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Time Aflenved —2 Howew 40 Minutes Meximem Marks—90

il Attewnpr ALL quiestions.

fE) Anmwer pnast be neat, refevant aned brief,

{0 f amarking paper, the cxaningrs teke into acoount elavite of exposiffon, logic of
etrgumenis, esedtation dand wse of clear diag ramidchart where appropriare.

(il Read the instractions printed on the top cover of waswer seript CAREFULLY before
ctfempting e paapern

(v Use af nopragrammable scientific calewdarors of: O Casio fo-82 LB, O Caxio fv-52

Supres € Caxio fo-250 0.0 Casio f1-350 HA mededs is alfowed,

(il DENQT weite vour Neine, Reg. No. or Refl Moo, anvwhere inside the answer scrip,

fuiel Qiesiions Moy [ " Muliiple Clioice Question™ of 10 marks prinred separacely, is on
titegrel paet of this paper.

Marks
Q-2 The credit manager of Ahmed and Co. feels that the credit policy of the
company. tecds Lo be tightened, In support of his argument, the credit
maniger prosented @ study o the company™s president; comparing the
existine credin peviod of 90 days allowed by the company with that of the
MEddays eredit lerms, prevailing in te Industry, The credit manager bused
i his cxpericnee and survey of costomers, expeets annoal seles as under:
Creelie Tevnrs {aluvs Aunnecd Serdes (Ky )
it L B0, (HE)
Th |.575.0H)0)
il 1,550,000
43 1,500,000
i 1,425,000
Ia 1200L0H)
The warialile vost is 855 of sales, wheress the fraed cost remains at R, 00000,
Required :
I the wpportuniy cast of funds is 15%. which credit terms will be most 3
suitihle o remiin close w the eredit period prevailing in the Industry (Assume
Ik chiys ina wear,
Tt Whin privcipal Twrars shonld be kept in mind while setting s credil 7

poalice? Ihisess in dotail,

AR



(33

Required :

(34

Mlarks
() LM Corporition is considering 1o purchase a small business computer
costing s, 70,000, The purchase of this machine is expected to save
anmwally Rs, 200000 because ol reduction in salary expenses. The com-
puter s a uselul life of seven years, and a 105 investment tax credit is
swailable i the fime the computer is placed in service. The company’s
mirginal tax rate is 0% and the after-tax required rate of return en the
project is 3%
(i1 Using siraight-line depreciation, what i the project’s net present 5
vl
(i) 10 sim of the year’s digit depreciation is used, what is its net pres- S
ent vidlne?
i) Fxpliin why answer of (i) above differs from answer of (i) abave? 2
iby Compare the internal rate of return with the net present value, Why these B

two time-value approaches to asset selection might give conflicting
decision miles? :

TPand Light Company eurrently has the following long term capitalisation:

Rs (in million)
Deb A0 ar 9.5% ( Av, hefore tax cost)
Preterred shares [0 at B.O% { Ay, before tax cost)
Ovdinay shires 5
(1 nullion share)
Lnappropriated profit 63

&0

FEarnings belore interest and taxes (EBIT) are presently Rs. 16 million. Because
TP amd Light Company provides service to a recreational area, therefore, its
revenues are e volatile than those of most public wilities,

The company needs to undertake a Rs. 20 million plant expansion programme in
vrder 1o keep up with the growing demand. Management estimates the foflowing
EBIT possibililivs for the near future. if the expansion programme is nndertaken:

TRy fir o) ' Probaliline of Oceurrence
17 5%
Ik R
149 10%:
) 205
M 25%
A 1%
L 1415
e A%k

The Credit rating ol company s honds s “A™ while wx rate is 50 percent,



Ll

Tor fiunce the expansion programmne. ordinary shares can be sold at g price
wlich would resnlt in nel proceeds 1o the company of R 33-1/3 per share, 11
bt Tinancing woere vsed, the company s debt rating would be lewered w R
and the ierest me would be 10-102% on the new dehi,

Required :
(i

(i

11

Livd

Hequired :

1]

Wohat are the present earnings per share?

Whid will I the earnings per share For the various possible Tevels of
FRUT i commnon shares are used 1o finance the expansion programme!
What will B the earming per share if debt fmancing is used?

Piocs e vse of debt financing affect the value of existing debt and equi-
v Chive your recommendations.

The BT Company, which has a 40 percent Lax vite. wishes o ucquire =
stimmping wachine Tor B, PO This machine woild be depreciated an
straight line hasis with an eight vear life and no salvage value, Aninvesr-
et G credit of 10 percent 15 available to the company at the time the
machine s placed into service. The company can chiain the machine on
bope rontal of Rs, 14500 per year, puyable i advance. Allernatively,
ivan paochase Lhe machine and borrow R HELIMED less the ax credit

e L o B, O0LIKED at 10 percent, This would reguire repayment of debt
b B, V6RT0 annually.

Fosedd oy working, which 1s the preferred method of financing, if the
discount rite is 3 5

I yoeur opmion, would the following Bctors tend to Favoor horrowing or
leasing s o financing altermative and why?

fi o Dereised corporate tax rate.
(i Aveelermled :h?pr-:-;:'mrinn.
furk o Rising price level,
(v Inereased resicoald value of the asser,
Cvd A aneresse in the sk Dree imterest rule.

THE END
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