17 Million$
FVAF (4%, 4) 4.416

Value of Fundsat end 31.66272 Million$
Without Tax 3.0444 Million$

28.50 Million$

Additional Analysis: FVAF can be directly calculated from the table or it can be calculated in the following manner :
(1+.04)*=1.16985856

(1+.04)3=1.124864

(1+.04)2=1.0816

(1+.04)'=1.04

4.416
Satement showing Net Present Value of the Project
Period Particulars US$ Exchange Cash Flow PVF@12% PV

Rate Rs.

0 Initial outflow 44 48 (2112) 1 (2112)
1 Annual cash flow 15.057 49.44 744.42 0.893 664.77
2 N 15.057 50.9232 766.75 0.797 611.10
3 " 15.057 52.4509 789.75 0.797 562.30
4 " 15.057 54.0244 813.45 0.797 517.35
5 N 50.00 55.6451 2782.255 0.797 1577.54
5 Releaseof WC 400 55.6451 222.58 0.797 126.20

1947.26
Decision : Since NPV of the project is positive, the Indian Company should go for its decision of subsidiary in US.

Question No. 27 Moon Engineering Ltd. Has aCost of Equity (ke) of 17%, Cost of Debt (kd) 12% and debt ratio of 40%. A new
investment isunder consideration. The project will need acash outlay of 120 crore. It isexpected that an annual operating profit
of Rs.35 crore shall be generated for 8 years. In addition to this, project shall require Rs. 3 crore each year for net working
capital and capital expenditure. The company will be able to borrow 50% of the project’s cost from a financial institutions. The
interest rate is 12% p.a. and theloan will be repaid in five equal instalments after 3 years at end of year. The tax rate applicable
is 30%. Assuming that SLM of depreciation and with no salvage value.

(a) What will be NPV of the project.(b) Should Moon Engineering Ltd. accept the project.

Solution :
Calculation Of Base Case NPV :

The base NPV of the project shall be as follows=-120 + 26 X PVAF (15%, 8)=-120 + 26 x 4.487 Crore = - Rs. 3.34 Crore.
Without considering the financing effect, the project is unattractive asit has negative base NPV

Calculation Of Issue Cost : Nil

Calculation Of Present Value of Interet Tax Shield/Saving
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Year  Loanoutstanding Interest at Interest Tax PVF @ 12% Present Value

Rs. in Crores. 12% (Rs. in Crores) Shield (Rs. in Crores.) Rs. in Crores.
1 60 7.20 2.16 0.893 1.93
2 60 7.20 2.16 0.797 1.72
3 60 7.20 2.16 0.712 154
4 48 7.20 2.16 0.636 1.37
5 36 5.76 1.73 0.567 0.98
6 24 4.32 1.30 0.506 0.66
7 12 2.88 0.80 0.452 0.39
8 0 1.44 0.43 0.404 0.17
Present Value of Tax Shield/Saving 8.76

Calculation Of Adjusted Present Value:
TheAdjusted Present Val ue of the Project

= Base NPV - Issue Cost + PV of Interest Tax Benefit (Shield) = 3.34 - Nil + 8.76 = Rs. 5.42 crores.

Decision : Thus project has positive APV, hence should be accepted.
Working Notes :

(a) Calculation Cost of Capital :

K,=0.17x0.60+0.12x 040 =0.15i.e. 15%

(b) Calculation Of Free Cash Flow For Base case NPV

FCF = (EBIT - Depreciation) (1-Tax) + Depreciation - (NWC + Capital Expenditure)=

(35 - 15) (1-0.30) + 15-3 = 26 Crores.

Question No. 28 Templan Mutual Fund had Rs. 10,00,00,000 as on Jan. 1, 2007. The fund had issued 1,00,00,000 units of

Rs.10 each. It made following investments. Rs.
5,00,000 Equity Shares of Rs.100 each @ Rs.160/- 8,00,00,000

8% Central Government Securities 80,00,000

9% Debentures (unlisted) 50,00,000

10% Debentures (Listed) 50,00,000__

Tota 9,80,00,000

During theyear, dividends of Rs.120,00,000 were received on equity shares. Interest on all types of debt securitieswas received
asand when due. At the end of the year, the equity shares and 10% debenturesare quoted at Rs. 175 and Rs. 90 respectively. Find
out the NPV per unit given that operating expensesincurred during the year amounted to Rs.50,00,000. Also find out the NPV,
if the mutual fund had distributed a dividend of Rs.0.80 per unit during the year to the unit holders.

Assume that no load was charged.

Solution :
In order to find out the NAV, the cash balance at the end of the year is calculated as follows :
(Amt. in Rs))
Cash balance in the beginning (Rs. 10 Crores - Rs. 980 Crore) 20,00,000
Dividend Received 1,20,00,000
Interest on 8% on Government Securities 6,40,000
Interest on 9% on Debentures 4,50,000
Interest on 10% on Debentures ___5,00,000
1,55,90,000
L ess: Operating Expenses __50,00,000
1,05,90,000
Calculation of Net Asset Value[ NAV ] :
CashBalance 1,05,90,000
8% Government Securities (at par) 80,00,000
5,00,000 Equity Shares @ Rs. 175 875,00,000
9% Debentures (Unlisted at Cost) 50,00,000
10% Debenture @ Rs. 90 45,00,000___
11,55,90,000
No. of units 1,00,00,000
NAV per unit 11.559
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Calculation of Net Asset Value [ NAV |, if dividend of Rs. 0.80 is paid

Net Asset (Rs. 11,55,90,000 - 80,00,000) 10,75,90,000
Number of Units 1,00,00,000
NAV 10.759 84

Question N0.29 Naryanii Ltd. isin the business of manufacturing bearings. Some more product lines are being planned to be
added to the existing system. The machinery required may be bought or may be taken on lease. The cost of machine is Rs.
50,00,000 having a useful life of 5 years with the salvage value of Rs. 10,00,000. The full purchase value of machine can be
financed by 20% loan repayablein five equal instalmentsfalling due at the end of each year. Alternatively, the machine can be
procured on a5 years|ease,year-end |ease rental s being Rs. 14,00,000 per annum. The Company followsthe written down value
method of depreciation at the rate of 25%. Company’s tax rate is 35 per cent.

Advise the company which option it should choose — lease or borrow.

Solution :

Present Value of Cash Outflow under Lease Option :

Year Lease Rental after tax PVAF @ 13% Total Present Value

1-5 14,00,000 (I-T) = 9,10,000 3.517 32,00,470

Cash Outflow Under Borrowing Option :

TaxAdvantage
Year L oan On On Net Cash PVAF @ Present Value
Instalments  Interest Depriciation  Outflow 13%

1 16,71,681 (3,50,000) (4,37,500) 8,84,181 .885% 7,82,500

2. 16,71,681 (3,02,982) (3,28,125) 10,40,574 .783% 8,14,769

3. 16,71,681 (2,46,561) (2,46,094) 11,79,026 .693% 8,17,065

4, 16,71,681 (1,78,856) (1,84,570) 13,08,255 .613% 8,01,960

5. 16,71,681 (97,609) (1,38,428) 14,35,644 543% 7,79,555_
39,95,850

Total Present Value 39,95,850

Less: Present Value Salvage Value Adjusted for Tax Savings on Loss of Sale of Machinery 5,78,449

(Rs. 10,00,000 + ) x .543
Total Present Value of Cash Outflow 34,17,401

Decision : Present Value of Cash outflow of lese optuion islessthan the borrowing option and hence lease option isrecommended.

Working Notes :

Calculation Of Tax Saving On Loss :

Loss On Sale = 11,86,523 - 10,00,000 = 1,86,523

Tax Saving On Loss = 1,86,523 x .35 = 65,283

Calculation Of Equal Annual Installation :

5 equal installments = Rs. 50,00,000 + PVAF(20%,5 Years) = Rs. 50,00,000 + 2.991 = 16,71,681
Calculation Of Interest & Principal Amount :

Year Loan Loan at the  Interest Principal Balance at the

Instalments  beginning of end of year
the year

1 16,71,681 50,00,000 10,00,000 671,681 43,28,319

2. 16,71,681 43,28,319 865,664 806,017 35,22,302

3. 16,71,681 35,22,302 704,460 967,221 25,5,081

4, 16,71,681 25,55,081 511,016 11,60,665 13,94,416

5. 16,71,681 13,94,416 278,883 13,92,798 Nil

Calculation Of Depreciation :

Year Depreciation
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1. 50,00,000 x .25 12,50,000
2. 37,50,000 x .25 9,37,500
3. 28,12,500 x .25 7,03,500
4, 21,09,375 x .25 5,27,344
5 15,82,031 x .25 3,95,508

Book Value of Machine at the end of year 5 = 15,82,031 - 3,95,508 = 11,86,523.

Question N0.30 X Ltd. has a total sales of Rs. 4 crores and its average collection period is 90 days. The past experience
indicatesthat bad-debt losses are 1.5% on Sales. The expenditureincurred by the firm in administering itsreceivable collection
efforts are Rs. 6,00,000. A factor is prepared to buy the firm’s receivables by charging 2% Commission. The factor will pay
advance on receivablesto the firm at an interest rate of 18% p.a. after withholding 10% as reserve.

Calculate the effective cost of factoring to the Firm.

Solution :

Working Notes : Rs.

(a) Averagelevel of Receivables=4,00,00,000 x 90/360 10,000
(b) Factoring commission = 1,00,00,000 x 2/100 200
(c) Factoring reserve = 1,00,00,000 x 10/100 1,000
(d) Amount available for advance = Rs. 1,00,00,000 - (2,00,000 + 10,00,000) [(a)- (b)- (©)] 8,800
(e) Factor will deduct hisinterest @ 18% :- Interest= Rs.88,00000x18x 90 39

' 100 x 360
(f) -. Advance to be paid = Rs. 88,00,000 - Rs. 3,96,000 8,404
Annual Cost of Factoring to the Firm : Rs.
Factoring commission (Rs. 2,00,000 x 360/90) 8,00,000
Factoring reserve = 1,00,00,000 x 360/90 15,84,000
Total 23,84,000
Firm’s Saving on taking Factoring Service : Rs.
Cost of credit administration saved 6,00,000
Cost of Bad Debts (Rs. 4,00,00,000 x 1.5/100) avoided _6,00,000
Totd 12,00,000
Net cost to the Firm (Rs. 23,84,000 - Rs. 12,0,000) 11,84,000
Rs.11,84,000 x 100
Effective rate of interest to the firm = 14.09%

84,04,000

Note : The number of daysin ayear have been assumed to be 360 days.

Question No.31 Methoex developed original specification of a product and founded Methoex Manufacturing Ltd. In 2007 the

firm manufactured 980 Nos. at an average price of Rs.900 each. In 2008 due to continuous price rise of theinputs, heraised his

pricesat an

average of 12%, since he knew he could sell plant’s full capacity of 980 Nos. per year. In spite of price rise for the product,

which sold for over Rs. 1,000 for thefirst time, Methoex was surprised to learn in late 2008 (as may be seen from the financia

statements) that Methoex Manufacturing Ltd. show a decline in earnings and still worse, decline in cash flow.

