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INVESTMENT DECISIONS — CONCEPTS

1.  Capital Budgeting or Investment Decisions

These are related to long term investment decisions or for fixed assets.

2. Types of Decisions

(A) Mutually Exclusive — Select one and rest all gets rejected

(B) Independent — Select any number of projects

(C) Complimentary — If main even accepted then associated events will also get accepted

(D) Replacement or Modernisation — Old assets are replaced with new assets
ﬂ —

(E) Expansion — It is done to increase production capacity

(F) Diversification — It is aimed for introduction of new product

3. Calculation of Book Profit

Particulars Amount )

v

Operating Revenue (e.g. sales etc.) 7 -

Less: Operating cash costs (Ve # Ft) (A Cohh Cut -
CPBD» Profit before depreciation (or Cash flow before tax)

Less: Depreciation — O
Profit before tax - @2
Less: Tax -T® -
Profit after tax -2 -

4. Calculation of Cash Flows

_ o b PV.N
Cash flows before tax = PBD . 5 T V.re " T R J‘)

Cash flows after tax = PBD — Tax + Tax savingﬁl loss

Cash flows after tax = PAT + Depreciation + Tax saving on loss

Vb

Cash flow after tax = Cash flow before tax (1 —t) + (Depreciation x t),

4 e
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5. Cash flows from sale of assets

Particulars Amount )
Cost of Assets -
Less: Accumulated depreciation i
Book value of assets (A) - 1
1 Sale value of assets (B) - J

Profit/(loss) on sale of assets (A — B)
Ex/(tax saving) on sale (C)
Net cash flows from sale of assets (D =B — C) &)

CF foowm QN2 o At = Rl velur —Tox + Tow Sowivg on 1>

6. Concept of Block of Asseis
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7.  Techniques of Capital Budgeting

(A) Traditional techniques:

(1) Accounting Rate of Return (ARR) Dovx CAV\’;\AL}_

(2) Payback period (PBP)



(B) Modern Techniques

(1) Discounted Payback period
(anhidRS,

(2) Net Present Value (NPV)

Tive Nelue.
(3) Profitability Index (PI) *) mv\ka
(4) Internal Rate of Return (IRR)
(5) Modified Internal Rate of Return (MIRR)

8. Accou‘rﬁng Rate of Return or Average Rate of Return (ARR)

v’
It is the rate of return generated on the funds invested which is based on book profits.

—

ARR = Average PAT % 100

—_— Average Investment

/
Average PAT

x 100

ARR on Original investment = ——
Original Investment

Where,

v o >
PAT1+PAT2+---+PATn

Average PAT =

n

v g
Al1+AI2+---+AlIn

Average investment of Project =

— n ‘ .
Average investment of a zear'(AI) _ Opening+Closing wQ\l"ﬁa @"‘&
| - T
Average Investment of Project = 1/z(Cost of Project — Scrap value) + Scrap Value +WC
- B¢ Uob'L m’
(in case of SLM) ~Dejbe tak'e \

Decision Criteria

General Rule - Maximum ARR

Mutually Exclusive — Project with maximum ARR

Indegellgent:
Project ARR > Required ARR — QCL@:\:
Project ARR < Required ARR —> p‘ﬁeu'
Project ARR = Required ARR = Mba & M"a vt



10.

Payback Period

It is the duration during which cost of project is recovered out of cash inflows.

Cost of Project «
Annual Cash Inflow 7

Payback period (when CFs are equal) =

Payback period (when CFs are unequal) P&?: Ne. JO \‘::3\1& ‘_‘_S.C&\- 4 - vau
Opfo v

- Calculate cumulative cash flows ) M‘QIU‘ Chs
Gowvlode 478 Awnved CTR
- Calculate PBP o Juit 2a) 203

Average Anm-tzl Cash Inflow “‘0 CA%\' 17 ?Ub et

Initial investment
~

Payback reciprocal =

Decision Criteria

General Rule - Minimum PBP

Mutually Exclusive — Project with minimum PBP

Independent:

Project PBP > Required PBP — Ekée&
Project PBP < Required PBP — RACRpF
Project PBP = Required PBP - Mbﬁ oL v\‘-’(‘j wnot

Time Value of Money
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Compounding Discounting
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11. Discounted Payback Period

It is the duration during which cost of project is recovered from present value of cash

inflows of the project.

Step - 1) Calculate discounted cash inflows

Step — 2) Calculate discounted payback period
Decision Criteria
General Rule - Minimum Discounted PBP

Mutually Exclusive — Project with minimum Discounted PBP

—

Independent:
Project Discounted PBP > Required Discounted PBP — R‘:S&u
Project Discounted PBP < Required Discounted PBP —2 AuRp
Project Discounted PBP = Required Discounted PBP —= \V\ba & M’a vt



12. Net Present Value (NPV)

NPV =PV of cash inflows — PV of cash outflows =|PVCI — PVC‘O\

@ If life of project are different then decision will be based on equivalent annual NPV or

equivalent annual PVCO
Equivalent Annual NPV - Qq&p,b\- Mo ‘VG&M&

PVAF for Life

Equivalent Annual PVCO = SR g&&k 3 M Volur-

PVAF f or Life
Decision Criteria

General Rule - Maximum NPV

Mutually Exclusive — Project with maximum NPV

Independent: +V2 — Burpr

o —-al"\ﬂahf'\ﬁgw*

13. Points to Remember (PTRs)

Unless otherwise provided, following points are to be assumed:

—_—

(a) Cost of project will be incurred at beginning of the project

(b) Working capital investment will be incurred at beginning of the project

(c) Revenue cash inflows will be at the end of the respective year

(d) 100% of working capital will be realized at end of the project

(e) Sale of assets
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14. Treatment of Costs
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15. Profitability Index (PI)

It is the amount of cash inflow generated for every rupee of cash outflows.

pr =271 NEV

PVCO PV co

Decision Criteria

General Rule - Maximum PI

Mutually Exclusive — Project with maximum PI

Ind dent:
ndependent L pvex > Pieo = NIV He = P

Pl = .
Z\ > Nha W = NPV e 2 el

=1 » Pttt =N N\’\lso.—al‘\oahr’\»avw



16. Capital Rationing
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17. Internal Rate of Return (IRR)
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- Calculate NPV at discount rate given in question (can start with any % given in ques.)

- If NPV is +ve, increase rate to make it -ve.

- If NPV is -ve, decrease rate to make it +ve.

-IRRZH'F LR NPV ]

l[(LR NPV—HR NPV)

)

Decision Criteria

General Rule - Maximum IRR

Mutually Exclusive — Project with maximum IRR

Independent:

> coC |,
IRR =

< o0, Pejer

(HR — LR)

=COC/ ,MbaeleaM'\‘



18.

19.

20.

NPV vs IRR
NPV is superior to IRR due to: NPV Ralwv. @ (& 9 W‘N

(a) Reinvestment rate assumption TLE ~ p,p_‘mv, (CH PP

(b) Multiple IRR can be computed with same data but it is not possible with NPV

Modified Internal Rate of Return (MIRR)
It is based on compounding technique.

It assumes reinvestment of intermediate cash flows at cost of capital only.

