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GENERAL PROBLEMS 

 

Chapter IndexChapter IndexChapter IndexChapter Index    
� Financing 

� Right Issue 

� Interest Coverage Ratio 

� Money Market 

� Eva 

� Sustainable Growth 

� Bonus Shares 

� Consumer Finance 

� Miscellaneous 

� Extra Practice (Must Do) 

� Extra Practice (Optional) 

 
FINANCINGFINANCINGFINANCINGFINANCING 

    

Q.No.1:Q.No.1:Q.No.1:Q.No.1:    Harbour Company is a medium sized producer of chemicals and vinyl 

coatings used in a variety of industrial processes. Last year, the company recorded 

over Rs.1500Lakhs in sales, showed net income after tax of Rs.250Lakhs and 

concluded a very successful year. For the year coming up, the firm expects a 10% 

improvement in sales and operating income figures. Other relevant details – Total 

assets Rs.2200Lakhs, Debt Asset ratio (i.e. total debts including current liabilities) 

31.80%, EPS Rs.3.16 (No. of equity shares of Rs.10 paid up 80Lakhs); Dividend per 

share Rs.1.50 (These all relate to the last year). 

Harbour Co. has been invited to bid on a long-term contract to produce a line of 

plastic for a large chemical company. It appears that the firm can easily get 

Rs.600Lakh contract, which will yield an additional Rs.180Lakhs operating (EBIT). 
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These figures are for next year only and the firm estimates even higher sales and 

profit figures in future years. 

The production manager knows of a small plastic company located about three 

kilometers away from the present factory and has all equipment needed to produce 

the new line of plastic and the company is presently for sale with a Rs.1050Lakhs 

asking price ( which represented largely the value of the assets). This company is 

available at negotiated price of Rs.900Lakhs. 

Harbour Company has sufficient working capital to add the new plastic line, but does 

not have the cash to buy Rs.900Lakhs for machinery and equipment. The following 

financing options are available: 

(i) Harbour Co. can borrow Rs.400Lakhs through a 12% mortgage on its main 

facilities. A mortgage company has indicated that it would help finance the 

plastic machinery with a Rs.500Lakhs 12% Mortgage. Harbour as per its 

policy wants to keep debt asset ratio below 40%. 

(ii) The company can probably issue up to Rs.1,000 Lakhs in 13% preferred 

stock or class A equity shares. It the equity shares re issued, it could net 

Rs.50 per share. 

(iii) Harbour Co. shares has traditionally traded at a 15/1 price earnings 

multiple and it is expected that this will hold in thee future. (Corporate tax 

50%) 

Required: 

1. Analysis needed to decide whether to accept the plastic project. 

2.2.2.2. Recommendation on the financing method of the project. (May,2000) (20 (May,2000) (20 (May,2000) (20 (May,2000) (20 

Marks)Marks)Marks)Marks)    

                Answer Answer Answer Answer     

 ROCE = (180/900) X 100 = 20% 

 Kd (BEFORE TAX) = 12%             Kp (BEFORE TAX) = 26.00 % 

 Ke   = (1/15) X 100 = 6.67%         Ke (BEFORE TAX) = 13.33 % 

 

Project may be taken on the basis of ‘EQUITY 900’ or ‘DEBT 900’ or  

‘EQUITY 500+ DEBT 400’ or ‘EQUITY 400 +DEBT 500’ 

 

Debt assets ratio              700+900 

(On 900 debt basis)  =      -------- = 0.52 

              2200+900 

 

Debt assets ratio                 700+400 

(On 400 debt basis)  =        --------- = 0.35 

                 2200+900 

 

Debt assets ratio                700+500 

(On 500 debt basis)  =         -------- = 0.39 

                 2200+900 
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Statement showing EPS & MP/share 

 Equity 

900 

Equity 

500+debt 400 

Equity 

400+debt 500 

Op. profit     180     180    180 

Int.         0     -48    -60 

Tax      -90     -66    -60 

PAT      90       66     60 

PAT from existing 

business* 

   

250+25 

    250+25    250+25 

 PAT      365     341     335 

Shares ( No.) 80+18      80+10 80+8 

EPS 3.72 3.79 3.81 

MP 55.87 56.85 57.15 

* It is assumed that in coming year PAT from existing business will increase by 10%. 

 

Q. No.2Q. No.2Q. No.2Q. No.2: The Balance Sheet of Smart Ltd. as on March 31, 1997 is as follows: 

(Figures in Lakhs of rupees) 

 

Liabilities  Amount  Assets  Amount  

Share capital  200 FA 500 

Reserve  140 Inventories  300 

Long term loans  360 Receivables  240 

Short term loans 200 Cash  60 

Payables  120   

Provisions  80   

 1,100  1,100 

 

Sales for the year were 600 Lakhs. For the year ending on March 31, 1998 sales are 

expected to increase by 20%.  The profit margin and dividend pay out ratio are 

expected to be 4% and 50% respectively: 

You are required to: 

(i) Quantity the amount of external funds required. 

(ii) Determine the mode of raising the funds given the following parameters: 

(a) Current ratio should at least be 1.33 

(b) Ratio of fixed assets to long term loans should be 1.5 

(c) Long term debt to equity into should not exceed 1.05. 

(iii) The funds are to be raised in the order of short term bank borrowings, long 

term loans and equities. (May’ 97)(May’ 97)(May’ 97)(May’ 97) (14 marks) 
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Answer Answer Answer Answer     

Operating Working capital    =   Operating CA – Operating CL 

Operating CA = 300 (inventories) +240(receiv.)+60(cash) = 600 

Operating CL = 120 (Payables) + 80 (provisions) 200 

Operating W.C. = 400 

[Here STBB has not been considered as we have to compute what has been invested 

in the business to earn profit. In normal course (to study liquidity i.e. to calculate 

current ratio) STBB is considered as CL] 

 

Total investment in the business is 500FA+400WC =900.  

This has been financed by: 

                    S. capital 200 +REs.140 +LT Loan 360 + STBB 200 = 900 

 

We assume that for increasing sales by 20%, we have to invest 20% more in 

operating WC i.e. our operating WC requirement will increase by Rs.80.  

 

Retained profit = 720x0.04x0.50 = 14.40 

External requirement of funds     = 65.60 

                   

                                   CA 

Current ratio =     ------------- 

                                    CL 

         600x1.20 

                  =     -------------------------- 

                   (200x1.20) + STBB 

STBB = 301.35 

Additional amt. to be raised by way of STBB = 101.35. This amt. is more than our 

need of 80. It means we have to change our assumption. Let’s assume that our 

fixed assets are working at full capacity i.e. for increasing our sales by 20%, we 

have to increase our investment in FA as well operating WC by 20%. 

 

Therefore additional requirement of funds = 900 x 0.20 = 180 

Retained earnings = 720 x 0.04 x 0.50 = 14.40 

External requirement of funds = 165.60 

[Our calculation of current ratio suggests that we may raise 101.35 by way of 

STBB] 

               FA                                 600 

1.50  = --------        =             ---------   

            LT loans                            LT loans 

LT Loans = 400     Existing LT Loan =360  

Additional LT loan to be raised = 40 

 

Let’s raise fresh equity of x 

             Debt                                      400 

1.05 = -------    =             ------------------- 

             Equity                     200 + 140 + x + 14.40 

x = fresh equity = 26.55 
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STBB      = 101.35 (as suggested by current ratio )                         

LT Loan =   40       (as suggested by FA/ LT Loans )                             

Equity    =   26.55   (as suggested by Debt/ Equity ratio ) 

  Total       167.90 

This is more than our total requirement of 165.60. Hence reduction of 2.3 would be 

made in STBB (because current ratio should be at least 1.33. If STBB decreases, the 

current ratio will increase which is permissible in this question. 

 

Final suggestion : 

STBB                          =  99.05 

LT loan                       =  40.00 

Equity                =  26.55 

                      165.60 

    

Q. No. 3Q. No. 3Q. No. 3Q. No. 3: A company is evaluating a new venture that will cost Rs. 10 crores. The 

venture will have a return on investment of 20 per cent and the firm forecasts a 12 

per cent growth in earnings from the project. The treasurer has identified the 

following sources for financing the project:  

 

(a) Equity shares to be sold at Rs. 400 per share. 

 

(b) Convertible debentures with a 6 per cent coupon to net Rs. 980 (face value 

Rs. 1,000), and convertible at Rs. 500 per share after 2002. 

 

(c) Debentures with warrants with a 6 per cent coupon to net Rs. 980 (face value 

Rs. 1,000), and with each bond having one warrant entitling the holder to buy 

one equity share at Rs. 500 after 2002.  

The financing decision is being made in the fourth quarter of 2000. Over the past ten 

years, a company has been growing at a 70 per cent rate of sales and earnings.  

 

The treasurer expects the company to continue to grow at 10 per cent even though 

the firm has traditionally paid 40 per cent of its earnings as dividends. The treasurer 

expects A’s equity shares to continue to rise in price. Using the price trend over the 

past 5 years, he has projected probable market price ranges for the next three 

years. The historical data and the projections of the treasurer are given below: 

 

Year Historical Market Price Year Forecasted 

  

 

 Probability 

Price 

Market 

 Rs.   Rs. 

1995 220 2001 20% 450 

1996 250  60% 500 

1997 330  20% 600 

1998 270 2002 20% 480 

1999 280  60% 550 

Current 450  20% 620 
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  2003 20% 500 

   60% 600 

   20% 700 

The proforma Balance Sheet and Income Statement prepared by the treasurer for the 

year 2000 is shown below: 

 

A Company Ltd. Proforma Balance Sheet (December 31, 2000) (Rs. ‘000) 

 2000 1999  2000 1999 

E. Shares (Rs.10)   10,000      10,000 Plant    1,90,000   1,72,000 

Share Premium 40,000 40,000 Inventories  64,000 62,000 

Retained Earnings 1,36,000   1,27,000 Receivables  44,000 45,000 

Bonds (7%) 90,000 52,000 Cash and Bank    22,000 18,000 

Mortgage (6%) 30,000 55,000 Other Current 

Assets 

4,000 3,000 

Accounts Payable  7,000 6,000    

Other CL    11,000      10,000    

 3,24000 3,00,000  3,24000 3,00,000 

 

Proforma Income Statement (Rs. ‘000) 

 Sales EBIT Interest* EBT NIAT EPS 

2000 4,20,000 71,500 8,000 63,500 31,750 31.75 

1999 3,80,000 65,000 7,000 58,000 29,000 29.00 

* Rounded off. 

 

The management of A Ltd. was initially impressed by the fact that the new venture 

will increase sales by Rs. 12 crores. Management is also interested in the expected 

12 per cent growth rate of the venture. As per Company’s Financial Policy, the firm’s 

debt-asset ratio should not be above 40 per cent. 

 

With the above information and detailed analysis for next 3 years, what will be the 

long-term sources of financing for the new proposal? 

 

Make suitable assumptions in your answer, wherever necessary figures could be 

rounded off. Income-tax rate applicable to the company is to be taken at 50%. (Nov. (Nov. (Nov. (Nov. 

2000) (20 Marks)2000) (20 Marks)2000) (20 Marks)2000) (20 Marks)    

Answer Answer Answer Answer     

Debt assets ratio               : (Debt) /(FA+WC)  

Debt at present                 : 1,20,000 thousands  

Debt under I Alternative     : 1,20,000 thousands 

Debt under II Alternative    : 2,22,041 thousands 

Debt under III Alternative   : 2,22,041 thousands 

FA + WC at present                : 3,24,000 thousands – 18,000 thousands 

                                             : 3,06,000 thousands 
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FA + WC Under I Alternative   : 4,06,000 thousands 

FA + WC Under II Alternative  : 4,06,000.18 thousands 

FA + WC Under III Alternative : 4,06,000.18thousands 

 

Statement showing Debt – assets ratio under various alterntavies 

 Debt – Assets ratio  

Present  1,20,000 /3,06,000      = 0.392 

I 1,20,000/ 4,06,000      = 0.296 

II 2,22,041/4,06,000.18  =  0.547 

III 2,22,041/4,06,000.18  = 0.547 

II and III alternatives are against the financial policy of the company. 

 

Calculation of EAT under Status quo And I Alternative for each of coming three 

years (Rs‘000) 

 I year  II year  III year  

 Status 

Quo 

I Alter-

native 

Status 

Quo 

I Alter-

native 

Status 

Quo 

I Alter-

native 

EBIT 78650  98650 86,515 108915 95167 120255 

Interest   -8100  -8100 -8100 -8100 -8100 -8100 

EAT  35275  45275 39208 50,408 43534 56078 

 

Calculation of EPS under Status quo And I Alternative for each of coming three years  

 I year  II year  III year  

 Status 

Quo 

I Alter-

native 

Status 

Quo 

I Alter-

native 

Status 

Quo 

I Alter-

native 

No of 

shares 

1,000 

thousands 

1250 

thousands 

1,000 

thousands 

1250 

thousands 

1,000 

thousands 

1250 

thousand 

EPS Rs.35.275 Rs.36.22 39.208 40.3264 43.534 44,8624 

The first alternative (equity issue) is recommended. 

 

Q. No. 4Q. No. 4Q. No. 4Q. No. 4: G Manufacturing Company is an important producer of lawn furniture and 

decorative objects for the patio and garden. The last year’s Income Statement and 

Balance Sheet are as follows: 

 

Income Statement  Rs. 

Sales 75,00,000 

Variable Costs 46,90,000 

Contribution 28,10,000 

Fixed Costs 14,00,000 

Earnings before interest and Tax (EBIT) 14,10,000 

Interest 2,00,000 

Earnings before Tax (EBT) 12,10,000 
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Taxation 6,05,000 

Net Income after tax 6,05,000 

 

Balance Sheet  

Liabilities Rs. Assets Rs. 

Equity Capital 10,00,000 Fixed Assets 60,00,000 

Reserves and Surplus 42,00,000 Inventory 6,00,000 

Long-term Debt (10%) 20,00,000 Receivables 7,00,000 

Current Liabilities  5,00,000 Cash  4,00,000 

 77,00,000  77,00,000 

 

Figures for industry comparison: 

Normal Asset Turnover 1.2 : 1    Normal Profit Margin 20% 

 

For the Current Year, the forecasted sales are Rs.80,00,000 and it is likely that 

variable costs will remain at approximately the same percentage of sales as was in 

the last year. (Figures could be rounded off). Fixed costs will rise by 10%. 

 

G has short listed the following two product lines to be sold through its existing 

distribution channels: 

(1) Production and Sale of metal table and chair unit that will be sold for issue 

around swimming pools. This will require an investment of  

Rs. 20,00,000, which would involve installation of manufacturing and 

packaging machinery. Sales forecast are Rs. 15,00,000 per annum, variable 

costs account for 2/3rd of sales value, fixed costs are Rs. 2,00,000 and no 

additional working capital is needed. 

