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Instructions:
1. Mode of Exam is Closed Book.

2. Use of mobile phones is strictly prohibited.

4. Only the use of calculators (preferably manual) is allowed.

5. Any attempt of misconduct will amount to the cancellation of the paper.

Question 5 is compulsory, and you are required to answer any three from the rest:

3X12=36+24=60

1. (a) The following information is provided for two mutually exclusive projects under

consideration by Bombardier:

Last 5 years

PARTICULARS Project A Project B
Effective working Life of Machine 10 years 10 years
Initial investment in Fixed assets () 5,36,000 6,00,000
Salvage value at the end of life X 40000 50000
Additional Working Capital Invested 1,00,000 1,00,000
Additional investment in Fixed Assets % 45,000 A
Expected EBITDA R 2,00,000 4
ject B:
Bt ke
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Depreciation is charged under the Fixed installment method and the company is under
50% tax bracket. A minimum rate of objective return has been fixed at 16%. Comment on
the acceptability of the projects.

(b) Does Operating Leverage is a measure of Risk? Explain with a suitable example.

8 +4(CO01, 2)
2. (a) The following is the Balance Sheet is available for Welcon Ltd.: %
LIABILITIES - ~ *ASSETS B
| Equity Share Capital @ %10 T 60,000 ? Net Fixed Assets # 1,50,000
each Current Assets 50,000
10% Long term Debt 80,000
Retained earnings 20,000
Current Liabilities 40,000
2,00,000 ‘ 2,00,000

The company’s total assets turnover ratio is 3.0, its fixed operating costs are <1,00,000 and
its variable costs ratio is 40%. The income tax rate is 50%. Compute the necessary
leverages for the company and determine the likely level of EBIT if EPS is X1; %3 and %0
respectively.

(b) State the empirical relationship between DOL and Margin of Safety.
9+3(C0O2)

3. (a) From the following information compute the overall cost of capital of Marco Ltd:

PARTICULARS % (in Lakhs) Pre-Tax cost
Equity share Capital 4.50 14%
Long-term debt 3.00 14%
Retained Earnings 1.50 14%
Preference Share Capital 1.00 | 8%

If the firm raises further long-term debt of Z. 4 lakhs to meet an expansion program at 14%
interest, will there be any change in your average cost of capital? (Assume Tax rate is 50%)

(b) Explain Proposition I given by Modigliani and Miller in the context of Ca;pit:] Sggiture
i +
of the Firmh- (CO1,2)
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4. (a) State the combined effect of Corporate Tax and Personal Tax in case of a Levered and
Unlevered firm with a suitable example.

(b) A new project is under consideration by Ashok Leyland that requires a capital
investment of Z150 lakhs. Interest on term loan is 12% and tax rate is 50%. If the debt-
equity ratio insisted by the financing agencies is 2:1. Create the financing plans that can be
arrived at from the information given and compute the point of indifference of the project.

5+ 7(CO1,3)

5. Please solve the attached Case and answer the respective questions given therein.
24 (CO2)
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In the beginnin £ .
Company (CEé ;) January 2011, Mr. L C Tandon,

purpose of expang; wae I naing e peonand ¢

>S5t . government company. It is one of the important engineering
companies in the public sector, manufacturing a wide range of products. CEC’s products include

industrial machinery and equipments for chemicals, paper, cement, and fertilizers industries,
super heaters, economizers, and sold material handling and conveying equipments.
CEC had started with a paid-up capital of Rs. 1 crore in 1971. As per the estimated balance
sheet at the end of the year 2010-11, it has a paid-up capital of Rs. 18 crore (divided into
18 lakh shares of Rs. 100 each) and reserves of Rs. 45.96 crore. The company's sales have shown

ageneral increasing trend despite a number of difficulties such as recessionary conditions, high
input cost, frequent power cuts and un-remunerative regulated prices of certain products. In
the last decade, CEC's sales have increased from Rs. 180 crore in 2001 to Rs. 304 crore in
2009-10. The sales for year ending March 31, 2011 are estimated to be Rs. 338 crore. Profit
after tax (PAT) has increased from Rs, 1.71 crore in 2001-02 to Rs.4.35 crore in 2009-10.