His accountant has brought the following :

(i) We are following FIFO system for the purpose of issues.

(ii) Costs are going up faster than 12% and they will go up further in 2009.

(iii) We are not setting aside enough to replace the machinery; we need to set aside Rs.1,65,000, not Rs. 1,50,000 so asto be able

to buy new machinery.

(iv) Itisstill not lateto switch to LIFO for 2008. Thiswill reduce closing inventory to Rs. 3,30,000 and raise cost of goods sold.
M ethoex Manufacturing L td.
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Income Satement (Rs. .000)

2008 2007
Sdes 1,008 900
Cost of goods sold
Opening inventory 320 250
Raw Materia 500 400
Labour 200 174
Depreciation 150 150
End inventory (-) 390 (-) 320

_780 654
Gross margin 228 246
Administration expenses 100 92
EBIT 128 154
Interest 50 50

78 104

Income Tax -39 52
Profit after tax 39 52
Add : Non- Cash expenses 150 150
Inventory change (-) 70 (-) 70
Cash flow 119 132
Required :

(1) What isthe weighted average inflation factor for the firm using LIFO?
(2) If thefirm desires a 15 per cent profit margin on sales, how much should the firm
charge for the product per unit?

Solution : (Rs. 000)
2008 2007
Expenses Expenses
Raw material
Opening inventory 320 250
Add : Purchases 500 400
820 650
Less: Closing inventory based on LIFO* 330 320
Add : Labour 200 174
Add : Depreciation 165 150
Add : Cost of goods sold 855 654
Add : Administration expenses 100 92
955 746
Hence, weighted average inflation factor for the firmin 2008 = 716 - 1.28i.e 28 % over 2007 or
955— 746

= %100 = 28% [approx]

Additional Analysis:

(i)Why Interest Cost has been excluded ?

Logic No. 1: Since question is unclear about interest cost, we have assumed tht Interest is not an operating cost .

Logic No. 2: It can also be seen that cost of interest for year 1 & year 2 is same, hence it can be said that there is no inflation
on Interest cost .

Logic No. 3: Interest Cost is never effected by Inflation. Raw Material , Administrative expenses are the items which may be
effected by Inflation but Interest Cost can never be increased dueto inflation unless rates are revised due to Inflation.

(ii) Why sales item has been excluded ?

We arerequired here to calculate Inflation on Cost and not salesfigure.
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(iii) Students are still doubtful about this question ?

Since guestion is not clear on many points, students should no be in doubt. We are just required to calculate cost in 2007 and
in 2008 and calculate Inflation.The question is very simple & easy. We are just requiredto calculate cost in 07-08 as per the
information givenin question.

(2)If the firm desires a 15 per cent profit margin on sales the price which the firm shold charge for the product per unit can be
identified infollowing ways: -

Total Cost in 1998, for 980 Nos. of Unitsis Rs. 9,55,000. Hence, for each No. of Units cost will be Rs. 974.50

0.85

In order to earn 15% profit margin on sales, the sales price per product should be Rs. = Rs. 1146.50

Hence, the firm should charge Rs. 1146.50 per product

Total Saleswill be (Rs. 1,146.50 x 980 Nos. ) = Rs. 11,23,570.
Note: Figureshave been rounded off.

Additional Analysis: Proof for point (2)

Sales 1146.50 x 980 = 1123570
Less: Cost = 955000
Profit 168570
Theref Profit On Sale (% —@Xloo—ﬁfy
erefore, Profit On Sale (%) = 1123570 = ()

Some Tough But Important Question On Finance
A Must Attempt Question For StudentsAppearing on Nov 2008/M ay2009/Nov2009

Question No. 32 Burse Co wishesto calcul ate its weighted average cost of capital and the following information relates to the
company at the current time:

Number of ordinary shares 20million

Book value of 7% convertible debt $29million

Book value of 8% bank loan $2million

Market price of ordinary shares $5-50 per share
Market value of convertible debt $107-11 per $100 bond
Equity betaof Burse Co 1.2

Risk-free rate of return 4-7%

Equity risk premium 6-5%

Rate of taxation 30%

Burse Co expects share pricestorisein thefuture at an average rate of 6% per year. The convertible debt can be redeemed at par
in eight years’ time, or converted in six years’ time into 15 shares of Burse Co per $100 bond.

Required :

(a)Calculate the market value weighted average cost of capital of Burse Co.State clearly any assumptions that you make.

(b) Discuss the circumstances under which the weighted average cost of capital can be used in investment appraisal.

(c) Discuss whether the dividend growth model or the capital asset pricing model offersthe better estimate of the cost of equity
of a company.

Solution :

(a) Calculation of Weighted Average Cost of Capital (WACC) :

Cost of Equity :

Cost of Equity using Capital Asset Pricing Model = 4.7 + (1-2 X 6:5) = 12-5%

Cost of Convertible Debt :

Annual after-tax interest payment =7 x (1 — 0-3) = $4-90 per bond

Share price in six years’ time = 5-50 x (1+-06)® = $7-80

Conversion Value = 7-80 x 15 = $117-00 per bond

Conversion appears likely, since the conversion value is much greater than par value.

The future cash flows to be discounted are therefore six years of after-tax interest payments and the conversion value received
inyear 6:
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Year Cashflow $ PVF@10% PV (%) PVF@5% PV ($)

0 Marketvaue  (107-11) 1-000 (107-11) 1-000 (107-11)

1-6 Interest 4.9 4.355 21.34 5.076 24.87

6 Conversion 117-00 0-564 66-00 0-746 87.28
(29-77) 5.04

Using linear interpol ation, after-tax cost of debt :

Lower Rate NPV
Lower Rate NPV — Higher Rate NPV

Kd = Lower Rate + x Differencein Rates - g 4 [(5 x 5:04)/(5-04 + 19-77)] = 6:0%.

Cost of Bank Loan :
After-tax interest rate = 8 X (1 — 0-3) = 5-6%
This can be used as the cost of debt for the bank |oan.

Market Values :

Market Value of Equity =20m x 5-50 =$110million
Market Value of Convertible Debt = 29m x 107-11/100 =$31-06 million
Book Value of Bank Loan =$2m

Total Market Value =110 + 31-06 + 2 = $143-06 million
WACC =[(12-5 x 110) + (6-0 x 31-06) + (5-6 x 2)] - 143-06 = 11-0 %

(b)[Theoretical Part , Just Read & Develop an Understanding ] The weighted average cost of capital (WACC) can beused asa
discount ratein investment appraisal provided that the risks

of theinvestment project being evaluated are similar to the current risks of the investing company. The WACC would then reflect
these risks and represent the average return required as compensation for these risks.

WA CC can beused ininvestment appraisal provided that the businessrisk of the proposed investment issimilar to the business
risk of existing operations. Essentially this means that WA CC can be used to evaluate an expansion of existing business. If the
businessrisk of the investment project is different from the business risk of existing operations, a projectspecific discount rate
that reflects the business risk of the investment project should be considered. The capital asset pricing model (CAPM) can be
used to derive such a project-specific discount rate.

WACC can beused ininvestment appraisal provided that the financial risk of the proposed investment issimilar to thefinancial
risk of existing operations. This means that financing for the project should be raised in proportions that broadly preserve the
capital structure of the investing company. If thisis not the case, an investment appraisal method called adjusted present value
(APV) should be used. Alternatively, the CAPM-derived project-specific cost of capital can be adjusted to reflect the financial
risk of the project financing.

Athird constraint on using WA CC ininvestment appraisal isthat the proposed investment should be small in comparison with the
size of the company. If thiswere not the case, the scal e of the investment project could cause a change to occur in the perceived
risk of theinvesting company, making the existing WA CC an inappropriate discount rate.

(c) [Theoretical Part , Just Read & Develop an Understanding ] The dividend growth model has several difficulties attendant on
itsuseas away of estimating the cost of equity. For example,the model assumes that the future dividend growth rateis constant
in perpetuity, an assumption that is not supported by the way that dividends changein practice. Each dividend paid by acompany
isthe result of adividend decision by managers,who will consider, but not be bound by, the dividends paid in previous periods.
Estimating the future dividend growth rate is also very difficult. Historical dividend trends are usually analysed and on the
somewhat risky assumption that the future will repeat the past, the historic dividend growth rate is used as a substitute for the
future dividend growth rate. Themodel also assumesthat businessrisk, and hence business operations and the cost of equity, are
constant in future periods, but reality shows usthat companies, their business operations and their economic environment are
subject to constant change. Perhaps the one certain thing about the future is its uncertainty.

It is sometimes said that the dividend growth model does not consider risk, but risk isimplicit in the share price used by the
model to calculate the cost of equity. A moment’s thought will indicate that share prices fall as risk increases, indicating that
increasing risk will lead to an increasing cost of equity. What is certainly trueisthat the dividend growth model doesnot consider
risk explicitly in the same way as the capital asset pricing model (CAPM). Here, all investors are assumed to hold diversified
portfolios and as a result only seek compensation (return) for the systematic risk of an investment. The CAPM represent the
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required rate of return (i.e. the cost of equity) as the sum of the risk-free rate of return and a risk premium reflecting the
systematic risk of anindividual company relativeto the systematic risk of the stock market asawhole. Thisrisk premiumisthe
product of the company’s equity beta and the equity risk premium. The CAPM therefore tells us what the cost of equity should
be, given an individual company’s level of systematic risk.

Theindividual components of the CAPM (therisk-free rate of return, the equity risk premium and the equity beta) are found by
empirical research and so the CAPM givesriseto amuch smaller degree of uncertainty than that attached to the future dividend
growth rate in the dividend growth model. For thisreason, it isusually suggested that the CAPM offers a better estimate of the
cost of equity than the dividend growth model.

Question No. 33 THP Cois planning to buy CRX Co, a company in the same business sector, and is considering paying cash
for the shares of the company. The cash would be raised by THP Co through a 1 for 3 rights issue at a 20% discount to its
current share price. The purchase price of the 1 million issued shares of CRX Cowould be equal to therightsissue fundsraised,
less issue costs of $320,000. Earnings per share of CRX Co at the time of acquisition would be 44-8c per share. As aresult of
acquiring CRX Co, THP Co expectsto gain annual after-tax savings of $96,000. THP Co maintains a payout ratio of 50% and
earnings per share are currently 64c per share. Dividend growth of 5% per year is expected for the foreseeable future and the
company has a cost of equity of 12% per year.

Information from THP Co’s statement of financial position :

Equity and liabilities $000
Shares ($1 par value) 3,000
Reserves 4,300
7,300
Non-current liahilities
8% loan notes 5,000
Current liabilities 2,200
Total equity and liabilities 14,500
Required :
(a) Calculate the current ex dividend share price of THP Co and the current market capitalisation of THP Co using the dividend
growth model.