Step — 1) Calculate total compound value of intermediate cash flows at end of project

-~ v -
Step — 2) Initial outflow x (1 + r)" = Total compound value

From above equation find r which is equal to MIRR

Total Compound Value

-1

Or MIRR = 11/

Initial outflow

Decision Criteria
C—

General Rule - Maximum MIRR

—_—

Mutually Exclusive — Project with maximum MIRR

Independent: = CoC > Purht
MIRR= | _~ cnpe = Rejets

Replacement Decisions

(a) Calculate Initial cash outflows

Particulars Amount

Cost of new assets —_> -

) Ta>_<'§£wing on lo_s_s_on sale of __o_ld assets =~ -

() Sal.e'v_alue of o’li‘assets - - 7




y () Tax payment on proﬁt_(ﬁ_s_ale of old assets s R Z
(+) Increase in working capital _ ?
) Decreaiclmzvorking capital -]

Cash Outflows O

(b) Calculate Incremental Revenue CFs

Particulars

Amount

Increase in sales

(+) Savings in costs

g—

(-) Increase in costs

N
S
S

Incremental PBD (#)

(-) Increase in Depreciation (New — Old)
4

Incremental‘_PBT

(-) Tax

e

®

Incremental CFs (P~ g)

(c) Calculate incremental sale of assets at end and working capital realization

(d) Calculate NPV or IRR and take decision




INVESTMENT DECISIONS — QUESTIONS
C:—i—_-s P&B— TTox =-P&h-0: E‘é

Question — 1
CK Ltd. is planning to buy a new machine. Details of which are as follows:
" Cost of the Machine at the commencement — = %250,000~

Economic Life of the Machine —?
Residual Value —> Nil v/
Annual Production Capacity of the machine = 1,00,000 units .~
Estimated Selling Price per unit = X6
Estimated annual fixed cost (excluding depreciation) = %1,00,000F
Estimate‘ZV_ariable cost per unit (excluding depreciation) -» X3 ~

Advertisement expenses in 1* year in addition of annual fixed cost - X 20,000]
Maintenance expenses in 5" year in addition of annual fixed cost =» 30,000
Cost of capital - 12%

Analyze the above mentioned proposal using the Net Present Value Method and advice.
PV Factor at 12% are as under:
Year 1 2 3 4 5 6 7 8

PV Factor 0.893 | 0.797 | 0.712 | 0.636 | 0.567 | 0.507 | 0.452 | 0.404

Solution
Statement of Present Value of Cash Flows

Particulars Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8

Units — | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000
Contribution S 3 3 3 3 3 3 3 3
per unit (6 —
3

Total — | 3,00,000 | 3,00,000 | 3,00,000 | 3,00,000 | 3,00,000 | 3,00,000 | 3,00,000 | 3,00,000
Contribution
(-) Fixed = 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000 | 1,00,000
Cost “
(-) Advert. 20,000 - - - v - - - -
(-) Maint. - - - -1 30,000 - - -

Profit Before J 1,80,000 | 2,00,000 | 2,00,000 | 2,00,000 | 1,70,000 | 2,00,000 | 2,00,000 | 2,00,000

Dep. 01@_;

PVF @ 12% - 0.893 0.797 0.712 0.636 0.567 0.507 0.452 0.404

Present —>|1,60,740 | 1,59,400 | 1,42,400 | 1,27,200 96,390 | 1,01,400 90,400 80,800
Value

Total Present value of cash inflows =( 9,58,730)from above table)
NPV =PVCI - PVCO = 9,58,73Q - 2,50,000 =X 7,08,730
It is recommended to accept the prgp&sal as it has positive NPV.




Question — 2
You are a financial analyst of B limited. The director of finance has asked you to analyze two capital

investments proposals, Projects X and Y. Each project has a cost of 310,000 and the cost of capital

for each project i{12% JThe project’s expected net cash flows are as follows:
Year Expected net cash flows
Project XR) Project Y )
Co O _— (10,000) (10,000)

r 1 6,500 3,500
(£ 42?2 3,000 3,500

[ 3 3,000 3,500

\ 4 | 1000] 3500 _ -
(a) EQII;)CUI;QTE each project’s payback period, net present value (NPV) and internal rate of return

(b) DETERMINE, which project or projects should be accepted if they are independent?

Solution
(a) Computation of Payback Period
Year Project X Project Y
CF Cumulative CF Cumulative
1 6,500 L~ 6,500 3,500 3,500
2 3,000 € T2 9,500 3,500 7,000
3 ~ 3,000 12,500 3,500 . | 10,500
4 1,000 < ™ 13,500 3,500 14,000

(>4
/ —
Payback period of Project X =2 + 10,000-9,500

Q17 year>

3,000
Payback period of Project B =2 + o,o;)'(:;;/z,oo@
Statement of NPV
Year PVF Project X Project Y
@12% | CF v| (PV) CF PV
0 1 (10,000) | (10,000) (10,000) (10,000)
1 0.893 6,500 ') 5,805 3,500 ') 3,126
2 0.797 3,000 2,391 3,500 / 2,790
3 0.712 3,000 2,136 3,500 \ 2,492
4 0.636 1,000 636 3,500 | 2,226
NPY ) G
o
Statement of NPV
Year PVF Project X Project Y
(@20%) CF PV CF PV
0 1 (10,000) | (10,000) (10,000) (10,000)
1 0.833 6,500 5,415 3,500 2,916




2 0.694 | 3,000 2,082 3,500 2,429
3 0.579 | 3,000 1,737 3,500 2,067
4 0.482 | 1,000 482 3,500 1,687
NPV ( 284\~ (0D ) A
jp—— asSS——
IRR of Project X = 12 + [m] 20 — 12) (18.19%)~

634

) 20-12)

IRR of Project Y = 12 + |

(b) Conclusion:
Particulars Project that rank higher
Payback period —  ProjectX Vv
NPV —= Project X
IRR —  Project X
=
Question — 3

GG Pathology Lab Ltd. is using 2D sonography machlne which has reached the end of its useful life.
The lab is 1ntend1ng to upgrade along with the technologx y 1nvest1ng in 3D sonography machlne as
per th “the choices preferred by the patrents Following new 3D sonography machine of two different

—

brands with same features is avarlable in the market:

Brand Cost of Life of Maintenance SLM
machine machine cost %) Depreciation
& | & | — rate (%)
Year 1-5 Year 6-10 | Year 11-
) — S S
= X ‘/15,00,000 15 50,00Q 70,000 98,000 6
~> Y «”10,00,000 10 ~ 70,000 1,15,000 - 6

Residual value of machines shall be dropped by 10% and 40% of purchase price for Brand X and Y
respectively in the first year and thereafter shall be depreciated at the rate mentioned above on the

original cost.
Alternatively, the machine of Brand Y can also be taken on rent to be returned back to the owner after
use on the following terms and conditions:

") Annual rent shall be paid in the beginning of each year and for first year it shall be X 2,24,000.
Annual rent for the subsequent 4 years shall be < 2,25,000.

O Annual rent for the final 5 years shall be X 2,7 < 2,70,000.

[l The rent agreement can be terminated by GG Labs by making a payment of< 2,20,000 as penalty.

This penalty would be reduced by ¥ 22.000 each year of the period of rental agreement.
You are required to:
(i)  Advise which brand of 3D sonography machine should be acquired assuming that the used of
machine shall be continued for a period of 20
(i1) State which of the option_is most economical if machine is likely to be used for a period of 5
|
years?-
The cost of capital of GG Labs is 12%.

cars.