(2) Hardwood Planter with three separate components, will be appropriate for 

medium sized shrubs. This will require an investment of Rs. 30,00,000 with 

forecasted sales per annum of Rs. 25,00,000, variable costs 64% of sales 

value and fixed costs of Rs. 5,00,000. 

 

Two Financial Plans are available : 

(a) It could borrow on a 10 years note at 9 per cent for either or both 

of the projects of an amount not to exceed Rs. 60,00,000. 

(b) Cumulative Preference shares with a 10 per cent dividend up to an 

amount of Rs. 30,00,000. 

 

Financing through the issue of equity shares would not be possible at the 

present time. 

Required: 
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(1) Without the new proposal, what would be the company’s operating. Fixed 

charges and Combined leverages next year? Would the Company have 

favourable financial leverage? 

(2) How does the acceptance of each project affect the operating and   asset 

leverages ? 

(3)(3)(3)(3) With each financing alternatives, do the Company’s future earnings per 

share increase or decrease, Why?     (20 marks) (Nov. 2001)(Nov. 2001)(Nov. 2001)(Nov. 2001)    

AnsweAnsweAnsweAnswer 

(1) Working note: 

Statement showing current year’s EAT 

Sales  80,00,000 

VC 50,00,000 

Contribution  30,00,000 

FC 15,40,000 

EBIT 14,60,000 

Interest   2,00,000 

EBT 12,60,000 

Tax   6,30,000 

EAT   6,30,000 

Main Answer 

Operating  leverage  Contribution / EBIT 

30,00,000/14,60,000 

 

2.05479 

Fixed charges leverage / 

financial charge  

EBIT / EBT 

14,60,000 / 12,60,000 

 

1.158 

Composite leverage  Contribution /EBT 

30,00,000/12,60,000 

 

2.38 

 

ROCE = EBIT / CE  = 14,60,000/72,00,000  = 20.30% 

Cost of debt ( Pre- tax) = 10% 

Financial Leverage is positive as ROCE is greater than cost of debt (Pre- tax). 

 

 

(2)  

 Status quo With Metal table  

and chair unit  

With Hardwood  

Planter unit 

Sales  80,00,000 95,00,000 1,05,00,000 

VC 50,00,000 60,00,000    66,00,000 

Contribution 30,00,000 35,00,000    39,00,000 

FC 15,40,000 17,40,000    20,40,000 

EBIT 14,60,000 17,60,000    18,60,000 

Operating  

leverage  

30,00,000/ 35,00,000/  39,00,000/ 
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14,60,000 

=2.05479 

17,60,000  

= 1.99 

18,60,000  

= 2.096 

Asset leverage:  

Sales / (FA + 

WA) 

80,00,000/  

(72,00,000) 

= 1.11 

95,00,000 / 

(92,00,000) 

= 1.033 

1,05,00,000/                       

1,02,00,000         

= 1.029 

 

The operating leverage of ‘With Metal table with chair’ is decreasing (i.e. in this case 

the operating risk will decrease). The operating leverage ‘with Hardwood Planter’ is 

increasing.  

In both the cases, the asset leverage will decrease i.e. the amount of sales is not 

increasing in the ratio of investment. 

 

(3) Calculation of EPS Under each financing alternative 

 Status quo With Metal table  

and chair unit 

With Hardwood  

Planter unit 

  9% 

Borrowings 

10% 

Preference 

shares 

9% 

Borrowings 

10% 

Preference 

shares 

EBIT 14,60,000 17,60,000 17,60,000 18,60,000 18,60,000 

Interest    2,00,000  3,80,000 2,00,000   4,70,000 2,00,000 

EBT 12,60,000 13,80,000 15,60,000  13,90,000 16,60,000 

Tax  6,30,000 6,90,000 7,80,000 6,95,000 8,30,000 

EAT 6,30,000 6,90,000 7,80,000 6,95,000 8,30,000 

Preference 

dividend  

------ ------- 2,00,000 ------ 3,00,000 

EPS* Rs.6.30 6.90 5.80 6.95 5.30 

* assumption: Rs.10 each 

With each financing alternative, the future EPS will increase; the increase will be 

higher in case of 9% borrowing alternative. 

    

Q. No.  5Q. No.  5Q. No.  5Q. No.  5: The abridged balance sheet as at 31 March, 1990 of a company is as 

under: 

 Liabilities Rs. Assets                      Rs. 

 Share capital  -  equity          Fixed assets 1,80,000 

 shares of Rs. 10 each     1,00,000    CAs: Stock 70,000 

 Revenue reserve 1,50,000  

 Trade creditors                 50,000 Debtors 50,000 1,20,000 

                                         3,00,00                       3,00,000 

The company in the next year plans to undertake a major capital investment 

which will, by 31 March 1991, increase fixed assets by Rs.70,000. Turnover for the 

year is expected to go up by 50 per cent and the profits before interest and taxes 
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also are anticipated to increase by the same percentage, as will be creditors, stock 

and debtors. 

The earnings before tax for the year ended 31 March, 1990 were Rs. 60,000 and 

the dividend of Re.1 per share was paid at the end of that year. Dividends per share 

for the year 1990-91 will be same per share. Tax rate 50 per cent. 

The company needs large funds for the expansion programme and the finance 

division is examining the following alternative for implementation: 

 (a) Issue of 10 per cent convertible debentures for Rs. 2 lakh; each Rs.1,000 

debenture is convertible into 80 equity shares. 

 (b) Issue of debenture for Rs. 2 lakh with interest warrants attached. Interest rate 

is to be fixed at 13 per cent p.a. and each Rs. 1,000 debenture will enable the 

holder to purchase 50 equity shares at Rs. 15 each. 

 (c) Making a rights issue, which would allow shareholders to buy 8 new shares at 

Rs. 15.50 each for every five shares presently held. 

You are required to consider each of the alternatives separately. You are requested 

to indicate the effect of each financing method on the balance sheet as at 31 March, 

1991 and earnings per share (earning per share based on the number of shares that 

have been issued as at 31 March, 1991). Also calculate annualized E.P.S. 

You are to assume that the debentures and rights issue will be made on 1 April, 

1990. In the case of convertible debenture, assume that all the debentures are 

converted on 1 October, 1990. Holder of 13 per cent debentures also purchased the 

shares on 1 October 1990. If funds are raised in excess of the need of the company 

for 1990-91, you can assume that they will be held in the form of cash. 

 

AnsweAnsweAnsweAnswer 

Working notes; 

(a) The debentures will be converted on 1st October,1990. Hence, interest will be 

calculated only for 6 months. 

• Each Debenture of Rs,1000 will be converted to 80 shares i.e. the conversion 

price is Rs.12,50 per share. No of shares = 80 shares per debenture x 200 

debentures = 16,000 equity shares 

• Share premium = 16000 x 2.50 = Rs.40. 

 

(b) The debentures are not to be converted. The holders of 200 debentures can 

subscribe to 50 shares per debenture i.e. for 10,000 shares against cash payment (in 

addition to what they paid for the debentures). Share premium = 10000 shares x Rs.5 

per share = Rs.50,000 

 

Main Answer: 

Calculation of retained earnings under each of three cases: 

 (a) (b) (c) 

EBIT 90,000 90,000 90,000 
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(-) Interest 10,000 26,000 -      

EBT 80,000 64,000 90,000 

(-) Tax @ 50% 40,000 32,000 45,000 

EAT 40,000 32,000 45,000 

(-) Dividend    

       - old    10,000 10,000 10,000 

       - new 16,000 10,000 16,000 

Retained Earning  14,000 12,000 19,000 
 
B/S (a) 

Liabilities Amount  Assets  Amount  

ESC 2,60,000 FA ( 1,80,000 + 70,000)  2,50,000 

S. Premium     40,000 Stock (70,000 x 1.50) 1,05,000 

P & L a/c 14,000 Debtors ( 50,000 x 1.50) 75,000 

Revenue reserves 1,50,000 Cash (balancing figure) 1.09,000 

Crs. (50,000 x 1.50) 75,000   

 5,39,000  5,39,000 

EPS (Closing capital ) = 40,000/ 26,000 = Rs.1.5385 

EPS (Average capital ) = 40,000/ 18,000 = Rs.2.2222 

 

B/S (b) 

Liabilities Amount  Assets  Amount  

ESC 2,00,000 FA ( 1,80,000 + 70,000)  2,50,000 

S. Premium     50,000 Stock (70,000 x 1.50) 1,05,000 

P & L a/c 12,000 Debtors ( 50,000 x 1.50) 75,000 

Revenue reserves 1,50,000 Cash (balancing figure) 2,57,000 

Debentures  2,00,000   

Crs. (50,000 x 1.50) 75,000   

 6,87,000  6,87,000 

EPS (Closing capital)  = 32,000/ 20,000 = Rs.1.60 

EPS (Average capital) = 32,000/ 15,000 = Rs.2.1333 

 

B/S (c) 

Liabilities Amount  Assets  Amount  

ESC 2,60,000 FA ( 1,80,000 + 70,000)  2,50,000 

S. Premium     88,000 Stock (70,000 x 1.50) 1,05,000 

P & L a/c 19,000 Debtors ( 50,000 x 1.50) 75,000 

Revenue reserves 1,50,000 Cash (balancing figure) 1,62,000 

Crs. (50,000 x 1.50) 75,000   

 5,92,000  5,92,000 

EPS (closing capital) = 45,000/26,000 = 1.7308 

EPS (average capital) = 1.7308 

 

Q. No.6Q. No.6Q. No.6Q. No.6: A company presents you the following figures: 

                           Rs. 

Profit (before interest and tax)                        24,00,000 
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Less : interests on debenture @ 8%               2,00,000  

Less : interests on long- term loan @ 10%     2,00,000 4,00,000 

                                                                         20,00,000 

Less : income tax @ 50%  10,00,000 

Profit after tax  10,00,000 

Number of equity shares (of Rs. 10 each)         4,00,000 

Earning per share                                    2.5 

Ruling market price  20 

Price earning ratio  8 

The company has undistributed reserves and profit  Rs. 65,00,000 

The company needs to raise Rs. 45,00,000 for repayment of debentures and 

modernization of its plants and seeks your opinion on the advisability of taking 

recourse to which of the following modes of raising the needful funds on the 

consideration of the probable price of the share to rule on implementation. 

      1.   Raising the entire amount Interest :  10% 

            by term loans from banks   

      2.   Raising partly by issue of  Estimated price to fetch 

           1,00,000 equity shares Rs.18 per share and rest by term loans 

from bank @ 10%  

The company expects that the rate of return, i.e., profit before tax and interest 

on funds employed will improve by 4 per cent because of modernization and that if 

the debt equity ratio (i.e., debt/debt plus shareholders’ fund) exceed 35 per cent the 

price earning ratio will go  down to 6. 

AnsweAnsweAnsweAnswer 

Statement showing funds employed at present and under each of two proposals  

Source of funds Present  Proposal I Proposal II 

ESC 40,00,000 40,00,000 50,00,000 

Reserve and surplus  65,00,000 65,00,000 73,00,000 

Debenture  25,00,000 ------ ------ 

Loan  20,00,000 65,00,000 47,00,000 

Total  1,50,00,000 1,70,00,000 1,70,00,000 

 

Rate of return on funds  

(Present)                     =    24,00,000 / 1,50,00,000  = 0.16  = 16% 

Rate of return on funds 

(Under the proposals)   = 16 + 4 = 20% 

 

 Proposal I Proposal II 

Debt equity ratio 65,00,000/1,70,00,000 

= 0.3824 

47,00,000 / 1,70,00,000 = 0.2765 

PE 6 8 
 

Calculation of market price per share under each of the two proposals 

 Proposal I Proposal II 

EBIT   17,00,000 x 0.20 34,00,000 34,00,000 
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Interest  -650,000 -4,70,000 

EBT 27,50,000 29,30,000 

Tax 13,75,000 14,65,000 

EAT 13,75,000 14,65,000 

No. of equity shares  4,00,000 5,00,000 

EPS 3.4375 2.93 

MP per share  3.4375 x 6 = 20.625 2.93 x 8 = 23.44 

 

    

Q. N0.7Q. N0.7Q. N0.7Q. N0.7: : TSL Ltd. a highly profitable and tax paying company is planning is to 

expand its present capacity by 100%. The estimated cost of project is Rs.1,000Lakhs 

out of which Rs.500Lakhs is to be met out of loan funds.  The company has received 

two offers from their bankers: 

 Option 1 Option 2  

Value of loan Rs.500Lakhs US$ 14Lakhs (equal to 

Rs.500Lakhs) 

Interest  15% payable yearly  6% payable yearly in $ 

Period  5 years  5 years  

Repayment  5 annual installments  5 annual installments  

Other expenses ( to be 

treated as revenue 

expenditure) 

1% of the value of 

loan 

1% at $ 1 = Rs.36 

Foreign exchange rate   End of I year USD 1 = Rs.38. 

Thereafter to increase by Rs.2 

per annum 

 

The company is liable to pay Income-tax at 35. You may assume that at the end of 

5th year the company will be able to claim balance in WDV for tax purpose.  The 

company follows Accounting Standard AS-11 for accounting changes in Foreign 

Exchange Rate. Depreciation : 25% WDV. Discounting Rate : 9%.  

 

(1) Compare the total outflow of cash under the above option. 

(2) Using discounted cash flow techniques, evaluate the above offers. 

(3) Is there any risk, which the company should take care of? 

(4) In case TSL has large volume of exports would your advise be different. 

(NOV. 1997(NOV. 1997(NOV. 1997(NOV. 1997) (20 Marks) 

 

 

Answer Answer Answer Answer     

Assumption: The loan of Rs.500Lakhs is for machine only and Depreciation @ 25% 

will be allowed on it. This Dep. has been ignored in calculation as common in 

both the alternatives.  

 

(Alternative-I) 

(i) Statement showing PV of Cash outflows  

               (Rs.Lakhs) 

Period Other Repayment Interest Tax Net Cash Present 
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Exps. Savings Outflows Value. 

0 5 -  - - 5 5 

1 - 100 75 28 147 134.80 

2 - 100 60 21 139 117.04 

3 - 100 45 15.75 129.25 99.78 

4 - 100 30 10.50 119.50 84.61 

5 - 100 15 5.25 109.75 77.34 

P.V. = 518.57 

 

Alternative – II 

Annual Repayment =    $14Lakhs = $2.80Lakhs 

                                         5 

               

Year Repayment  Premium 

1 2.8 x 38 =   Rs.106.4Lakhs   6.40 

2 2.8 x 40 =    112 12.00 

3 2.8 x 42 = 117.6 17.60 

4 2.8 x 44 = 123.2 23.20 

5 2.8 x 46 = 128.8 28.80 

 

Calculation of Dep. on premium on repayment  

 

Year Dep.                WDV 

1 1.60 6.4 – 1.6                    =   4.80 

2 4.20 4.8 + 12 – 4.2            = 12.60 

3 7.55 12.6 + 17.6 – 7.55      = 22.65 

4 11.46 22.65 + 23.2 – 11.46  = 34.39 

5 63.19 34.39 + 28.8              = 63.19 

                 - 63.19 

                     NIL   

 

 

 

 

Statement showing PV of Cash outflows  

 

Period Other 

Exps. 