(b) Assuming the rightsissue takes place and ignoring the proposed use of the fundsraised, calculate :

(i) the rights issue price per share;

(i) the cash raised;

(iii) the theoretical ex rights price per share; and

(iv) the market capitalisation of THP Co.

(c) Using the price/earnings ratio method, cal culate the share price and market capitalisation of CRX Co before the acquisition.
(d) Assuming asemi-strong form efficient capital market, cal culate and comment on the post acquisition marketcapitalisation of
THP Co in the following circumstances.

(i) THP Co does not announce the expected annual after-tax savings; and(ii) the expected after-tax savings are made public.
(e) Discussthefactorsthat THP Co should consider, inits circumstances, in choosing between equity finance and debt finance
as a source of finance from which to make a cash offer for CRX Co.

Solution :
(@) Current Ex Dividend MPS $ Current Market Capitalization :

iy _Do(1+9) [.64x50%)] (1+.05)
Current Ex Dividend MPS[R)] — (ke-g) = 12-05

Current Market Capitalization = $4.80 x 30,00,000 = $ 144,00,000

(b)

Right Issue Price Per Share :-

Asgiven in the question thiswill be at a20% discount to the Current share Price = 4.80 x 80% = 3.84 per share
Number Of Right Shares Issued :

=$4.80

. 3million -
Number Of nghtSharesIs&Jed=T = Imillion
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Cash Raised :-
Cash Raised =1 million x 3.84 = $ 3.84 million = $ 38,40,000

Theoretical Ex Right Price Per Share:

MPS Cum Right x Existing Number Of Equity Share+ Right Share Pricex Number of Right Shares|ssued
Existing Number Of Equity Share+ New Number Of Right Sharelssued

_30,00,000x 4.80+10,00,000 x 3.84
B 30,00,000 +10,00,000

TheMarket Capitalisation of THP Co. :
The Market Capitalisation of THP Co. = Market Cap Before Right + Increase in Market Cap After Right - Issue Cost
=14.4million+ 3.84million - .32 million=$17.92 million

= $ 4.56 per share

(c) PriceEarningValuation Method :

, 4.80
P/E Ratio of THP Co. = o =75

EPS of CRX Co. = .448 per share
Using P/E Ratio of THP Co. , we can calculate MPS of CRX Co. =.448x 7.5=3.36
Market Capitalization of CRX Co.=3.36 x 1 million = 33,60,000

Note: Sinceit given in the question that THP Co. & CRX co. are in the same business sector, we have used P/E Ratio of THP
Co. to be equal to P/E Ratio of Crx. Co.

(d) In asemi-strong form efficient capital market, share pricesreflect past and public information. If the expected annual after-
tax savings are not announced, this information will not therefore be reflected in the share price of THP Co.

In this case, the post acquisition market capitalisation of THP Co will be the market capitalisation after therightsissue, plusthe
market capitalisation of the acquired company (CRX Co), lessthe price paid for the shares of CRX Co.

Price paid for CRX Co = 3-84m — 0-32m = $3.52m

Market Capitalisation = 17-92m + 3:36m — 3-52m = $17-76m

Thisisequivalent to ashare price of 17-76/4 = $4-44 per share or

17.92+3.36-3.52
4

The market capitalisation has decreased from the value following the rights issue because THP Co has paid $3-52m for a
company apparently worth $3-36m.

If theannual after-tax savingsare announced, thisinformation will be reflected quickly and accurately in the share price of THP
Co since the capital market is semi-strong form efficient. The savings can be valued using the price/earnings ratio method as
having a present value of $720,000 (7-5 x 96,000). The revised market capitalisation of THP Coistherefore $18-48m (17-76m
+ 0-72m), equivalent to a share price of $4-62 per share (18-48/4).or

17.92+3.36-3.52+.72

4

Thismakesthe acquisition of CRX Co attractiveto the shareholders of THP Co, sinceit offers ahigher market capitalisation than
the onefollowing the rightsissue.

Each shareholder of THP Co would experience a capital gain of 14c per share (4-62 — 4-48).

In practice, the capital market islikely to anticipate the annual after-tax savings before they are announced by THP Co.

MPS After Merger =

MPS After Merger =

(e) There are a number of factors that should be considered by THP Co, including the following.
(i) Gearing and Financial Risk

(ii) Target Capital Structure

(iii) Availability of Security

(iv) Economic Expectations

(v) Control Issues
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Question No. 34 Phobis Co is considering a bid for Danoca Co. Both companies are stock-market listed and are in the same
business sector. Financial information on Danoca Co, which is shortly to pay itsannual dividend, isasfollows:

Number of ordinary shares 5million
Ordinary share price (ex div basis) $3-30
Earnings per share 40-0c
Proposed payout ratio 60%
Dividend per share one year ago 23:3c
Dividend per share two years ago 22-0c
Equity beta 14
Other relevant financial information

Average sector price/earningsratio 10
Risk-free rate of return 4-6%
Return on the market 10-6%

Required : Calculate the val ue of Danoca Co using the following methods:
(i) price/earningsratio method; (ii) dividend growth model; and discuss the significance, to Phobis Co, of the values you have
calculated, in comparison to the current market value of Danoca Co.

Solution :

(a)(i) Price/Ear nings Ratio M ethod Valuation :

Earnings per share of Danoca Co =40c

Average sector price/earningsratio =10

Implied value of ordinary share of Danoca Co =40 x 10 = $4-00
Number of ordinary shares =5million

Value of Danoca Co as per P/E ratio Method = 4-00 x 5m = $20 million

(ii) Dividend Growth M odel :

Earnings Per Share of Danoca Co =40c
Dividend Payout Ratio = 60%
Dividend of Danoca Co istherefore =40 x 0-6 = 24c per share

Cost of Equity of Danoca Co using the Capital Asset Pricing Model (CAPM) =4.6 + 1.4 x (10-6 - 4-6) = 4.6 + (1.4 x 6) = 13%
Value of Ordinary Share from Dividend Growth Model formula = (24 x 1+-:045)/(0-13 — 0-045) = $2-95
Value of Danoca Co = 2:95 x 5m = $14-75 million

The value as per current market capitalisation of Danoca Co is $16-5m ($3-30 x 5m).
The price/earnings ratio value of Danoca Co is higher than this at $20m, using the average price/earnings ratio used for the

3.
sector. Danoca’s own price/earnings ratio is 8-25 [m}

The difference between the two price/earnings ratios may indicate that thereis scope for improving the financial performance of
Danoca Co following the acquisition. If Phobis Co has the managerial skills to effect this improvement, the company and its
shareholders may be able to benefit as aresult of the acquisition.

Thedividend growth model valueislower than the current market capitalisation at $14-75m. Thisrepresentsaminimum value
that Danoca shareholderswill accept if Phobis Co makes an offer to buy their shares. In reality they would want more than this
asan inducement to sell. The current market capitalisation of Danoca Co of $16m may reflect the belief of the stock market that
a takeover bid for the company is imminent and, depending on its efficiency, may indicate a fair price for Danoca’s shares, at
least on amarginal trading basis. Alternatively, either the cost of equity or the expected dividend growth rate used in the dividend
growth model calculation could be inaccurate, or the difference between the two values may be due to a degree of inefficiency

in the stock market.
Working Notes : Calculation Of Growth Rate:
Year0 D, 22 Yearl D, 233 Year2 D, 24

24=22(1+g)* =9 =45%
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Question No. 35Phobis Co has in issue 9% bonds which are redeemable at their par value of $100 in five years’ time.Alternatively,
each bond may be converted on that date into 20 ordinary shares of the company. The current ordinary share price of Phobis Co
is $4-45 and thisis expected to grow at a rate of 6-5% per year for the foreseeable future. Phobis Co has a cost of debt of 7%
per year.Required : Calculate the following current values for each $100 convertible bond :

(i) market value; (ii) floor value; (iii) conversion premium.

Solution :

Calculation of Market Value of each Convertible Bond :
Expected Share price in five years’time . .. . .. 5=$6-10
Conversion Value =6-10x 20 = $122

Compared with redemption at par value of $100, conversion will be preferred.

The current market value will be the present value of future interest payments, plus the present value of the conversion value,
discounted at the cost of debt of 7% per year.

Market value of each convertible bond = (9 x 4-100) + (122 x 0-713) = $123-89

Calculation of Floor Value of each Convertible Bond :

The current floor value will be the present value of future interest payments, plusthe present value of the redemption value,
discounted at the cost of debt of 7% per year.

Floor value of each convertible bond = (9 x 4-100) + (100 x 0-713) = $108-20

Calculation of Conversion Premium of each Convertible Bond :

Current conversion value = 4-45 x 20 = $89-00

Conversion premium = $123.89 — 89-00 = $34-89

Thisis often expressed on a per share basis, i.e. 34-89/20 = $1.75 per share

Question No. 36 PKA Co is a European company that sells goods solely within Europe. The recently-appointed financial
manager of PKA Co has been investigating the working capital management of the company and has gathered the following
information :

Accounts payable management : PKA Co has used aforeign supplier for the first time and must pay $250,000 to the supplier
in six months’ time. The financial manager is concerned that the cost of these supplies may rise in euro terms and has decided to
hedge the currency risk of this account payable. The following information has been provided by the company’s bank :

Spot rate ($ per €): 1.998 + 0-002
Six months forward rate ($ per €): 1.979 £ 0-004
Money market rates availableto PKA Co:

Borrowing Deposit
Oneyear euro interest rates. 6-1% 5-4%
Oneyear dollar interest rates: 4.-0% 3:5%

Assume that it is now 1 December and that PKA Co has no surplus cash at the present time.
Required : Discusswaysin which PKA Co could improve the management of domestic accounts receivabl e.Evaluate whether
amoney market hedge, aforward market hedge or alead payment should be used to hedge the foreign account payable.

Solution :

Money Market Hedge :

PKA Co should place sufficient dollars on deposit now so that, with accumul ated interest, the six-month liability of $250,000 can
be met. Since the company has no surplus cash at the present time, the cost of these dollars must be met by a short-term euro

loan.

Six-month dollar deposit rate =3:5/2 =1.75%

Current spot selling rate =1.998 - 0:002 = $1-996 per euro
Six-month euro borrowing rate =6-1/2 = 3:05%
Dollarsdeposited now = 250,000/1-0175 =$245,700

Cost of these dollars at spot =245,700/1-996 = 123,096 euros
Euro value of loan in six months’ time = 123,096 x 1-0305 = 126,850 euros
Forward Market Hedge:

Six months forward selling rate =1.979 - 0-004 = $1.975 per euro
Euro cost using forward market hedge = 250,000/1-975 = 126,582 euros
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Lead Payment :

Since the dollar is appreciating against the euro, alead payment may be worthwhile.
Euro cost now = 250,000/1-996 = 125,251 euros

This cost must be met by a short-term loan at a six-month interest rate of 3-05%
Euro value of loan in six months’ time = 125,251 x 10305 = 129,071 euros

Evaluation of Hedges:

Therelative costs of the three hedges can be compared since they have been referenced to the same point intime, i.e. six months
in the future. The most expensive hedge is the lead payment, while the cheapest is the forward market hedge. Using the
forward market to hedge the account payable currency risk can therefore be recommended.