The present value factor of ¥ 1 @12% for different years is given as under:

Year PVF Year PVF
1 0.893 9 0.361
2 0.797 10 0.322
3 0.712 11 0.287
4 0.636 12 0.257
5 0.567 13 0.229
6 0.507 14 0.205
7 0.452 15 0.183
8 0.404 16 0.163
Solution
(i) Statement of Equivalent Annual Cost if Brand X js purchased
Period Cash Outflows PVF @ 12% PV R)
0 =2 15,00,000 1.000 - 15,00,000
1-5 = 50,000 3.605 < 1,80,250
6-10 = 70,000 2.046 '_- 1,43,220
11-15 -~ 98,000 1.161 1,13,778
15 —> (90,000)* 0.183 (16,470)
Total PVCO (A) 19,20,778 v
PVAF (1-15 year) (B) —> 6.812
Equivalent Annual PVCO (A+B)

(2,81,969.76
*Residual value = [15,00,000 x (1-0.10)] - (15,00,000 x 0.06 x_14) =% 90,00

Statement of Equivalent Annual Cost if Brand Y is purchased

Period Cash Outflows PVF @ 12% PV R)
0 ~ 10,00,000 -~ 1.000 10,00,000
1-5 70,000 -~ 3.605 2,52,350
6-10 ~ 1,15,000 -~ 2.046 2,35,290
10 — (60,000)* - 0.322 (19,320)
Total PVCO (A) | —> 14,68,320
PVAF (1-10 year) (B) | ==  5.651

Equivalent Annual PVCO (A+B)

C 2.59,833.66 O

*Residual value = [10,00,000 x (1-0.40)] — (10,00,000 x 0.06 x 9) %X 60,000)

Statement of Equivalent Annual Cost if Brand Y is taken on rent

Period Cash Outflows PVF @ 12% PV R)

0 =  2,24,000 - 1.000 2,24,000
-4 - 2,25,000 - 3.038 ~ 6,833,550
5-9 g 2,70,000 - 2.291 - 6,18,570

Total PVCO (A) 15,26,120.
PVAF (1-10 year) (B) | = 5.651

Equivalent Annual PVCO (A+B)

2,70,061.94 O




Since equivalent annual cash outflow is lease in case of purchase of machine of brand Y the same
——
should be purchased.

e

(i1) If machine is used for 5 years.
Statement of Equivalent Annual Cost if Brand X is purchased

Period Cash Outflows PVF @ 12% PV R)
0 - 15,00,000 1.000 15,00,000
1-5 — 50,000 3.605 1,80,250
5 M (9,90,000)* 0.567 (5,61,330)
Total PVCO (A) (11,18,920)

*Residual value = [15,00,000 x (1-0.10)] — (15,00,000 x 0.06 x 4) = 9.90,000 ]

Statement of Equivalent Annual Cost if Brand Y is purchased

Period Cash Outflows PVF @ 12% PV R)
0 =2 10,00,000 1.000 10,00,000
1-5 =2 70,000 3.605 2,52,350
5 (3,60,000)* 0.567 (2,04,120)
Total PVCO (A) <i0,48,230 D

*Residual value = [10,00,000 x (1-0.40)] — (10,00,000 x 0.06 x 4) =% 3,60,000

v

Statement of Equivalent Annual Cost if Brand Y is taken on rent
Period Cash Outflows PVF @ 12% PV R)
0 -  2,24,000 1.000 2,24,000
1-4 - 225,000 3.038 6,83,550
5 -2 1,10,000%* v 0.567 62,370
Total PVCO (A) (9,69,920)

*Cash flow = 2,20,000 — (22,000 x 5) % 1.10,000

Since equivalent annual cash outflow is lease in case of rent of machine of brand Y the same should
be taken on rent.

Question — 4

A chemical company is presently paying an outside firm % 1 per gallon to dispose off the waste material

resulting from its manufacturing operations. At normal operating capacity, the waste is about 50,000
gallons per year.

After spending < 60,000 on research, the company discovered that the waste could be sold for X 10 per

gallon if it was processed further Additional processing would however, requlre an mvestment of
< 6,00,000 in new equlpment which would have an estimated life of 10 years with no salvage valte.

—_—

Depreciation would be calculated by straight line method.



<
Except for the costs incurred in advertising ¥ 20,000 per year, no change in the present selling and

administration expenses is expected, if the new product is sold. The details of additional processing
costs are as follows:

Variable — X 5 per gallon of waste put into process

Fixed (excluding depreciation) — 30,000 per year

In costing the new product general administrative overhead‘wi_ll be allocated at the rate of 3 2 per
gallon There wil will be no losses in es in processing and it is assumed that the total waste processed in a given
year ear will be sold in that year. Estimates indicate that 40,000 gal ons, of the product could be sold each
year. The management “when confronted with the choice of disposing off the waste or processing it
further and selling it, seeks your advice. Whrch alternative would you recommend? Assume that the

firm’s cost of capital is 15% and it pays on an avera average 35% tax on its income.

—

Note: Present value of annuity of X 1 at 15% rate of discount for 10 years is 5.019.

— —
Solution
Statement of NPV
Particulars Amount

Sales (40,000 x 10) — 4,00,000
(-) Variable cost (40,000 x 5) - (2,00,000)
(-) Fixed cost ™ (30,000)
(-) Advertisement cost — (20,000)
(+) Saving in disposal cost (50,000 — 10,000)@ (\\Qeoo 7;D S 40,000
Profit before depreciation (A) - 1,90,000
(-) Depreciation (6,00,000 =+ 10) _— 60,000
Profit before tax - 1,30,000
(-) Tax @ 35% - 45,500
Profit after tax - 84,500
(+) Depreciation e 60,000
Cash inflows N 1,44,500

| PVAF(5% 10 yeary) — 5.019
PVCI -  7,25,246
Initial Investment — PVCO 6,00,000

NPV Cl 25 2@

Question — 5

A large profit making company is considering the installation of a machine to process the waste
produced by one of its existing manufacturing process to be converted into_a marketable product. At
present the waste is removed by a contractor for disposal on payment by the company of % 150 lakhs




—
per annum for the next four years. The compensation of ¥ 90 lakhs to contractor will be paid before

the processing operations starts. This compensation is not allowed as deduction for tax purposes.

The machine required for carrying out the processing will cost ¥ 600 lakhs to be financed by a loan
repayablemequal installmen?s_c-(')mme‘riin_g from the end to the year. The interest rate is MGr
annum. At the erﬁd_of the 4fle:~ar, the machine can be sold for X 60 lakhs and the cost of dismantling
and removal will be ¥ 45 lakhs.

Sa@d direct costs of the produce emerging from waste processing for 4 years are estin_ﬂi as
under:
(X in lakhs)

Year 1 2 3 4
VSales 966 966 1,254 1,254
“Material Consumption 90 120 255 255
“vWages 225 225 255 300
~Other expenses 120 135 162 210

Factory Overheads(®) 165 180 330 435

Depreciatiﬁ (as per income tax rules) 150 114 84 63

Initial stock of material required before commencement of the processing operation X 60 lakhs at the
start of year 1. The ‘sTo-ék levels of material to be maintained at the end of year 1, 2 and 3 will be T 165
lakhs. And the stocks at the end of year 4 will be nil. The storage of materials will utilize space which
would 0therw1se have been rented out for < 30 lakhs per annum. Labour costs 1nclude wages of 40

workers whose transfer to this process will reduce idle time payments of ? 45 lakhs in year 1 andw

lakhs in year 2. Factory overheads include apportionment of general factory overheads except to the
ﬁ. C—— .
extent of insurance charges of ¥ 90 lakhs per annum payable on this venture. The company’s tax rate
— [ ——— —————

1s 30%. Present value factors for four years are as under:-

—_—

Year — 1 2 3 4

PV Factor @14% - 0.877 0.769 0.674 0.592

Advice the management on the desirability of installing the machine for processing the waste. All
calculation should form part of the answer.