The company is projecting a profit after tax of Rs. 5.03 crore in the year 2010-11. Due to .the
recessioxiary and other economic factors, sales and profit of the company have shown a. cyclical
behaviour over the last decade. Exhibit I gives sales and profit data for the ten-year period.

THE EXPANSION PROJECT

The need for expansion was felt because the market was fast growing and the company has at
times reached its existing capacity. The project is expected to cost Rs. 20 crore, and generate an
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intt“’;‘;s already evaluated the financial viability of ¢k y Of"!’ft\
ent

er adverse economic conditions. Mr. Soni felt that ¢he
under 3

| FINANCING OF THE PROJECT

ive financing policy. All these
1 wed a very conservative g policy. years, the com
CEC has 50 &rwf:h :hmngh budgetary support form the government in the form of cam 2
financed ‘:fnmm red funds. The company has also been meeting its require nd
internally

ments for worl:
. .1 fnance from the internal funds. The company has, however, negotiated s 3t30dingo:czg
apml ¢Rs. 5 crore from a large nationalized bank. In the past, it has hardly used ¢he Do
bh:;;)c of sufficient internal resources. As may be seen fro mit

m the estimated balance sheet 28
on March 31, 2011 in Exhibit II, CEC’s capital employed included paid-up share capital 2ng
reserves without any debt. The CMD feels that given the governments current

attitude Whercby
it would like profitable companies to raise funds from the capital markets for

thCit' investmqm,
it may look odd for CEC to obtain budgetary support from the governmen

t. However, in hi
assessment, CEC being a profitable company,

government may be willing to provi
support for the project. More significantly, he felt that raising

‘equity capital may dilute equity
earnings. Thus, he decided to reconsider the company’s policy of avoiding long-
was thought that the use of debt could be justified by the expected profitable position of the
company.
Mt. Tandon has determined that the company could sell Rs. 1,000 denomination bonds
for an amount of Rs. 20 crore either to the public or to financial institution through private
placement. The interest rate on bonds woul

d be 14 per cent per annum, and they could be
r ed after seven years in three equal annual instalments. The bonds and interest thereon
would be full

y secured against the assets of the company. In Mr. Tandon’s view, the company
would have

to sell a large number of bonds to financial institutions as CEC being a new
company in the capital market, the public may not fully subscribe to the issue. He also felt that

from the individual investors’ point of view, CEC may have to give an option to the bondholders
to sell back to the company bonds up to an amount of Rs. 1 crore each year. Also, boﬂd.'h(’ld‘“
shall have the right to appoint one nominee director on the board of the company which shall,
however, be exercised by the

. bond trustees only if the company defaults in the payment of
{nterest or repayment on the due date.
W o Mr Tanfion’s opinion, the bond was a cheaper source of finance, since interest amount
wzz tax uﬁCdUCtlble. GiVCl’l the Company's tax rate Of 35 per cent, the 14 per ¢ ent interest raté
equicq 91 per cent from the company’s point of view. On the other hand, he thought that
) - ttal would be costly to service, as CEC is currently paying a dividend of 15 per cer?f
: the bond alternative looked attractive to Mt. Tandon on the basis
Parison of cogts. )
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the proﬁtag?l?uary 2011 mCeting of the board. As most
cdiately afyeT " Sestabiliy of the projec, they did
' et this d“ision, Mt. Tandon informed the

n bond
h and equity financing, His conclusions clearl
sho . the Compan M y
pstantial disagreement existed among the meml, y- Mt. Tandon was surprised to note that
g Mbets regar ding the use of bond

e had ignomd dle implicatlons Of the annual rC.