Additional Analysis: Why Current spot selling rate = 1.998 — 0.002 = $1-996 per euro.why we have substracted .002 from
1.998,why not we have not added it .Sinceitis said in the question that cost of euroisrising it means euro is depreciating.

Question No. 37 Assume that it isnow 1 June.

Trenter plc has invested in the ordinary shares of each of five companies which it has identified as potential future take-over
targets. Trenter’s managers are concerned that the recent rise in the share price index might not last, and share prices could fall
during the next three or four months. Trenter does not want to sell any of the shares, but wishes to gain some protection against
possible falls in share price.The company’s financial advisers have suggested three alternatives:

(i) Stock index futures (ii) Options on stock index futures (iii) A synthetic short position in the index, using both call and put
options at the same exercise price.

Market Data :

I nvestment Shares held (000) Share price (pence) Equity beta
Fangle 250 740 1.35

Knoten 400 510 1.26

Dupple 120 1,140 115

Wraiter 310 365 0-82

Plesenn 1,435 93 1-65

The FTSE 100 index is currently 5930, and the face value of an index contract is £10 per point.
FTSE 100 Stock Index Futures :

June 5936

September 5950

Options on FTSE 100 Stock Index Futures

Exercise Price September

Call Put (pence)
5625 3310 355
5925 1400 108-0
Required :

(a) Illustrate how each alternative might be used to hedge against falling share prices. The type of hedge, number of contracts
and hedge cost should be shown wherever relevant.
(b) If, in September, the actual market prices had moved as shown bel ow, cal culate and comment upon the outcomes of each of

the hedges.

I nvestment Share price (pence)
Fangle 680

Knoten 479

Dupple 1,026

Wraiter 370

Plesenn 78

FTSE 100 stock index futures price: 5585

Solution :

(a) Stock Index Futures

In order to protect against possible falling share prices September stock index futures should be sold.

[ Additional Analysis: (Not Reqd. Just Read ) If actual share pricesfall, the value of the futures contracts will also fall. The
futures contracts may be closed out at alower price than they were sold for, resulting in afutures market gain to offset the loss
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from actual share price movements. If the futures contract is held to maturity the hedge will lock into the futures price of 5950.]
The number of contractswill depend upon the portfolio beta, which is estimated below.

I nvestment Shares held(000) Share price (pence)  Market value(£) MV x Beta
Fangle 250 740 1,850,000 2,497,500
Knoten 400 510 2,040,000 2,570,400
Dupple 120 1,140 1,368,000 1,573,200
Wraiter 310 365 1,131,500 927,830
Plesenn 1,435 93 1,406,300 2,320,395
7,795,800 9,889,325
9,889,325
The portfolio beta is; —— = 1-269
7,795,800

The contract sizeisthe current index value of 5930 x £10 = £59,300. (NB In some futures markets the contract size could be the
futures price of 5,950 x £10 = £59,500. This is an acceptable answer.)

Hedge:
7,795,800

Sel| —————x 1269 = 166-83 or 167 contracts
59,300

Options on Stock Index Futures :

[ Additional Analysis: (Not Regd. Just Read )Futures have the disadvantage of locking into an expected outcome, no matter
how the associated cash market has performed. Options on futures allow the buyer of the option to either exercise the option and
fix aworst case outcome, or, if market prices movein favour of theinvestor, to let the option lapse. In this caseif the stock index
was to rise above the relevant exercise price the option would not be exercised. ]

September put options should be purchased.

If Trenter wishesto protect current share prices, the closest option to the current index price of 5930 should be selected, which
is5925.

Aswith futures 167 contr acts should be purchased.

If the stock index value fallsto below 5925 by the time of expiry of the option, the option would be exercised

If the index value moved above 5925 the contract would not be exercised.

The disadvantage of the option is that a premium of 108, or 108 x £10 = £1,080 per contract has to be paid to purchase the
option. For 167 contacts thisis £180,360, or approximately 2-3% of the portfolio value. Thisis arelatively expensive form of
hedge.

Synthetic Short Position :

Synthetic Short Position involve buying aput option and simultaneously selling acall option at the same exercise price.

The cost of an option hedge may be reduced by creating a synthetic short position. Thiswould involve buying aput option with
an exercise price of 5925 as above, but simultaneously selling acall option at the same exercise price. Thiswould result in net
premium paid of (108-0 — 140-0) x 10 x 167 = (£53,440), i.e. a net receipt.

(b) Outcomes of the Hedges :
Sock Index Futures :
Investment Market value(£)

Fangle 1,700,000
Knoten 1,916,000
Dupple 1,231,200
Wraiter 1,147,000
Plesenn 1,119,300

7,113,500

The market value of the shares hasfallen by £682,300
The futures market gain is 167 x (5950 — 5585) x £10 = £609,550.

609550

o

Overall thereis aloss of £72,750, which would mean the hedge efficiency had been x100% = 89 %
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Options on Sock Index Futures :

The option would be exercised to yield a futures gain of 167 x (5925 — 5585) x £10 = £567,800.

The net result including the cost of the option is £567,800 — £682,300 — £180,360 = £294,860, a much larger loss than the
futures hedge.

However, it must be remembered that if the FTSE 100 futures price had moved to above 5925, the option would not have been
exercised, and Trenter would have benefited from the increase in market prices.

Synthetic Short Position :

The profit from the put option would be £567,800 as above.

The call option would expire worthless meaning that Trenter would retain the entire premium from selling the calls.
Overall the loss is £567,800 + £53,440 (net premium received) — £682,300, or £61,060.

The creation of the synthetic short future provides a better outcome than the actual futures contract.

Question No. 38 Doubler plcis considering atakeover bid for Fader plc.

Doubler’s board of directors has issued the following statement : “Our superior PE ratio and synergistic effects of the acquisition
will lead to a post-acquisition increase in earnings per share and in the combined market value of the companies’.

Sumarised Financial Data for the Companies:

£ million
Doubler Fader
Sdes 48.30 35.30
Profit before tax 6.30 410
Tax (1.89) (1.23)
Profit after tax 441 287
Dividends (2.00) (1.10)
Retained Earning 241 177
Fixed assets (net) 28.40 26.50
Current Assets 22.64 17.30
Less: Current Liabilities (17.32) (10.20)
33.72_ 33.60_
Financed by :
Medium and Long Term Borrowing 8.60 11.40
Ordinary Shares (10 pence par value) 4.00 3.00
Reserves 21.12 19.20
33.72 33.60
Notes :

(i) After tax saving in cash operating costs of £750,000 per year indefinitely are expected as aresult of the acquisition.
(i) Initial redundancy costswill be £1million before tax.

(iii) Doubler’s cost of capital is 12%.

(iv) Current shares prices are: Doubler 290 pence, Fader 180 pence.

(v) The proposed terms of the takeover are payment of 2 Doubler shares for every 3 Fader shares.

Required :

(a) Calculate the current PE ratios of Doubler and Fader

(b) Estimate the expected post acquisition earnings per share and comment upon the importance of increasing the earnings per
share. (4 marks)

(c) Estimate the effect on the combined market value as aresult of the takeover using:

(i) PE based valuation; (ii) Cash flow based valuation. State clearly any assumptions that you make. (5 marks)

(d) Discussthe limitations of your estimates in (c) above. (4 marks)(15 marks)

Solution :

(a) Doubler currently has40 million ordinary shares, and Fader 30 million.

Earnings Per Share:

Doubler Fader

441 =11.025 pence 287 =9.567 pence
40 30
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PE Ratios:
Doubler Fader

290 pence _26.30 180 pence _1881]
11.025 pence 9.567 pence

(b) A 2-for-3 share exchange will result in the issue of 30 million x 2/3 new shares, or 20 million shares, giving a total of 60

million shares. E£million
Current combined earnings after tax 7-28[4.41 + 2.87]
Additional earningsfrom operating savings 0-75

8:03_

8.03
Ignoring the one-off redundancy payments the expected earnings per shareis: o0 - 13.38 pence OR

4.41+2.87+.75

(404_ 30x 2) = 13.38 pence
3

EPSAfter Merger =
[ Additional Analysis: Not Reqd.Increasing earnings per share aloneis not enough. The effect on the market valueisthe crucial
factor. When arelatively high PE company acquires acompany with alower PE, the expected earnings per share will increase,
but not necessarily the total market value of the companies.]

Note : We have ignored one off reudancy payment sinceit is not likely to incur in future .

(¢) (i) The current combined val ue of the two companiesis.40m shares x 290 pence + 30m shares x 180 pence or £170 million.
P/E based Valuation :
New P/E Ratio after merger can be find out by using weighted average P/E of individual company before merger , weightsbeing
thetotal earning figure of two individual company .

26-30 x 4-41 + 18-81 x 2-87
P/E After Merger = =23-35

7-28

Now MPSAfter Merger will be : 23-35 x 13-38 = 312 pence
Total Market ValueAfter Merger will be =312 pence x 60 million shares= £187-2 million.
However, thisignores the impact of the redundancy costs, £700,000 after tax. When thisisincluded the combined value of the
companiesisstill expected to be higher than current combined value .

(it) Changesin expected cash flows as aresult of the takeover are as follows:

£750,000
Present value of operating savings (to infinity) ——— =£6,250,000
012
Redundancy costs, after tax relief (£700,000)
Net effect on NPV £5,550,000

If the market is efficient the market value of the combined company should increase by £5,550,000 as a result of the expected
increasein NPV, much lessthan the estimate using PE based valuation.

(d)[ Theoretical Part , Just Read & Develop an Understanding ] Both estimates arelikely to beinaccurate. Many other factorsare
likely to affect the post acquisition share price. For example:

(i) The effect of the acquisition on corporate growth rates.

(ii) There may be problems integrating the operations and workforce of the two companies.

(iii) Doubler’s managers may be able to apply enhanced management skills to Fader’s operations.

(iv) The effect of the change in risk and capital structure is not known.

With respect to the PE estimate :
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(i) PE ratios use accounting data rather than cash flow data.

(ii) Accurate estimates of future earnings are very difficult, and earnings can rapidly change.

With respect to cash flows :

(i) The value of all expected cash flows pre and post acquisition should be compared, not just the changesin afew cash flows.
However, post acquisition cash flows are very difficult to determine.

(ii) Cash flows savings of £750,000 per year forever are unrealistic.

(iii) The cost of capital of Doubler islikely to change as aresult of the acquisition of Fader.

Question No. 39 Tertia plc has recently commenced exports to Blundonia, a developing country. A payment of 100 million
pesos is due from a customer in Blundonia in three months’ time. The Blundonian government sometimes restricts the movement
of fundsfrom the country, but hasindicated that payment to Tertial has agood chance of receiving approval. No forward market
or derivatives markets exist for the Blundonian peso.

The Blundonian pesoiscurrently linked to theUSdollar.