b
Solution
Statement of NPV (X in lakhs)
Particulars Time | PVF Amount Present Value
Compensation to contractor — 0 1 = 90.00 90.00
Principal payment of loan —1-4| 2912 | = 150.00 436.80
Working capital 0 = 1 =2 60.00 60.00
PVCO (586.80)
Cash inflows 1 0.877 « 305.40 267.84
2 0.769 37230 286.30




0.674 « 42420 285.91
0.592 | — 53250 315.24
Cash flow from sale of assets 0.592 «~ 15.00 8.88
PVCI 1,164.17
NPV (PVCI - PVCO) C 57{@)
Since the project has positive NPV, therefore it should be accepted.
Working Note -1 Statement of Cash Flows R in lakhs)
Particulars Year 1 Year 2 Year 3 Year 4
~rSales 966 966 1,254 1,254
~r (-) Material consumed (90) (120) (255) (255)
“1 (-) Wages (180) (195) (255) (300)
<T (-) Other expenses (120) (135) (162) (210)
— (+) Saving in disposal cost ™ 150 150 150 150
= (-) Interest @14% GOV XN )= (84) [1507%=(63) (42) 21)
=3 (-) Opportunity cost of rent — (30) (30) (30) (30)
—= (-) Insurance - (90) (90) (90) (90)
Profit before depreciation (A) v* - 522 483 570 498
(-) Depreciation -2 (150) (114) (84) (63)
Profit before tax - 372 369 486 435
Tax @ 30% (B) -f 111.60 110.70 145.80 130.50
Cash Flow (A—B) v~ - 410.40 372.30 424.20 367.50
@\/Iaterial consumed —3 90 120 255 255
© Material purchased — (195) (120) (255) (90)
Net Cash Flow aua) Gna) (2420) (520)

-~

Working Note- 2 Statement of Calculation of Material Purchased R in lakhs)
Particulars Year 1 Year 2 Year 3 Year 4
Material Consumed — 90 120 255 .. 255
(+) Closing stock of material CVW&)l 65 “165 ~ 165 Cires C
(-) Opening stock oi_n-iaterial - (60) \(165) \ (165) \ (165)
Material Purcha_siad 195 @’ @ ’0‘

Question — 6

A company h(é < 1,00,000 avég' able for investment and has identified the following four investments

in which to invest. Pveo ® PveT -
Project Investment (3) NPV )
C 40,000 20,000
D 1,00,000 35,000

NV = Town

o-So @

038 @
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E 50,000 24,000
F 60,000 18,000 o I
You are required to optimize the returns from a package of projects within the capital spendinginit
if: c b (X Y
(a) The projects are independent of each other and are divisible 2_ qf_ Eg E
(b) The projects are not divisible NS CSF
—_— NE
Solution < F
(a) Computation of NPV per X 1 of investment and Ranking of Projects
Project Investment () NPV ) NPV perX 1 Ranking
invested ()
C 40,000 v 20,000 0.50 1
D 1,00,000 35,000 0.35 3
E — 50,000 - 24,000 0.48 2
F 60,000 18,000 0.30 4
Calculation of Package of Projects
Project Investment () NPV )
c v —> 740,000 —> 20,000
E -+ = 50,000 = 24000 | _ ]S990 100%
D (1/10% of Project) = 10,000 3,500— 18 __—
Total 007 | L1507

The company would be well advised to invest in Project C, E and D (1/10%) and reject Project F to
optimize return within the amount of ¥ 1,00,000 available for investment.

(b) Calculation of Package of Projects
Package of Project Investment () NPV X)
90 000
(40,000 + 50,000) (20,000 + 24,000)
Cand F 1,00,000 38,000 —
(40,000 + 60,000) (20,000 + 18,000)
Only D 1,00,000 35,000 —

The company would be well advised to invest in Projects C and E to optimize return within the amount
0f ¥ 1,00,000 available for investment.

Question — 7

Given below are the data on a capital project ‘S’

Annual cost saving
Useful life

Internal rate of return
Profitability index

Salvage value

-

-S>
-

s
- %60,000 (€D
a

4 years
15%

0

—



You are required to calculate for this project S:
(a) Cost of project
(b) Payback period
(c) Cost of capital
(d) Net Present Value

Given the following table of discount factors:

Discounting Factor 15% 14% 13% 12‘}/‘0,
1 year 0.869 0.877 0.885 0.893
2 year 0.756 0.769 0.783 0.797
3 year 0.658 0.675 0.693 0.712
4 year 0.572 0.592 0.613 0.636
TAN> (28535) 2913 2974 (3.03%)
Solution
(a) Cost of Project S:
AU IRR.

PV of cash inflows = PV of cash outflows

Annual cash inflow X PVAF(15%, 4) = PV of cash outflows
60,000 x 2.855 =PV of cash outflows
PV of cash outflows =3 1,71,300

~. Cost of project
i o
(b) Payback period = Cost of project  _ 1&21(';(:)0 2.855 years

Annual cash inflow B
— -—

(c) Cost of capital of Project S:

v
PV of cash inflows
PV of cashgiitflows

Profitability index =

_ Annual &ash inflowsxPVAF
1,17,300
—

Annual cash inflows x PVAF = 1,82,263.20
60,000 x PVAF = 1,82,263.20

1,82,263.20
— 60,000 —

Considering the data provided in questions, the PVAF are at a discount rate of 12%.

1.064

..Cost of capital = 12%
(d) NPV ofproject S =PV of cash inflows — PV of cash outflows
= (60,000 x PVAF (129%,4)) — 1,17,30Q = (60,000 x 3.038) — 1,17,300

Question — 8

Calculate MIRR from the following data, if cost of capital is 9%:
— —




Year Cash Flows ) wEE o', (A7)
0 150,000 —
40,000  C\09) =

1
2 70,000  (\ o*\)3
3 90,000  (\- ol\) =
4 30,000 (\.od) =
5 50,000 (\-of) =
Solution —_/
Statement of Compound Value
Year Cash Flows ) .CVF @ 9% CV
1 40,000 (1o?)'= 1.412 56,480
2 70,000 (\o9)= 1.295 90,650
3 90,000 (109 1.188 1,69,290
4 30,000 (1.09) = 1.090 32,700
5 50,000 (1. od)’= 1.000 50,000
Total C 399,120 )
VAMIRR = ° 22228 — 1 = 21.62% 1-Sob (18P = 398030 |
L x-av6l
Question — 9

Shiv Limited is thinking of replacing its existing machine by a new machine which would cost X 60
lakhs The company’s current production is 80,000 units, and is expected to increase to 1,00,000 units,

1f the new machine is bought. The selhng price of the product would remain unchanged at I 200 per

unit. The followmg is the cost of producmg one unit of product using both the existing and new

machipe:

Existing Machine New Machine Unit Cost )
(80.000 units) | (1,00,000 units) Difference/0])

Materials . . (11.25)
Wages & Salaries (13.75)
Supervision 5.0
Repairs & Maintenance (3.75)
Power & Fuel (1.25)
Depreciation (¥ °. su\\a M) 4.75
Allocated Corporate Qverheads @@ 2.5

183.25 165.5 (17.75)

The existing machine has an account book value of % 1,00.000, and it has been fully depreciated for

tax purpose. It is estlmated that machine will be useful for 5 years. The supplier of the new mac machine
has offered to accept th the old machine for ? 2, 50 000. However, the market price of old machme today

1&2@0 and it is exgected to be X 35,000 after 5 years. The new machine has a life of 5 years and
a salvgge value of ¥ 2,50,000 at the end of its economic life. Assume corporate income tax rate of 40%

and depreciation is charged on straight line basis for income tax purposes. Further assume that book

—



proﬁt is treated as ordinary income for tax purpose. The opportunity cost of capital of the company is
15%. Requlred

