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swor all Questions
Programmable calculalor pcrmi(ed Tilne: Three Hours

Distjoguish between Diversiliablc and Non-diversifiabie risk by using real world exarnples?

( 04 Marks)
The stock ofAlpha Ltd. perlbrms well relative to other stocks duing recessionary periods. The
stock ofbeta Ltd., on the other hand, does weLL during growth periods. Expected rate of return
ofthgse stocks for the ncxt y€ar are estiotaled as follows:

Economic condition

High growh

Low gror,th

Stagnation

Recession

Rcturn on

Alpha (%)

05

t0

20

40

Return on

Bett (o/o)

50

30

-10

_40

Probability

0,3

0.4

0.2

0.1

i. Calculate the expected rate of retum arld slandard deviation for the stock of A]pha Ltd.
and stock of beta Ltd. selarately.

i. Calculate the coefficient ofvariation for both stocks.

i. Ifyou are an investor, which company you \\,ould selcct tb. the investment.l

The risk free rate of retrun is 1 I percent. The e{lectcd rate of retum on the
15 percent. The expected rate of grorth for th-\ dividend of firm Z is g

( 09 Marks)

maiket portfolio is

percent. The lasl
dividend paid on the stock offil1rl Z was Rs. 20. The beta offimt Z,s stpck is 1.3.

i. What is the equilibrium price ofthe stock of firm Z?

ii. How would the equilibrium price chalge when ( a) the inllation premium increases by 2
percent, (b) the expected g.owth rate increases by 3 perceDt, and ( c ) the bcta ofz,s
equily dses to 1.5

( 07 Marks)

(Total 20 Marks)



Q2. a) Explain the thres approaches to deteminc the cost ofequity.

(

b) A company has on its books the following amount and specific costs ofeach type of

Type ofcapital

Debt

Preferencc

Equity

Relained earnings

Book value

(Rt
400,000

100,000

600,000

200,000

Mark€t value

(R9

380,000

110,000

1,200,000

Spe(ific

(%\

t5

t8

25

20

Determjne the wcighted average cost of capital

market value weights.

Can you think of a situation where the weigbted

same using either ofweights?

using (a) book value weights

averagc cost of capital lvouldlt.

c) XYZ company cunently pays a dividend of Rs.40 pel share and this dividend rs

grow at a 15 percenl annual tale fol J years, then at a 12 yo rate for thc nexl three years,

is expected to grow at 5 percent late fbrevcr, Whal value would you place on the e

percent ratc of leturn were required?

(08

(Total20

(08

Q3. a) Briefly explain the thcories ofcapit, structure $ith real world cxamp)es-

b) Firm X and Y arc identical in every aspect except thal X is urlgvcrcd while Y is lelered'

Coppany Y has Ils. 5 million of 5 percent debentures outstanding' Assume that tax rate is

percent, EBIT is Rs. 400,000 and that cost ofequity js 10 perccnt

Calculate thc value ofthe tirms, ifthe M-M assrunptions are met'/



c) The following data relatcto capital

Capital structure

Debt

lquity

Borowing mte

Net operating income

structure of two companies

Apple Ltd

s0%

s0%

13%

Rs.360,000

(Apple Ltd and Orangc Ltd)

(Jrange Ltd

20%

80%

t3%

Rs.360,000

Ilyou o$n 2 percent ofthe common stock ofApple I_td. what is your rupec rctum if.the
overall capitalizatiorl rate of the company (Ko) is lg percent? $&at is implied equily
capitalization rate (Ke)?

what is the implied equily capilalizarion ratc of orango Lld? wrerher it is difiarenl
fionr that ofApple Ltd. lfso, give the r.easons.