- ' e quitement arisin ' isi
option- According to him, this would mean g out of investors exercising

. highet -
dpiali(et ;m;h:;c il;::::. ir_?pl;:;sifhed that a lot ofgannu‘:l)i;:lf :fﬂi;s Jﬁm ZLI?,IZ'Z
qnder the DORELEEETAas ™™ M at the issue of bon v
sk by pressurizing 1ts .hqmdlty. Most of the directors, h:w:::id\:frtsi:dai::c;h;:o “‘;‘tf;)’n d’:
stimate of post expansion profit before interest and taxes (PBIT) of Rs. 12.5 crore.

One of the dlfeCt.Ol‘ . argued that given the expected higher PBIT, the post-expansion
equity return would significantly increase if the funds were raised by issuing bonds. He even
emphasized that the job of the management should be to maximize profitability of equity
owners by taking reasonable risks. This argument was countered by another director by stating

thar the equity return could be diluted if the company was unable to earn sufficient profit from
the existing business and the new project. The discussion on bond versus equity financing was
o involved that there did not seem to be any sign of an unanimous agreement being reached.
At this juncture, Mr. Tandon suggested that the discussion on financing alternatives may be
postponed until January end to allow him sufficient time to come up with a fresh analysis
incorporating the various points raised in the current meeting. Mr. Tandon was wondering

what he should do so that a2 unanimous decision could be reached.

DISCUSSION QUESTIONS

. Calculate EPS under the alternatives of employi .
equity, (b) Rs 10 crore debt and Rs 10 crore equity and (c) Rs 20 crore equity and no

debt. Also make calculations for uncommittcdj : s
x-axis and EPS and uncommitted-
d derive?

O the use of debt. Why do a large number

2. Debt i ized in th for and against
: ssues raized in the case large
of board members seem to be against the use of debt? What are the real risks involved?
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CENTRAL EQUIPMENT COMPANY

selected Financial and Operating Information

* Projections excluding the proposed expansion,

# Projections include financial impact of proposed expansion and equity financing is assu

Note:

It is expected that a new
total expenses of the co
and S5 per cen variab|

€ expenses.

Year md,'ng Salos PBIT PAT Dividend EPS (g § |
arch 3 ‘ Ry oo A
M Y 343.00 171.00 90.00 950
2001-02 17’07 8.00 1.55.00 78.00 90.00 4.33
20003500 412.00 206.00 90.00 11.42
2003-04 22.708.00 522.00 261.00 90.00 14.50
2004-05 " 5’200.00 580.00 290.00 108.00 16.11
M0 veaaon 666.00 333.00 108.00 18.50
2006-07 49200 768.00 384.00 144.00 21.33
2007-08  29,492.0
200  24,338.00 -53.00 -53.00 90.00 -
iggg-m 30,423.00 821.00 435.00 180.00 24.17
2010-11°  33,769.00 946.00 503.00 180.00 27.94
1% 795.00 850.00 552.00 180.00 30.67
2011-12* 35,
201112 40,323.00 1,250.00 813.00 o0 poisis
$ Estimates

' | : . The annual
plant will cause significant increase in the firm’s ﬁ.xed ;zséts Thepa
Mpany after expansion in 1999 are expected to consist of 45 p
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Exhibit Il

CENTRAL EQUIPMENT COMPANY
Estimated Balance Sheet as on March 31, 2011

(Rupees in lakh)
Cash and bank balance 890
undry Debtors 1,807
Inventory 411
Other current assets471.00
Current assets : 3, 579
Gross block 8,199
Less: accumulated depreciation 2.346
Net block - . ' . 5,853
Total assets 9432
Sundry creditors 1,518
Tax provision 303
Other current liabilities 1,215 o
Current liabilities ’
Paid-up share capital 1,800
Reserves and surplus 4,596 g
Net worth ,
Total liabilities and capital 9,432