(a) Estimate net present value of the replacement decision

(b) Estimate the internal rate of return of the replacement decision

(c) Should company go ahead with the replaqg@ionl Suggest.
o Year 1 2 3 4 5
PVIFo.15. = | 0.8696 | 0.7561 | 0.6575| 0.5718| 0.4972
PVIFo.0, 0.8333 | 0.6944 | 0.5787 | 0.4823 | 0.4019
PVIFo.2s; 0.8000 | 0.6400 | 0.5120 | 0.4096 | 0.3277
PVIFo30: = | 0.7692 | 0.5917 | 0.4552| 0.3501 | 0.2693
PVIFo3s. = | 0.7407 | 0.5487 | 0.4064 | 0.3011| 0.2230

Solution
(a) Statement of NPV L/
Particulars Time | PVF Amount Present Value
Cost of new machine 0 1 T 60,00,000 60,00,000
(-) Cash flow from sale of old assets 0 I - (1,50,000) (1,50,000)
PVCO —> 58,50,000
Incremental Cash flows (w.n.-1) 1-5 73.3522 = 22,84,000 76,56,425~1
Incremental cash flow from sale of asset 5 0.4972 |e— 2,29,000 < 1,13,859
PVCI 77,70,284
NPV (PVCI - PVCO) C 19,20,28T
Working Note — 1: Calculation of cash flow from sale of old assets
Book value of assets Ol k\\{' -Bqﬁ f& "p"‘j
Less: Sale value of assets (A) = 2.50.000
Profit on sale =  2.50,000
Tax @ 40% (B) 1,00,000

Cash from sale of old machine (A — B)

Working Note — 2: Calculation of cash flow from operations

Increase in sales [(1,00,000 — 80,000) x 200] 40,00,000 v
Less: Increase in cost = (9,60,000)
[{(63.75+375+25+7.5+1425)x1,00,000} + {(75+51.25 +20+ 11.25 + 15.5)x80,000}]

Incremental PBD (A) ¥ — 30,40,000 ~

5% T 1150000 > \\~ QA
Less: Incrementg] Depreciation [( 0.00,00072,59, 000\ — ] 11,50.000 «~ ‘v \t.’ Lb
= ] RS
Incremental PBT —3 18,90,000
Tax @ 40% (B) V¥ =2  7.56,000

Incremental cash flow from operations (A — B) 223842000



Working Note — 3: Incremental cash flow from sale of assets

Existin@

New
Cost of assets = 60,00,000 -
Accumulated Depreciation ~>  57.50.000 -
Book Value - 2,50,000 -
Sale Value (A) -2 2.50,000 35,000%
Profit O 35,000V
Tax @ 40% (B) @) 14,000 -
Cash flow from sale of assets (A — B) 2.50,000~/ 21.000%
Incremental cash flow from sale of assets = 2,50,000 — 21,000 4% 2,29,000
(b) Statement of NPV
Tim PVF@20 PV PVF@30 PV
Particulars e Amount % %
Cost of new machine 0 60,00,000 1 60,00,000 1 60,00,000
(1,50,000 (1,50,000 1 (1,50,000
(-) CF from old assets 0 ) 1 ) )
PVCO 58,50,000 58,50,000
Incremental CF 1-5 | 22,84,000 2.9906 68,30,530 2.4355 55,62,682
Incremental CF from 92,035 0.2693 61,670
asset 5 2,29,000 0.4019
PVCI 69,22,565 56,24,352
10,72,565 (2,25,3$>
NPV (PVCI - PVCO) - )

10,72,565

=20%+[

(c) The company should go ahead with replacement project since it has positive NPV.

a—

—_—————

Question — 10

10,72,565—(—2,25,648)

] (30 — 20) ¥28.26%

A company wants to invest in a machinery that would cost X 50,000 at the beginning of year 1. It is

estimated that the net cash inflows from operation will be % 18,000 per annum for 3 _years, if the

company opts to serv ice a part of the machine at the end of year 1 at 310,000 and the scrap value at

the end of year 3 will be X 12,500. However, of the company decides not to services the part, it - will
have to be replaced at the end of year 2 at 3 15.400. But in this case, the machine will work for the 4th

year ralso and get operational cash inflow of X 18,000 for the 4™ year. It will have to be scrapped at the

end of the year 4 at ¥ 9,000. Assuming cost of capital at 10% and i ignoring taxes, will you recommend
the f)u_rghase of this machine based on the net present-VTue of its cash flows? If the suppl ier gives a
dlscountFS 000 forir_—chase what w would be your decision? (The present value factors at the end
ofy%_(), 1,2,3,4,5and 6 are respectlvely 1, 0.9091, 0.8264, 0.7513, 0.6830, 0.6290 anm.

———




Solution

Statement showing evaluation of mutually exclusive proposals

—
Particulars Time |P.V.Factor| Service Part Replace Part
[e— ——
Cash Outflows: Amoun | P. V. Amoun | P.V,
Cost of Machinery 0 |1 t t
Service Cost — o1 0.9091--\>a 50,000 | 50,000 | 50,000 | 50,000
(+) Replace Part — 2 |0.8264 ~_] 10,000 | 9,091 - - —
‘3 -
P. V. of Cash Outflow (A) .———\\ - -l 15,400 | 12,727
Cash Inflows — | 59,091 62,727
Cash Inflow from Operation = | 1-3 |2.4869
1-4 |3. 1699—\\ 118,000 | 44,764 | -
3007513 |- 18,000 | 57,058
Scrap Value of Machine 4 0.6830F¥ 12,500 9,391 |- —
P. V. of Cash Inflows (B) S S 9,000 | 6,147
NPV [(B) - (A)] 54,155 63,205
. -
€4,936) D (478

Advise:- Purchase machine & Replace the part at end of second year.

e

(i)  If the supplier gives a discount of ¥ 5,000 on purchase of machine

Proposals Service Part Replace Part
NVP - 64 — 5,478
Cumulative -  2.4869 3,1699
Equivalent Annual NPV @ W

Advise: Purchase machine & Replace the part at end of second year.

Question — 11

Alpha limited is a manufacturer of computers. It wants to introduce artificial intelligence while making
computers The estimated annual savmg from introduction of the artificial intelligence (Al) is as
follows:

71 Reduction of five employees with annual salaries of X 3,00,000 each. 2xs -15f) yd
71 Reduction of ¥ 3,00,000 in production delays caused by inventory problem 2) )_').'599
LT — Q<o) \=—
71 Reduction 1n~l(lst sales < 2,50,000 and Q;
) Gain due to timely billing <2,00,000 o
The purchase prIC}Of the system for 1nstallat10n of artificial intelligence is ¥ 20,00,000 and 1nsta11at10n

cost is X 1,00 is ¥ 1,00,000. 80% of the purchase price will be paid in the year of purchase and remai mng will

be pald in next year. The estlmated life of the system is 5 years and it will be depreciated on a straight-
line basis.

—
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However, the operation of the new system requires two computer specialists with annual salaries of
—— P ———

%5 OO 000 per person.

