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1. ABC Co is considering a bid for XYZ Co. Both companies are stock-market listed and are in 
the same business sector. Financial information of XYZ Co, which is shortly to pay its 
annual dividend, is as follows: 

 

Number of ordinary shares 5 million 
Ordinary share price (ex div basis) NRs. 330 
Earnings per share NRs. 40 
Proposed payout ratio 60% 
Dividend per share one year ago NRs. 23.3 
Dividend per share two years ago NRs. 22 
Equity beta 1·4 
Other relevant financial information  
Average sector price/earnings ratio 10 
Risk-free rate of return 4·6% 
Return on the market 10·6% 

 
Required: 
Calculate the value of XYZ Co using the following methods: 
(i) price/earnings ratio method; 
(ii) Dividend growth model; 

 
 
2. UCPL Co needs to increase production capacity to meet increasing demand for an existing 

food product, ‘Tango’. A new machine, with a useful life of four years and a maximum 
output of 600,000 kg of Tango per year, could be bought for NRs. 800,000, payable 
immediately. The scrap value of the machine after four years would be NRs. 30,000. 
Forecast demand and production of Tango over the next four years is as follows: 

 
Year 1 2 3 4 
Demand (kg) 1·4 million 1·5 million 1·6 million 1·7 million 

 
Existing production capacity for Tango is limited to one million kilograms per year and the 
new machine would only be used for demand additional to this. The current selling price of 
Tango is NRs. 8 per kilogram and the variable cost of materials is NRs. 5 per kilogram. 
Other variable costs of production are NRs. 1.90 per kilogram. Fixed costs of production 
associated with the new machine would be NRs. 240,000 in the first year of production, 
increasing by NRs.20,000 per year in each subsequent year of operation. 
UCPL Co pays tax one year in arrears at an annual rate of 30% and can claim capital 
allowances (tax-allowable depreciation) on a 25% reducing balance basis. A balancing 
allowance is claimed in the final year of operation. 
UCPL Co uses its after-tax weighted average cost of capital when appraising investment 
projects. It has a cost of equity of 11% and a before-tax cost of debt of 8·6%. The long-term 
finance of the company, on a market-value basis, consists of 80% equity and 20% debt. 

 
Required: 
(a) Calculate the net present value of buying the new machine and advise on the 

acceptability of the proposed purchase (work to the nearest NRs.1,000) 
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(b) Calculate the internal rate of return of buying the new machine and advise on the 
acceptability of the proposed purchase (work to the nearest NRs. 1,000). 

 
3. XY Ltd. provides you with the following details: 

NRs 
 

PBIT 300,000 
Less: Interest on Debentures @ 12% 60,000 
 240,000 
Income Tax @ 50% 120,000 
 120,000 
No. of Equity Shares (Rs. 10 each) 40,000 
EPS 3 
MPS (Market Price per Share) 30 
P/E ratio 10 
 
The company has undistributed reserve of NRs. 600,000. The company needs NRs. 200,000 
for expansion. This amount will earn at the same rate as funds already employed. You are 
informed that a debt equity ratio (Debt/Capital employed) higher than 35% will push the 
P/E ratio down to 8. The interest rate on additional amount borrowed will be 14%. 

 
You are required to ascertain the probable price of share  
(i) If the additional funds are raised as debt; and 
(ii) If the amount is raised by issuing equity shares 

 
 
4.  
a) Given the following information, compute the YTM of the bond and state whether an 

investor will invest in this bond if his required rate of return is 21%. 
 

Issue price of the bond  NRs. 1,000 
Market price of the bond NRs. 870 
Coupon rate 10% 
Term to maturity 4 years 
Payment of interest  semi-annually 

 
b) Estimate the market value of a convertible bond with a coupon of 8% and interest payable 

annually. These bonds are convertible after three years into equity shares at the rate of 20 
shares for every NRs. 1,000 nominal value bonds. The expected share price in five years’ 
time is NRs. 125. Assume that bond investors require a return of 9% per year on their 
investment.  

 
 

5. Surendra Limited has been regularly paying a dividend of NRs. 1,500,000 p.a. for several 
years & dividend is expected to be at this level in the near future. There are 10 lakh equity 
shares of NRs. 10 each being traded at par. 
The company has an opportunity to invest NRs. 10 lakhs in one year’s time & a similar 
amount in two years’ time in a project that will generate an equal cash flow of NRs. 400,000 
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p.a. forever starting from three years’ time. The only way of financing this investment is by 
reducing dividend for next 2 years. Analyze the effect on the market price of the share if the 
company goes ahead with this investment.  
  

6. A share of Tension-free Economy Ltd. is currently quoted at, a price earnings ratio of 7.5 
times. The retained earnings per share being 37.5% is Rs. 3 per share.  Compute: 
(i) The company’s cost of equity, if investors expect annual growth rate of 12%. 
(ii) If  anticipated  growth  rate  is  13%  p.a.,  calculate  the  indicated market  price, with  

same cost of capital. 
(iii) If the company’s cost of capital is 18% and anticipated growth rate is 15% p.a., calculate 

the market price per share, assuming other conditions remain the same. 
 

 
7. The  finance  director  of  ABC  Co  has  been  looking  to  improve  the  company’s  

working  capital  management.  ABC Co has revenue from credit sales of 26,750,000 per year 
and although its terms of trade require all credit customers to settle outstanding invoices 
within 40 days, on average customers have been taking longer. Approximately 1% of credit 
sales turn into bad debts which are not recovered. 
Trade receivables currently stand at 4,458,000 and ABC Co has a cost of short-term finance 
of 5% per year. The  finance director  is considering a proposal  from a  factoring company, 
XYZ Co, which was  invited  to  tender  to manage  the sales  ledger of ABC Co on a with-
recourse basis. XYZ Co believes that  it can use  its expertise  to reduce average trade 
receivables days to 35 days, while cutting bad debts by 70% and reducing administration 
costs by 50,000 per year. A condition of the factoring agreement is that the company would 
also advance ABC Co 80% of the value of invoices raised at an interest rate of 7% per year. 
XYZ Co would charge an annual fee of 0·75% of credit sales. 

 

Assume that there are 360 days in each year. 
 

Required: 
(a) Advise whether the factor’s offer is financially acceptable to ABC 
(b) Briefly discuss how the creditworthiness of potential customers can be assessed. 

 
 

8. Tinau Trading Co  is planning  to  raise  funds  for an expansion of existing business 
activities and  in preparation  for  this  the company has decided to calculate its weighted 
average cost of capital. Tinau Trading Co has the following capital structure: 
 
 NRs. (millions)  
Equity   
Ordinary shares  200  
Reserves  10  
  210 
Non-current liabilities   
Loan notes  200  
Total  410 
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The ordinary shares of Tinau Trading Co have a nominal value of NRs. 50 per share and are 
currently trading on the stock market on an ex dividend basis at 58.5 per share. Tinau 
Trading Co has an equity beta of 1·15. 

 
The loan notes have a nominal value of 1,000 and are currently trading on the stock market 
on an ex interest basis at 1,035 per  loan note. The interest on the loan notes is 6% per year 
before tax and they will be redeemed in six years’ time at a 6% premium to their nominal 
value. 
 
The risk-free rate of return is 4% per year and the equity risk premium is 6% per year. Tinau 
Trading Co pays corporation tax at an annual rate of 25% per year. 
 
Required: 
Calculate the market value weighted average cost of capital and the book value weighted 
average cost of capital of Tinau Trading Co, and comment briefly on any difference between 
the two values.  
 
 

9. The Board of OAP Co has decided to limit investment funds to NRs. 10 million for the next 
year and is preparing its capital budget. The company is considering five projects, as follows: 
 Initial investment  Net present value 
Project A  2,500,000  1,000,000 
Project B  2,200,000  1,550,000 
Project C  2,600,000 1,350,000 
Project D  1,900,000  1,500,000 
Project E  5,000,000  To be calculated 

 

All five projects have a project life of four years. Projects A, B, C and D are divisible, and 
Projects B and D are mutually exclusive. All net present values are in nominal, after-tax 
terms. 