( 10 Markl
(fotal 20 Marks)

l- iran, ial I e. crage n.rl- apf,o1r iatc
a) Disdnguish betwee[ .'Operaling l,everage and

illustrations

b) Grey company presently has Rs.6 million in debt outstanding, bearing an
percent. It wishes b financc a Rs. g million expamion programme and is
altematives:

Alternative I Addilional debt at 14 pcrcent interest
Altemative II prej,erred stock with a 12 percent divider]d
Alternalive III Sale ofcommon slock at Rs. 50 per share

'lhe company presently has g00,000 shares uf 
"oi-nn slock outslandino

percent.

d

i. lf EBIi are presentlv Rs.2.5 rniilion. lvhat $,ould bc Ilps lbr three
assuming no immediate increase in operating profit,?

ll_ Develop a breali-o,en or indifference chart
approximate indill'erence points? To check
delermine the indifGrence point bet$een the
What are the horizontal axes intercepts?

( 05 Marks)

inlerest ratc of 12

considcring three

and tal\ rate is 40

altelnatives.

for these alternatives. What are the
ooe o1- thesc points, mathematicallv

debt plan and the common stock plan.



Q5. a)

b)

c)

d)

iii. Compute the degr€e ollinancial levelage fbr cach alternatile at thc cxpecled IlBll'ler

.,1'Rs. 2.5 million.

iv. which alternative do you prelir? llow nluch rvould EBI'I need to increirse bcfore ttr

nexi alternativc \a'ould bc bcttcr ir terms ofEPS'l

( 15 Math

( fotal 20 MarI

Deiine the term 'Agency Problem', and briefly descdbc the goals ofllnancial managemenl

( 04 l{ffk

AB l.td. is crcaling a sinking fund to rcdeem its pref'ereDce capilal ofRs 5 million issuedt

20'h Februaly 2011 and maturing 19'r'lebruary 2ti23 Thc colnpdly $ill makc cqual paulsn

for the lunds ancl expects that it will eam 15 petcent per )ear. I he firs1 annual paynenL willl

made on 20rh February, 201i.

l]etermine the size ofthc a rual payment lbr sinliing find'?

( 03lt'la

Supposc you borro\\' Rs. 1. 000. 000, you arc going to repa,v thc loan by making eqlral annl

paynrcnts lbr fivc yeals. l'hc intercst rate on the loan is l6 perccnt per 
'vear'

Preprre an ainortization sohedule for the loan llo$ nluch interest rlill 1'ou pay over the lile

the loirn?

( 07 Mat

Assume that il is 1'low January l, 20i 1. and you will nccd I{s i.000.000 on January 12015

sta a business. Your bank compounds intelest at a 10 perclnt annual ratc-

i. How much shol d you deposil on January 1.2010' lo have the rcquired sum ol

i,000.000 on.Ianuary 1, 2015?

ii. If you \\'dnt to make an equal payment on January I every ycar, ftom 201 1 through 2L

10 accumulatc lhe required sum olh.. 1,000.000, horv large u'ould each offiel

payn rent' bci i
iil. .lf your uncle were to ofl'cr either 10 makc payments calculated in pafi (ii) or give )l

lump sum ofRs 750,000 on January 1, 201 l' *hich *ould you chooscl

(06Ma

(Total20llar



rtant Formulas:
n

E(R)=I PiRi
i-r

P,

C.V=9x100

DOL=(EBIT+FC),EBITI

DFL EBIT
EBrr - t-[PDl (1_t)]

6. DOL = DOL * DFL

E(Rr=Rr+pj(Rm-Rr)

8. WACC: WdKd ( 1{) + WpKp + WeKe

9. Ke = Di/Po + g

I0. EPS -(FBIT-l)(l-l). PreLdi\.
NS

11. FVo,r-PMT [ (1+ D' -i I

12. FV ao = PMl' [ (1+ Dn -1 ] ( 1+ i)
I

13. PV o.,\ = PMT [ (l+ D- -1 I

14. PVro =PMT [ (1+ i)-" -1 ] ( 1+ D
I

II(R, -E(,)'

1

I
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