Repayment Interest. Dep. Tax 

Savings 

Cash 

Outflows 

Present 

Value 

0 5.04 - - - - 5.04 5.04 

1 - 106.4 31.92 1.6 13.496 124.824 114.46 

2 - 112 26.88 4.2 10.878 128.002 107.78 

3 - 117.6 21.168 7.55 10.051 128.717 99.37 

4 - 123.2 14.784 11.46 9.185 128.799 91.19 

5 - 128.8 7.728 63.19 24.821 111.707 72.61 

 490.45 
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(ii) Raising loan from US may be recommended as it has lower present value of cost. 

(iii) Yes, company should take care of foreign Exchange Risk.  

(iv) Yes, we would be able to bear the foreign Exchange risk. We can have slight 

lenient view about foreign exchange risk.     

 

Q. No. 8Q. No. 8Q. No. 8Q. No. 8 ABC Ltd. has Rs. 300 million, 12 per cent bonds outstanding with six 

years remaining to maturity. Since interest rates are falling, ABC Ltd. is 

contemplating of refunding these bonds with a Rs. 300 million issue of 6 year 

bonds carrying a coupon rate of 10 per cent. 

Issue cost of the new bond will be Rs. 6 million and the call premium is 4 per 

cent. Rs. 9 million being the unamortized portion of issue cost of old bonds can 

be written off no sooner the old bonds are called off. Marginal tax rate of ABC 

Ltd. is 30 per cent. You are required to analyze the bond refunding decision. (6 

Marks) (June 2009)(June 2009)(June 2009)(June 2009)    

 

AnswerAnswerAnswerAnswer: 

 Notes: 

(i) For attempting this question, it is assumed that the floating cost of 

debentures is amortized (for tax purposes) over the life of the debentures.  

(ii) Call premium will be allowed as deduction in the first year of calling the 

debentures under section 37 of the Income tax, Act,1961. (There is no 

specific section of the Act that allows or disallows or amortizes this amount) 

 

DCF analysis of the proposal of calling the bonds 

 Period PVF/ 

Annuity 

CF PV 

Payment of call premium  0 1 -12m -12m 

 

Payment of floatation cost 0 1 - 6m - 6m 

Tax savings on call premium  0 1 +3.60m +3.60m 

Tax savings on unamortized 

floating cost  

0 1 +2.70m +2.70m 

Savings of net of tax interest  1-6 4.767 +4.2m 

annually 

+20.0274m 

Tax savings on amount of 

amortization of floating cost  

1-6 4.767 +0.30m        

annually  

+1.4301m 

Foregone tax savings on the 

amount of amortization of floating 

cost of old bonds  

1-6 4.767 -0.45m 

annually 

     

-2.1415m 

NPV    Rs. 7.616m 

 

 

Refunding decision is recommended as its NPV is Positive. 
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RIGHT ISSUERIGHT ISSUERIGHT ISSUERIGHT ISSUE    

Q. No.9Q. No.9Q. No.9Q. No.9:::: Progressive Corporation is planning to raise funds by making rights issue of 

equity shares to finance its expansion.  The existing ordinary share capital of the 

company is Rs. 1 crore. The par value of its shares is Rs. 10 and the market price is 

Rs. 40. The alternatives under consideration before the management for making 

rights issue are given below: 

 (a) 4 new shares for 5 old shares at par 

 (b) 3 new shares for 5 old shares at Rs. 15. 

You are require to analyse for each alternative: 

 (i) Theoretical market price after rights issue, 

 (ii) Value of rights, 

 (iii) Assume at present E.P.S. is Rs. 5. Further assume that the new 

investment will yield 15 per cent. Find the theoretical market price 

after right issue. 

Answer: (i) (a)  Theoretical Price after right issue:  

              Market value of the equity shares before right + Right proceeds 

          = ------------------------------------------------- 

                                     No. of shares after rights issue 

                10,00,000 x 40  + 80,00,000 

           = ------------------------- = 26.67 

                                  18,00,000 

((((b) b) b) b)  Theoretical Price after right issue:  

              Market value of the equity shares before right + Right proceeds 

          =  ------------------------------------------------- 

                                     No. of shares after rights issue 

                10,00,000 x 40  + 90,00,000 

           = ------------------------- = 30.625 

                                  16,00,000 
 

(ii) (ii) (ii) (ii) (a)  Value of right = 26.67   – 10 = 16.67 

    (b) Value of right = 30.625 – 15 = 15.625 

    

(iii) (a(iii) (a(iii) (a(iii) (a)                         10,00,000 x 5   + 80,00,000 x 0.15 

                 New EPS = ---------------------------- = 3.44 

                                                      18,00,000 

     Market price = 3.4444 x 8 = 27.56 

(iii) (b(iii) (b(iii) (b(iii) (b)                           10,00,000 x 5   + 90,00,000 x 0.15 

                 New EPS = ---------------------------- = 3.96875 

                                                       16,00,000 

     Market price = 3.96875 x 8 = 31.75 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 18

Q.No.10Q.No.10Q.No.10Q.No.10:::: A Ltd. has 10 million equity shares issued as fully paid. E.P.S. Re. 0.40. The 

company wishes to redeem Rs. 30,00,000, 10 per cent debentures by raising funds 

through a rights issue of equity shares, but does not want to dilute the EPS by more 

than 10 per cent. The rights issue is to be priced at least 20 per cent below market 

price. (i) How many shares would be required and what is the lowest market price at 

which the company would consider making the issue? (ii) In theory what would be the 

resultant market price after the rights issue and what would be P.E. ratio? Assume 

tax rate at 50 per cent. 

    

Answer (i) Answer (i) Answer (i) Answer (i)     

EAT at present Savings of interest ( Net of tax) 

EAT after debenture redemption  

Rs. 40,00,000 + Rs.1,50,000                       

Rs.41,50,000 

EPS at present Affordable Minimum EPS Re.0.40, Re.0.36 

Maximum no. of shares the company can afford 

to have 

41,50,000 / 0.36 = 1,15,27,778 

No. of shares at present  1,00,00,000 

No. of shares to be issued  15,27,778 

Amount to be raised  Rs.30,00,000 

Issue price  Rs.30,00,000 / 15,27,778 = 1.96 

Market price at the time of rights issue 

(Minimum) 

1.96 x 100/80  = Rs.2.45 

 

The company may issue 15,27,778 equity shares at the rate of Rs1.96 per share  

when the market price of the share is Rs.2.45.    

Answer (ii) Answer (ii) Answer (ii) Answer (ii)     

M.P. after right issue    

           =   [(1,00,00,000 x 2.45 )+(30,00,000)]/1,15,27,778    =   2.3894 

P/E ratio   = 2.3894 / 0.36   =   6.637 

INTEREST COVERAGE RATIOINTEREST COVERAGE RATIOINTEREST COVERAGE RATIOINTEREST COVERAGE RATIO    

Q. No.Q. No.Q. No.Q. No.11111111:::: The HLL has Rs.8.00 Crore of 10% mortgage bonds outstanding under an 

open-end scheme. The scheme allows additional bonds to be issued as long as all of 

the following conditions are met: 

 

(1) Pre-tax interest coverage i.e.   

         [(Income before tax + Bond Interest) / Bond Interest] remains    

         greater than 4. 

(2) Net depreciated value of mortgage assets remains twice the amount of the 

mortgage debt. 

(3) Debt-to-equity ratio remains below 5. 

 

The HLL has net income after taxes of Rs.2Crores and a 40% tax-rate, Rs.40Crores 

in equity and Rs.30Crores in depreciated assets, covered by the mortgage. 
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Assuming that 50% of the proceeds of a new issue would be added to the base of 

mortgaged assets and that the company has no Sinking Fund payments until next 

year, how much more 10% debt could be sold under each of the three conditions? 

Which protective covenant is binding?  (12 marks) (May 2001)(12 marks) (May 2001)(12 marks) (May 2001)(12 marks) (May 2001) 

Answer Answer Answer Answer     

              Income before tax + interest 

ROCE = ------------------------ 

                       Capital employed 

 

              3.33 Crores + 0.80 Crores 

           = ---------------------- = 8.6042% 

              40 Crores + 8 Crores 

 

ASSUMPTION: At present the company’s ROCE is 8.6042. The company is planning 

to issue 10% debentures. It means on the investing the proceeds of the proposed 

debentures, the company expects to earn at least 10%. It is assumed for calculations 

that the company shall be earning 10% return on the investment of the proceeds of 

10% debentures.   

 

 

Let’s issue additional debt of x million 

                 Profit before interest 

Int. coverage Ratio = ------------------ 

                  Annual interest 

    

          4.13 Crores +0.10x  

  4 = ---------------------,   x = Rs.3.10 Crores 

            0.80 Crore + 0.10x 

 

    Value of mortgaged assets 

2 = -------------------- 

                  Debt 

          

       30 Crores + 0.50x 

2 = -----------------, x = 9.33 crores   

              8 crores + x 

          8 Crores + x 

Debt equity ratio = ----------- 

                 40 Crores 

  

            8 Crores + x 

5     =   ------------,   x = 192Crores  

               40 Crores  

 The company may issue the debt of Rs.3.10Crores as this amount will satisfy all the 

conditions 
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MONEY MARKETMONEY MARKETMONEY MARKETMONEY MARKET    

COMMERCIAL PAPERSCOMMERCIAL PAPERSCOMMERCIAL PAPERSCOMMERCIAL PAPERS    

Q. No. Q. No. Q. No. Q. No. 12121212    :::: X Co. Ltd. issued commercial paper as per following detail: 

 Date of issue 17 January, 1998 

 Date of maturity 17 April, 1998 

 No. of days 90 

 Interest rate 11.25% p.a. 

What was the net amount received by the company on issue of commercial paper?    
((((May 1998May 1998May 1998May 1998))))    

AnswerAnswerAnswerAnswer        Let the face value (maturity value) of the commercial paper be Rs.5,00,000. 

Let the issue price = Rs.x    

x + x (90/365) (11.25/100) = 5,00,000.   x = Rs.4,86,505 

Q.Q.Q.Q.    No.13No.13No.13No.13:::: M Ltd. has to make a payment on 30th January, 2004 of Rs. 80 Lakhs. It has 

surplus cash today i.e. 31st October, 2003. and has decided to invest sufficient cash 

in a bank certificate of deposit scheme offering an yield of 8% p.a. on simple interest 

basis. What is the amount to be invested now? (Nov.2003)(Nov.2003)(Nov.2003)(Nov.2003) 

    

Answer Answer Answer Answer     

Let the amount to be invested = Rs.x 

x + x (91/365) (8/100) = 80,00,000 

x = Rs.78,43,560x = Rs.78,43,560x = Rs.78,43,560x = Rs.78,43,560    

 

Q. No.Q. No.Q. No.Q. No.14141414: : : :  From the following particulars, calculate the effective interest p.a. as well 

as the total cost of funds to ABC Ltd., which is planning a CP issue: 

 

Issue Price of CP – Rs. 97,350 

Face Value – Rs. 1,00,000 

Maturity Period – 3 months. 

Issue Expenses: 

Brokerage: 0.125 % for 3 months. 

Rating Charges: 0.5% p.a. 

Stamp duty: 0.125% for 3 months     (May, 2006)(May, 2006)(May, 2006)(May, 2006)         (6 Marks) 

AnswerAnswerAnswerAnswer    

Assumption: Brokerage, rating charges and stamp duty are to calculated on the basis 

of issue price i.e. all three amount to 0.375% of Rs.97,350 i.e Rs.365. 

                                         2,650 

(i) Effective interest cost = --------- x 100 = 2.7329 (for 3 months) 

                                       97350 - 365 

Annualized effective interest cost = 10.93% 

(ii) Total cost (3 months) = 2.7329 + 0.375 = 3.1079% 
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Annualized total cost = 12.4316% 

    

FACTORINGFACTORINGFACTORINGFACTORING    

Q. No. 15Q. No. 15Q. No. 15Q. No. 15    :::: The turnover of R Ltd. is Rs. 60 lakh of which 80 per cent is on credit. 

Debtors are allowed one month to clear off the dues. A factor is willing to advance 

90 per cent of the bills raised on credit for a fee of 2 per cent a month plus a 

commission of 4 per cent on the total amount of debts. R Ltd. as a result of this 

arrangement is likely to save Rs. 21,600 annually in management costs and avoid bad 

debts at 1 per cent on the credit sales. 

A scheduled bank has come forward to make an advance equal to 90 per cent of the 

debts at an interest rate of 18 per cent p.a. However its processing fee will be at 2 

per cent on the debts. Would you accept factoring or the offer from the bank? 

 (May, 1997) ((May, 1997) ((May, 1997) ((May, 1997) (6 marks) 6 marks) 6 marks) 6 marks)     

AnswerAnswerAnswerAnswer    

Debtors      Rs.4,00,000    

Factoring: Factoring: Factoring: Factoring:     

Monthly net cost: 

Cost : 

(i) Interest 

(ii) Insurance of bad debts 

 

3,60,000 x 0.02 

4,00,000 x 0.04 

 

 

23,200 

Less savings of (i) Management 

expenses 

(ii) Bad debts 

21,600 / 12 

4,000 

 

 5,800 

Net cost of factoring  17,400 

 

BBBBank costank costank costank cost:  

Monthly net cost: 

Cost : 

(i) Interest 

(ii) processing cost  

 

3,60,000 x 0.015 

4,00,000 x 0.02 

 

 

13,400 

Net cost of Bank finance   13,400 

Bank Finance should be preferred 

    

Q. No. 16Q. No. 16Q. No. 16Q. No. 16:::: A Ltd has a total sales of Rs. 3,20 crores and its average collection period 

is 90 days. The past experience indicates that bad debts losses are 1.50% on sales. 

The expenditure incurred by the firm in administering its receivable collection 

efforts are Rs.5,00.000. a factor is prepared to buy the firm’s receivables by 

charging 2% commission. The factor will pay advance on receivables to the firm at 

an interest rate of 18% p.a. after withholding 10% as reserve. Calculate the effective 

cost of factoring to the Firm. (May, 2002)(May, 2002)(May, 2002)(May, 2002) ( 6 marks ) 

 

Answer :Answer :Answer :Answer :    

Effective cost of factoring for 90 days: 

                (7200000 x .045) + (160000) – (8000000 x 0.015) – (500000/4) 

= ------------------------------------------------- x100 = 3.55%                                        
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                     7200000 – (7200000 x .045) -160000    

Effective cost of factory (annual) = 3.55 (12/3) = 14.20% 

    

 

    

Q. No. 17Q. No. 17Q. No. 17Q. No. 17    The credit sales and receivables of M/s M Ltd at the end of the year 

are estimated at Rs.3,74,00,000 and Rs.46,00,000 respectively. 