Project E 

This is a strategically important project which the Board of OAP Co have decided must be 
undertaken in order for the company to remain competitive, regardless of its financial 
acceptability. Information relating to the future cash flows of this project is as follows: 

Year  1  2  3  4 
Sales volume (units)  12,000  13,000  10,000  10,000 
Selling price (Per unit)  450  475  500  570 
Variable cost (Per unit)  260  280  295  320 
Fixed costs (000)  750  750  750  750 

These forecasts are before taking account of selling price inflation of 5·0% per year, variable 
cost inflation of 6·0% per year and fixed cost inflation of 3·5% per year. The fixed costs are 
incremental fixed costs which are associated with Project E. At the end of four years, 
machinery from the project will be sold for scrap with a value of 400,000. Tax allowable 
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depreciation on the initial investment cost of Project E is available on a 25% reducing 
balance basis and OAP Co pays corporation tax of 28% per year, one year in arrears. A 
balancing charge or allowance is available at the end of the fourth year of operation. 

OAP Co has a nominal after-tax cost of capital of 13% per year. 

Required: 

(a) Calculate the nominal after-tax net present value of Project E and comment on the 
financial acceptability of this project. 

(b) Calculate  the maximum net present value which can be obtained  from  investing  the  
fund of NRs. 10 million, assuming here that the nominal after-tax NPV of Project E is zero. 

 

10. You are an accounting technician working at East Meets West Co, a company that 
manufactures and distributes clothing. You have estimated the following figures for the 
coming year: 
 
Sales  Rs.5,600,000 
Average receivables  Rs.506,000 
Gross profit margin  25% on sales 
 
Average inventories 
Finished goods  Rs.350,000 
Work in progress  Rs.550,000 
Raw materials  Rs.220,000 
 
Average payables  Rs.210,000 
 
Material costs represent 50% of the total cost of sales. East Meets West Co imports most 
of its materials from overseas countries, especially Pernisia. The high inflation rates in 
Pernisia have meant that the company's cost of materials has risen rapidly over recent 
years. This has led to a significant deterioration in the company's margins, which, 
coupled with its increasing liquidity problems, is making the shareholders nervous. 
 
Required 
(a) Calculate the cash operating cycle, to the nearest day. 
(b) Suggest four methods of reducing the length of the cash operating cycle. 

 
 

11. The results of 4 portfolio managers for a five year period are as follows: (Rf = 8%, Rm = 
14%) 
 
Portfolio Manager Average 

Return % 
Beta 

A 13 0.80 
B 14 1.05 
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C 17 1.25 
D 13 0.90 

 
Select the managers with best performance. 

 
12. Russian Beard Co is considering a change of credit policy which will result in an increase in 

the average collection period from one to two months. The relaxation in credit is expected 
to produce an increase in sales in each year amounting to 25% of the current sales volume. 
 
Selling price per unit  $10 
Variable cost per unit  $8.50 
Current annual sales  $2,400,000 
 
The required rate of return on investments is 20%. Assume that the 25% increase in sales 
would result in additional inventories of $100,000 and additional accounts payable of 
$20,000. 
 
Advise the company on whether or not to extend the credit period offered to customers, if: 
 
(a) All customers take the longer credit of two months 
(b) Existing customers do not change their payment habits, and only the new customers take 

a full two months credit 
 

13. You are presented with the following flow forecasted cash flow data for your organisation 
for the period November 20X1 to June 20X2. It has been extracted from functional flow 
forecasts that have already been prepared. 
 
 Nov X1  Dec X1  Jan X2  Feb X2  Mar X2  Apr X2  May X2  June X2 
 $  $  $  $  $  $  $  $ 
Sales  80,000  100,000  110,000  130,000  140,000  150,000  160,000  180,000 
Purchases  40,000  60,000  80,000  90,000  110,000  130,000  140,000  150,000 
Wages  10,000  12,000  16,000  20,000  24,000  28,000  32,000  36,000 
Overheads  10,000  10,000  15,000  15,000  15,000  20,000  20,000  20,000 
Dividends   20,000       40,000 
Capital expenditure    30,000    40,000 
 
You are also told the following. 
(a) Sales are 40% cash 60% credit. Credit sales are paid two months after the month of sale. 
(b) Purchases are paid the month following purchase. 
(c) 75% of wages are paid in the current month and 25% the following month. 
(d) Overheads are paid the month after they are incurred. 
(e) Dividends are paid three months after they are declared. 
(f) Capital expenditure is paid two months after it is incurred. 
(g) The opening cash balance is $15,000. 
 
The managing director is pleased with the above figures as they show sales will have 
increased by more than 100% in the period under review. In order to achieve this he has 
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arranged a bank overdraft with a ceiling of $50,000 to accommodate the increased inventory 
levels and wage bill for overtime worked. 
 
Required 
(a) Prepare a cash flow forecast for the six-month period January to June 20X2. 
(b) Comment on your results in the light of the managing director's comments and offer 

advice. 
 
 

14. A mutual fund made an issue of 1,000,000 units of NRs. 10 each on January 01, 2008. No 
entry load was charged. It made the following investments: 

NRs. 
50,000 Equity shares of NRs. 100 each @ NRs. 160  8,000,000 
7% Government Securities  800,000 
9% Debentures (Unlisted)  500,000 
10% Debentures (Listed)  500,000 

9,800,000 
 

During the year, dividends of NRs, 1,200,000 were received on equity shares. Interest on all 
types of debt securities was received as and when due. At the end of the year equity shares 
and 10% debentures are quoted at 175% and 90% respectively. Other investments are at par. 
 
Find out the Net Asset Value (NAV) per unit given that operating expenses paid during the 
year amounted to NRs. 500,000. Also find out the NAV, if the Mutual fund had distributed 
a dividend of Re. 0.80 per unit during the year to the unit holders.  

 
 

 
15. The following information is supplied to you  

NRs. 

Total Earnings 200,000 
No. of equity shares (of NRs. 100 each) 20,000 
Dividend paid 150,000 
Price/Earnings ratio 12.5 

 
(i) Ascertain whether the company is following an optimal dividend policy. 
(ii) Find out what should be the P/E ratio at which the dividend policy will have no effect 

on the value of the share. 
(iii) Will your decision change, if the P/E ratio is 8 instead of 12.5? 

 
 

16.  
a. Describe the term “beta co-efficient” as used in the portfolio theory. Explain what does the 

value of beta of 1, less than 1 and more than 1 signify. 
b. Distinguish between weak form, semi-strong form and strong form stock market efficiency, 

and discuss the significance to a listed company if the stock market on which its shares are 
traded is shown to be semi-strong form efficient.  
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17. Explain the Following 

a. Limitations of Capital Rationing 
b. Discuss whether profitability or liquidity is the primary objective of working capital 

management 
c. Trade Credit 
d. Proprietary Ratio 

 
 

18. XYZ Co is a large listed construction company with paid up capital of 2 million NRs. 100 
shares. It has decided to replace 100 of its grinding machines with 100 of a new type of 
machine that has just been launched. The company is unable to issue any further equity and 
therefore considering option of issuing debt for financing cost of the new machines.  
The company's accounting year end on is 15 July.  
The machines are expected to cost NRs. 720,000 each on 15 July 2013 and on average are expected 
to have a useful economic life of 10 years. After this time, the company expects to scrap the 
machines, but it has no idea what proceeds would be generated from the sale.  
On 15 July 2013 the company raises debt for the full purchase price of the machine. The debt would 
be issued at a discount of 10% of par value (that is, at NRs. 90 per NRs. 100 nominal) being 
redeemable at par on 15 July 2023 (in ten years' time) and carrying a coupon annual interest rate of 
6%. Debt interest is tax allowable and the corporate tax rate can be assumed to be 30% (ignore any 
tax on the redemption). If this option is chosen, the share price on 15 July 2013 is expected to be 
NRs. 150, and the cost of equity 10%.  

 
(a)  Calculate the after tax cost of debt at 15 July 2013.   
(b)  Calculate the weighted average cost of capital. 

 
 

19. Calculate the WACC using the following data by using 
(a) Book value weights  
(b) Market value weights 

The capital structure of the company is as under 
NRs. 
Debenture (NRs. 100 per debenture)  500,000 
Preference shares (NRs. 100 per share)  500,000 
Equity shares (NRs. 10 per share)   1,000,000 
 
The market prices of these securities are: 
Debenture  NRs. 105 per debenture 
Preference share  NRs. 110 per preference share 
Equity share  NRs. 24 per share 

 
Additional information: 
i) NRs. 100 per debenture redeemable at par, 10% coupon rate, 4% floatation costs, 10 year 

maturity. 
ii) NRs. 100 per preference share redeemable at par, 5% coupon rate, 2% floatation cost and 10 

year maturity. 
iii) An equity share has NRs. 4 floatation cost and market price NRs. 24 per share. 