In addition to above, annual maintenance and operating cost for five years are as below:
—_—t — PASAACSE

(Amount in)
Year 1 2 3 4 5
Maintenance & Operating cost 2,00,000 | 1,80,000 | 1,60,000 | 1,40,000 | 1,20,000
Maintenance and operating cost are payable in advance.
The company’s tax rate is 30% and its required rate of return is 15%.
Year 1 2 5
PVIFo.10 0.909 0.826 0.751 0.683 0.621
PVIFo.12 0.893 0.797 0.712 0.636 0.567
PVIFo.15+ 0.870 0.756 0.658 0.572 0.497
Evaluatﬂlﬁiproj ect by using Net Present Value and Profitability Index.
Solution
Calculation of Cash Flows
Particulars Year 0 Year 1 Year 2 Year 3 Year 4 Year 5
Saving in — | 15,00,000 | 15,00,000 | 15,00,000 | 15,00,000 | 15,00,000
Salaries
Reduction in — 3,00,000 3,00,000 3,00,000 3,00,000 3,00,000
production
delays
Reduction in lost - 2,50,000 2,50,000 2,50,000 2,50,000 2,50,000
sales
Gain due to - 2,00,000 2,00,000 2,00,000 2,00,000 2,00,000
Timely Billing
Salary to = 1(10,00,000) | (10,00,000) | (10,00,000) | (10,00,000) | (10,00,000)
computer
specialist
Maintenance & - (2,00,000) | (1,80,000) | (1,60,000) | (1,40,000) | (1,20,000)
Operating cost | | p
Depreciation b’;‘ s - (4,20,000) | (4,20,000) | (4,20,000) | (4,20,000) | (4,20,000)
Profit before tax - 6,30,000 6,50,000 6,70,000 6,90,000 7,10,000
Less: Tax @ - (1,89,000) | (1,95,000) | (2,01,000) | (2,07,000) | (2,13,000)
30%
Add: Y 4,20,000 4,20,000 4,20,000 4,20,000 4,20,000
Depreciation
Add: —| 2,00,000 1,80,000 1,60,000 1,40,000 1,20,000
Maintenance &
Operating cost
Less: (2,00,000) | (1,80,000) | (1,60,000) | (1,40,000) | (1,20,000) -
Maintenance & < d ~ e =
Operating cost




NetCF — ‘ (2,00,000) ‘ 8,81,000 8,95,000 9,09,000 9,23,000 | 10,37,000

Statement of NPV
Particulars R Time | PVF Amount Present Value
Initial Investment ( 10} ® ¢’ l‘) 0 1 v 6,00,000 16,00,000
Installation expenses 0 1 « 1,00,000 1,00,000
Instalment of Purchase Price [ 2% ')_o',) 1 0.870 | —~ 4,00,000 3,48,000
PVCO 20,48,000
Cash flows 0 1 = (2,00,000) (2,00,000)
1 0.870 8,81,000 7,66,470
2 0.75 8,95,000 6,67,620
3 0.658=  9.09,000 5,98,122
4 0572 9,23,000 5,27,956
5 0497 |’ 10,37,000 5,15,389
PVCI 28,84,557
NPV (PVCI - PVCO) C 8,36;55 E'
Profitability Index (PVCIOPVCO) 1.41

Since, NPV is positive and Profitability index is greater than one, thus it is recommended to introduce
the system.

Question — 12

An existing company has amachine which has been in operation for two years, its estimated remaining
— —— — e —————

useful life is 4 years with no residual value in the end. Its current market value is I 3 lakhs. The

———

management is considering a propgsal to purchase an improved model of a machine gives increase
output. The details are as under:

Particulars Existing Machine | New Machine
Purchase Price -T2 < 6,00,000 Z 10,00,000~
Estimated Life ‘E> 6 years / v . 4 years
Residual Value = 0 0

Annual Operating days ) 30 |1Qoe 300 Q0
Operating hours per day - 6

Selling price per unit - _ 10 2 10
Material cost per unit T =32 2
Output per hour in units S 20 «~ 40~
Labour cost per hour > —% 20 < 30

Fixed overhead perannumexcluding depreciation—y I 1,00,000 < % 60,000 ~
Working Capital ~» ¥ 1,00,000 < 2,00,000
Income-tax rate T 30% 30%

Assuming that - cost of capital is 10% and the company uses written down value of depreciation @
20% and it has several machines in 20% block.

—




Advice the management on the Replacement of Machine as per the NPV method. The discounting

factors table given below:
—-Discounting Factors Year 1 Year2 | Year3 Year 4
——r 10% 0.909 0.826 0.751 0.683
Solution —
Statement of NPV
Particulars Time | PVF Amount Present Value
Cost of new machine 0 1 = 10,00,000 10,00,000
(+) Add. working cap. (2,00,000 —
1,00,000) 0 1 = 1,00,000 1,00,000
(-) Cash flow from sale of old assets 0 I — (3,00,000) (3,00,000)
- - PVCO 8,00,000
Incremental Cash flows (w.n.-1) 1 0909 | « 2,59,000 2,35,431
- 2 0.826 | 7~ 2,50,600 2,06,996
3 0.751 | ~ 2,43,880 1,83,154
4 0.683 | = 2,38,504 1,62,898
Incremental working capital realization 4 0.683 ’—> 1,00,000 68,300
PVCI 8,56,779
NPV (PVCI - PVCO) (56,779

Since the incremental NPV is positive, thus existing machine should be replaced.

Working Note — 1: Calculation of profit before depreciation (PBD)

Particulars Existing Machine New Machine

Annual output - 300 x 6,x 20 = 36,000 300 x 6 x 40 = 72,000
Sales @ X 10 per unit T 3,60,000 7,20,000
Less: Cost of operation

Material @ 2 per unit —» 72,000 1,44,000

Labour - 1800 x 20 = 36,000 1800 x 30 = 54,000

Fixed OHs - 1,00,000 60,000
Profit before Depreciation — 1,52,000 4,62,000

Thus, Annual Incremental Profit Before Depreciation = 4,62,000 — 1,52,000 {? 3,10@‘/

Working Note — 2: Calculation of basis of depreciation

Particulars Existing After Replacement
Purchase price of existing —>  6,00,000 6,00,000
Less: Depreciation of Yr. 1 |- 1,20,000 1,20,000
Less: Depreciation of Yr. 2 | 96,000 96,000
WDV of existing machine |- ( 32842000-) = 3.84,000
Add: Purchase of new - —> 10,00,000
Less: Sale of existing - Q,O0,00@

Basis for Depreciation @34,0&) ( 10,84,0@7
v /



Working Note — 3: Incremental cash flow from sale of assets

Particulars Year 1 Year 2 Year 3 Year 4
Incremental PBD (A) «~ —  3,10,000 3,10,000 3,10,000 3,10,000
New Depreciation -2 2,16,800 1,73,440 1,38,752 1,11,002
Less: Existing Depreciation —» (76,800) C61,440) C49,152') @9,329
Incremental Depiciation (B)y—+ 1,40,000 1,12,000 89,600 71,680
Incremental PBT (A—-B) —> 1,70,000 1,98,000 2,20,400 2,38,320
Tax @ 30% (C) 51,000 59,400 66,120 71,496
Incremental CFs IA - C)J - 2,59,000 2,50,@00 2,43,880 2,38,504

10D —Tow
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Investment Decision

MCQs

Q(1). A capital budgetmg technique which does not require the computatlon of cost of capital for decision making purposes
is:

A. Net present value method v B. Internal rate of return v

C. Modified internal rate of return«/ (J2?Payback period method

Q(2). If two alternative proposals are such_that the acceptance of one shall exclude the possibility of the acceptance of
another then suc such decision making will lead to:

LA Mutually exclusive decisions B. Accept reject decisions
C. Contingent decisions D. None of the above

Q(3). In case a company considers a discounting factor higher than the cost of capital for arriving at present values, the
prese.n_t_\ialues of cash inflows will be:

ess than those computed on the basis of cost of capital
B More than those cor computed on the basis of cost 0 t of capital
C. Equa_l_t_o those computed on the basis of the cost of capital
D. None of the above