 

The average variable overdraft interest rate is 5%. M Ltd is considering a 

proposal for factoring its debts on a non-recourse basis at an annual fee of 3% 

on credit sales. As a result, M Ltd will save Rs.1,00,000 per year in 

administrative cost and Rs.3,50,000 as debts. The factor will maintain a 

receivable collection period of 30 days and advances 80% of the face value 

thereof at an annual interest rate of 7%. Evaluate the viability of the proposal.                       

( Assume 365 days in a year) (May,2010May,2010May,2010May,2010)))) 

    

AnswerAnswerAnswerAnswer :  

Working note  

Amount Blocked in Drs. (Present):                                   Rs.46,00,000 

Amount Blocked in Drs. (after factoring) 

                                                                                                                        3,74,00,000 x (30/360) x (20/100)                        Rs.  6,14,795 

Release of working capital                                               Rs.39,85,205 

Main Answer 

Cost Benefit Analysis if factoring services 

 Cost  Benefit  

Payment of factor fees  3,74,00,000 x 0.03 

= 11.22.000 

 

Payment of interest to 

factor  

3,74,00,000x0.07x(30/365)x0.80 

= 1,72,142 

 

Savings of interest on 

working capital realize   

 39,85,205 x 

0.05 = 1,99,260 

Bad debts   3,50,000 

Administrative charges   1,00,000 

Total  12,94,142 6,49,260 

Factoring is not recommended. 
    

Q. No.Q. No.Q. No.Q. No.18181818:::: A bank is analyzing the receivables of Jackson Company in order to 

identify acceptable collateral for a short-term loan. The company’s credit policy is 

2/10 net 30. The bank lends 80 per cent on accounts where customers are not 

currently overdue and where the average payment period does not exceed 10 days 

the net period. A schedule of Jackson’s receivables has been prepared. How much 

will the bank lend on a pledge of receivables, if the bank uses a 10 per cent 

allowance for cash discount and returns? 
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Accounts Amount Days Outstanding Average Payment Period 

  (Rs.) in days      historically 

 74 25,000 15 20 

 91 9,000 45 60 

 107 11,500 22 24 

 108 2,300 9 10 

 114 18,000 50 45 

 116 29,000 16 10 

 123 14,000 27 48 

                                     ((((November 2000November 2000November 2000November 2000))))    

    

    

    

AnswerAnswerAnswerAnswer: : : : Customer no. 91 and 114 are overdue customers. Customer no. 123 would 

be eliminated as he has paid after 40 days in past. 

        A/c No.                                Amount 

             74    25,000 

           107              11,500 

           108                2,300   

           116                       29,000 

                                             67,800 

Bank lending = 67800x 0.90 x 0.80 = 48,816 

 

Q. No.Q. No.Q. No.Q. No.19191919:::: Mr. Lal, the financial consultant of X Ltd., has just reviewed the working 

capital management of X Ltd. He finds that X Ltd. is paying all its invoices (regarding 

purchases) which have cash discounts within 5 days of receipt and all other invoices 

within 12 days of receipt. He suggests that all invoices with cash discount should be 

paid on the last day of discount period and all other invoices should be paid of the 

last day of credit period. The funds derived from delaying payments could then be 

invested in short-term money-market instruments which are likely to yield 12 per 

cent, pre-tax return. Annual purchases amount to Rs. 1,08,00,000. 30 per cent of 

invoices carry terms of 1/15, n/30 while remaining have terms of n/30. Should the 

suggestion be accepted? Calculate the impact of the acceptance of the suggestion on 

the annual profit of the company. 

Answer Answer Answer Answer     

X should pay the invoices on which discount is allowed on 15th day and others on 30th 

day. The funds so spared should be invested in money market instruments. The 

increase in profit: 

1,08,00,000 x 0.30 x 0.99 x (10/365) x ( 12/100)  
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+ 1,08,00,000 x 0.70 x (18/365) x ( 12/100)  = Rs.55,284 

EVAEVAEVAEVA    

EVA is an accounting based technique of measuring the performance of an entity. 

The entity whose performance is being measured could be a division, department, 

project or the firm itself. The concept of EVA has been developed and popularized 

by Stern Steward & co. - a US consulting firm. 

 EVA measures how much an entity has earned over and above its cost of capital, 

which includes both debt and equity. Put simply, EVA is net operating profit minus an 

appropriate charge for opportunity cost of all capital invested in an enterprise. As 

such, EVA is an estimate of true “economic” profit, or the amount by which earnings 

exceed or fall short of the required minimum rate of return that that shareholders 

and lenders could get by investing in other securities of comparable risk. 

                   EVA = EVA = EVA = EVA = EBIT EBIT EBIT EBIT ––––TAX on EBITAX on EBITAX on EBITAX on EBIT T T T ----    [C.E. x WACC] [C.E. x WACC] [C.E. x WACC] [C.E. x WACC]     

    

    

Q. No. 20Q. No. 20Q. No. 20Q. No. 20::::  C.E. Rs.1000 crores. Debt Equity Ratio 0.20:0.80. Debt carries 15% 

interest, Tax 35%, Cost of equity 18%, EBIT Rs.300 crores. EVA? 

AnswerAnswerAnswerAnswer: 

Cost of debt = 15x.65 =9.75%                

Tax = (300x.35) =105 crores  

WACC = [9.75X.20] + [18X.80] =16.35% 

EVA = 300-105 - [1000X16.35%] = 31.50 crores 

    

Q. No. 21Q. No. 21Q. No. 21Q. No. 21: : : : Calculate EVA : Financial leverage 1.40 times, cost of equity 17.50% 

Income tax rate 30% Capital Structure : (i) equity capital Rs.170 lakhs (ii) Retained 

earnings Rs.130 lakhs &(iii) 10% debentures Rs.400 Lakhs. (Nov. 2004)(Nov. 2004)(Nov. 2004)(Nov. 2004) (6 marks) 

AnswerAnswerAnswerAnswer: : : : working note(i)                                                                                             

                                       EBIT                            

Financial leverage = --------------             

                                 EBIT – Interest                   

                  

                   EBIT                                                 

1.40 =     --------                               

                 EBIT – 40                                             
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Working note (ii) 

Calculation of WACC: 

Source  Cost (X) (%) Weight (W)  XW 

Equity  17.50 300 5250 

Debt   7.00 400 2800 

  700 8050 

Calculation of EVA: 

EBIT 140 

Tax on EBIT -42 

   98 

Capital charge (11.50% of 700) -80.50 

EVA 17.50 

    

Q. No. 22Q. No. 22Q. No. 22Q. No. 22: The managers of Mind Tree Ltd. were surprised at a recent article which 

suggested that the company’s performance in the last two years had been poor. The 

CEO commented that turnover had increased by nearly 17% and pre-tax profit by 

25% between the last two financial years, and that the company compared well with 

others in the same industry.                                                                                                             

Profit and Loss account extracts for the year ($ MILLION)  

 2000 2001 

Turnover 326 380 

Pre-tax accounting profit  67 84 

Tax  23 29 

PROFIT AFTER TAX 44 55 

DIVIDENDS 15 18 

RETAINED PROFIT 29 37 

BALANCE SHEET EXTRACTS FOR YEAR ENDING ($ Million) 

 2000 2001 

FA 120 156 

Net CA 130 160 

 250 316 

Equity 195 236 
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shareholders fund  

Debt  55 80 

 250 316 

 

Other Information: (i) The company’s pre-tax cost of debt was estimated to be 9% in 

2000 and 10% in 2001. (ii) The company’s cost of equity was estimated to be 15% in 

2000 and 17% in 2001. (iii) The tax rate was 35% in both 2000 and 2001. (iv) 

Interest expense amounted to 4 Million in 2000 and 6 Million in 2001. Estimate the 

EVA for each of the two years. Comment upon the performance of the company. 

(Adapted ACCA) 

    

AnswerAnswerAnswerAnswer    

EBIT (2000) = 67+4 = 71 

EBIT (2001) = 84+6 = 90 

Kd (2000)     = 9 (.65) = 5.85% 

Kd (2001)       =10 (.65) = 6.5% 

 

    

 

 Weighted average cost of capital (2000) 

Source  Cost (X) Weight (W) XW 

Equity  15 195 2925.00 

Debt  5.85 55 321.75 

Total   250 3246.75 

         

Ko  = 3246.75 / 250 = 12.987 

                   

Weighted average cost of capital (2001) 

Source  Cost (X) Weight (W) XW 

Equity  17 236 4012 

Debt  6.50 80 520 

Total   316 4532 

 

Ko = 4532/316 = 14.3418 

EVA (2000) =  71 – (71 x 0.35) – (250 x 0.12.987)         

= 13.6825 

                                      

EVA (2001) =  90 – (90 x 0.35) – (316 x 0.143418)         

= 13.1799 

 

EVA has decreased because Ko has increased.  

 

 

Q. No. 23Q. No. 23Q. No. 23Q. No. 23 : The following information is given for 3 companies that are identical 

except for their capital structure: 
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 Orange Grape  Apple  

Total capital invested  1,00,000 1,00,000 1,00,000 

Debt /assets ratio 0.8 0.5 0.2 

Shares outstanding  6,100 8,300 10,000 

Pre-tax cost of debt 16% 13% 15% 

Cost of equity  26% 22% 20% 

EBIT 25,000 25,000 25,000 

Net Income  8.970 12,350 14,950 

The tax rate is uniform 35% in all cases. 

(a) compute the weighted average cost of capital for each company 

(b) compute EVA for each company 

(c) based on EVA, which company would be considered for best investment? 

Give reasons. 

(d) If the industry PF ratio is 11x, estimate the price for the share of each 

company. 

(e)(e)(e)(e) Calculate the estimated market capitalization for each of the 

companies.(May,2010).(May,2010).(May,2010).(May,2010)    

    

AnswerAnswerAnswerAnswer (a)  

(a) 

Source of finance Cost (X) Weight (W) XW 

Debt  10.40 0.80 8.32 

Equity  26.00 0.20 5.20 

Weighted average cost of capital of Orange 13.52 

 

Source of finance Cost (X) Weight (W) XW 

Debt  8.45 0.50 4.225 

Equity  22.0 0.50 11.00 

Weighted average cost of capital of Grape 15,225 

 

Source of finance Cost (X) Weight (W) XW 

Debt    9.75 0.20 1.95 

Equity  20.00 0.80 16.00 

Weighted average cost of capital of Apple 17.95 

(b) EVA 

Name  

of Co. 

Calculation of EVA  

EVA=EBIT – Tax on EBIT – 9WACC x Capital employed) 

EVA 

Orange  25,000  – 8750 – (0.1352 x 1,00,000) 2,730 

Grape 25,000 - 8750 – (0.15225 x 1,00,000) 1,050 

Apple  25,000 - 8750 – (0.1795 x 1,00,000) -1,700 

   

(c) Based on EVA, Orange is the best investment. 

 

(d)   Industry’s PE is 11.  
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Let’s assume that Orange’s PE is 10 (because of high financial risk on account of 

high debt /assets ratio) 

Let’s assume that Grape’s PE is 11 (because of normal financial risk on account 

of moderate debt /assets ratio) 

Let’s assume that apple’s PE is 12 (because of low financial risk on account of 

low debt /assets ratio) 

 

Name of Co. EPS PE ratio Market price  

Orange  8970/6100 = 1.47049 10 Rs.14.70 

Grape 12,350/8.300=1.48795 11 Rs.16.37 

Apple  14,950/10,000=1.495 12 Rs.17.94 

 

(e) 

Name of Co. MP per share 

(Rs) 

No. of shares  Market 

capitalization (Rs) 

Orange  14.70 6,100    89.670 

Grape 16.37 8,300 1,35,871 

Apple  17.94 10,000 1,79,400 
 

                                        SUSTAINABLE GROWTH 

Q. No 24Q. No 24Q. No 24Q. No 24: Zippo Industries has equity capital of $ 12 million, total debt of $ 8 million, 

and annual sales of $ 30 million. Following two mutually exclusive proposals are 

under consideration for next year: 

 (a) Target assets-to-sales ratio of 0.6667, a target net profit margin of .04, a 

target debt-to-equity ratio of 0.6667, and target earnings retention rate of 

.75. In steady state, what is its sustainable growth rate? 

 (b) Target assets-to-sales ratio of 0.62, a target net profit margin of 0.05, and a 

target debt-to-equity ration of 0.80. It wishes to pay an annual dividend of $ 

0.3 million and raise $ 1 million in equity next year. What is its sustainable 

growth rate for next year.  (Nov. 2001Nov. 2001Nov. 2001Nov. 2001) (6 marks)   

 

Teaching note: not to be given as part of answer to this question. The concept of 

sustainable growth was originally developed by Robert C. Higgins. The sustainable 

growth rate (SGR) of a firm is the maximum rate of growth in sales that can be 

achieved, given the firm's profitability, asset utilization, and desired dividend 

payout and debt (financial leverage) ratios. 

    

AnswerAnswerAnswerAnswer (a) Let growth rate of sales = g 

Equity = 12m + 30m (1+g) (0.04) (0.75)  

           = 12m + 0.90m + 0.90mg 

Assets sales ratio = 0.6667                Sales = 30(1+g) 

                    Total Assets                 Total Assets 
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0.6667 = ----------------- =   -------------- 

                          Sales                        30m (1+G) 

Total assets = 20m(1+g)  

Debt equity ratio is 0.667 i.e. if debt is 2, equity is 3. In other words, if the 

Assets are 5, equity is 3 i.e. equity is 60% of total assets.  

Hence, equity = 20m(1+g)(0.60)  = 12m(1+g) = 12m + 12mg 

12m + 0.90m + 0.90mg = 12m + 12m,   g = 8.11%  

 

AnswerAnswerAnswerAnswer (b) Let growth rate of sales = g 

Equity = 12m + 1m +  30m(1+g)(0.05) -0.30m  

           = 12.70m +1.50m(1+g) 

Assets = 30m(1+g)(0.62)   = 18.60m(1+g) 

Equity = 18.60m(1+g)(5/9)  =  10.33m(1+g) 

12.70m + 1.50m(1+g) = 10.33m(1+g) 

g = 43.83% 

 

BONUS SHARES 

Bonus issue guidelines of SEBI 

 1. The bonus is permitted to be made out of free reserves built out of the 

genuine profits or share premium collected in cash only. 

 2. Reserve created by revaluation of fixed assets are not permitted to be 

capitalised. 

    3.  All the shares should be fully paid-up before bonus issue. 

Q. No.25Q. No.25Q. No.25Q. No.25: ABC Ltd. is having an authorised capital of Rs.3crores and paid-up capital 

of Rs.2crores. 