The next year expected dividend is NRs. 10 with annual growth of 5%. The firm has practice of 
paying all earnings in the form of dividend. 
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20. Mr. A is contemplating purchase of 1,000 equity shares of a Company. His expectation of 

return is 10% before tax by way of dividend with an annual growth of 5%.   Company’s last 
dividend was NRs. 2 per share. Even as he is contemplating, Mr. A suddenly finds, due to a 
budget announcement dividends have been exempted from tax in hands of the recipients. 
But the imposition of dividend Distribution tax on the Company is likely to lead to a fall in 
dividend of 20 paisa per share. A’s marginal tax rate is 30%. Calculate what should be Mr. 
A’s estimates of price per share before and after budget announcement. 

 
21. The following data are available for a bond 

 

Face Value  NRs. 1,000  Redemption value NRs. 1,000 

Coupon Rate 16%                 Yield to maturity 17% 

Years to Maturity          6 

What is the current market price, duration and volatility of this bond? Calculate the expected 

market price, if increase in required yield is by 75 basis points. 

 

22. X Limited pays no taxes and is entirely financed by equity shares. The company’s equity has 
a beta of 0.6 and is expected to earn 20%. The company has now decided to buy back half 
of the equity shares by borrowing an equal amount. If the debt yields a risk-free return of 
10%. Calculate: 
 

i) The beta of the equity shares after the buyback. 
ii) The risk premium on the equity shares before the buyback. 
iii) The required return and risk premium on equity shares after the buyback 
iv) The required return on debt. 
v) The percentage increase in expected earnings per share. 
vi) The new price-earnings multiple. 

 
 

23. A firm has sales of NRs. 7,500,000 variable cost of NRs. 4,200,000 and fixed cost of  
NRs. 600,000. It has a debt of NRs. 4,500,000 at 9% and equity of NRs. 5,500,000. 
Calculate the following  
i) ROI of the firm 
ii) Does it have favourable financial leverage? 
iii) If the firm belongs to an industry whose asset turnover is 3, does it have a high or low 

asset leverage? 
iv) The operating, financial and combined leverages of the firm 
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v) Firm’s new EBIT if the sales drop to NRs. 5,000,000 
vi) At what level the EBT of the firm will be equal to zero?  

 
24. Discuss the following  

 
(a) The relationship between the cash operating cycle and the level of investment in working 

capital  
(b) The weaknesses of the dividend growth model as a way of valuing a company and its shares  
 
 
25. Victoria Tours Ltd. services custom cars and provides its clients with a courtesy car while 

servicing is taking place. It has a fleet of 10 courtesy cars, which it plans to replace in the 
near future. Each new courtesy car will cost NRs. 1,500,000. The trade-in value of each new 
car declines over time as follows: 

 
Age of courtesy car (years)   1 2 3 
Trade-in value (NRs.’00 /car) 11,250 9,000 6,200 
 
Servicing and parts will cost NRs. 100,000 per courtesy car in the first year and this cost is 
expected to increase by 40% per year, as each vehicle grows older. Cleaning the interior and 
exterior of each courtesy car to keep it up to the standard required by Victoria's clients will 
cost NRs. 50,000 per car in the first year and this cost is expected to increase by 25% per 
year. 
Victoria Tours Ltd has a cost of capital of 10%. Ignore taxation and inflation. 
 
Required 
Using the equivalent annual cost method, calculate whether Victoria Tours Ltd should 
replace its fleet after one year, two years, or three years. 

 

 
26. An investor purchased 300 units of a Mutual Fund at Rs. 12.25 per unit on 31st December, 

2009. As on 31st December 2010 he has received Rs. 1.25 as dividend and Rs. 1.00 as capital 
gains distribution per unit 
 

Required: 

(i) The return on the investment if the NAV as on 31st December, 2010 is Rs. 13.00. 

(ii) The return on the investment as on 31st December, 2010 I all dividends and capital gains 

distributions are reinvested into additional units of the fund at Rs. 12.50 per unit. 
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SUGGESTED ANSWERS/ HINTS 
 
Q.N. 1  
 

Solution 
(i) Price/earnings ratio method valuation 
Earnings per share of XYZ Co  =  40 
Average sector price/earnings ratio  =  10 
Implied value of ordinary share of XYZ Co  =  40 x 10  =  NRs. 400 
Number of ordinary shares  =  5 million 
Value of XYZ Co  =  400 x 5m  =  NRs. 2000 million 
 

(ii) Dividend growth model 
Earnings per share of XYZ Co  =  NRs. 40 
Proposed payout ratio  =  60% 
Proposed dividend of XYZ Co is therefore  =  40 x 0·6  =  NRs.24 per share 
 

If the future dividend growth rate is expected to continue the historical trend in dividends per share, 
the historic dividend growth rate can be used as a substitute for the expected future dividend growth 
rate in the dividend growth model. 
 

Average geometric dividend growth rate over the last two years = (24/ 22)1/2   = 1·045 or 4·5% 
Alternatively, dividend growth rates over the last two years were 3% {(24-23.3/23.3)*100} and 6% 
{(23·3-22/22)*100}, with an arithmetic average of (6 + 3)/2 = 4·5% 
 
Cost of equity of XYZ Co using the capital asset pricing model (CAPM) 

= 4·6 + 1·4 x (10·6 – 4·6) = 4·6 + (1·4 x 6) = 13% 
Value of ordinary share from dividend growth model   

= (24 x 1·045)/ (0·13 – 0·045)  = NRs. 295 
Value of XYZ Co  = 295 x 5m  = NRs.1475 million 
 
 
Q.N. 2 
 
Solution 
 
(a) Net present value evaluation of investment 
 
After-tax weighted average cost of capital = (11 x 0·8) + {8·6 x (1 – 0·3) x 0·2} = 10% 

NRs.’000 
Year 1 2 3 4 5 

Contribution 440 550 660 660  
Fixed costs (240) (260) (280) (300)  
Taxable cash flow 200 290 380 360  
Taxation  (60) (87) (114) (108) 
CA tax benefits  60 45 34 92 
Scrap value   30   
After-tax cash flows 200 290 338 310 (16) 
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Discount at 10% 0·909 0·826 0·751 0·683 0·621 
Present values 182 240 254 212 (10) 
Present value of benefits  878 
Initial investment  800 
Net present value  78 
 
The net present value is positive and so the investment is financially acceptable. However, demand 
becomes greater than production capacity in the fourth year of operation and so further investment 
in new machinery may be needed after three years. The new machine will itself need replacing after 
four years if production capacity is to be maintained at an increased level. It may be necessary to 
include these expansion and replacement considerations for a more complete appraisal of the 
proposed investment. 
 
 
 
Workings 
 
Annual contribution 

Year 1 2 3 4 
Excess demand (kg/yr) 400,000 500,000 600,000 700,000 
New machine output (kg/yr) 400,000 500,000 600,000 600,000 
Contribution (NRs./kg) 1.1 1.1 1.1 1.1 
Contribution (NRs./yr) 440,000 550,000 660,000 660,000 
 
Capital allowance (CA) tax benefits 

Year Capital allowance Tax benefit 
1 200,000 (800,000 x 0·25) 60,000 (0·3 x 200,000) 
2 150,000 (600,000 x 0·25) 45,000 (0·3 x 150,000) 
3 112,500 (450,000 x 0·25) 33,750 (0·3 x 112,500) 
 462,500 (Total Depreciation)  
 30,000 (scrap value)  
 492,500   
4 307,500 (Loss on disposal)  92,250 (0·3 x 307,500) 

 800,000  
 
 
(b) Internal rate of return evaluation of investment 
 

NRs.’000 
Year 1 2 3 4 5 

After-tax cash flows 200 290 338 310 (16) 
Discount at 20% 0·833 0·694 0·579 0·482 0·402 
Present values 167 201 196 149 (6) 
 
Present value of benefits  707 
Initial investment  800 
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Net present value  (93) 
 
Internal rate of return = 10 + [((20 – 10) x 78)/ (78 + 93)] = 10 + 4·6 = 14·6% 
 
The investment is financially acceptable since the internal rate of return is greater than the cost of 
capital used for investment appraisal purposes. However, the appraisal suffers from the limitations 
discussed in connection with net present value appraisal in part (a). 
 