Exchangerates: B peso/E $E
Spot rate 1264 - 1282 1.775-1.782
3 month forward rate Not available 1781 -1-789

Tertial can borrow at 6% per annum or invest at 4% per annum inthe UK, can borrow at 7% and invest at 4-5% in the USA, and
at 14% and 10% respectively in Blundonia.Tertial currently has a£800,000 overdraft in the UK.

Inflation rates:
WK 3%
USA 4%
Blundonia 14%
Tertial’s Blundonian customer has indicated that it might be willing to make a lead payment in return for a 1-5% discount on the
saleprice.
Required :

(a) Discuss the advantages and disadvantages of the alternative currency hedges (including relevant crosshedges) that are
availableto Tertial. Calculate the expected outcome of each hedge, and recommend which hedge should be sel ected.

(b) Evaluate whether or not Tertial should agree to its Blundonian customer receiving the 1-5% discount.

(c) Suggest possible action that Tertial might takeif the government decides not to allow the transfer of money out of Blundonia.

Solution :

(a) [ Additional Analysis: (Not Required Just Read & Develop an Understanding ) Money market hedges are available, either
directly in the Blundonian peso or asacross hedgein $US. A forward market cross hedge isal so possible.Money market hedges
lock in the expected cash flow from aforeign exchange transaction by utilising both interest rates and exchange rates. They do
not however allow the hedger to benefit from favourable movementsin the spot rate. The peso hedge al so runstherisk that the
government will block the outflow of fundsfrom Blundonia.]

Money Market Hedge :

Immediately, borrow B pesos 96,618,357 at 14% per year (100m/1-035)

Convert at the spot rate of P128-2/£ into £753,653

Use the funds to reduce the UK overdraft at 6% per annum, £753,653 x 1-015 = £764,958.

This is the effective £ receipt in three months’ time.

Assuming the funds are not needed for other purposesit is better for them to be used to repay some of the overdraft rather
thaninvest in the UK money market.

CrossForward Hedge:
Cross hedges viathe dollar are risky. Although the peso is fixed against the $US, the much higher inflation rate in Blundonia
suggeststhat therewill be pressure on the Blundonian government to deval uethe peso fromits current fixed rate. If adeval uation
wasto occur during the next three months cross hedges would not be effective. Additionally fundsstill have to be remitted from
Blundoniatothe USA in order to fulfil the hedges.
The spot cross rates between the B peso and the $ are P70-93 — 72:23/$
100m pesos
=$1,384,466
7223
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Sell $1,384,466 3 months forward at $1-789/£ = £773,877

(The $1,384,466 would be bought using the 100 million pesos at the spot rate of P72-23/$, assuming the fixed rate between the
peso and dollar does not change.)

Forward hedges are easy to arrange via banks, lock in the expected future cash flow, but, in common with money market
hedges, do not allow the hedger to take advantage of favourabl e currency movements.

CrossMoney Market Hedge :

Immediately borrow $1,360,655 at 7% per year ($1,384,466/1-0175)

Convert at the spot rate of $1-782 into £763,555.

Use the £ to reduce the overdraft, £763,555 x 1-015 = £775,008.

The cross money market hedge provides better expected receipts but is more risky than the direct money market hedge. The
cross hedge is recommended, aslong as Tertial iswilling to risk the devaluation of the peso against the $US.

(b) After a1-5% discount the excepted receipts are 98-5 million pesos
Converted at spot of P128-2/£ thisyields £768,331

Use to repay part of the overdraft. £768,331 x 1-015 = £779,856.
Thisismorebeneficial for Tertial and should be agreed.

(c) Action to be taken if the Government decides not to allow the transfer of money out of Blundonia

Tertial could use the 100m pesosto invest in Blundonia, but as the company has only just commenced exportsthisisunlikely
to beafavoured alternative.A counter-tradedeal ispossible, wherethe 100m pesos are used to purchase goodsin Blundonia. The
goods might be sold to athird party outside Blundonia. Thethird party would pay Tertial an agreed equivaent sumin sterling or
another acceptable ‘hard’ currency. This form of transaction should be acceptable to the Blundonian government as it does not
involve cash leaving the country.

Question No. 40 : Ewade plc hasrecently issued £100 million par value of £100 zero coupon convertible debentures 2013 at a
price of £71-10 per debenture. The debentures areredeemabl e at their par value of £100. Conversion may take place at any time
after three years from the issue date. The conversion terms are 12 ordinary shares of Ewade for each debenture. The current
redemption yield on Ewade’s 8% coupon straight debt with seven years until maturity, and redeemable at the par value of £100,
is 6%. The straight debt pays semi-annual interest.

Required :

(a) Estimate the redemption yield on the zero coupon convertible debentures, and the difference between the market price of the
seven year straight debt and the seven year zero coupon convertible debt. Explain the reasonsfor the different market pricesand
yidds.

(b) Assume that in three years’ time the redemption yield of the zero coupon debt is 6% and the price of an ordinary share of
Ewadeis: (i) 550 pence (ii) 710 pence

Required : For each share price, estimate the minimum price of the zero coupon convertible debentures.

(c) If Ewade held a portfolio including bonds with attached warrants and wished to protect the value of the warrants, explain
how the knowledge of the deltavalue and thetavalue might assist in this.

Solution :

(a) Theredemption yield on the convertible zero coupon debt may be found by solving :
100

£71:10 = = (1 +r)"=1-4065, r = approximately 5%

1+
The current annual yield on straight debt is 6% [ Given ] Thisyield will comprise the present value of the semi-annual interest
payments, and of any capital gain or loss on redemption in seven years’ time. The market price may be found by solving :

. 4 N 4 N N 4 N 100
Market Pflce [ BO]: (1+ 03)1 (1+ 03)2 """""" (1+ 03)14 (1+ 03)14 = RS 11130
Comparison : Zero Coupon Bonds Sraight Coupon Bonds
Yidd 5% 6%
BondVaue 71.10 111.30

Theyield on azero coupon bond and coupon bearing bond of the same maturity might differ slightly according to the preferences

. q L {PoF] To remove this message, purchase the
This document was created using gg'N';}ERTER PDF L 7 product at www.SolidPDF.com




; CA Aaditya Jain

of investors for regular interest payments (coupon bearing), or a definite capital sum at the end of a period (zero coupon).
Zero coupon bonds are not subject to reinvestment risk, but are subject to significant price risk if not held to maturity.
Because of the existence of the conversion option, the 5% redemption yield on the zero coupon bond is less than would be
expected for a zero coupon bond without the conversion option. This lower yield affects the price of the bond.

The main reasons for the £40-20 difference between the prices of the bonds are that the zero coupon isissued at a significant
discount to the par value, and the coupon bearing bond has a coupon interest rate higher than the current redemption yield,
meaning that its market price will be above the par value.

(b) The minimum price of the zero coupon bond will be the greater of itsvalueif converted immediately, and itsvalue asabond
with fours years until maturity.

100
Thevalue of abondis[ after 3years] = W =£79-21

If converted :

At aprice of 550 pence, the valueis 12 x 550 pence = £66-00

At aprice of 710 pence, the valueis 12 x 710 pence = £85-20

With ashare price of 550 pence the minimum value will be the bond value of £79-21

With ashare price of 710 pence the minimum value will be the value if converted of £85-20

(c) [Theoretical Part , Just Read & Develop an Understanding ] A warrant is an option to purchase additional securities, at a
specified price and time. If warrants are held as part of a portfolio,the delta and theta values are useful in devel oping hedging
strategies.
The delta value shows the change in the price of the option (warrant) relative to the change in the price of the underlying share.
It ispossibleto use the deltavalueto devise adeltaneutral hedge which meansthat the total val ue of the options and underlying
shares held is not expected to change as the price of the underlying share changes.
The theta value shows how the price of an option (warrant) changes over time.

Changeinoption price

Theta =
Changeintime
The nearer to the maturity date of the warrant, the lower will be the time value associated with the warrant.

Question No. 41 : Arnbrook plc is considering a £50 million three year interest rate swap. The company wishes to have use of
floating rate funds, but because of itsAA credit rating has a comparative advantage over lower rated companieswhen borrowing
in the domestic fixed rate market. Arnbrook can borrow fixed rate at 6-25% or floating rate at LIBOR plus 0-75%. LIBOR is
currently 5-:25%, but parliamentary elections are due in six months’ time and future interest rates are uncertain. A swap could be
arranged using a bank as an intermediary. The bank would offset the swap risk with a counterparty BBB rated company that
could borrow fixed rate at 7-25% and floating rate at LIBOR plus 1-25%. The bank would charge afee of £120,000 per year to
each party in the swap. Arnbrook would require 60% of any arbitrage savings (before the payment of fees) from the swap
because of its higher credit rating.Any fees paid to the bank are tax allowable. The corporate tax rate is 30%.

Required :

(a) Discussthe risksthat Arnbrook and a participating bank might face when undertaking an interest rate swap.

(b) Evauate whether or not the proposed swap might be beneficial to all parties. (6 marks)

(c) If LIBOR was to increase immediately after the forthcoming election to 5-75% and then stay constant for the period of the
swap, estimate the present value of the savings from the swap for Arnbrook plc. Interest payments are made semi-annually in
arrears. Comment upon whether the swap would have been beneficial to Arnbrook plc.The money market may be assumed to be
an efficient market.

Solution :

(a) Therisksfaced by Arnbrook and the bank include :

(i) Default risk by the counterparty to the swap. If the counterparty isabank thisrisk will normally be very small. A bank would
facelarger counterparty default risk, especially from counterparties such asthe BBB company with arelatively low credit rating.
(ii) Market or position risk. Thisis the risk that market interest rate will change such that the company undertaking the swap
would have been better off, with hindsight, if it had not undertaken the swap.

(iii) Banks often undertake a ‘warehousing’ function in swap transactions. The size and/or maturity of the transactions desired
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by each counterparty to the bank often do not match. In such cases the bank faces gap or mismatch risk which it will normally
hedge in the futures or other markets.

(b) Fixed Rate Floating Rate
Arnbrook 6-25% LIBOR + 0-75%
BBB company 7-25% LIBOR + 1-25%
Difference 1-00% 0-50%

Thereisapotential 0-50% arbitrage saving from undertaking the swap. OR
Total Interest Cost in Current Scenario :

AA Rated Company L+.75

BBB Rated Company 7.25

Total Cost L+8%

Total Interest Cost under Swap :

AA Rated Company 6.25

BBB Rated Company L+1.25

Total Cost under Swap L+7.5%

Total Saving Due To Swap [ % ] =[L+8%]-[L+75%]=.50%

Total Saving Due To Swap [ Amount ] = £50 million x . £250,000 per year.

Distribution Of Saving :

Arnbrook would require 60% of any saving, or £150,000 annually (£105,000 after tax).

The BBB company would receive 40 % of any saving or £100,000 annually (£70,000 after tax).