 1. The company has the following reserves as at 31.12.2000 

 (i) Revaluation reserve by revaluation of fixed assets   2 crores 

 (ii) General reserves                                                   4 crores 

 (iii) Investment allowance reserve                               1 crores 

 (iv) Capital redemption reserve account in                     1 crores 

  terms of section 80 of the Companies Act  

         (v) Profit and Loss account credit balance                     35 Lakhs 
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 2. The company has earned the following profits during the last three years 

before providing for taxation: 

1998  1.00 crores 

1999  1.25 crores 

                                              2000        1.50 crores 

 3. Contingent Liabilities not provided: 

         (i)Gratuity accruing           40 Lakh 

    (ii) Sales tax disputed 10 lakh 

Apply the guidelines for issue of bonus shares and state up to what ratio the 

company can issue bonus shares. Show your working if you so desire. 

 

 

 

 

 

 

    

AnswerAnswerAnswerAnswer    

Calculation of the amount of maximum permissible bonus issue: 

 

G.R. 4.00 Crores 

IAR 1.00 Crores 

CRR 1.00 Crores  

P&L A/C 0.35 Crore 

Gratuity -0.40 x 0.70 Crore 

Sales tax disputed -0.10 x 0.70 Crore 

Total amount  6.00 Crores 

Ratio of bonus shares : 6.00 Crores /2.00Crores   =  3. The company may issue 3 

shares as bonus shares for each share held after raising the authorized capital 

suitably (through alteration of MOA). 

CONSUMER FINANCE 

                                        Q. No. 26Q. No. 26Q. No. 26Q. No. 26 : Shri Govindji buys a car fpr Rs.6,00,00 on hire-purchase basis. Down 

payment Rs.1,00,000. The balance amount is payable in 20 EMIs. The flat interest 

rate is 6.50% p.a. Find the amount of each installment by each of two methods.                  

Answer :                                                                                                                                        

Flat interest rate Method : 

Total interest       5,00,000 x 0.065 x 20/12  = 54167 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 31

Total payment 5,54,167 

Amount of  EMI         5,54,167/20 = Rs.27,708 

 Effective interest rate method 

Flat rate = (Effective rate +1)/2 

Effective rate = 12% p.a. monthly compounded 

6.50 = (Effective interest rate +1) /2 

     Amount of EMI =  

                                 5,00,000 

 (1/1.01)1 + (1/1.01)2   ……………………………………+ (1/1.01)20     

=  Rs.27,708 

 Q. �o. 27 :You purchased a house on Hire-purchase basis. The cash Price was 

Rs.5,00,000. Interest was agreed at 16% p.a. The amount was to be paid in annual 

equated installments; the first payment was down payment. Prepayment is 

permitted subject to a penalty of “Rs.2000xnumber of not-due installments”. After 

making three payments, you get an offer from a housing finance company which 

provides housing loans @15%. Processing fess is 3% of loan amount. You can 

borrow from housing finance company for prepayment of Hire-purchase 

company’s installments. Should you swap the loan?   

Answer :  

EAI =  

                                                                 5,00,000 

         ---------------------------------------------------- 

         1 + (1/1.16)1 + + (1/1.16)2     + -------------------+ (1/1.16)10 

            = 89,174 
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Table showing interest in various bank payments: 

  Amt. Due     Principal     Interest     
 
 I 5,00,000 

  89,174 89,174 —     

 II 4,10,826 

  23,442 23,442     65,732         

 III 3,87,384 

  27,193 27,193 61,981   

   Amount due          3,60,191 

 

Amount to be borrowed from Housing Finance Company:  

                                 (3,60,191 + 14,000 )(100/97) = 3,85,764 

 

Equated annual installment =  

                                                                 3,85,764 

---------------------------------------------------------------------------------------------------------- 

(1/1.15)1 + + (1/1.15)2     + ------------------- + (1/1.15)7 

 

= 92,723 

Swap is not recommended. 

 

                                    Q. No. 28Q. No. 28Q. No. 28Q. No. 28 : You borrow Rs.5,00,000 on MIBOR+2% basis. The repayment is to be 

made in 10 annually equated installments. Find the amount of each installment if 

MIBOR was 8% in first two years and 7% after that. 

                                AnswerAnswerAnswerAnswer    

Amount of first two installments : 5,00,000/6.145 = 81,367  

         Table showing interest in various bank payments: 

 Amount due  Principal  Interest  

 5,00,000   

I Installment  

Amount due  

-31,367 

4,68,633 

31,367 50,000 

II installment 34,504 34,504 46,863 
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Amount due  4,34,129 

         Amount of each of remaining annual installments: 4,34,129/ 5.535  = Rs. 78,433. 

                                            Q. No. 29Q. No. 29Q. No. 29Q. No. 29 : You can purchase a television for Rs.36,000 payable in 21 monthly equal 

installments ,the first installment being down payment. Alternatively, you can purchase 

the TV by making a down payment of Rs.34,000. You can avail a loan for purchasing 

TV from a bank at 12% p.a. monthly compounded, repayable in 36 EMIs, the first 

payment to be made o n the date of purchase. Advise. 

                                            AnswerAnswerAnswerAnswer : EMI of loan = 33000 / (1 + 18.046 ) = 1785 

                        Installment of purchase from dealer = 36000/21 = 1714 

                        Purchase from the dealer is recommended. 

 

MISCELLANEOUS  

 

Q. No. 30Q. No. 30Q. No. 30Q. No. 30: Ze-Te Fashions is a high-fashion women’s garments manufacturer. It is 

planning to introduce a new fashion garment in the market in the forthcoming Diwali 

season. Four metres of cloth (material) are required to layout the dress pattern. 

After cutting, some material remains that can be sold as a cut-piece. The left-over 

material can also be used to manufacture a matching cap and handbag.  

Ze-Te expects to sell 2,500 dresses, if matching caps and handbags are not provided 

and 20% more, if matching caps and handbags are made available. The market 

research indicates that the cap and/or handbag cannot be sold independently, but 

only as accessories with the dress. 

 

 

The following combination of sales is expected: 

Complete sets of dress, cap and handbag 68% 

Dress and Cap only 12% 

Dress and handbag only 09% 

Dress only 11% 

 100% 

The material used in the dress costs Rs. 60 per metre. The cost of cutting the dress, 

if the cap and handbag are not manufactured, is estimated at Rs. 20 a dress and the 

resulting remnants can be sold for Rs. 5 for each dress cut out. 

If the cap and handbag are to be manufactured, it requires a more delicate and 

skillful cutting and hence cutting cost will increase by Rs. 8 per dress.  

The selling prices and the other costs to complete the three items, once they are cut, 

are as follows: 
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Selling Price per unit Other costs per unit 

 Rs. Rs. 

Dress 400.00 48.00 

Cap   29.00   6.50 

Handbag   18.00   3.00 

Other costs per unit exclude the cost of material and cutting. 

You are required to prepare a statement showing: 

(a) Should the company go in for caps and handbags along with dresses? 

Substantiate your answer. 

(b)  What are the non-quantitative factors that could influence the company’s 

decision to manufacture caps and hand bags that match the dress.        

(May, 2001)(May, 2001)(May, 2001)(May, 2001) (20 marks) 

 

    

Answer    Answer    Answer    Answer        

Accounting Information for Decision regarding selling the Accessories   

(A) Only the Dresses may be sold  

(B) Accessories may also be sold 

Statement showing profit under A Alternative: 

Sales                              2500 400                                               

10,00,000 

Cost of material              2500 x 235 

Cutting charges              2500 x 20 

Other costs                     2500 x 48 

 

 

                                                

7,82,500 

Profit  2,42,500 

 

Statement showing profit under B Alternative: 

Sales  (Dresses)                 3,000 x 400 

Sales ( caps )                      2,400 x 29 

Sales (Handbags)               2,310 x 18 

 

 

                                 

13,11,180 
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Cost of material (all three items)    2400 x 240 

Cost of material (only dresses)        600 x 235 

Cutting charges ( all three items)     2400 x 28 

Cutting items ( Only dresses)             600 x 20 

Other costs ( Dresses)                     3000 x 48                        

Other costs ( caps)                       2,400 x 6.50 

Other costs ( handbags)               2310 x 3.00 

 

 

 

 

 

 

9,62,730 

Profit  3,48,450 

 

(ii) The non-quantitative factors affecting the decision: 

(a) Customer satisfaction: The customer may have the choice of buying 

the accessories. This may give them more value of their money and 

satisfaction. 

(b) The burden on production facilities. 

Cutting cloth for handbags and caps from the same piece of cloth may affect the 

quality of dress. 

 

Q. No.31Q. No.31Q. No.31Q. No.31: A company offers 12 per cent convertible debentures to the public. Face 

value Rs.200. Issues at par. 50 per cent of the face value to be converted into 4 

equity shares of Rs.10 each at a premium of Rs.15 each one year after the allotment 

of debentures. At that time market value of the equity shares is likely to be Rs.35. 

The remaining portion of the debenture is redeemable after seven years from 

allotment at a premium 5 per cent. For each debenture, the allottee would be entitled 

subscribe one fully convertible debenture of Rs.100 (carrying 10 per cent p.a. 

interest) two years after allotment of above-mentioned 12 per cent debentures. The 

fully convertible debentures would be converted one year after issue, into 4 equity 

shares of Rs.10 each at Rs.25. At the time of this conversion, market price of the 

share is likely to be Rs.40. Advise a prospective investor whether he should 

subscribe 12 per cent convertible debentures or not assuming interest payable half-

yearly in case of both the debentures. He can alternatively invest his money at 20 

per cent p.a. interest payable half-yearly. Ignore tax.  

AnsAnsAnsAnswer                      wer                      wer                      wer                          

    Rs.200 Debenture 

 

   

 50%        50% 

     Convertible    Non-Convertible  

          Portion Rs.100    Portion Rs.100 

          

NPV of Convertible portion of 12% Debenture  

= - 100 + 6 (1/1.10) + 6 (1/1.10)2 + 140 (1/1.10)2 

= - 100 + 126.12 = 26.12 

 

NPV of Non-Convertible Portion of 12% Debenture  

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 36

 = - 100 + 6 x 7.367 + 105 x (1/1.10)14 

 = - 100 + 6 x 7.367 + 105 x 0.263 

 = - 28.18 

                    Total NPV = 26.12 – 28.18 = -2.16 

 

NPV of 10% Debenture  

 =  - 100 (1/1.10)4 + 5 (1/1.10)5 + 5 (1/1.10)6 + 160 (1/1.10)6 

 = - 100 x .683 + 5 x 0.621 + 5 x 0.564 + 160 x 0.564 

 =  Rs.27.87 

NPV of both the debentures = Rs.25.71 

Recommendation: Invest in both the debentures. 

 

Q.No.32Q.No.32Q.No.32Q.No.32: C developed original specification of a product and founded C 

Manufacturing Ltd. In 1997, the firm manufactured 980 Nos. at an average price of 

Rs.900 each. In 1998 due to continuous price rise of the inputs, he raised his prices 

at an average of 12%, since he knew he could sell his plant’s full capacity of 980 

Nos. per year. In spite of price rise for product, which sold for over Rs.1,000 for 

the first time, C was surprised to learn in late 1998 ( as may be seen from the 

financial statements) that C Manufacturing Ltd show a decline in earnings and still 

worse, decline in Cashflow. 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 1999 

(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 as to be able to buy new machinery. 

(iv) it is still not late to switch to LIFO for 1998. this will reduce closing inventory 

to Rs. 3,30,000 and raise cost of goods sold. 

 

C Manufacturing Ltd, Income statement (Rs.000) 

   1998   1998   1997   1997 

Sales  

Cost of goods sold : 

Opening inventory 

Raw material  

Labour 

Depreciation  

End inventory  

Gross margin 

Administration expenses 

EBIT 

Interest 

EBT 

Income tax  

Profit after tax 

Add: Non-cash expenses 

 

 

320 

500 

200 

150 

-390 

 

1,008 

 

 

 

 

 

780 

228 

100 

128 

  50 

  78 

  39 

  39 

150 

 

 

250 

400 

174 

150 

-320 

900 

 

 

 

 

 

654 

246 

 92 

154 

50 

104 

52 

52 

150 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 37

Inventory changes  

Cash flow  

-70 

119 

-70 

132 

 

Required (i) What is the weighted average inflation factor for the firm using 

LIFO? 

(ii) It the firm desires a 15% profit margin on sale, how much should the firm 

charge for the product per unit? (May, 1999(May, 1999(May, 1999(May, 1999) (10 Marks) (Compilation Q. 

No.10 Chapter I) 

 

 

 

 

AnswerAnswerAnswerAnswer Statement showing current cost (Rs.000) 

 1998 1997 

Op. stock of raw  material          320 250 

+ purchases  +500 +400 

-c. stock of raw mat. (LIFO)  -330 -320 

Raw mat. Consumed 490 330 

Labour +200 +174 

Depreciation   +165 +150 

Cost of goods sold 855 654 

+ Administration Exp +100 +92 

Total cost 955 746 

Weighted average inflation Factor = 209/746 = 0.28 

(ii) Cost per unit = 9,55,000/980 =974.50 

SP = 974.50 / 0.85 = 1146.47 

 

 

 

EXTRA PRACTICE (MUST DO) 

    

Q. No. 33:Q. No. 33:Q. No. 33:Q. No. 33: A firm has a bond outstanding Rs. 3,00,00,000. The bond has 12 years 

remaining until maturity, has a 12.5 per cent coupon and is callable at Rs. 1,050 per 

bond; it had floatation costs of Rs. 4,20,000, which are being amortised at Rs. 30,000 

annually. The floatation costs for a new issue will be Rs. 9,00,000 and the current 

interest rate will be 10 per cent. The after tax cost of the debt is 6 per cent. Should 

the firm refund the outstanding debt? Show detailed workings. Consider Corporate 

Income-tax rate at 50%. (Nov. 2001)(Nov. 2001)(Nov. 2001)(Nov. 2001) (8 marks) 

 

AnswerAnswerAnswerAnswer    

Notes: 
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(j) For attempting this question, it is assumed that the floating cost of debentures 

is amortized (for tax purposes) over the life of the debentures. (The question states 

“which are being amortised at Rs.30,000 annually”). 

 

(ii)  Call premium will be allowed as deduction in the first year of calling the 

debentures under section 37 of the Income tax, Act, 1961. (There is no specific 

section of the Act that allows or disallows or amortizes this amount) 

 

DCF analysis of the proposal of calling the bonds 

 Period PVF CF PV 

Payment of call premium  0 1 -15,00,000 -15,00,000 

Payment of floatation cost 0 1 -9,00,000 - 9,00,000 

Tax savings on call premium  1 0.943 +7,50,000 +7,07,250 

Tax savings on unamortized 

floating cost  

1 0.943 +1,80,000 +1,69,740 

Savings of net of tax interest  1-12 8.384 +3,75,000 annually +31,44,000 

Tax savings on amount of 

amortization of floating cost  

1-12 8.384 +37,500 annually  +3,14,400 

Foregone tax savings on the 

amount of amortization of 

floating cost of old bonds  

1-12 8.384 -15,000 annually  -1,25,760 

NPV Rs.18,09,630 

 
Q. No. Q. No. Q. No. Q. No. 34343434: The following is the Balance Sheet of a Private Limited Company as at 

31st March, 2008: 

 

Capital and 

Liabilities  

Rs. Property and Assets  Rs. 