 
Q.N. 3 
Solution  

 
Working Notes 

(1) �������� 	
���� � ��	�  =         �������� ������ �� ��������
�� ! "# $% !&!'  

 

     =     (),)))
+,%        = NRs. 500,000 

 
(2) Existing Capital Employed, 

 
Equity Share capital  400,000 
Undistributed Reserves 600,000 
Total Equity 1,000,000 
Debenture 500,000 
Total  1,500,000 

 

(3) Existing rate of return on capital employed = 
�./0

1�2���3 ��23�4�5 × 100% 
 

= 
6)),)))

+,7)),))) × 100% 
 
= 20% 
 
This rate of return will continue to remain the same  
 

(4) Revised EBIT= Proposed capital employed × rate of return 
  = 1,700,000 × 20% 
  = 340,000 
 
 
(5) Revised debt-equity ratio if alternative (i) is followed for raising the fund i.e. raising 

additional fund through debt financing is calculated as under 
 

Debt equity ratio =  
8�9�

1�2���3 ��23�4�5 × 100% =  
:)),)))

+,:)),))) × 100% 
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                                =   41.18% 
 
Since the revised ratio is more than 35% as per condition given in the question PE ration 
will decrease to 8 from the existing ratio of 10. This decrease in the PE ratio is due increase 
in expected risk as a result of introduction of more debt at increased cost (i.e. 14%). 
 

(6) Revised debt-equity ratio if alternative (ii) is followed for raising the fund i.e. raising 
additional fund through issue of equity shares: 
 
New equity shares may be allotted at existing market price which is NRs. 30/ share or at a 
price slightly lower than the existing market price. Suppose the company could issue new 
shares at NRs. 25/share i.e. at a price slightly lower than market price. Therefore total 
number of shares to be issued for raising required additional fund  
                                                                  

        = 
,)),)))

,7   = 800 
 
Now, 
 

Revised debt equity ratio =  
8�9�

1�2���3 ��23�4�5 × 100%  
 

                              =  
7)),)))

+,:)),))) × 100% = 29.41% 
 

In this case since the debt equity ratio is less than 35% PE ratio will remain to be 10. 
 
 
Statement showing probable price per share under the given alternatives  
 
 NRs. 
 Mode of raising additional fund 
 
 Debt financing  Equity financing 
EBIT 340,000  340,000 
Less: Interest- on existing debt 60,000 60,000 
                     - on additional debt 28,000      - 
EBT  252,000 280,000 
Less: Tax @ 50% 126,000 140,000 
EAT  126,000 140,000 
No. of Shares 40,000 48,000 
EPS (NRs.) 3.15 2.92 
PE Ratio 8 10 
Probable market Price (NRs.) 25.2 29.2 
 
Based on the effect of mode of raising of additional fund required for the expansion of the 
company, the company should go with alternative (ii) i.e. raising of fund through issue of 
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new equity shares as under this alternative probable market price/share is higher as 
compared to that under alternative (i) 

 
Q.N. 4 
Solution 
a)  

 
We are given, 
Annual interest (10% of 1,000) NRs. 100 
Half yearly interest  NRs. 50 
Time to maturity 4 year= 8 half year 
Redeemable value (assumed) NRs. 1,000 
 
Now, 

Approx. YTM  =    
;�3� 4���34 ��������< =>?@A

B���(D�.�� F�3� 4���)
=>H@A

I
  ×100% 

 

 =  
7)<JKKK?LMK

L
JKKK?LMK

N
  ×100%  

 

 = 7.09% 
  
PV of inflows at discount rate of 7% 
 = [half yearly interest × sum of PVF @7% for 8 half year] 
     + 
     [Redeemable value × PVF @ 7% for 8th period] 
 = [50×5.971] + [1,000 × 0.582] 
 = NRs. 880.55 
 
NPV =NRs. (880.55-870) = NRs. 10.55 
 
PV of inflows at discount rate of 8% 
 = [half yearly interest × sum of PVF @7% for 8 half year] 
     + 
     [Redeemable value × PVF @ 7% for 8th period] 
 = [50×5.747] + [1,000 × 0.540] 
 = NRs. 827.35 
 
NPV =NRs. (827.35-870) = (-) NRs. 42.65 
 
 
By interpolation YTM can be calculated as under 

YTM = lower rate +
OPQ RS TUVWX XRSW

OPQ RS TUVWX XRSWYOPQ RS Z[\ZWX XRSW × difference in rates 
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 = 7 +
+).77

+).77Y(Y)],.77  × (8-7) 
 

 = 7.198% 
Therefore annualized YTM= 7.198 ×12/6 months=14.4% 

 
 
b)  
Solution 
  
Year Item     Cash flow  Discount factor at 9% PV  
1 – 3   Interest 80 2.531 202.48 
3 Value of shares acquired 2,500 0.708 1,770 
    1,972.48 
 
The market value of the bonds should be NRs. 1,972.48 
 
 
Q.N. 5 
Solution 
 
Cost of capital = return available to shareholders 
 = annual dividend/invested capital 
 = 15 lakh/(10 lakh X 10) 
 =0.15 = 15% 
 
If the investment is made, there will be no dividends in year 1 & 2. There will be an inflow of NRs. 
400,000 pa forever starting from third year. 
PV of inflows     = (400,000/0.15) X PVIF (15%, 2 years) 
 = 2,666,667/(1.15)2 

 = 2,016,000 
 
PV of outflows  = 1000000/1.15 + 1000000/1.152 
 = 1,626,000 
 
Net cash flows from the project = inflows – outflows 
 = 2016000 – 1626000 
 =390000 
 
The company should go ahead with the investment. 
Increase in market value per share after acceptance of the project = 390,000/1000000 
 = 0.39 
Value per share after the decision = 10.39 
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Q.N. 6 
Solution 
 
1. Calculation of cost of capital 
Retained earnings  37.5%  Rs. 3 per share 
Dividend  62.5%   Rs. 5 per share 
EPS  100.0%  Rs. 8 per share 
P/E ratio  7.5 times 
Market price = Rs. 7.5 X 8 = Rs. 60 per share 
Cost of equity capital = (Dividend/price X 100) + growth % 
 = (5/60  100) + 12% = 20.33%. 
 
2. Market price = Dividend/(cost of equity capital % - growth rate %) = 5/(20.33% -  13%) = 
5/7.33% 

 = Rs. 68.21 per share. 
3. Market price = Dividend/(cost of equity capital %  growth rate %) = 5/(18%  15%) 

= 5/3% = Rs. 166.66 per share. 
 
 
Q.N. 7 
Solution 
 
a. The factor’s offer will be financially acceptable to ABC Co if it results in a net benefit rather 

than a net cost. 
 

Current trade receivables 4,458,000 

Revised trade receivables = 26,750,000 x 35/360 = 2,600,694 

Reduction in trade receivables 1,857,306 

Reduction in financing cost = 1,857,306 x 0·05 = 92,865 

Saving in bad debts = 26,750,000 x 0·01 x 0·7 = 187,250 

Reduction in administration costs 50,000 

Benefits 330,115 
Increase in financing cost = 2,600,694 x 0·8 x (0·07 – 
0·05) =  41,611 

Factor’s annual fee = 26,750,000 x 0·0075 = 200,625 

Costs 242,236 

Net benefit 87,879 
 

The factor’s offer is financially acceptable to ABC Co as it results, on current figures, in a net 
benefit of 87,879 per year. 

b. The creditworthiness of potential customers can be assessed from a range of different sources of 
information. References are useful in this respect, and potential customers should supply a bank 
reference and a trade or other reference when seeking credit on purchases. Another source of 
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information is the credit rating of the potential customer, which can be checked by a credit 
rating agency or credit reference agency.  For  larger  potential  customers,  a  file  can  be  
opened  where  additional information can be located, evaluated and stored, such as the annual 
report and accounts of the potential customer, press releases and so on. 

 
Q.N. 8 
Solution 
 
Cost of equity 

Using the capital asset pricing model, Ke = 4 + (1·15 x 6) = 10·9% 

Cost of debt of loan notes 

After-tax annual interest payment = 60 x 0·75 = 45 per loan note. 