Bank Charges: The bank would charge each party £120,000 per year. After tax thisis a cost of £84,000 each.
Gainor Loss:

Arnbrook : £105,000 after tax - £84,000 each. = net profit of £21,000

BBB Rated company : £70,000 after tax - £84,000 each. = net loss of £14,000

Decision : The swap isnot potentially beneficial to al parties, unlessthe savings are shared equally.

(c) Arnbrook will pay floating rate interest as aresult of the swap.

If Arnbrook receives 60% of the arbitrage savings, it will save 0-5% (0-60) onitsinterest rates relative to borrowing directly in
the floating rate market, and

effectively pay LIBOR + 0-45%,0r 5-70% at current interest rates.

If LIBOR moves to 5-75% in six months’ time, Arnbrook will then pay 6:-20% floating rate interest for the remaining period of the
swap.

Interest savings in each six month periods are £50 million x 0-30% x 0-5 = £75,000

If the money market is efficient, the relevant discount rate will be the prevailing interest rate paid by Arnbrook.

Period: Savings£ Discount factor Present value (£)
0-6 months 75,000 0-972 (5-7%) 72,900

6 months—1 year 75,000 0-942 (6-2%) 70,650

1 year-18 months 75,000 0-913 (6-:2%) 68,475

18 months-2 years 75,000 0-887 (6-2%) 66,525

2 years—30 months 75,000 0-860 (6-2%) 64,500

30 months—3 years 75,000 0-835 (6-:2%) 62,625

Total Present Values 405,675

The interest rate swap is estimated to produce interest rate savings with a present value of £405,675 relative to borrowing
floating rate directly. The swap would be beneficial, even after deducting the fee of £120,000 per year.
With hindsight lower interest costs would have been available by borrowing at 6-25% in the fixed rate market.

Question No. 42 : Thefinancial management team of Tampem pl ¢ isdiscussing how the company should appraise new investments.
There isadifference of opinion between two managers.

Manager A believesthat net present value should be used as positive NPV investments are quickly reflected in increasesin the
company’s share price.

Manager B statesthat NPV isnot good enough asitisonly valid in potentially restrictive conditions, and should be replaced by
APV (adjusted present value).
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Tampem has produced estimates of relevant cash flows and other financial information associated with anew investment. These
are shown below :

Year 1 2 3 4
Investment pre-tax operating cash flows [£000] 1,250 1,400 1,600 1,800
Notes :

(i) The investment will cost £5,400,000 payable immediately, including £600,000 for working capital and £400,000 for issue
costs. £300,000 of issue costsis for equity, and £100,000 for debt. Issue costs are not tax allowable.

(ii) Theinvestment will be financed 50% equity, 50% debt which is believed to reflect its debt capacity.

(iii) Expected company gearing after the investment will change to 60% equity, 40% debt by market values.

(iv) Theinvestment equity betais1-5.

(v) Debt finance for the investment will be an 8% fixed rate debenture.

(vi) Capital allowances are at 25% per year on areducing balance basis.

(vii) The corporate tax rate is 30%. Tax is payable in the year that the taxable cash flow arises.

(viii) Therisk freerate is 4% and the market return 10%.

(ix) The after tax realisable value of the investment as acontinuing operation is estimated to be £1-5 million (including working
capital) at the end of year 4.

(X) Working capital may be assumed to be constant during the four years.

Required :

(a) Calculate the expected NPV and APV of the proposed investment. (10 marks)

(b) Discuss briefly the validity of the views of the two managers. Use your calculations in (@) to illustrate and support the

discussion.

Solution :

Calculation Of NPV ( Net Present Value) :

Year 0 1 2 3 4
Operating cash flows 1,250 1,400 1,600 1,800
Taxation (30%) (375) (420) (480) (540)
Tax saving on Depreciation 330 248 186 139
Investment cost (5,400)

Redlisablevaue 1,500
Net Cash Flows (5,400) 1,205 1,228 1,306 2,899
PVF @ 10% 0-909 0-826 0-751 0683
Present Values (5,400) 1,095 1,014 981 1,980

The expected NPV is £(330,000)

Decision : Since NPV isnegative the investment does not appear to be financially viable
Working Notes :

(i) Thetax saving from capital allowancesis:

Year Written down value Capital allowance (25%) Tax saving (30%)
1 4,400 1,100 330
2 3,300 825 248
3 2,475 619 186
4 1,856 464 139

(if) The weighted average cost of capital is : WACC = 13% (0-6) + 8%(1 — 0-3)(0:4) = 10-04%
Where , Ke = 4% + (10% — 4%) 1.5 =13%

Calculation Of APV ( Adjusted Present Value) :
Sep 1: Calculate Base case NPV :

Year 0 1 2 3 4

Net Cash Flows (5,000) 1,205 1,228 1,306 2,899
PVF @ 9% 0917 0-842 0-772 0-708

Present Values (5,000) 1,105 1,034 1,008 2,052

Expected base case NPV is £199,000
Sep 2: Calculate Issue Cost : Rs. 4,00,000
Sep 3: Calculate Present Value Of Tax Saving on Interest [ Financing Side Effects] :
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Annual tax saving on interest payments on £2-7 million debt £2, 700,000 X 8% X 0-3 = £64,800
The present value of tax saving over four years discounted at the pre tax cost of debt of 8 % is: £64,800 x 3-312 = £214,618
Sep 4 Calculate Adjusted Present Value :

Base case NPV 199,000

Tax savings 214,618

Issue costs (400,000)
13618

Decision : Since APV ispositive theinvestment appearsto be marginally viable based upon the APV method.
Working Notes :

(i) The discount rate for the base case NPV is the ungeared cost of equity.

Ke = 4% + (10% — 4%) 0-882 = 9:29% or 9 % approx.

(i) Calculation of Ungeared Equity Beta: Overall Betaor Project Beta

D _115 2700

1.15x + Nil =.882
E+D 2700+ 2700(1-.30)

— Equity Betax E + Debt Betax
E+D

* In case of all equity firm Overall Beta= Equity Beta
8 Since Debt Betais not givenin question it isssumed to be Nil .

(b)[Theoretical Part , Just Read & Develop an Understanding | Manager A advocates the use of NPV which is used by many
companiesworldwide. In an efficient market apositive NPV, in theory, should lead to acommensurateincrease in the value of the
company and share price. However, the use of the weighted average cost of capital (WACC) in NPV isonly appropriateif there
isno significant change in gearing as aresult of theinvestment, theinvestment is marginal in size, and the operating risk of the
company does not change. If WACC is estimated using the capital asset pricing model, it also relies upon the accuracy of this
model which has many unrealistic assumptions.

The adjusted present value model, advocated by manager B, treatsthe investment asbeinginitially all equity financed and then
directly adjusts for the present value of any cash flow effects associated with financing. As gearing is expected to change as a
result of theinvestment, APV might be better suited to the eval uation of thisinvestment. However, it isnot always easy to identify
all of the relevant financing side effects, or the discount rate that used be used on each of the financing side effects.

APV asorelies upon unrealistic assumptions with respect to ungearing beta and the existence of perpetual risk free debt. Both
NPV and APV do not consider the potential value of real options(e.g. the abandonment option and the option to undertake further
investments) that might exist asaresult of undertaking theinitial investment.

Question No. 43 :You have been asked to investigate the dividend policy of two companies, Forthmate plc and Herander plc.
Selected financial information on the two companiesis shown below.
Forthmate plc

Earningsafter Issued ordinary Free cash flow Dividend per
Tax (£000) shares (m) to equity (£000) share (pence)
2001 24,050 100 11,400 4.8
2002 22,345 100 12,200 4.5
2003 26,460 100 (3,500) 53
2004 32,450 130 (2,600) 50
2005 35,890 130 9,200 55
Herander plc
Earnings after Issued ordinary Free cash flow Dividend per
Tax (E000)  shares (m) to equity (£000) share (pence)
2001 8,250 50 6,100 100
2002 5,920 50 (4,250) 100
2003 9,140 50 10,300 103
2004 10,350 50 4,400 105
2005 8,220 50 3,140 105

A colleague has suggested that companies should try to pay dividends that are a constant percentage of a company’s free cash
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flow to equity.
Required :

(a) Analyse and contrast the dividend polices of Forthmate plc and Herander plc. Includein your analysis estimates of dividends
as a percentage of free cash flow, and any other relevant calculations.Discuss possible reasons why the companies’ dividend

policiesdiffer.

(b) Discuss whether or not a company should pay dividends that are equal to the free cash flow to equity.
(c) Inboth of the last two years Herander plc has had more potential investmentswith positive NPV than it actually undertook.
Required : Discussthe implications of your findingsin (a) above for the financial strategy of Herander plc.

Solution :
(a) Forthmate

Payout ratio (%) DividendsFCFE (%)
2001 200 42
2002 201 37
2003 200 -151
2004 200 —250
2005 199 78
Herander
Payout ratio (%) Dividends'/FCFE (%)
2001 60-6 82
2002 844 -118
2003 56-3 50
2004 50-7 119
2005 639 167

Forthmate has adopted a policy of paying dividends that are a constant percentage of after tax earnings. Thisis not normally
recommended as it might lead to fluctuating levels of dividend per share (DPS) if earnings are volatile. If investors seek a
minimum cash flow from dividend payments wide fluctuations woul d not be welcome. In this case, however, there are only two

small reductionsin DPS over the period.

The payout ratio of 20% isa sorelatively low. This might be becauseinvestors have a preference for most of their incomeinthe
form of capital gains rather than dividends, as the tax treatment of capital gainsis more favourablein some countries.

Herander plc appearsto maintain aconstant dividend per share, possibly increasing with inflation. Its payout ratio ismuch higher
than that of Forthmate, perhaps to satisfy its own investment clientele.
Both companies act as if they believe that dividend policy is important to their investors, and potentially their share price, in
contrast to the theories of Modigliani and Miller and others.
Both companies appear torelatetheir dividend policy to earnings. It might be better to link dividend policy to available cash flow.
(b) [Theoretical Part , Just Read & Develop an Understanding ]Free cash flow to equity is the funds that remain after the
company has undertaken all capital investment expenditure, any changes in non-cash working capital and debt issues and
redemptions. It is effectively the amount left for investors after the company has met all other needs, and could be paid to

shareholdersasdividends.

A strategy of paying al of free cash flow as dividends might appear sensible, asthe amount being paid iswhat the company can

afford from its annual cash flow.

However, there may be reasons why a company might wish to pay dividends of less than the FCFE.
Payments of less than free cash flow may be because :
(i) The company has a strategy of increasing cash reserves for a specific purpose, perhaps an acquisition

(ii) Earnings and cash flows are volatile, and the cash is to be used to smooth out dividends

(iii) There might be legal constraints such as covenants that prevent the return of cash to shareholders

(iv) The company wishes to maintain a precautionary cash balance to meet unanticipated needs.

If the dividends to FCFE percentage are more than 100%, the company is paying out more than it can afford from annual cash
flowsand must beissuing new securities or reducing existing cash balances. It might do thisto maintain an existing dividend per
share, but asaresult it will haveto use relatively expensive external financing to meet itsinvestment needs.