Share Capital :  Fixed asses :    

Authorised: 8,000 

Equity shares of  

Rs. 100 each 

 

 

8,00,000 

Cost 

Less depreciation 

Current assets:  

6,00,000 

2,00,000 

 

4,00,000 

10,000 11% 

Cumulative 

Preference shares 

of Rs. 100 each 

 

 

 

10,00,000 

Stock in trade 

Sundry debtors  

Cash and bank 

   Balances 

2,00,000 

4,00,000 

 

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 exp. 

 

4,00,000 
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Rs. 11,00,000  Rs. 11,00,000 

 

The company finds that a very profitable market exists for its products and with a 

little 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 a 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 is 

engaged is 2:1. 

 

Please advise the management on the various methods available to it to meet the 

cost of financing the expansion, keeping in mind the interest of the equity 

shareholders.  (May 2008) (16 Marks)(16 Marks)(16 Marks)(16 Marks)    

 

    

AnswerAnswerAnswerAnswer    

Assumptions :     (i) Current annual profit Rs.3,00,000 is after tax.  

(ii) Tax rate is 30% 

Observations and Suggestion, 

(i) It is very high profitable company. It’s return on equity is 3,00,000/5,00,000 

i.e. 60%. 

(ii) The proposed project’s return on investment (Post tax) will be 1,50,000 / 

10,00,000 i.e. 15%. 

(iii) It is assumed that the equity shareholders, who are enjoying a return of 60% 

at present, won’t like to invest in a project giving 15% return. 

(iv) All the required amount cannot be raised from through debt as it will violate 

the industry norm of debt equity ratio as such violation has a negative impact 

on the market price of the share) 

(v) Raising the entire amount from debt is not desirable as it will increase (i) 

cost of borrowing which is 15% at present and (ii) financial risk in the 

business. 

(vi) Considering all these point in mind, it is suggested that 30% of the 

required fund may be raised through 15% debt and another 70% through 

11% Preference share capital. 

 

Calculation of EPS at present and with new proposal 

 Status quo With New proposal 

Profit  3,00,000 4,50,000 

Additional interest less 

tax savings 

 -31,500 

 3,00,000 4,18,500 

Preference dividend  ---- -77,000 

Profit for equity 

shareholders  

3,00,000 3,41,500 

EPS 75 85.375 
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Q.No.35Q.No.35Q.No.35Q.No.35   ABC Ltd’s shares are currently selling at Rs. 13 per share. There are 

10,00,000 shares outstanding. The firm is planning to raise Rs.20 Lakhs to finance a 

new project.  

Required: What is ex-right price of shares and the value of rights, if (i) the firm 

offers one right share for every two shares held (ii) the firm offers one right share 

for four held. 

 How does the shareholders wealth change from (i) to (ii)? How does right issue 

increases shareholders’ wealth?   (6 Marks) (Nov.2004)(Nov.2004)(Nov.2004)(Nov.2004)    

Answer (i) Answer (i) Answer (i) Answer (i)     

Issue price         =   20,00,000/5,00,000   =   4 

Post right price =   {(10,00,000 x 13)+20,00,000}/15,00,000   =   10 

Value of right of applying one new share   =   10- 4 =   6 

 

 

(ii) 

Issue price                 =      8 

Post issue price          =    {(10,00,000 x 13)+20,00,000}/12,50,000 = 12 

Value of right             =   4 

(iii) 

Suppose the investor is holding 4 shares before right issue: 

Wealth Before right          =     13 X 4 = Rs.52 

Wealth after right             =     10 X 6 – 8 (cash) = Rs.52 

Wealth Before right          =     13 X 4 = Rs.52 

Wealth after right             =     12 X 5 – 8 ( cash) = Rs.52 

No change in wealth from (i) to (ii) 

Right issue increases the wealth of shareholders only if rate of return on investments 

of right proceeds is greater than ke. 

Q. No. 36(a):Q. No. 36(a):Q. No. 36(a):Q. No. 36(a): Write a brief note about regulation of NBFCs in India. (May, 2005)  

Answer  

A NBFC is a company engaged in the business of providing credits, acquisition of 

marketable securities, hire purchase and/ leasing business. These companies:  

• can not  accept demand deposits 

• can not issue cheque books. 

• The deposits in such companies are not covered by deposit insurance. 

• Such companies must be registered with RBI, minimum capital Rs.2 Crores 

• Maximum interest rate that can be paid by such companies is 12.50%. 

All NBFCs are not entitled to accept public deposits. Only those NBFCs holding a 

valid Certificate of Registration with authorization to accept Public Deposits can 

accept/hold public deposits. The NBFCs are allowed to accept/renew public deposits 
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for a minimum period of 12 months and maximum period of 60 months. They cannot 

accept deposits repayable on demand. 

RBI regulates the NBFC through the following measures: 

(i) Mandatory Registration. 

(ii) Minimum owned funds. 

(iii) Only RBI authorised NBFCs can accept public deposits. 

(iv) RBI prescribes the ceiling of interest rate. 

(v) RBI prescribes the period of deposit. 

(vi) RBI prescribes the prudential norms regarding utilization of funds. 

(vii) RBI directs their investment policies. 

(viii) RBI inspectors conduct inspections of such companies. 

    (ix) RBI prescribes the points which should be examined and reported by the 

auditors of such companies. 

(ix)  RBI prescribes the norms for preparation of Accounts particularly provisioning of 

possible losses.                                                                                                                                              

(x) If any of interest or principal or both is/ are due from any customer for more than 6 

months, the amount is receivable (interest or principal or both) is termed as non-

performing asset. 

Every NBFC shall classify its lease/hire purchase assets, loans and advances and 

any other forms of credit into the following classes namely,  

(i) Standard assets;        (ii) Sub-standard assets;  

(iii) Doubtful assets; and     (iv) Loss assets 

(i)Standard asset – no risk of recovery (other than normal business risk) 

(ii)Sub standard asset  

• an asset classified as non-performing for period not more than 18 months   

• not one year of satisfactory performance expired for renegotiated loans  

(iii) Doubtful asset  

• term loan, lease asset , hire purchase asset or any other asset which remains 

sub-standard for exceeding 18 months  

• equity shares of loss making company 

(iv) loss asset  

• identified as such by NBFC or auditors or RBI inspectors  

• the recovery from the asset received as security becomes doubtful 

Provisioning requirements: 

(a) Loss assets – 100% 

(b) Sub- standard asset – 10 % 

(c) Doubtful asset  
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• non-secured portion – 100% 

• for secured portion  

 

Period for which considered as doubtful % of provision 

Up to one year  20 

One to three years 30 

More than three years 50 

Capital adequacy Norms: Every NBFC shall maintain a minimum capital ratio consisting 

Tier I and Tier II capital (not exceeding 100 % of Tier I capital) which shall not be less 

than 12 % of aggregate of Weighted risk assets and risk adjusted value of off Balance-

Sheet items.                                                                                                                                

 

 

 

 

Q. �o. 36(b) While closing its books of accounts on 31st March, 2005 a NBFC has its 

advances classified as follows: ( Rs in Lakhs )     

 

 

 

 

 

 

 

 

 

                                                                                                                                

Calculate the amount of provision, which must be made against the advances.    

 

 

    

Answer Answer Answer Answer     

Type of assets   Provision for 

doubtful debts  

(i) Standard assets --- ------------ 

(ii) Loss assets  100% of Rs.48L Rs.48L 

(iii) Sub-standard 10% of Rs.1340L Rs.134L 

(iv) Unsecured portion of 

Doubtful  

100% of Rs.97L Rs.97L 

(v) Secured portion of doubtful: 

(a) Up to one year 

(b) One to 3 years 

(c) More than 3 years  

 

  20% of Rs.320L 

  30% of Rs.90L 

  50% of Rs.30L 

 

 

 

           Rs.106L 

Total provision  Rs.385L 

Standard assets                                                                                                                    

Sub-standard assets                                                                                       

secured position of doubtful debts :                                                                                         

- upto one year                                                         

- one year to three years                                                                                                      

- more than three years                                                                                                        

Unsecured portion of doubtful debts                                                                                

Loss assets                                                                                                                  

16800                           

1340               

320                        

90                               

30                            

97                       

48                                                                                                                           
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Q. No. 37Q. No. 37Q. No. 37Q. No. 37:A limited company operates a lodging house with a restaurant, shops and 

recreational facilities attached. Its manager has entrusted you with the planning of 

the coming year’s operations, more particularly on the level of profits the company 

was likely to earn. 

The lodging house has 100 double-bed rooms, which are likely to be rented at Rs. 

150 per day. The manager expects an occupancy ratio of 75% for a period of 250 

days during the tourist season. It is also anticipated that both the beds in a room will 

be occupied during the period. 

Each person staying in the lodging house is expected to spend, on the basis of past 

statistics, Rs. 30 per day in the shops attached to the lodge and Rs. 60 per day in the 

restaurant. The recreational facilities are not charged to the customer. 

Some other relevant data available to you is as under: 

(i)Variable cost to volume ratio: 

 Shops Restaurant 

 Cost of goods sold  40% 30% 

 Supplies 5% 15% 

 Others 5% 10% 

 

(ii)  For the lodging house, the variable costs are Rs. 25 per day per occupied     

room for cleaning, laundry etc. 

(iii) Annual fixed costs for the entire complex are Rs. 19,50,000. 

 From the above, you are required to prepare: 

(a) an income statement for the coming year; and 

(b)(b)(b)(b) an analysis to indicate whether the manager’s suggestion of reducing 

the room rent to Rs. 125 per day to enhance the occupancy ratio to 

90% should be accepted.    (14 marks)  (May 1998))  (May 1998))  (May 1998))  (May 1998)    

 

 

 

 

AnswerAnswerAnswerAnswer    

(a) Working note: No. of occupied room days : 100 x 0.75 x 250 = 18,750 

 

Income statement for coming year 

Revenue/costs Calculations  Amount  

Lodging house 

revenue 

18,750 occupied room days x Rs.150 per 

day   

Rs.28,12,500 

Shop Revenue  18,750 x 2 x Rs.30 per person  Rs.11,25,000 

Restaurant revenue  18,750 x 2 x Rs.60 per person Rs.22,50,000 

Total revenue (A)  Rs.61,87,500 

Total costs : 

Lodging costs 

Shop  

 

18,750 x 25 

11,25,000 x 0.50 

 

 

 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 44

Restaurant  

FC 

Total cost ( B)  

22,50,000 x 0.55 

19,50,000 

 

 

 

Rs.42,68,750 

Income (A) – (B)  Rs.19,68,750 

 

(b) Working note: No of occupied room days : 100 x 0.90 x 250 = 22,500 

Estimated Income statement for coming year  

                              (As per the Manager’s proposal) 

Revenue/costs Calculations  Amount  

Lodging house 

revenue 

22,500 occupied room days x Rs.125 per 

day   

 

Rs.28,12,500 

Shop Revenue  22,500 x 2 x Rs.30 per person  Rs.13,50,000 

Restaurant revenue  22,500 x 2 x Rs.60 per person Rs.27,00,000 

Total revenue (A)  Rs.68,62,500 

Total costs : 

Lodging costs 

Shop  

Restaurant  

FC 

Total cost ( B)  

 

22,500 x 25 

13,50,000 x 0.50 

27,00,000 x 0.55 

19,50,000 

 

 

 

 

 

 

Rs.46,72,500 

Income (A) – (B)  Rs.21,90,000 

 

The manager’s suggestion may be accepted as it results in the increased amount of 

profit. 

 

Q. �o.38:  Balance sheet of a company as on 31 December 2002 discloses the following 

information:                                                                               Rs. 
   (i) Authorised capital     

   2,00,000 equity shares of Rs. 100 each        2,00,00,000 

   9% 10,000 redeemable preference shares  

   of Rs. 100 each                                            10,00,000 

 (ii) Paid-up capital 

   50,000 equity shares of Rs.100 each  

   Rs. 50 paid-up                                              25,00,000 

   1,00,000 equity shares of Rs. 100 each         1,00,00,000 

   9% 10,000 redeemable preference shares        10,00,000 

 (iii) Reserves 

   Capital redemption fund 6,00,000 

   General reserve 2,00,00,000 

   Investment allowance reserve 20,00,000 

   Dividend equalization reserve 5,00,000 

   Profit & Loss account surplus 3,00,000 

   Revaluation reserve (of assets) 10,00,000 

   Share premium in cash 5,00,000 

   Share premium other than cash 5,00,000 

 (iv) Amounts shown as contingent liabilities  
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   Tax liabilities in dispute 4,00,000 

   Excise duty in dispute 10,00,000 

   Sales tax in dispute       2,00,000 

Following further information is supplied:  

The company’s pre-tax profits for the previous three years are: 

   2000  Rs. 20,00,000 

   2001  Rs. 30,00,000 

   2002  Rs. 33,00,000 

You are requested by the management to advise it as to the maximum bonus shares 

it can issue.    

    

AnswerAnswerAnswerAnswer    

Calculation of the amount of maximum permissible bonus issue: 

G.R. 2.00 Crores 

IAR 0.20 Crores 

DER 0.05 Crores  

P&L A/C 0.03 Crore 

Share Premium in cash  0.05 Crore 

Tax liability  - 0.04 Crore 

Excise  -0.10 x 0.70 Crore 

Sales tax disputed -0.02 x 0.70 Crore 

Total amount  2.206 Crores 

The company may issue bonus shares of Rs.2.206 Crores after making the partly 

paid shares as fully paid up through call on these shares. 

 

Notes: (a) Capital redemption fund. Fund is backed by the investments i.e. the 

company has created the capital redemption reserve for the redemption of the 

Preference shares and the amount of this reserve has been invested outside the 

business. This amount can be used for bonus issue only after redemption of 

preference shares.  

(b) Tax liability has been assumed as Income Tax liability. 

(c) Dividend Equalization reserve is created to keep the fluctuations in dividends in 

control. If in year, more than expected profits are there, some amount is transferred 

from P& L account to DER a/c. If any year, the profits are less than the expected, 

the amount standing to its credit may be used for dividend payment purposes.  

Q. No. 39Q. No. 39Q. No. 39Q. No. 39 :  Boxless plc has subsidiaries in three overseas countries, Annovia, Cardenda 

and Sporoon. Corporate taxes for the three countries are shown below: 

 Corporate income 

tax 

Withholding tax on 

dividends 

% of after tax 

income remitted to 

UK 

Annovia 40% 10% 70% 

Cardenda  25% - 40% 

Sporoon 20% 5%  80% 
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The UK corporate tax rate is 30%, and bilateral tax treaties exist between the UK and 

each of the three countries. Under the treaties,  corporate tax as well as withholding tax  

paid overseas on income remitted to the UK may be credited against UK tax liability.  