Year NRs. 5% discount PV 4% discount PV 
0  (1035)  1·000 (1035)  1·000 (1035) 
1–6  450  5·076 228.4  52.42 235.9 
6  1060  0·746 790.8  0·790 837.4 
   (15.8)  38.3 
Kd = 4 + [(1 x 38.3)/(38.3 + 15.8)] = 4 + 0·7 = 4·7% per year 

Market values of equity and debt 

Number of ordinary shares = 200m/50 = 4 million shares 

Market value of ordinary shares = 4m x 58.5 = 234 million 

Market value of loan notes = 200m x 1035/1000 = 207 million 

Total market value = 234 + 207 = 441 million 

Market value WACC 

K0 = ((10·9 x 234) + (4·7 x 207))/441 = 8% 

Book value WACC 

K0 = ((10·9 x 210) + (4·7 x 200))/410= 2289+ 940  = 7.88% 

 

Market  values  of  financial  securities  reflect  current market  conditions  and  current  required  

rates  of  return. Market  values should therefore always be used in calculating the weighted average 

cost of capital (WACC) when they are available. If book values are used, the WACC is likely to be 

understated, since the nominal values of ordinary shares are much less than their market values.  The  

contribution  of  the  cost  of  equity  is  reduced  if  book  values  are  used,  leading  to  a  lower 
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WACC,  as evidenced by the book value WACC (7.88%) and the market value WACC (8%) of 

Tinau Trading Co. 

 
Q.N. 9 
Solution 
  
(a) Calculation of NPV 
Year  1  2  3  4  5 
 000  000  000  000  000 
Sales income  5,670  6,808  5,788  6,928  
Variable cost  (3,307)  (4,090)  (3,514) (4,040)  
Contribution  2,363  2,718  2,274  2,888  
Fixed cost  (776)  (803)  (832)  (861)  
Cash flow before 
tax  

1,587  1,915  1,442  2,027  

Tax at 28%   (444)  (536)  (404)  (568) 
Depreciation tax 
benefit  

 350  263  197  479 

Cash flow after 
tax  

1,587  1,821  1,169  1,820  (89) 

Scrap value     400  
Net cash flow  1,587  1,821  1,169  2,220 (89) 
Discount at 13%  0·885  0·783  0·693  0·613  0·543 
Present values  1,405  1,426  810  1,361  (48) 
 

 ‘000 
Sum of present values  4,954 
Initial investment  5,000 
Net present value  (46) 

Although the NPV of the project is negative and so financially it is not acceptable, the Board of 
OAP Co have decided that it must be undertaken as it strategically important. 

 
Workings: 
Year  1  2  3  4 
Selling price (per unit) 450  475  500  570 
Inflated selling price (per unit)  472·50  523·69  578·81  692·84 
Sales volume (units/year)  12,000  13,000  10,000  10,000 
Sales income (000/year)  5,670  6,808  5,788  6,928 

 
Year  1  2  3  4 
Variable cost (per unit)  260  280  295  320 
Inflated variable cost (per unit)  275·60  314·61  351·35  403·99 
Sales volume (units/year)  12,000  13,000  10,000  10,000 
Variable cost (000/year)  3,307  4,090  3,514  4,040 
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Year  Tax allowable depreciation  Tax benefit 
1  5,000,000 x 0·25 = 

1,250,000 
1,250,000 x 0·28 

=350,000 
2  3,750,000 x 0·25 = 937,500 937,500 x 0·28 = 262,500 
3  2,812,500 x 0·25 = 703,125 703,125 x 0·28 = 196,875 
4  1,709,375* 1,709,375 x 0·28 = 

478,625 
*5,000,000 – 1,250,000 – 937,500 – 703,125 – 400,000 
 

(b) Calculation of maximum NPV 

Project Investment  NPV 
Project E  5,000  nil 
Project D  1,900  1,500 
Project C  2,600  1,350 
Project A  500  200 
Total 10,000  3,050 
 

As Project A is divisible and only 500,000 (20%) of its 2,500,000 initial cost is available after 
cumulative investment in Projects E, D and C, the NPV from the project is 200,000 (20% of 
1,000,000). 

 

Q.N. 10 
Solution 
 

(a) Cash Operating Cycle with three types of inventory: 
 

Cost of sales = 5,600,000 X (100 – 25)% 
 = Rs. 4,200,000 
Purchases  = 4,200,000 X 50% 
 = Rs. 2,100,000 
 

Days 

Raw material inventory period = 
^_` a_bcde_f 

ghdij_kck  l 365 
 

=  ,,),))) 
,,+)),)))  l 365 38.2 

 

Credit taken from Suppliers = 
g_p_qfck 
ghdij_kck  l 365 

 

=  ,+),))) 
,,+)),)))  l 365 (36.5) 
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Work in progress  = 
rsdt eu gdsvdckk 

wskb sx y_fck  l 365 
 

=  77),))) 
].,)),)))  l 365 47.8 

 
 

Finished goods  = 
zeuekjc{ |ss{k 

wskb sx y_fck  l 365 
 

=  67),))) 
],,)),)))  l 365 30.4 

 
 

Credit Allowed to Receivables = 
^cice}_qfck 

y_fck  l 365 
 

=  7)(,))) 
7,()),)))  l 365 33.0 

 
 

Total Cash Operating Cycle 112.9 
 
 
(b)  The cash operating cycle can be reduced in the following ways 

 
(i) Reduce raw material inventory 

Arrangements can be made with suppliers so raw materials are only ordered when they 
are needed for production. 
 

(ii) Credit taken from suppliers 
East Meets West could negotiate a longer credit period from suppliers. 
 

(iii) Reduce work-in-progress 
Work-in-progress might be reduced by using more advanced technology or improving 
production processes. 
 

(iv) Reduce finished goods inventory 
Finished goods inventory could be reduced by not holding as much safety inventory to 
guard against unexpected demands. 
 

(v) Reduce receivables 
Credit control procedures could be tightened, or incentives such as discounts be offered 
for early payment. 
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Q.N. 11 
Solution 

 

Calculation of Expected Return as per CAPM 

 

Expected Return = Rf + β (Rm-Rf) 

 

Portfolio 
Manager 

Expected Return  

=Rf + β (Rm-Rf) 

A 8% + 0.80 (14-8)% =12.80% 
B 8% + 1.05 (14-8)% =14.30% 
C 8% + 1.25 (14-8)% =15.50% 
D 8% + 0.90 (14-8)% =13.40% 

 

Now, for the best performance, we shall take proportionate return as below: 

 

Portfolio 
Manager 

Average 
Return 
% 

Return 
Based on 
CAPM % 

Proportionate Return = 
Average Return/ 

Return based on CAPM 
A 13 12.80 1.016 
B 14 14.30 0.97 
C 17 15.50 1.097 
D 13 13.40 0.97 

 

The proportionate return in case of portfolio manager C is highest one. So, his 
performance is best. 

 
Q.N. 12 
Solution 

 

The change in credit policy is justifiable if the rate of return on the additional investment 
in working capital would exceed 20%. 

Extra profit 
Contribution/sales ratio  15% 
Increase in sales revenue  $600,000 
Increase in contribution and profit  $90,000 
 

(a) Extra investment, if all accounts receivable take two months credit 
 $ 
Average accounts receivable after the sales increase (2/12 X $3,000,000)  500,000 

Less current average accounts receivable (1/12 X $2,400,000)  200,000 
 _______ 
Increase in accounts receivable  300,000 
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Increase in inventories  100,000 
 _______ 
 400,000 
Less: increase in accounts payable  20,000 
 _______ 
Net increase in working capital investment  380,000 
 
Return on extra investment = ( $ 90,000/$ 380,000) X 100% = 23.7% 
 

(b) Extra investment, if only the new accounts receivable take two months credit 
 
 $ 
Increase in accounts receivable (2/12 of $ 600,000)  100,000 
Increase in inventories  100,000 
 _______ 
 200,000 
Less: increase in accounts payable  20,000 
 _______ 
Net increase in working capital investment  180,000 
 
Return on extra investment = ($90,000/$180,000)X 100% = 50% 
 
In both case (a) and case (b) the new credit policy appears to be worthwhile. 