Q(4). If the cut off rate of a project is greater than IRR, we may:
A. Accept the proposal
wB”Reject the proposal
C. Be neutral about it
D. Wait for the IRR to increase and match the cut off rate

Q(5). While evaluating capital investment proposals, time value of money is used in which of the following techniques:
A. Payback period method B. Accountlng rate of return
27 Net present value D. None of the above

Q(6). IRR would favour project propgsals which have:

A Heayy cash inflows in the early stages of the project
B. Evenly distributed cagh inflows throughout the project
C. Heavy cash inflows at the later stages of the project
D. None of the above

Q(7). The re-investment assumption in the case of the IRR technique assumes that:
ACash flows can be re-invested at the projects IRR

B. Cash Tlows can be re-invested at the weighted cost of capital

C. Cash flows can be re-invested at the marginal cost of capital

D. None of the above

Q(8). Multiple IRRs are obtained when:

A. Cash flows in the earlLtages of the project exceed cash flows during the later stages
QICash flows reverse their signs during the prQ] ect

C. Cash flows are uneven

D. None of the above

Q(9). Depreciation is included as a cost in which of the following techniques:
WA ccounting rate of return B. Net present value
C. Internal rate of return D. None of the above



Q(10). Management is considering a 3 1,00,000 investment in a p{_lect with a 5 _year life and no residual value. If the total

income from the prc project is expected to be ¥ 60,000 and recognition is given to the effect of straight line depreciation on t on the

investment, the avera ge rate of return is:

A 12% — 3y, ARR= (60”6) = 1980

."IM' Sovo
C. 60% D. 75% M 10-0 .
’ ’ (5yte =0W=1V).
Q(11). Assume cash outflow equals X 1,20,000 followed by cash inflows of ¥25.000 per year for 8 years and a cost of
capital of 11%. What is the Net present value? NPV QSeevx Wﬂ‘(\\'i.,ﬁ — \10680
A. R 38214) S B.%9,653 - * SYE ) 008
28,653 D.338214 = ¥6)— |
2630
Q(12). What is the internal rate of return for a prOJect having cash flows of ?40 OOO per_year for 10 years and a cost of
%2,26,009? - - r —
A 5% B. 9% th = WM0osor NNAF (131,10)
C. 10% B 12% = 296009 - PVeo
Q(13). While evaluating investments, the release of working capital at the end of the project’s life should be considered as:
A Cash inflow B. Cash outflow -
C. Having no effect upon the capital budgeting decision D. None of the above

Q(14). Capi‘m_lr'ationing refers to a situation where:
unds are restricted and the management has to choose from amongst available alternative investments
B. Fund s are unlimited and the management ahs to decide how to allocate them to suitable projects
C. Very few feasible investment proposal are available with the management
D. none of the above

Q(15). Capital budgeting is done for:
A. Evaluating short term investment decisions B. Evaluating medium_term investment decisions
anluating long term investment decisions D. None of the above



DIVIDEND DECISIONS - CONCEPTS

1. Dividend
It is return to shareholders i.e. Equity and Preference . &I [ o
— e — T . d D &Jﬂ R
Detson 4o | °b
be foienm

2. Basic Terms

Earning Available for Equity -

Earning per share (EPS) = .
—— —_— Number of Equity Shares

v
Amount of Dividend

Dividend per share (DPS) = = EPS x DP Ratio

Number of Equig Shares

Dividend Pay-out Ratio (DP Ratio) =‘% x 100 =,100 — Retention Ratio,

——

Retention Ratio (b) = 100 — DP Ratio,

-

DPS

Dividend Rate = — X 100
—_— FaceValue
DPS/
Dividend Yield = : x 100
— Market price per sharg/
. . EPS
Earning Yield = - x 100
— Market price pe_r__ghare
. . . . MPS <~
Price Earning Ratio (PE Ratio) = —
— —_— EPS v

PE Ratio = —
Ke

3. Dividend Policy
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4.

Walter Model

D+(E-D)(r/Ke)
Ke

Market price of share (Po) =

Where,  E = Earning per share

wyert
D = Dividend per share _ W

Ke = Cost of equity or rate of capitalization or discount rate

r = Rate of return on investment = (p. ?&)‘\M\

Position of r and Ke Company Optimum Dividend Payout Ratio
r>Ke Growth Zero
r<Ke Decline 100%
r=Ke Constant Every payout ratio is optimum

Dividend Discount Model

Zo Uisovsh Covidond (ot Jotiowe, Gooth

Mo
@ (rosdm Mol Hosel

Zero Growth Model

A l\D/' idend D ?o

L nnual Dividen

Share’s Intrinsic Value (PO) = ; 94— —=
Require Rate of Return |Ke

Constant Growth Model or Gm;t_i&n Model

L4 -~
__ DO(1+Ke)
Ke—g Ke—g

Market Price (PO)

Where, DI = Next expected dividends or dividends payable at the end of the year
DO = current year Dividend

Ke = cost of Equity capital or expected rate of return b ‘2 yeyHow P":‘“’
G = growth rate of dividends = br =
L_;K- m % UZM

e = .ﬂ\,\_a T 3= % 3 ?oﬁ ow WV TR

““3



8. Variable Growth Rate Model

Price = Present value of all future benefits (i.e. dividend) from shares

j_b; DNwidend P_L_F P=_\_J_

) - Z -

3 _ - -

" _ _ -

s _ - -

® o
Pe = DL .
—2

Po: @ + L?s)k PVP> = Vv a“

S % ¥ ™ I T .

I ' \ \ \ ] \ I I _ P
(o) ) s 6 v & -
G—M'—' PVF ‘-_ -,
T P ——
—

& F Pc = D6

TV (@Y

9. Intrinsic Value Vs Current Value

AL

Ay 1
™y > N TV L O\
J J
UnARSLVolIRd 0"

&?ﬂ' Dows b"a



10. Residual Theory

&\Q}—D First use earnings for future expansion

g‘k\’"‘) Balance if any will be distributed among shareholders as dividend

11.

12.

13.

Modigliani An_cﬂ/liller (MM) Model

(P1+D])
PO = (1+K€)

Where, PO = Market price of share today
P1 = Market price of share at the end of year 1

p__l_ Dividend per share at the end of year 1
Ke = Cost of equity share capital or discount rate or rate of capitalization
J 7 v
Additional number of shares to be issued at the end of year 1 @ n-G-np
- L

Where, I1 = Amount required for investment
E = Total earnings of the company
D = Total dividend to be distributed
P1 = Market price of share at the end of year 1

An‘)’P_13—1+E

(1+Ke)

Current Value of Firm = No. of equity shares x MPS = s

Traditional Model

Market Price (P) = m D + ‘_—E)

Where, P= Market Price per share
D D1V1dend d per share
E= Earnings per share
M= Multi_pli&

Linter Model

= DO + [(EPS X Target payout) — D0] < Af,

Where, D1 = Dividend in year 1 or next expected dividend
DO = Last dear dividend
EPS = Earnings per share
Af = Adjustment factor
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DIVIDEND DECISIONS - CONCEPTS

Question — 1

The following information is supplied to you:

®)
¢ Total Earnings — 2,00,000%"
No. of equity shares (of ¥ 100 each) — ~ 20,000
Dividend paid - 1,50,000
Price/Earnings ratio - 12.50

Applying Walter’s Model:

(1) Analyze whether the company is following an optimal dividend policy.

(i1) Compute P/E ratio at which the dividend policy will have no effect on the value of the share.
(ii1) Wiﬁl&)u decision _(_:Ll.ange if the P/E ratio is 8 instead of 12.5? Anil_yze.