 

The UK government currently taxes only income from multinational companies’ overseas 

subsidiaries when such income is remitted to the UK. UK tax liability is based upon the 

grossed up dividend distributions to the UK (grossed up at the Corporate tax rate of the 

subsidiary). 

 

The UK government is now considering taxing the gross income earned by overseas 

subsidiaries. If such gross income were to be taxed, credit against UK tax liability would 

be available for all corporate as well as with holding tax paid overseas. 

 

Estimate the impact on the cash flows of Boxless if the UK government alters the tax 

rules as detailed above. Assume that the taxable income in each of the subsidiaries is the 

equivalent of £100,000.   ( Adapted ACCA Dec 2004) 
    

    

    

    

AnswerAnswerAnswerAnswer    

Statement showing appropriation of Incomes of three subsidiaries 

 Annovia   Cardenda   Sporoon 

PBT 1,00,000 1,00,000 1,00,000 

Corporate tax  40,000 25,000 20,000 

PAT 60,000  75,000 80,000 

Dividend to Holding co,  42,000 30,000 64,000 

Withholding tax  4,200 - 3,200 

 

Statement showing Income of Holding co from its subsidiaries ( Present Law) 

 Annovia   Cardenda   Sporoon 

Dividend  42,000 30,000 64,000 

Grossed up Dividend  70,000 40,000  80,000 

Corporate tax of Holding 

company 

21,000 12,000  24,000 

Tax paid by Subsidiaries 

on dividend recd by 

holding   

28000 + 4200 10,000 16000 + 3200 

Tax Credit  21000  10000 19200 

Tax to be paid by Holding  Nil  2,000  4,800 

 

Statement showing Income of Holding co from its subsidiaries ( Proposed Law) 

 Annovia   Cardenda   Sporoon 

Gross income 

earned by 

Subsidiaries  

1,00,000 1,00,000 1,00,000 
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Corporate tax of 

Holding co. 

30,000  30,000   30,000 

Tax paid by 

Subsidiaries   

40,000 + 4200 25,000 20000 + 3200 

Tax Credit  30,000  25,000 23200 

Tax to be paid by 

Holding co. 

Nil  5,000 6800 

 

Q. �o. 40 A company is considering engaging a factor, the following information is 

available: 

 

(i) The current average collection period for the Company’s debtors is 80 days 

and ½ % of debtors default. The factor has agreed to pay money due after 60 

days and will take the responsibility of any loss on account of bad debts. 

 

(ii) The annual charge for the factoring is 2% of turnover payable annually in 

arrears. Administration cost saving is likely to be Rs. 1,00,000 per annum. 

 

(iii) Annual sales, all on credit, are Rs. 1,00,00,000. Variable cost is  80% of sales 

price. The Company’s cost of borrowing is 15% per annum. Assume the year 

is consisting of 365 days. 

 

Should the Company enter into a factoring agreement.        .        .        .            (May,2006) ((May,2006) ((May,2006) ((May,2006) (5 marks) 

 

 

 

    

Answer Answer Answer Answer     

Statement showing annual cost benefit analysis of factoring proposal 

 Cost  Benefit  

Savings of Administrative charges    Rs.1,00,000 

Savings of bad debts   Rs.50,000 

 

Reduction of debtors : Rs.1,00,00,000 x 20/365 

                              = Rs.5,47,945 

Reduction of interest : 5,47,945 x 0.15 

  

 

 

Rs.82,192 

Factoring charges 1,00,00,000 x 0.02 2,00,000  

Total  2,00,000 Rs.2,32,192 

 Net benefit Rs.32,192, The factoring arrangement is recommended. 

 

Q. �o. 41 

The following is the Balance Sheet as at 31st March, 1998 of S Co. Ltd. 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 48

 Rs. Rs. 

Share Capital :   

10,000 equity shares of Rs. 100 each fully paid up 10,00,000  

25,000 11% cum preference shares of Rs. 10 each fully 

paid up  

2,50,000 12,50,000 

Reserves and surplus  25,00,000 

Secured loans  20,00,000 

Unsecured Loans   12,00,000 

Trade creditors  18,00,000 

Outstanding expenses  7,50,000 

  95,00,000 

Represented by    

Fixed assets 55,00,000  

Current assets 37,00,000  

Advances and deposits  3,00,000 95,00,000 

 

The company plans to manufacture a new product in line with its current production, 

the capital cost of which is estimated to be Rs. 25 lakhs. The company desires to 

finance the new project to the extent of Rs. 16 lakhs by issue of equity shares at a 

premium of Rs. 100 per share and the balance to be raised from internal sources.  

 

Additional informations made available to you are:  

(a) Rate of dividends made available in the past five years i.e. year ended 31st March, 

1998, 31st March, 1997, 31st March, 1996, 31st March, 1995 and 31st March, 1994 

were 24%, 24%, 20%, 20% and 18% respectively. 

(b)Normal earning capacity (net of tax) of the business is 10%. 

(c)Turnover in the last three years was Rs. 80 lakhs (31.3.1998), Rs. 60 lakhs 

(31.3.1997) and Rs. 50 lakhs (31.3.1996). 

(d) Anticipated additional sales from the new project Rs. 30 lakhs annually. 

Net profit before tax from the existing business which was 10% in the last three 

is expected to increase to 12% on account of new product sales. 

    Income-tax rate is 35%. 

 

The trend of market price of the equity share of the company, quoted on the 

Stock Exchange was: 

  

Year High Low 

 Rs. Rs. 

1997-98 300 190 

1996-97 250 180 

1995-96 240 180 
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You are required to examine whether the company’s proposal is justified. Do you 

have any suggestions to offer in this regard? All workings must form part of your 

answer. (20 marks)  (Nov. 1998)(Nov. 1998)(Nov. 1998)(Nov. 1998)    

 

AnswerAnswerAnswerAnswer: 

Calculation of PE ratio of present business: 

PBT (10% of Sales)                                                         8,00,000 

Tax                                                                              -2,80,000 

PAT                                                                               5,20,000 

Preference dividend                                                          -27,500 

 Profit for equity shareholders                                          4,92,500 

No. of equity shares                                                            10,000 

EPS                                                                                      49.25 

Price per share: (300+190)/2 =                                                 245 

PE ratio                                                                                4.974 

 

Calculation of expected EPS and market price per share 

(in case of new product) 

Net profit before tax        12% of 1,10,00,000                    13,20,000 

Tax                                                                                  4,62,000 

Profit after tax                                                                  8,58,000 

Preference dividend                                                             27,500 

Profit for equity shareholders                                             8,30,500 

No. of equity shares                                                              18,000 

EPS: 8,58,000/18,000                                                              46.14 

Market price per share           46.14 x 4.974                           229.50 

Implementation of the proposal with equity financing will result in reduced market 

price of the share and hence, may not be accepted.  

 

The proposal results in pre-tax profit of Rs.5,20,000 on the new funds investments 

of Rs.16,00,000. It seems to be attractive investment. It may be implemented by 

raising the funds at lower cost. For example, company may raise the borrowed funds, 

say 12%. In this case, the EPS will be calculated as follows: 

PBT                                                13,20,000 – 1,92,000 = 11,28,000 

Tax                                                                                   -3,94,800 

                                                                                           7,33,200 

Pref. Dividend                                                                       -27,500 

Earning for equity shareholders                                             7,05,700 

EPS                                                                                          70.57 

With increased EPS, the market price per share is expected to go up. 

 

 

EXTRA PRACTICE QUESTIONS (OPTIONAL) 
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Q. No.42Q. No.42Q. No.42Q. No.42 :M/s Transindia Ltd. is contemplating calling Rs. 3 crores of 30 years, Rs. 

1,000 bond issued 5 years ago with a coupon interest rate of 14 per cent. The bonds 

have a call price of Rs. 1,140 and had initially collected proceeds of Rs. 2.91 crores 

due to a discount of Rs. 30 per bond. The initial floating cost was Rs. 3,60,000. The 

Company intends to sell Rs. 3 crores of 12 per cent coupon rate, 25 years bonds to 

raise funds for retiring the old bonds. It proposes to sell the new bonds at their par 

value of Rs. 1,000. The estimated floatation cost is Rs. 4,00,000. The company is 

paying 40% tax and its after cost of debt is 8 per cent. As the new bonds must first 

be sold and their proceeds, then used to retire old bonds, the company expects a two 

months period of overlapping interest during which interest must be paid on both the 

old and new bonds. What is the feasibility of refunding bonds? (5 marks) Nov. 2005)) Nov. 2005)) Nov. 2005)) Nov. 2005)    

 

AnswerAnswerAnswerAnswer    

Initial outlay: 

Call premium                                 42,00,000 

Floatation cost                                4,00,000 

Interest for 2 months                       7,00,000           53,00,000 

 

DCF analysis of the proposal of calling the bonds 

 Period PVF CF PV 

Initial outlay 0 1 -53,00,000 -53,00,000 

Tax savings on initial outlay  1 0.926 +21,20,000 +19,63,120 

Savings of net of tax 

interest  

1-25 10.675 +3,60,000 

annually 

+38,43,000 

NPV Rs.5,06,120 

 

The proposal of calling the old debentures is recommended. 

 

 

Notes 

• Floatation cost is allowed as deduction in the year of the debenture issue. 

The floating cost of proposed issue would be allowed as deduction in I year.  

• Call premium will be allowed as deduction in the first year of calling the 

debentures under section 37 of the Income tax, Act,1961. (There is no 

specific section of the Act that allows or disallows or amortizes this 

amount) 

• Flotation cost of original debenture issue would have been allowed in the 

year of the debenture issue itself.  

 

• The discount on issue of debenture (original issue) would have been 

allowed in the year of the debenture issue itself.  

 

 

Q. No. 43Q. No. 43Q. No. 43Q. No. 43 X Ltd., a widely held company is considering a major expansion of its 

production facilities and the following alternatives are available:  
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 Alternative (Rs. in lakhs) 

 A B C 

Share Capital  50 20 10 

14% Debentures - 20 15 

Loan from a Financial 

institution @ 18% p.a.  

 

- 

 

10 

 

25 

 

Expected rate of return before tax is 25%. The rate of dividend of the company is 

not less then 20%. The company at present has low debt. Corporate taxation 50%. 

 

Which of the alternatives you would choose? (8 marks) (Nov. 1997)(Nov. 1997)(Nov. 1997)(Nov. 1997)    

 

Answer Answer Answer Answer     

Statement showing Return on Equity shareholders fund: 

 

(Rs. Lakhs) 

 A B C 

EBIT 12.50 12.50 12.50 

Debenture Interest  ---- -2.80 -2.10 

Interest from FI ---- -1.80 -4.50 

Tax  -6.25 -3.95 -2.95 

PAT 6.25 3.95 2.95 

Return of ESC 12.50% 19.75% 29.50% 

 

Scheme C is recommended as under only this scheme the dividend of not less than 

20% can be paid. 

 

Q. No.  44Q. No.  44Q. No.  44Q. No.  44: The Modern Chemicals Ltd. requires Rs. 25,00,000 for a new plant. This 

plant is expected to yield earnings before interest and taxes of Rs. 5,00,000. While 

deciding about the financial plan, the company considers the objective of maximizing 

earnings per share. It has three alternatives to finance the project-by-raising debt of 

Rs. 2,50,000 or Rs. 10,00,000 or Rs. 15,00,000 and the balance, in each case, by 

issuing equity shares. The company’s share is currently selling at Rs. 150, but is 

expected to decline to Rs. 125 in case the funds are borrowed in excess of Rs. 

10,00,000. The funds can be borrowed at the rate of 10% upto Rs. 2,50,000, at 15% 

over Rs. 2,50,000 and up to Rs. 10,00,000 and at 20% over Rs. 10,00,000. The tax 

rate applicable to the company is 50%. Which form of financing should be the 

company choose? 

(7 marks)    (Nov. 1999)(Nov. 1999)(Nov. 1999)(Nov. 1999) 

Answer Answer Answer Answer     

Statement showing EPS under each of the three Financing Plans (Rs.) 

 Debt  2,50,000 

Equity  22,50,000 

Debt 10,00,000 

Equity 15,00,000 

Debt 15,00,000 

Equity 10,00,000 

EBIT 5,00,000 5,00,000 5,00,000 
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Interest (See Note) -25,000 -1,37,500 -2,37,500 

EBT 4,75,000 3,62,500 2,62,500 

Tax  -2,37,500 -181,250 -1,31,250 

EAT 2,37,500 181,250 1,31,250 

No. of equity shares 

(See Note) 

 

15,000 

 

10,000 

 

8,000 

EPS 15.833 18,125 16.406 

The recommended method of finance:  

                             Debt Rs.10,00,000 and Equity Rs,15,00,000. 

Working note : 

 Debt  2,50,000 

Equity  22,50,000 

Debt 10,00,000 

Equity 15,00,000 

Debt 15,00,000 

Equity 10,00,000 

Interest  25,000 25000 

+1,12,500 

25,000 

+1,12,500 

+1,00,000 

Total interest  25,000 1,37,500 2.37,500 

No. of equity 

shares  

22,50,000/150  

= 15,000 

15,00,000/150 

=10,000 

10,00,000/125 

= 8,000 

 
 

 

 

 

 

 

 

 

 

Q. No. 45Q. No. 45Q. No. 45Q. No. 45 : The following figures are made available to you:  

 Rs. 

Net profits for the year 18,00,000 

Less: Interest on secured debentures at 15% p.a.  

(debentures were issued 3 months after the commencement of the 

year) 

1,12,500 

 16,87,500 

Less: Income-tax at 35% and dividend distribution tax 8,43,750 

         Profit after tax 8,43,750 

Number of equity shares (Rs. 10 each) 1,00,000 

Market quotation of equity share Rs. 109.70 

The company has accumulated revenue reserves of Rs. 12 lakhs. The company is 

examining a project calling for an investment obligation of Rs. 10 lakhs. This 

investment is expected to earn the same rate or return as funds already employed. 