 
 

Q.N. 13 
Solution 

 

(a)  

 January  February  March  April  May  June 
 $  $  $  $  $  $ 
 _________  _________  _________  _________  ________ _________ 
Cash receipts 
Cash sales  44,000  52,000  56,000  60,000  64,000  72,000 
Credit sales  48,000  60,000  66,000  78,000  84,000  90,000 
 _________  _________  _________  _________  ________ _________ 
 92,000  112,000  122,000  138,000  148,000  162,000 
 _________  _________  _________  _________  ________ _________ 
Cash payments 
Purchases  60,000  80,000  90,000  110,000  130,000  140,000 
Wages: 75%  12,000  15,000  18,000  21,000  24,000  27,000 
Wages: 25%  3,000  4,000  5,000  6,000  7,000  8,000 
Overheads  10,000  15,000  15,000  15,000  20,000  20,000 
Dividends    20,000 
Capital expenditure    30,000    40,000 
 _________  _________  _________  _________  ________ _________ 
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 85,000  114,000  178,000  152,000  181,000  235,000 
 _________  _________  _________  _________  ________ _________ 
 
b/f  15,000  22,000  20,000  (36,000)  (50,000)  (83,000) 
Net cash flow  7,000  (2,000)  (56,000)  (14,000)  (33,000)  (73,000) 
 _________  _________  _________  _________  ________ _________ 
c/f  22,000  20,000  (36,000)  (50,000)  (83,000)  (156,000) 
 _________  _________  _________  _________  ________ _________ 
 

(b) The overdraft arrangements are quite inadequate to service the cash needs of the 
business over the six-month period. If the figures are realistic then action should be 
taken now to avoid difficulties in the near future. The following are possible courses of 
action. 
 
(i) Activities could be curtailed. 
(ii) Other sources of cash could be explored, for example a long-term loan to finance the 

capital expenditure and a factoring arrangement to provide cash due from accounts 
receivable more quickly. 

(iii) Efforts to increase the speed of debt collection could be made. 
(iv) Payments to accounts payable could be delayed. 
(v) The dividend payments could be postponed (the figures indicate that this is a small 

company, possibly owner-managed). 
(vi) Staff might be persuaded to work at a lower rate in return for, say, an annual bonus or 

a profit-sharing agreement. 
(vii) Extra staff might be taken on to reduce the amount of overtime paid. 
(viii) The stock holding policy should be reviewed; it may be possible to meet demand 

from current production and minimise cash tied up in inventories. 
 
 

Q.N. 14 
Solution 
In order to find out the NAV, the cash balance at the end of the year is calculated as follows- 
 

NRs. 
Particulars Amount 

Cash balance in the beginning (100 lakhs –  98 lakhs) 2,00,000 
Dividend Received  12,00,000 
Interest on 7% Govt. Securities 56,000 
Interest on 9% Debentures 45,000 
Interest on 10% Debentures 50,000 
 15,51,000 
(-) Operating expenses 5,00,000 
Net cash balance at the end 10,51,000 

 
Calculation of NAV 

Particulars Amount 
Cash Balance 10,51,000 
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7% Govt. Securities (at par) 8,00,000 
50,000 equity shares @ Rs. 175 each 87,50,000 
9% Debentures (Unlisted) at cost 5,00,000 
10% Debentures @90% 4,50,000 
Total Assets 1,15,51,000 
No. of Units 10,00,000 
NAV per Unit 11.55 
Calculation of NAV, if dividend of Re.0.80 is paid 
Net Assets (Rs. 1,15,51,000 – Rs. 8,00,000) 1,07,51,000 
No. of Units 10,00,000 
NAV per unit 10.75 

 
 

Q.N. 15 
Solution 

 
(i) The EPS of the firm is NRs. 10 (i.e. NRs. 200,000/20,000). The P/E Ratio is given at 12.5 

and the cost of capital, ke, may be taken at the inverse of P/E ratio. Therefore, ke is 8 (i.e. 
1/12.5). The firm is distributing total dividends of NRs. 150,000 among 20,000 shares, 
giving a dividend per share of NRs. 7.5. The value of the share as per Walter’s model may be 
found as follows: 

P= 
~

�W  + 
� �

���(�Y~)
�c  

   

= 
:.7

).)�  + 
�K.JK

K.KL�(+)Y:.7)
).)�  

 
=NRs. 132.81 
 

The firm has a dividend payout of 75% (i.e. NRs. 150,000) out of total earnings of NRs. 

200,000. Since the rate of return of the firm, r, is 10% and it is more than the ke of 8%, 
therefore, by distributing 75% of earnings, the firm is not following an optimal dividend 
policy for the firm would be to pay zero dividend policy. The optimal dividend policy for the 
firm would be to pay zero dividend and in such a situation, the market price would be 
 

P= 
~

�W  + 
� �

���(�Y~)
�c  

   

= 
)

).)�  + 
�K.JK

K.KL�(+)Y))
).)�  

 
=NRs. 156.25 

So theoretically the market price of the share can be increased by adopting a zero payout 
policy. 
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(ii) The P/E ratio at which the dividend policy will have no effect on the value of the share is 

such at which the ke would be equal to the rate of return, r, of the firm. The ke would be 
10% (=r) at the P/E ratio of 10. Therefore at the P/E ratio of 10 the dividend policy would 
have no effect on the value of the share. 
 

(iii) If the P/E ratio is 8 instead of 12.5. then the ke which is the inverse of P/E ratio would be 

12.5 and in such a situation ke >r and the market price as per Walter’s model would be 
 

  P= 
~

�W  + 
� �

���(�Y~)
�c  

   

= 
:.7

).+,7  + 
� K.JK

K.JN��(+)Y:.7)
).+,7  

 
=NRs. 76 
  

The optimal dividend policy for the firm would be to pay 100% dividend and the market 
price of share in such case would be 
 

P= 
~

�W  + 
� �

���(�Y~)
�c  

   

= 
+)

).+,7  + 
� K.JK

K.JN��(+)Y+))
).+,7  

 
=NRs. 80 
 
 

Q.N. 16 
Solution 

 
a. Under capital asset pricing model (CAPM), the risk of an individual security can be 

estimated. The market related risk, which is also called ‘systematic risk’ is unavoidable even 

by diversification of the portfolio. The systematic risk of an individual security is measured 

in terms of its sensitivity to market movements which is referred to as security’s beta.  

Beta coefficient is a measure of the volatility of stock price in relation to movement in stock 

index of the market. Thus, beta is the index of systematic risk. The beta factor of the market 

as a whole is 1.0. A beta of 1.0 of individual security indicates the average level of risk as 

compared to the market. 

Mathematically, the beta coefficient of a security is the security’s covariance with the market 

portfolio divided by the variance of the market portfolio. Symbolically, 

www.auditnca.com

www.auditnca.com


(Revision Test Paper (RTP),  

The Institute of Chartered Accountants of Nepal 

DEC 2016 

Answers 

 

27 

 

βi = Cov im. =  σi σm Cor im, where 

         Varm                σm
2 

βi = Beta of an individual security 

Cov im. = Covariance of returns of individual security with the market portfolio 

Varm = Variance of returns of market portfolio (σm
2) 

Cor im = Correlation coefficient between the return s of individual security and the market   

portfolio 

σi = Standard deviation of returns of individual security 

σm = Standard deviation of returns of market portfolio 

The degree of volatility can be expressed as follows: 

• If beta is 1, then it has the same level of risk profile as the market as a whole. 

• If the beta is less than 1, it is not as sensitive to systematic or market risk as the average 
investment. 

• If beta is more than 1, it is more sensitive to the market risk than the average 
investment. 

 
b. Stock market efficiency usually refers to the way in which the prices of traded financial 

securities reflect relevant information. When research indicates that share prices fully and 

fairly reflect past information, a stock market is described as weak-form efficient. Investors 

cannot generate abnormal returns by analyzing past information, such as share price 

movements in previous time periods, in such a market, since research shows that there is no 

correlation between share price movements in successive periods of time. Share prices 

appear to follow a ‘random walk’ by responding to new information as it becomes available. 

When research indicates that share prices fully and fairly reflect public information as well as 

past information, a stock market is described as semi-strong form efficient. Investors cannot 

generate abnormal returns by analyzing either public information, such as published 

company reports, or past information, since research shows that share prices respond 

quickly and accurately to new information as it becomes publicly available. 