(c) Herander plc has paid dividends well in excess of its FCFE in the last two years, and has had more potential positive NPV
projects than it has undertaken. An implication is that the high dividend payment might be constraining Herander’s ability to
undertake viable investments that would increase shareholder wealth. The company is likely to be losing val ue because of its

dividend policy.
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MAY 2008 EXAMINATION QUESTION SOLVED - [ Not Required For SudentsAppearing For Nov 2008 ]

Question No.44 DL Servicesisinthebusinessof providing home Serviceslike plumbing, seweragelinecleaning etc. Thereis
aproposal before the company to purchase amechanized sewerage cleaning linefor asum of Rs. 20 lacs. Thelife of the machine
is 10 years. The present system of the company isto use manual labour for thejob. You are provided the following information:
Cost of machine Rs. 20 lacs

Depreciation 20% p.a. straight line

Operating cost Rs. 5 lacs per annum

Present System

Manual labour 200 persons

Cost of Manual labour Rs. 10,000 (ten thousand) per person per annum

The company has an after tax cost of funds of 10% per annum. The applicable rate of tax inclusive of surcharge and cessis
35%.

Based on the above you arerequired to :

(i) State whether it is advisable to purchase the machine.

(if) Compute the savings/additional cost asapplicable, if the machineis purchased.(12 Marks)

Solution :

Q1

(i) Present System

Year Particular Amount PVAF@10% PV

1-10  Labour Cost Net of Tax 13,00,000 6.1446 7987980
Total Present Value of Outflow under Present System 7987980

Working Notes :

Total labour cost 200 x 10,000 = 20,00,000

Less: Tax Saving on above @ 35% _7,00,000

Net Labour Cost 13,00,000

New System :

Year Particular Amount PVAF@10% Present Value

0 Cost of Machine 20,00,000 1 20,00,000

1-10  Operating Cost Net of Tax 325000 6.1446 1996995

1-5 Tax Saving on Depreciation (1,40,000) 3.79 (530710)

Total Present Value of Outflow under New System 3466285

Decision : Yes, It isadvisable to purchase the machine asit involves least outflow.
(i) Saving due to purchase of machine = 7987980 - 3466285 = 4521695

Question No.45 A company has a choice of investments between several different equity oriented mutual funds. The company
has an amount of Rs.1 crore to invest. The details of the mutual funds are as follows:

Mutual Fund Beta
A 1.6
B 1.0
C 0.9
D 2.0
E 0.6
Required :

(i) If the company invests 20% of itsinvestment in the first two mutual fundsand an equal amount in the mutual funds C, D and
E, what is the beta of the portfolio?

(ii) If the company invests 15% of itsinvestment in C, 15% in A, 10% in E and the balance in equal amount in the other two
mutual funds, what is the beta of the portfolio?

(iii) If the expected return of market portfolio is 12% at a beta factor of 1.0, what will be the portfolios expected return in both
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the Situations given above?

Solution : (a)
(i) Portfolio Beta : -
Mutual Fund Amt (in Lakhs) Weight Beta Weight x Beta
A 20 .20 16 32
B 20 .20 1.0 2
C 20 .20 0.9 18
D 20 .20 20 4
E 20 .20 0.6 A2
100 1 122
(i) Portfolio Beta : -
Mutual Fund Amt (in Lakhs) Weight Beta Weight x Beta
A 15 15 16 24
B 30 .30 1.0 3
C 15 15 09 135
D 30 .30 20 .06
E 10_ .10 0.6 06__
100 1 1.335

(iii) Portfolio Expected Return :-
Incaseof (i) : 12% x 1.22 = 14.64%
In case of (ii) : 12% x 1.335= 16.02%

Additional Analysis

in case of (i)

When Betais 1, Market Returnis 12

When Betais 1.22, Security Returnis 12 x 1.22 = 14.64%
Accordingly for case (ii) Security Expected Return can be calculated.

Question No.46 Thefollowing isthe Balance Sheet of a Private Limited Company as at 31st March, 2008.

Capitd & Liahilities Rs. Property & Assets Rs.
Share Capital : Fixed Assets:

Authorized : 8,000 equity Cost 6,00,000

Shares of Rs. 100 each 8,00,000 Less: Depreciation 2,00,000 4,00,000
10,000 11% Cumul ative Stock in trade 2,00,000

Perference shares of Sundry debtors 4,00,000

Rs. 100 each 1,00,000 Cash and bank balance 1,00,000 7,00,000

Issued, subscribed and paid up :
4,000 Equity shares of Rs. 100

each fully paid up 4,00,000
Reserve 1,00,000
15% Unsecured
debentures 2,00,000
Trade creditors and creditors for expenses  4,00,000
Rs. 11,00,000 Rs. 11,00,000

The company finds that avery profitable market existsfor its products and with alittle expansion; it could generate more sales
at the present selling prices. The expansion calls for an investment of Rs. 8,00,000 in Fixed assets and Rs. 2,00,000 in Current
assets. It is ascertained that the current annual profits in the region of Rs. 3,00,000 will be enhanced by 50% due to the
expansion.

The debt-equity ratio applicable generally to the industry in which the Company isengaged is2: 1.

Pl ease advise the management on the various methods available to it to meet the cost of financing the expansion, keepingin mind
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theinterest of the equity shareholders.

Solution :

Resources needed for expansion :

Fixed assets Rs. 8,00,000

Current assets Rs. 2,00,000
Rs. 10,00,000

Less: Resourcesavailable Rs. 1,00,000

Resourse Required Rs. 9,00,000

The question asks for the interest of the equity shareholders to be kept in mind. Hence,EPS has to be the maximum in the
circumstances.

The debt-equity ratio applicableto theindustry is2:1. The equity ason 31st March, 2008 is Rs.5,00,000 and the debt Rs.2,00,000.
Some gearing isthus possible on the debt front.

It isasoto be remembered that cost of servicing debt is an allowabl e set-off against profits while cost of servicing capital isnot.

Thevarious alternatives avail able are considered bel ow:-

(i) Toraisethe equity to the level authorized by the memorandum and to raise the bal ance by issue of preference capital.

Resources needed 9,00,000
Equity capital to the extent unissued to beissued at par  4,00,000
Baance needed 5,00,000

To be met by the issue of 5,000 11% cumulative preference share 5,00,000
EPS then will be Rs.3,00,000 + Rs.1,50,000 — 55,000 + 8,000 viz. Rs.49.38

(ii) Toraise the entire requirements by issue of Preference Capital.
In this situation, EPS will be Rs.4,50,000 — 99,000 = Rs.87.75

(iii) To raise the resources by part issue of equity and balance by way of 15% debentures.

Resources needed Rs.9,00,000
Unissued capital 4,00,000
Issue of debentures 5,00,000

EPS in this case will be Rs.4,50,000 — 75,000 = 3,75,000 + 8,000 = Rs.46.88

(iv) The company’s debt equity ratio is 0.4:1. The acceptable limit is 2:1. The company can therefore raise a debt, on the present
level of equity baseto the extent of Rs.10,00,000. The existing debt being Rs.2,00,000, bal ance of Rs.8,00,000 could be raised.
Thus there will be a short cover of Rs.1,00,000. To use the debt cover to the fullest extent, the company can issue additional
equity shares of 500 making the equity base of Rs.4,50,000.

Resources needed 9,00,000 to be raised through
Issue of new shares 50,000
Issue of debt 8,50,000

The rate at which debt can be raised cannot be lower than what the company is paying to the debentureholdersi.e., (15%).
Assuming the cost of loan at 17%, the position of EPS will be as under:

New profits 4,50,000
Less:Interest on borrowings 17% onRs.8,50,000 1,44,500

Profit availableto equity holders Rs.3,05,500

No. of equity shares 4,500

EPS Rs.68 (rounded off)

Additional Analysis: It may be noted that in case of (iii) and (iv) , Company is unable to maintain its debt Equity Ratio .

(V)A yet another method could be to issue the unissued equity shares assuming at a premium, say of 20% and for the balance
raise preference share capital which isthe least costly amongst the various alternatives.

Resources needed Rs.9,00,000
Issue of 4000 equity shares at Rs.120 per share 4,80,000
Baance needed 4,20,000
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Issue 4200 11% cum Preference shares at par.
4,50,000- 46,200
8,000

Tabled below arethe various results:

Rs.3,00,000
Rs.4,000

(i) By Combination of issue of equity and preference at par 49.38

(ii) By Raising preference shares only 87.75

(iii) By part issue of equity and part debentures 46.88

(iv) By Predominant resort to borrowings 68.00

(v) Issue of part equity at apremium and the balance preference shares 50.48

The suggested plan, per se, will be to meet the entire costs of expansion by issuing 11% cumulative preference shares.

=Rs50.48

EPSin thissituation will be

EPS at present =Rs75

Additional Analysis: The above solution to this question is strictly given as per Suggested answer.Student may come up with
aternative solution accordingly .

Question No.47
Liabilities Rs. in Lakhs Assets Rs. in Lakhs
Share Capital (Rs. 10FV) 100 Land & Building 40
Reserve & Surplus 40 Plant & Machinery 80
Creditors 30 Investment 10
Stock 20
Debtors 15
_ CashAtBank 5
170 170

You are required to work out the value of the Company’s, shares on the basis of Net Assets method and Profit-earning capacity
(capitalization) method and arrive at thefair price of the shares, by considering the following information:

(i) Profit for the current year Rs. 64 lakhsincludes Rs. 4 lakhs extraordinary income and Rs. 1 lakh income from investments of
surplus funds; such surplus funds are unlikely to recur.

(ii) In subsequent years, additional advertisement expenses of Rs. 5 lakhs are expected to be incurred each year.

(iii) Market value of Land and Building and Plant and Machinery have been ascertained at Rs. 96 lakhs and Rs. 100 lakhs
respectively. Thiswill entail additional depreciation of Rs. 6 |akhseach year.

(iv) Effective Income-tax rate is 30%.

(v) Thecapitalization rate applicableto similar businessesis 15%.

Solution :
Net Assets M ethod Rs. lakhs
Assats:
Land & Buildings 96
Plant & Machinery 100
Investments 10
Stocks 20
Debtors 15
Cash & Bank 5
Total Assets 246
Less: Creditors 30
Net Assets 216
Rs.216,00,000
Value per share as per Net Asset Value = 1000000 =Rs21.6

Additional Analysis: There may be some confussion in the minds of studentsfor unclusion of Investment in Net Assets but | et

. q L {PoF] To remove this message, purchase the
This document was created using gg'N';}ERTER PDF L 7 product at www.SolidPDF.com




: CA Aaditya Jain

us clear this point that investment is also a part of asset and hence it must form part of our assets.
Profit-Ear ning Capacity Method :

Profit before tax 64.00
Less: Extraordinary income 4.00
Investment income (not likely to recur) 100 5.00
59.00
Less: Additional expensesin forthcoming years
Advertisement 5.00
Depreciation 6.00 11.00
Expected earnings before taxes 48.00
Less: Income-tax @ 30% 14.40
Future maintainable profits (after taxes)/Earning 33.60

Additioanl Analysis :Why we have not added Depreciation in the above case ?Since we are required to use Orofit earning
Method & not Cash Flow Method.Hence we have calculate value on the basis of earning/Profit and not Cash Inflow.

