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Section A

Answer any two questions. Each question will carry 20 marks.

1. The earnings per share of a company are Rs 10. It has an internal rate of return
of 15 per cent and the capitalization rate of its risk class is 12.5 per cent. If
Walter’s model is used: (i) what should be the optimum payout ratio of the firm?
(ii) What would be the price of the share at this payout? (iii) How shall the price of

the share be affected if a different payout were employed?

2. Assuming that a firm pays tax a ta 50 per cent rate, compute the after tax cost of
capital in the following cases: :

i A 8.5 per cent preference share sold at par.

ii. A perpetual bond sold at par, coupon rate of interest being 7 per cent.

iii. A ten year, 8 per cent, Rs 1000 per bond sold at Rs 050 less 4 per cent
underwriting commission.

iv. A preference share sold at Rs 100 with a 9 per cent dividend and a
redemption price of Rs 1 10 if the company redeems it in five years.

V. An ordinary share selling at a current market price of Rs 120, and
paying a current dividend of Rs 9 per share, which is expected to grow
at a rate of 8 per cent.

vi.  An ordinary share of a company, which engages no external financing,

is selling for Rs 50. The earnings per share are Rs 7.50 of which sixty



per cent is paid in dividends. The company reinvests retained earnings

at a rate of 10 per cent.

3. A company is considering the following investment projects:

Projects Cash Flows
Co Cl C2 C3
A 210,000 +10,000
B -10,000 + 7,500 +7,500
& 210,000 + 2,000 +4,000 +12,000
D -10,000 +10,000 +3,000 + 3,000

(a). Rank the project according to each of the following methods:
(i) ARR and
(ii) NPV
Assume discount rates of 10.
(b) Assuming the projects are independent, which one should be accepted? If the

projects are mutually exclusive, which project is the best?

4. Calmex is situated in North India. It specializes in manufacturing overhead
water tanks. The management of Calmex has identified a niche market in certain
Qouthern cities that need a particular size of water tank, not currently
manufactured by the company. The company is therefore thinking of producing a
new type of overhead water tank. The survey of the company’s marketing
department reveals that the company could sell 1,20,000 tanks each year for six
years at a price of Rs 1,500 each. The company’s current facilities cannot be used
to manufacture the new-size tanks. Therefore, it will have to buy new machinery.
A manufacturer has offered two options t0 the company. The first option is that

the company could buy four small machines with the capacity of manufacturing