If research indicates that share prices fully and fairly reflect not only public information and 
past information, but private information as well, a stock market is described as strong form 
efficient. Even investors with access to insider information cannot generate abnormal 
returns in such a market. Testing for strong form efficiency is indirect in nature, examining 
for example the performance of expert analysts such as fund managers. Stock markets are 
not held to be strong form efficient. 
The significance to a listed company of its shares being traded on a stock market which is 
found to be semi-strong form efficient is that any information relating to the company is 
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quickly and accurately reflected in its share price. Managers will not be able to deceive the 
market by the timing or presentation of new information, such as annual reports or analysts’ 
briefings, since the market processes the information quickly and accurately to produce fair 
prices. Managers should therefore simply concentrate on making financial decisions which 
increase the wealth of shareholders. 
 

Q.N. 17 
Solution 

 
e.  

(i) In capital rationing it may also be more desirable to accept several small investment 
proposals than a few large investment proposals so that there may be full utilization of 
budgeted amount. This may result in accepting relatively less profitable investment 
proposals if full utilization of budget is a primary consideration. 

 
(ii) Capital rationing may also mean that the firm foregoes the next most profitable 

investment following after the budget ceiling even though it is estimated to yield a rate 
of return much higher than the required rate of return. Thus capital rationing does not 
always lead to optimum results. 

 
f. Profitability and liquidity are usually cited as the twin objectives of working capital 

management. The profitability objective reflects the primary financial management objective 

of maximizing shareholder wealth, while liquidity is needed in order to ensure that financial 

claims on an organization can be settled as they become liable for payment. 

The two objectives are in conflict because liquid assets such as bank accounts earn very little 

return or no return, so liquid assets decrease profitability. Liquid assets in fact incur an 

opportunity cost equivalent either to the cost of short-term finance or to the profit lost by 

not investing in profitable projects. 

Whether profitability is a more important objective than liquidity depends in part on the 
particular circumstances of an organization. Liquidity may be the more important objective 
when short-term finance is hard to find, while profitability may become a more important 
objective when cash management has become too conservative. In short, both objectives are 
important and neither can be neglected. 
 

g. Trade credit refers to an arrangement whereby the supplier of raw materials, components, 

stores and spares parts, finished goods, allow the customers to pay their outstanding 

balances within the credit period allowed by them. Generally, suppliers grant credit for a 

period of three to six months and thus provide short term funds to finance current assets. 

The availability of trade credit depends upon various factors like nature and size of the firm, 

credit worthiness of the firm, activity level of the firm, policy if trade credit supplier, 

prevailing economic conditions etc. The major advantages of trade credit include ready 

availability, absence formalities etc. and the major limitation of trade credit is loss of cash 

discount. 
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h. This ratio measures a relationship between equity & the total assets. The objective of 

computing this ratio is to measure the proportion of total assets financed by the equity (i.e. 

proprietor’s funds). 

This ratio indicates the extent to which the assets of the enterprise have been financed out of 

proprietors’ funds. A high proprietary ratio indicates the larger safety margin for creditors 

and that the enterprise is not taking the benefit of trading equity. A low proprietary ratio 

indicates the greater risk to creditors and the enterprise is taking the benefit of trading on 

equity. 

Thus, an enterprise should have neither a very high nor a very low ratio but should be 

balanced. To judge whether the ratio is balanced or not, it should be compared with its own 

past ratios or with the ratio of similar enterprises in the same industry or with the industry 

average. 

 

Q.N. 18 
Solution 

 

a. The after tax cost of debt equates to the discount rate at which the cost of the debt over the 

ten year period is zero. This can be estimated by trying different discount rates and then 

interpolating.  

In order to raise NRs. 72 million, XYZ Co must issue NRs. 80 million of debt, since the 

debt is to be issued at a discount of 10% on par value (NRs. 72 million ÷ 0.9 = NRs. 80 

million).  

The annual interest cost net of tax will be NRs. 80 million × 6 % (1 – 0.3) = NRs. 3.6 
million. 

 

The cash flows will be as follows:  

NRs.’Million 

Year Cash flow 
5% 6% 

Discount factor PV Discount factor PV 

0 Issue proceeds (72) 1.000 (72) 0 1.000 (72) 
1-10 Interest 3.36 7.722 25.95 7.360 24.73 

10 
Capital 

repayment 
80 0.614 49.12 0.558 44.64 

    3.07  (2.63) 
 

Calculate the cost of debt using an IRR calculation 

��� = 5% +
3.07(6% − 5%)

3.07 + 2.63
= 5.54% 

The after tax cost of debt is therefore 5.54% 
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b. VE = 2 m × NRs. 150 = NRs. 300 

���� =
300

300 + 72
× 10 +

72

300 + 72
× 5.54% = 9.14%  

 

Q.N. 19 
Solution 

 

Cost of equity 

Cost of equity (Ke) = 10/20+0.05 = 0.05+0.05 = 0.10 

Cost of Debt (Kd)   

=
10(1 − .5) +

(100 − 96)
10

100 + 96
2

= 0.055 	����� 

Cost of Preference shares (Kp)   

 

=
5 +

2
10

198
2

= 0.053 	����� 

 

Calculation of WACC using book value weights 

Source of capital Book Value Specific Cost (K %) Total Cost 
10% Debentures 
 

5,00,000 0.055 27,500 

5% Preference Shares 
 

5,00,000 0.053 26,500 

Equity Shares 
 

10,00,000 0.10 1,00,000 

 20,00,000  1,54,000 
 

Ko= NRs.1,54,000/NRs.20,00,000 = 0.077(approx.) 
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Calculation of WACC using market value weights 

Source of capital Book value Specific cost (K %) Total cost 
10% Debentures 5,25,000 0.055 28,875 
5% Preference Shares 5,50,000 0.053 29,150 
Equity Shares 24,00,000 0.10 240,000 
 3,475,000  298,025 
 
Ko= NRs. 298,025/NRs. 3,475,000=0.08576(approx.) 

 

 

Q.N. 20 
Solution 
As per Dividend Growth Model    : Po = D0 (1+g)/ (Ke – g) 

Now Market Price per Share (Po) before Budget announcement as per Mr. A's estimates. 

Po = 2 (1+.05)/ (0.10-0.50) = NRs. 42 

And Market Price per Share (Po) after Budget announcement as per Mr. A's estimates.    

Po =1.08 (1+0.05)/ (0.07-0.05) = NRs. 94.50 

 

Q.N. 21 
Solution 
 
a. Calculation of Current Market Price : 

160 X PVAF (17%, 6 Years) + 1,000 X PVF (17%, 6 Years)  

= 160 X 3.589 + 1000 X .390   

= 574.24 + 390 

= 964.24 

b. Duration of the Bond  

= 1/ 964.24[160X1/ (1+0.17)1 + 160X2/ (1+0.17)2+ 160X3/ (1+0.17)3+ 160X4/ (1+0.17)
4
+ 

160X5/ (1+0.17)
5
+ 160X6/ (1+0.17)

6
+ 1000/ (1+0.17)

6
] 

= 4.243 years 

c. Volatility of Bond : = Duration/(1+yield) = 4.243/(1+0.17) = 3.626 
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d. Change In Market Price If Yield increases to .75 : 

New Market Price can be can be found with the help of Modified Duration as follows: 

Change in Market Price = - Modified Duration X Change in Yield = - 3.626 X .75 = - 2.719 % 

Therefor New Market Price = 964.40 - 2.719 % of NRs. 964.40 = 938.18 

OR 

Revised Yield or New Yield = 17 + .75 = 17.75 

Expected Market Price: 

= 160 X PVAF (17.75%, 6 Yrs.) + 1000 X PVF (17.75%, 6 years)   

= 160 X 3.52 + 1000 X .375  

= 563.2 + 375  

= 938 

 
Q.N. 22 
Solution 
(i) Beta of the Equity Shares after the Buyback: The Company was unlevered before buyback, 

Leverage after buyback is 50: 50. 