Value of businessas per Profit-Earning Capacity Method :

_ 33.60
Present Value Of Earnings = 15 - 224
Less.Externa Liabilities (creditors) 30_
Net Vaue 194
194,00,000
Value Per Share = =Rs19.4

10,00,000
Fair Priceof Share

_ Vaueasper Net Asset Value+ Valueas per Profit Earning Capacity Method ~ 21.6+19.4
- 2 - 2

=Rs. 20.5

Question No. 48 A company is considering hedging its foreign exchangerisk. It has made a purchase on 1st. January, 2008 for
which it has to make a payment of US $ 50,000 on September 30, 2008. The present exchange rateis 1 US $ = Rs. 40. It can
purchaseforward 1 US$ at Rs. 39. The company will have to make a upfront premium of 2% of the forward amount purchased.
The cost of funds to the company is 10% per annum and the rate of Corporate tax is 50%. Ignore taxation. Consider the
following situations and compute the Profit/Loss the company will make if it hedgesitsforeign exchangerisk:

(i) If the exchange rate on September 30, 2008 is Rs. 42 per US $.

(ii) If the exchange rate on September 30, 2008 is Rs. 38 per US $. (8 Marks)

Solution : (Rs)
If company purchases USD 50000 forward premium is 50000 x 39 x 2% 39,000
Interest on Rs.39,000 for 9 months at 10% 2,925
Total hedging cost 41,925
(i) If exchange rate is Rs.42

Then gain (Rs.42 — 39) for USD 50000 1,50,000

Less:Hedging cost 41,925

Net Gin 1,08,075

(ii) If exchange rate is Rs.38

Then loss (39 — 38) for USD 50000 50,000

Add: Hedging Cost 41,925

Total Loss 91,925

Additional Analysis: Tax Rateis given 50 % .But the question has asked us to ignore taxation.Hence we have ignored tax for
calculating Gain or Lossin the above situation .
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QUESTION No. 49 PLtd. invested on 1.4.2006 in Equity Sharesasbelow :

Company Number of Shares Cost (Rs)
M Ltd. 1,000 (Rs. 100 each) 2,00,000
N Ltd. 500 (Rs. 10 each) 1,50,000

In September, 2006, M Ltd. paid 10% dividend and in October, 2006, N Ltd. paid 30% dividend.

On 31.3.2007, market price of shares of M Ltd. and N. Ltd. were Rs. 220 and Rs. 290 respectively.

P Ltd. have been informed by their investment advisersthat :

(i) Dividends from M Ltd. and N Ltd. for the year ending 31.3.2008 are likely to be 20% and 35% respectively.
(ii) Probabilities of market quotationson 31.3.2008 are :

Probabilty Price of Share Price of Share
Factor of M Ltd. Of N Ltd.

0.2 220 290

05 250 310

0.3 280 330

You arerequired to:
(i) Calculate the average return from the portfolio for the year 31.3.2007.
(ii) Calculate the expected average return from the portfolio for the year 2007-08.

(iii) Advise PLtd. of the comparitive risk of two investments by cal culating the Standard deviation in each case.

Solution :
Calculation of Return on portfolio for 2005-2006 (Calculation in Rs./share)
M N
Dividend received during the year 10 3
(Rate Of Dividend x FaceValue)
Capital gain/lossby 31.03.06
Market Value by 31.03.06 ( P,) 220 290
Cost of investment (F,) 200 300
Capital Gain/loss 20 ()10
Total Yield (Capital Gain + Dividend) 30 )7
Initial Investment 200 300
. (R-FR)+D;
% Return or % Yeild P 15% (1)2.33%
0
Weight inthe portfolio 57% 43%
Weighted Average Return 7.55%
2,00,000 1,50,000
; : M2 570 N: =22 43%
Calculation Of Weights: 350,000 %and 3.50,000 0
Calculation of estimated return for 2006-2007
Expected dividend (Rate Of Dividend x FaceVaue) 20 35
Capital gainby 31.03.07 ( P,- R)
(220 x 0.2) + (250 x 0.5) + (280 x 0.3) -220 =(253-220) 33
(290 x 0.2) + (310 x 0.5) + (330 x 0.3) -290 = (312 -290) - 22
Yield (Expected Return) [ P, - Py+ D, ] 53 255
Market Value 01.04.06 (Initial Investment) [ P, ] 220 290
(R.—Py)+D,
% Return =) 24.09% 8.79%
0

Weight in portfolio 60.3 39.7
Weighted Average (Expected) Return 18.02%
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(The Market Value on 31.03.06 is used as the base for calculating yield for 06-07)

220x1000 500x 290
' ' "M : =60.3%" N : =39.72%
Calculation Of Weights: M o1 1000+ 500x 290 *i N 520%1000+ 500 290 ’
Calculation of Sandard Deviation :
M Ltd.
Expected Expected Expected Expected Deviaions Square Probability Sqof d
MarketVaue  Capitd Gain Dividend Yidd/Return of deviations  factor X prob.
220 0 20 20 -33 1089 0.2 217.80
250 30 20 50 -3 9 0.5 4.50
280 60 20 80 27 729 0.3 218.70
441.00
Standard deviation : Ja41 =21
Expected Return: M Ltd: 20 x .2+ 50 x .5+ 80 x .30=53
N Ltd.
Expected Expected Expected Expected Deviaions Square Probability Sqof d
MarketVaue Gain Dividend Yied of deviations  factor X prob.
290 0 35 35 -22 484 0.2 96.80
310 20 35 235 -2 4 0.5 2.00
330 40 35 435 18 324 0.3 97.20
196.0
Standard deviation : V196 =14%
Expected Return: NLtd: 35 x.2+ 235 x.5+435 x.3=25.5
Decision : Share of company M Ltd. is more risky as the S.D. is more than company N Ltd.
QUESTION No.50 A hold thefollowing portfolio:
Share/Bond Beta Initial Dividends Market Price
Price at end of year
Rs. Rs. Rs.
EpsilonLtd. 0.8 25 2 50
Sigmaltd. 0.7 35 2 60
Omegal_td. 05 45 2 135
GOl Ltd. 0.99 1,000 140 1,005
Calculate: (i) The expected rate of return on his portfolio using CAPM (ii) The average return of his portfolio.
Solution
(i) As per CAPM, Expected Rate of Return = Rf + Beta (Rm — Rf). Now,Let us first calculate the Expected Return on Market
o " o . . . _ (A-P)+D,
portfolio which isnot specifically given in the question by using thefollowing relation : P
0
P P, Dividends
Rs. Rs. Rs.
A. Cement Ltd. 50 25 2
Steel Ltd. 60 35 2
Liguor Ltd. 135 45 2
B. Government of IndiaBonds 1005 1,000 140
Total 1250 1,105 146
1250 — 1105) + 146
Therefore, Expected Return on Market Portfolio = ( 1105) =26.33%
Calculation of Expected Rate of Returns of Security using CAPM : Rf + Beta (Rm — Rf)
Cement Ltd. =14 + 0.8 (26.33 - 14) = 23.86%
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Steel Ltd. =14 + 0.7 (26.33 — 14) = 22.63%
Liquor Ltd. =14 + 0.5 (26.33 - 14) =20.17%
Government of IndiaBonds =14 +0.99 (26.33 - 14) =26.21%
. ) 23.86 + 22.63 + 20.17 + 26.21
(ii) Average Return of the portfolio = 7 =23.22%

QUESTION No. 51 (C.A. Final May 2008 8 Marks) M Ltd. belongsto arisk classfor which the capitalisation 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 isconsidering dividend of Rs.5 per share.M Ltd. requiresto raise Rs. 5,00,000 for an approved investment expenditure.Show
how does the MM approach affect the value of M LTd., if dividends are paid or not paid.

Solution :
When Dividend are Paid :
_ (n+m)PR +E; -1, (25,000 +3571.43) x105+ 2,50,000 - 5,00,000 _ 25,00,000 (2pprox)
Valueof theFirm: nP, = 1+ Ke)l (1+ .10)1 ,UU, app
D, +PR, 5+P I, [E; nD;] 500,000 [250,000-25000x5]
P=——2 100=—2-5 P =Rsl05-m=—+t-—2 -2 A ! =3571.
WN:Fo =) a+10} 1 ;m P 105 3571.43 (appx)
When Dividend isnot Paid :
n+mP +E, -1 25,000 + 2272.73) x110 + 2,50,000 - 5,00,000
( JhB -l _( ) = 25,00,000 (approx)

Value of theFirm: nP_= (1+ Ke)* (1+.10)*

D, +PR Nil + PR, I E;, nD 5,00,000-[2,50,000- 25,000 Nil
WN: P 1Th _ 1 1 (B 1] = [ I]:2272.73(apx)

=—r 1 100=——L
° (1+K)! (1+.10)* R 110
Conclusion : Value of the firm under MM Approach will be same whether dividend is declared or not declared .

P, =Rs110.m=

%

CD "All your life you are told the things you cannot do. All your life they will say
you're not good enough or strong enough or talented enough; they will say
you're the wrong height or the wrong weight or the wrong type to play this or
be this or achieve this. THEY WILL TELL YOU NO, a thousand times no, until all
the no's become meaningless. All your life they will tell you no, quite firmly
and very quickly.

AND YOU WILL TELL THEM YES."

Wishing You All The Best
May You All Come Up With Flying Colors in Your Career
and Become a Successful Chartered Accountant
Rise, Awake & Sop Not Until The Goal IsAchieved
- Aaditya Jain
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Positive Thought- A Strong Tool Of Success

Once upon a time there was bunch of tiny frogs that arranged a
running competition. The goal was to reach the top of very high tower.
A big crowd had gathered around the tower to see the race and cheer

on the contestants.

The race began. Honestly, no one in the crowd really believed that the
tiny frogs would reach the top of tower. You heard statements such
as, "They will NEVER make it to the top. Or: Not a chance that they

will succeed. The tower is too high!"

The tiny frogs began collapsing, one by one, except for those, who in
fresh tempo were climbing higher and higher.

The crowd continued to yell, "Its too difficult!!! No one will make it!"

More tiny frogs got tired and gave up, but one continued higher and
higher and higher. This one wouldn't give up!

At the end, everyone else had given up climbing the tower, except for
one tiny frog. After a big effort, he was the only one who reached the
top! THEN all the other tiny frogs naturally wanted to know how this

one frog managed to do it?

A contestant asked the tiny frog how he had found the strength to
succeed and reach the goal. It turned out.... that the winner was
deafl!l!

Never listen to other people tendencies to be negative or

pessimistic.... because they take your most wonderful dreams and
wishes away from you- the ones you have in your heart!

Just Do It! Do What You Want!
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