 

You are informed that a debt equity ratio (Debt divided by debt plus equity) higher 

than 60% will cause the price earning ratio to come down by 25% and the interest 

rate on additional borrowals will cost company 300 basis points more than on their 

current borrowal on secured debentures. 
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You are required to advise the company on the probable price of the equity share, if 

(a) the additional investment were to be raised by way of loans; or 

(b) the additional investment were to be raised by way of equity.(May 1998).(May 1998).(May 1998).(May 1998)                

AnswerAnswerAnswerAnswer    

Working notes 

Capital employed:   ESC 10,00,000 +  

                              Debentures 10,00,000 +  

                              Accumulated Revenue Reserve 12,00,000  

                              = 32,00,000 

(i) ROCE = EBIT/Capital employed = 18,00,000 /(32,00,000) = 56.25% 

(ii) PBT of last year :16,87,500 

         Less tax             :5,90,625 

         PAT                   :1096875 

         EPS                    10.97 

         PE ratio               10 

Main Answer 

Additional borrowings: 

(i) EBIT if the new project is taken up : 42,00,000 x 0.5625  

                                                                 : 23,62,500 

             EAT = 23,62,500 – 3,30,000 interest – 7,11,315 (Tax)=13,21,125 

(ii) EPS = 13,21,125 /1,00,000 = 13.21125 

(iii) Debt equity ratio = 20,00,000/42,00,000 = 48%. PE remains unchanged 

(iv) Price of share = 13.21125 x 10 = Rs.132.1125 

 Additional equity : 

 EAT             23,62,500(EBIT) – 1,50,000 (interest) – 7,74,375 (tax) 

                    = 14,38,125 

EPS ( Assumed that the new shares will be issued at Rs.100) 

           = 14,38,125 /(1,00,000 +10,000)  = 13.07 

Market price ( on  implementation of the scheme) = 130.70 

 

Borrowed funds are recommended as this alternative reports higher market price of 

the share.  

 

Q. No. 46Q. No. 46Q. No. 46Q. No. 46:The following is the capital structure of S Co. Ltd as on 31.12.1998: 

  

Equity shares (Rs.100 each Rs.10,00,000 

10% Preference Shares (Rs.100 each)                                                   Rs.  4,00,000 

12% Debentures                                                                                     Rs.  6,00,000 

                                                                                                                 

The market price of the equity share is Rs.110 and it is expected that a dividend of 

Rs.10 per share would be declared for the year 1998. The dividend growth rate is 

6%. 

(a) If the company is in the 50% tax bracket, compute the weight average cost of 

capital. 

(b) Assuming that in order to finance an expansion plan, the company intends to 

borrow a fund of Rs.10 Lakhs bearing 14% rate of interest, what will be the 

company’s revised weighted average cost of capital? The financing decision is 
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expected to increase dividend from Rs.10 to Rs.12 per share. However, the market 

price of the equity share is expected to decline from Rs.110 and Rs.105 per share. 

(No(No(No(Nov. 1999)v. 1999)v. 1999)v. 1999) (10 Marks) 

AnswerAnswerAnswerAnswer    

(a) Cost of equity  

                    10 

Ke = ----------------- + 0.06 = 15.09% 

                   110 

Weighted average cost of capital: 

Source  Cost (X) Weight (W) XW 

Equity  15.09 0.50 15.09 x 0.50 

Preference shares  10.00 0.20 2,00 

12% debentures  6.00 0.30 1.80 

Total    11.34 

Weighted average cost of capital = 11.34% 

 

(b) Revised Ke: 

                    12 

Ke = ----------------- + 0.06 = 17.42% 

                   105 

Weighted average cost of capital: 

Source  Cost (X) Weight (W) XW 

Equity  17.42 0.3333 17.42 x 0.3333 

Preference shares  10.00 0.1333 1.3333 

12% debentures  6.00 0.2000 1.2000 

Borrowed funds 7.00 0.333 2.3333 

Total    10.66 

Weighted average cost of capital = 10.66% 

 

 
Q.No.47Q.No.47Q.No.47Q.No.47: Pragya Ltd. has issued 75,000 equity shares of Rs.10 each. The current 

market price per share is Rs.24. The company has a plan to make a right issue of 

one new equity share at a price of Rs.16 for every four share held. You are required 

to: 

(i) Calculate the theoretical post right price per share 

(ii) Calculate the theoretical value of right alone 

(iii) Show the effect of the rights issue on the wealth of a shareholder, who has 

1,000 shares assuming he sells the entire rights. 

(iv) Show the effect, if the same shareholder does not take any action and ignores 

the issue. (May 2003)(May 2003)(May 2003)(May 2003)    

 

AnswerAnswerAnswerAnswer (i) 

Theoretical price after right issue   =   

                      [(75,000 x 24)+ 18,750 x 16)]/93,750     =   22.40 

(ii)  Value of right of applying one   =   22.40 – 16.00    =    Rs.6.40 
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(iii)   Wealth before right   =   24x1,000   =   24,000 

        Wealth after right     =    22.40 x1000 + sale proceeds of the rights   

                                      = 22,400 + 6.40 x 250 = Rs. 24,000 

No change in wealth. 

(iv) 

Wealth before right =   1000x24   = 24000 

Wealth after right =   22.4x1000   = 22400 

The shareholder’s wealth reduced by Rs1,600. 

Q. No. 48Q. No. 48Q. No. 48Q. No. 48 A company is presently working with an earning before interest and taxes 

of Rs. 45 Lakhs. Its present borrowings are: 

                                                                                   (Rs. Lakhs)                                           

12% term loan                                                                     150                              

Working capital:  

Borrowing from Bank at 15%                                                100                                                            

Public deposit at 11%                                                           45                                                                              

The sales of the company is growing and to support this the company proposes to 

obtain additional borrowing of Rs. 50 Lakhs expected to cost 16%. The increase in 

EBIT is expected to be 16%. Calculate the change in interest coverage ratio after the 

additional borrowing and commitment.                (May, 2003) (8 Marks) (May, 2003) (8 Marks) (May, 2003) (8 Marks) (May, 2003) (8 Marks)     

 

 

 

Answer Answer Answer Answer     

Interest coverage ratio: EBIT/Annual interest                                                                 

Interest coverage ratio (before additional borrowings)  

                                      45L                                         45L 

         = --------------------------------- =      ----- = 1.19 

           [(150L x 0.12) + (100L x 0.15) + (45L x 0.11)]       37.95L 

 

Interest coverage ratio (after additional borrowings)  

                  45L (1.16) 

         = -------------- = 1.1360 

                  37.95L + 8L 

The change results in decline in interest coverage ratio which is not desirable. 

 
Q. No.49Q. No.49Q. No.49Q. No.49: P Co. has to make payment of Rs. 2 million (Rs. 20 lakh) on 16 April, 1998. 

It has a surplus money today, i.e., 15 January, 1998 and the company has decided to 
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invest in Certificate of Deposit (CD’s) of a leading nationalised bank at 8.00 per cent 

p.a. What money is required to be invested now? Take year as 365 days ((((Nov. 1998Nov. 1998Nov. 1998Nov. 1998))))    

Answer Answer Answer Answer     

Let the amount to be invested = Rs.x                                                                                                                                             

x + x (91/365) (8/100) = 20,00,000 

x = 19,60.890 

 

Q. No. 50Q. No. 50Q. No. 50Q. No. 50: A private university with a current enrolment of 12,000 students is 

reviewing cost and revenue data for the past academic year. Student tuition is Rs. 

3,600 a year. Tuition normally coves 75 per cent of university expenditures. The 

remaining 25 per cent comes from endowments and contributions. During the last 

academic year fixed costs amounted to Rs. 300 lakhs. The rest of the costs carried 

with student enrolment. Cost have been rising more rapidly than tuition or 

contributions, and the university just broke even last year. A tuition increase is being 

contemplated. The budget committee thinks endowment revenues and contributions 

will remain constant at last years’ level for the next several years.  

 

The fixed costs are expected to increase by Rs. 30 lakhs and the variable costs are 

expected to increase by 10 per cent. The president of the university tells the budget 

committee that he expects a new grant of Rs. 50 lakhs in addition to the normal 

contributions for each of the next 5 years from a large corporation owned by an 

alumnus of the university. The university has been postponing a number of major 

capital improvements and building projects. 

 

Required: 

(iii) If the grant is received and tuition is raised to Rs. 4,200, how much money 

would the university have available in the first year for capital improvements 

and building with student enrolment of 11,200 and the expected cost 

increases? 

(iv)(iv)(iv)(iv) If the grant is received and costs increases as predicted for the coming year, 

what tuition should the university charge to break-even with its current 

enrolment of 12,000 students after providing Rs. 40.40 lakhs for capital 

improvements?    (12 marks) (May 2000)(May 2000)(May 2000)(May 2000)    

    

AnswerAnswerAnswerAnswer: 

Working note: 

Present cost and revenue structure: 

Total fees :                   12,000 x 3600               = Rs.4,32,00,000 

Total cost :                   4,32,00,000 x 100/75     = Rs.5,76,00,000 

Fixed costs :                                                     = Rs.3,00,00,000 

Variable cost:                                                    = Rs.2,76,00,000 

Variable cost per student                                    = Rs.2,300  

Endowments and contributions ( total cost – fees) = Rs.1,44,00,000 

Calculation of money available for capital improvement etc. 

Total fees                  11200 x 4200 Rs.4,70,40,000 
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Total endowments and contributions  Rs.1,94,00,000 

Total Revenue  (A) Rs.6,64,40,000 

Total FC 

Total VC  2,530 x 11,200 

Total cost (B) 

Rs.3,30,00,000 

Rs.2,83,36,000 

Rs.6,13,36,000 

Money available for capital improvement  etc. (A_B)  

Rs.51,04,000 

 

Breakeven tuition fees: 

VC                            12,000 x 2530 Rs.3,03,60,000 

FC Rs.3,30,00,000 

Capital improvement  Rs.40,40,000 

Total funds required (A) Rs.6,74,00,000 

Endowment grant etc (B) Rs.1,94,00,000 

Total fees (A) – (B) Rs.4,80,00,000 

Fees per student 4,80,00,000 /12000 Rs.4,000 

 

Q. No.51Q. No.51Q. No.51Q. No.51: DD amusement Park charges Rs.4 each for all rides in the park. Variable 

costs amount to Re. 0.80 per ride and fixed costs are Rs.32,00,000. Last year’s net 

income was Rs. 6,40,000 on sales of Rs. 48,00,000. Rising costs have cut sharply 

into net income for DD for the last 2 years. This year management again expects a 

cost increase of 25 per cent in variable costs and 10 per cent in fixed costs. To help 

offset these increases, the management is considering raising the price of a ride to 

Rs. 5 

(1) How many rides did DD sell last year? 

(2) If the price increase is not implemented, what the expected net income for 

this year assuming the same volume of activity? 

(3) Compute the price indifference point for the new ride price. 

(4) Compute the Break-even point for this year using the old price and the new 

price. 

(5) Should management raise the price of a ride, if the price increase will reduce 

ride volume 10 per cent from the last years’ level? In that situation, what will 

be the expected net income?                                                     (Nov., 2001)?                                                     (Nov., 2001)?                                                     (Nov., 2001)?                                                     (Nov., 2001) 

 

AnswerAnswerAnswerAnswer:  

(1) No. of rides sold last year: 

 Sales/Selling price per ride: Rs.48,00,000 / Rs.4 = 12,00,000 

 

(2) Statement Showing Income for coming year 

Revenue/cost  Calculations  Amount  

Revenue (A)  Rs.48,00,000 

Variable cost  12,00,000 x 1.00   

FC 32,00,000 x 1.10  

Total cost (B)  47,20,000 

Profit (A) –(B)  80,000 
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(3) “Price indifference point for the new ride price” means the no. of  rides at which 

the profit will remain at last year level. 

 

New ride price           Rs.5 

VC                            Rs.1    

Contribution per ride  Rs.4   

 

No of rides for same profit = (FC + last year profit) /Contribution per ride  

                                        = (35,20,000 + 6,40,000) / 4 = 10,40,000 rides 

 

(4)                                           35,20,000 

Break-even point (Old price) = --------- = 11,73,334 rides 

                                                     3  

Breakeven point (new price) =     35,20,000 / 4 = 8,80,000 rides 

 

 

(5) Statement Showing Income for coming year with new price and reduced volume  

  Revenue/cost       Calculations            Amount  

Revenue (A) 5 x 10,80,000 Rs.54,00,000 

Variable cost  10,80,000 x 1.00   

FC 32,00,000 x 1.10  

Total cost (B)  Rs.46,00,000 

Profit (A) –(B)  Rs.8,00,000 

 

 

 

Q. No. 52Q. No. 52Q. No. 52Q. No. 52:Presently a company is working with an earning before interest and 

taxes (EBIT) of Rs.90 lakhs. Its present borrowings are as follows: 

                                                                                 Rs. in lakhs 

12% term loan                                                                    300 

Working capital borrowings: 

Borrowing from bank at 15%                                                200 

Fixed deposits at 11%                                                           90 

The sales of the company are growing and to support this, the company proposes 

to obtain additional borrowing of Rs.100 lakhs at a cost of 16%. The increase in 

EBIT is expected to be 18%. Calculate the present and the revised interest 

coverage ratio and comment. (6 Marks) ( June 2009)( June 2009)( June 2009)( June 2009) 

AnswerAnswerAnswerAnswer    

Interest coverage ratio : EBIT/Annual interest                                                                 

Interest coverage ratio (before additional borrowings)  

                       90L                                                        90L 

         = --------------------------------- =      ----- = 1.19 

           [(300L x 0.12)+(200L x 0.15)+(90L x 0.11)]       75.90L 
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Interest coverage ratio (after additional borrowings)  

                     90L(1.18) 

         = --------------  = 1.16 

                   75.90L + 16L 

The change results in decline in interest coverage ratio which is not desirable. 

Q. No. 53Q. No. 53Q. No. 53Q. No. 53 ; Z Co. Ltd. issued commercial paper worth Rs.10 crores as per 

following details: 

Date of issue :                        16th January, 2009 

Date of maturity:                     17th April, 2009 

No. of days :                                  91 

Interest rate                                12.04% p.a. 

What was the net amount received by the company on issue of CP?  

(Charges of intermediary may be ignored) (4 Marks) (June 2009)(June 2009)(June 2009)(June 2009)    

 

Answer :Answer :Answer :Answer :    

Interest for 91 days : 12.04 x 91 / 365 = 3.0018% 

                                                        100 

Amount received = 10,00,00,000 x ----------  = 9,70,85,682 

                                                      103.0018  

 

 

Q. No.54Q. No.54Q. No.54Q. No.54 :  MSN Ltd has total sales of Rs.4,50 Crores and its average collection 

period is 120 days. The past experience indicates that bad debts losses are 2% 

on sales. The expenditure incurred by the company in administering the 

receivables are Rs.6,00,000. A factor will pay advance on receivables to the 

company at an interest of 18% p.a. after with holding 10% as reserve. You are 

required to calculate effective cost of factoring to the company. (Nov. 2008)Nov. 2008)Nov. 2008)Nov. 2008) 

Answer : 

Effective cost of factoring for 120 days : 

    (1,50,00,000 x .02) + (1,35,00,000x0.06) – (1,50,00,000 x .02)  

     – (600000/3) 

= ------------------------------------------------- x100                                         

            1,35,00,000 – (1,50,00,000 x .02) - (1,35,00,000x0.06) 

=  6,10.000/12390000 = 0.049233 = 4.9233% 

 

 Effective cost of factory (annual) =  (4.9233 x 12/4) = 14.77% 
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