Now we know that overall beta never change with the change in capital structure. Therefore 

overall beta after the buyback will also be 0.6 since Overall Beta before Buyback was 0.6 

[Remember for all equity firm Equity Beta = Overall Beta] 

Now, 0.6 = Equity Beta X 0.5/ (0.5+0.5) + Debt Beta  

Therefore, Equity beta (after buyback) = 1.2 

 

(ii) Risk Premium on the Equity Shares Before the Buyback : 

Required Return before buyback = 20 % 

 Rf + Beta (Rm - Rf) = .20  

0.10 +0.6 (Rm-0.10) = .20  

Rm = 26.67 % 

Market Risk Premium   = Rm - Rf = 20.67 %-10.00 % = 16.67 % and 

Security Risk Premium = Beta (Rm - Rf) =0.6 (20.67 -10.00)   = 20.00 % 

 

(iii) Required Return After Buyback :=  Rf + Beta (Rm – Rf) = 10% + 1.20 x (26.67%-10% ) = 30% 

Now Market Risk Premium   = Rm - Rf   = 20.67 %-10.00 % = 16.67 % [will always be same] and 
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Security Risk Premium (After buyback) = Beta (Rm - Rf) =1.2 (20.67 -10.00)   = 20.00 % 

[Security Risk Premium may change due to change in Security Beta] 

 

(iv) Required Rate of return on Debt  = Rf = 10% 

Additional Analysis: Question has specified that debt yields a risk free rate of 10%.Hence Return 

on debt is equal to risk free rate. 

 

(v) Percentage Increase in EPS 

Expected Return on Equity before buyback = 20 % [Given] & 

Expected Return on Equity after buyback =30 % [calculated in (iii)] 

Hence Percentage increase in EPS = (30% - 20%)/20% = 50% 

 

(vi) Price-Earnings Multiple (P/E Ratio) After Buyback  = 1/Ke = 1/0.3 = 3,.333 

 

 
Q.N. 23 
Solution 
 
Workings: 

 NRs. 

Sales 7,500,000 

Less: Variable cost 4,200,000 

Contribution 3,300,000 

Less: Fixed costs 600,000 

EBIT 2,700,000 

Less: 9% interest on NRs. 45,00,000 405,000 

EBT 2,295,000 

  

  

i)  

ROI =
2,700,000

10,000,000
= 27%  

 
ii) Since the return on investment (27%) is higher than the interest payable on debt at 9%, the 

firm has a favorable financial leverage. 
 

iii) Asset Turnover =  

=
7,500,000

10,000,000
= 0.75  

 

The industry average is 3. Hence the firm has low asset leverage. 
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iv)  

Operating Leverage =
2,300,000

2,700,000
= 1.2222  

 

Financial Leverage =
2,700,000

2,295,000
= 1.1764  

 

Combined Leverage =
3,300,000

2,295,000
= 1.438  

 

v) If the sales drop to NRs. 50,00,000 from NRs. 75,00,000, the fall is by 33.33% Hence 

EBIT will drop by 40.73% 
 (%Fall in sales x operating leverage) 

 Hence the new EBIT will be NRs. 2,700,000 x (1- 40.73%) 

 = NRs. 1,600,290 or rounded up to NRs. 1,600,000 

 

vi) EBT to become zero means 100% reduction in EBT. Since the combined leverage is 

1.438, sales have to drop by 100/1.438 i.e. 69.54%. Hence the new sales will be NRs. 

7,500,000 x (100- 69.54%) = NRs. 2,284,500 (approx.) 
 
 
Q.N. 24 
Solution 
 
a) The cash operating cycle is the average length of time between paying trade payables and 

receiving cash from trade receivables. It is the sum of the average inventory holding period, 
the average production period and the average trade receivables credit period, less the 
average trade payables credit period. Using working capital ratios, the cash operating cycle is 
the sum of the inventory turnover period and the accounts receivable days, less the accounts 
payable days. 
The relationship between the cash operating cycle and the level of investment in working 
capital is that an increase in the length of the cash operating cycle will increase the level of 
investment in working capital. The length of the cash operating cycle depends on working 
capital policy in relation to the level of investment in working capital, and on the nature of 
the business operations of a company. 
Working capital policy 
Companies with the same business operations may have different levels of investment in 
working capital as a result of adopting different working capital policies. An aggressive policy 
uses lower levels of inventory and trade receivables than a conservative policy, and so will 
lead to a shorter cash operating cycle. A conservative policy on the level of investment in 
working capital, in contrast, with higher levels of inventory and trade receivables, will lead to 
a longer cash operating cycle. The higher cost of the longer cash operating cycle will lead to 
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a decrease in profitability while also decreasing risk, for example the risk of running out of 
inventory. 
Nature of business operations 
Companies with different business operations will have different cash operating cycles. 
There may be little need for inventory, for example, in a company supplying business 
services, while a company selling consumer goods may have very high levels of inventory. 
Some companies may operate primarily with cash sales, especially if they sell direct to the 
consumer, while other companies may have substantial levels of trade receivables as a result 
of offering trade credit to other companies. 
 

b) The dividend growth model (DGM) is used widely in valuing ordinary shares and hence in 
valuing companies, but there are a number of weaknesses associated with its use.  
The future dividend growth rate 
The DGM is based on the assumption that the future dividend growth rate is constant, but 
experience shows that a constant dividend growth rate is, in reality, very rare. This may be 
seen as less of a problem if the future dividend growth rate is regarded as an average growth 
rate. 
Estimating the future dividend growth rate is very difficult in practice and the DGM is very 
sensitive to small changes in this key variable. It is common practice to estimate the future 
dividend growth rate by calculating the historical dividend growth, but the assumption that 
the future will reflect the past is an easy one to challenge.  
The cost of equity 
The DGM assumes that the future cost of equity is constant, when in reality it changes quite 
frequently. The cost of equity can be calculated using the capital asset pricing model, but this 
model usually employs historical information, which may not reflect accurately expectations 
about the future. 
Zero dividends 
It is sometimes claimed that the DGM cannot be used when no dividends are paid, but this 
depends on whether dividends are expected in the future. If dividends are forecast to be paid 
from a future date, the dividend growth model can be applied at that point to calculate a 
share price, which can then be discounted to give the current ex dividend share price. Only 
in the case where no dividends are paid and no dividends are expected to be paid will the 
DGM have no application. 

 

Q.N. 25 
Solution 

NRs.’00 
Replace every year      

Year 0 1 
Initial cost   (15,000)      
Trade-in value   11,250  
Service cost    (1,000)   
Cleaning cost    (500)   
Net cost   (15,000)  9,750  
Discount factor @ 10%  1  0.909    
Present value   (15,000)  8,863  
NPV   (6,137)      
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Annuity factor  0.909      
Equivalent annual cost   (6,751) pa    
 
Replace every 2 years     

Year 0 1 2 
Initial cost   (15,000)       
Trade-in value       9,000 
Service cost    (1,000)   (1,400) 
Cleaning    (500)   (625) 
Net cost   (15,000)   (1,500)  6,975 
Discount factor 10%  1  0.909  0.826 
Present value   (15,000)   (1,364)   5,761 
NPV   (10,603)       
Annuity factor  1.735 for 2 years       
Equivalent annual cost   (6,111) pa     
 
Replace every 3 years      

Year 0 1 2 3 
Initial cost   (15,000)         
Trade-in value         6,200 
Service cost    (1,000   (1,400)  (1,960) 
Cleaning cost    (500)   (625)   (781) 
Net cost   (15,000)   (1,500)  (2,025)  3,459 
Discount factor @ 10%  1  0.909  0.826  0.751 
Present value   (15,000)  (1,364)   (1,673)  2,598 
NPV   (15,439)         
Annuity factor  2.487 for 3 years         
Equivalent annual cost   (6,208) pa       
 
Since equivalent annual cost will be lower if replaced every two year, Victoria Tours Ltd. Should 
replace its fleet after every two years. 
 
 
Q.N. 26 
Solution 
 
Return for the year (all changes on a per year basis) 
 NRs./Unit 
Change in price (NRs. 13.00- NRs. 12.25) 0.75 
Dividend received 1.25 
Capital gain distribution 1.00 
Total Return 3.00 
 

�¿���� �� ��À¿��
¿�� =
3

12.25
× 100 = 24.49% 
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If all dividends and capital gain are reinvested into additional units at NRs. 12.50 per unit the 
position would be: 
 

�¿���� �� ��À¿��
¿�� =
2.25

300
× 300 = Á��. 675 

 

Total amount reinvested = NRs. 2.25 × 300 = NRs. 675 
 

�ÂÂ�����	� ����� 	ÂÂ¿Â =
Á��. 675

Á��. 12.50
× 100 = 54 

 
Value of 354 units as on 31-12-2010 = NRs. 4,602 
 

Price paid for 300 units on 31-12-2009 = 300 × NRs. 12.25 = NRs. 3,675 
 

�¿���� =
(Á��. 4,602 − Á��.  3,675)

Á��. 3,675
× 100 = 25.22% 
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