Solution _
Total Earnings 2,00,000
EPS = RIS~ =% 10 per share,
—_— No. of equity shares 20,000 \
=
Dividend paid . 1,50,000
DPS = P = =3 7.50 per share,

No. of equity shares = 20,000

Rate of return, r = Total earningns % 100 = _2,00,000 000 % 100 :.

Total equity value 20 000Xx100

— 1 -1 _ 0
l<—s:_P/ERm:io 12.50 0.08

(1) At present company pays dividend of X 7.50 per share at which market price comes at:

D+(E-D)(r+Ke) _ 7.50+(10-750)(0.10+0.08)
PO=——"—"= ————— g 132.81
Since, r(10%) is greater than Ke(8%), thus as per Walter Model, the optimum dividend payout ratio

should be zero. Market price at zero dividend is:

_ D+(E-D)(r=Ke) _ 0+(10-0)(0.10+0.08) _
PO = o = o8 156.2

Thus, theoretically the market price of the share can be increased by adopting a zero payout.

(i1) As per \ Walter Model, when r = Ke, than dividend policy will have no effect on the value of the
share price. Thus Ke = 10% will be the required level.

P/E Ratio = —e =— :. ""lW\Q&

010

Now r(10%) is less than Ke(l2.50%). As per Walter model, in such case it is advisable to distribute
maximum dividend to maximize the value of the share.
If 100% dividend is given than, price of share is:

_ D+(E-D)(r+Ke) _ 10+(10-10)(0.10+0.125)
PO Ke 0.125 @




Question — 2
The following figures are collected from the annual report of XYZ Ltd.:

Net Profit - 330 lakhs

Outstanding 12% Preference shares = 100 lakhs

No. of equity shares = 7 3lakhs -

Return on Investment ( 6‘) = 20% b’-"ﬂs'l LasSe'l
Cost of capital i.e. (Ke) - 16% ~ T ’

CALCULATE price per share using Gordon’s Model when dividend pay-out is (i) 25%; (ii) 50% and
(ii1) 100%.
AN

b =o'l
Solution -1 00& ).
rae) o ®
As per Gordon’s Formula, P = _5a-b)
= — Ke—(bX‘r') G )
. Earning available for equit 0,00,000-12,00,000,

Earning per share (E) = g : for equity _ =36

No. of equity shares 3.00.000 -—

Cost of equity (Ke) = 16% =0.16
Return on inle.:stmeni (r) =20% = 0.20

(6x0.25'3 _ 150

(1) Wh@\dwldend pay-out ratio is 25%, P =&_ 07520207 0le—ois 150
. .. . B 6X0.50 I

(i) When dividend pay-out ratio is 50%, P = PO YT T, <50

(iii) When dividend pay-out ratio is 100%, P = ————— = —°_=%37.50

Question — 3
The following figures are collected from the annual report of XYZ Ltd.:

Net Profit < 30 lakhs
Outstanding 12% Preference shares % 100 lakhs
No. of equity shares 3 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke) 16%

CALCULATE price per share using Gordon’s Model when dividend pay-out is (i) 25%; (ii) 50% and
(ii1) 100%.

Solution
E(1-b)
Ke—(bXr)
. E ] ilabl [ 30,00,000-12,00,000
Earnlng per share (E) _ Earning avai a' e for equity _ -3
No. of equity shares 3.00.000
Cost of equity (Ke) =16% =0.16

Return on investment (r) = 20% = 0.20

As per Gordon’s Formula, P =

6

6X0.25 150
0.16—(0.75%0.20)  0.16-0.15

(i)  When dividend pay-out ratio is 25%, P = =3 150



(ll) When dividend pay-out ratio is 50 A), P= - = =3 50
pay
0.16 (0.50)(0.20) 0.16—0.10

(iii) When dividend pay-out ratio is 100%, P = 016-(0x020) 016 337.50
Question — 4
The following figures are extracted from the annual report of RJ Ltd.:
Net Profit — 50 Lakhs
Outstanding 13% preference shares —> 200 Lakhs
No. of Equity shares = 6 Lakhs
Return on Investment (¥) - 25%
Cost of Capital (Ke) = 15% -

You are required to compute the approximate dividend pay-out ratio by keeping the share price
by using Walter’s Model.

Solution
Earning available for equity = Net Profit — Preference Dividend

= 50 lakhs — (200 lakhs x 13%) =X 24 Lakhs,
Earning available for Equity :24,00,000 :@

Earnings per share =

No. of Equity Shares ~6,00,000
D+(E-D)(r+Ke
As per Walter Model, P = %

Where,
_P =Market price per share =3 40 v~
_E = Earnings per share =34
®= Dividend per share
r = Return earned on investment = 25% = 0.25

——

Ke = Cost of equity capital = 15% = 0.15
D+(4-D)(0.25+0.15) -

= .. P= 015
_ D+(4-D)(1.6667)
40 = 0.15

6=D+6.667-(1.667)D
0.667D = 0.6667

Y

. .. . Dividend per share 1
Required dividend pay-out ratio = —_F x 100==x 100
Earning per share W

Question — 5

S’L_td. is foreseeing a growth rate of 12% p.a. in the next two years. The growth rate is likely to be
10% for the third and fourth year. After that the growth rate is expected to stabilize at 8% p.a. If the
last dividend was X 1.50 per share and the investor’s required rate of return is 16%, determige_the

current value of equity share of the company. The present value factors at 16% are as below:




]

Year 1 3 4 <
PVF O.§62 ()/.743 %41 _0.5?21 L~
Solution
Year Particulars Amount PVF @ lﬁA) Present Value

1 Dividend 1.50%(1+0.12) = 1.68 0.862 1.45

2 Dividend 1.68%(1+0.12) = 1.88 0.743 1.40

3 Dividend 1.88%(110.10) = 2.07 0.641 1.33

4 | Dividend 2.07%(1+0.10) = 2.08 0.552 1.24

Total Q45)

Price at end of 4™ year, P4 =

v’

L d
D5 _ 2.28(1+.0.08)
Ke-g 0.16—0.08,

Current value of equity share =< 5.42 + (3 30.78 x 0.552).

Question — 6

ZX Ltd. has a paid-up share capital of X 1,00,00,000 face value for X 100 each. The current market
price of the shares is %100 each. The Board of Directors of the company has an agenda of meeting to
pay a dividend of 50% to its shareholders. The company expects a net_income of X 75,00,000 at the
end _O;f_the current financial al year. Company also plans for a Elm_al expenditure for the next ﬁnan01al

—

year fi for a cost 0f< 95,00, 000 which can ' be financed throu ugh retained earnings and issue of new equlty

shares Company’s desired rate of investment is 15%.

Required:

—

Following the Modigilani-Miller (MM) Hypothesis, determine value of the company when:
(a) It does not pay dividend and
(b) It does pay dividend

Solution

Working Notes:

1)  Market price per share —w

As per MM Model, the price of the share (if dividend is paid):

Po =

2)  Asper MM Model, the price of the share (if dividend is not paid):

DI#Pl .,

(14Ke)

_ D14 p1

(14Ke)

_ So+pP1 : ~ p
(1+0.15), P1=%65 l

7
—__0o+P1 —> P1=F115
(140.15) , j




ofith 1. (X +r07e9)x6s (R + 3a)=ns
N ) =1249 %0 = (24999 65

The number of new equity shares can be found as follows:

Dividends Distributed Dividends Not Distributed
) )
Net Income - 75,00,000 75,00,000
Total Dividends (1,00,000 x 50) - 50,00,000 -
Retained Earnings = 25,00,000 - 75,00,000
Investment Budget ' 95,00,000 = 95,00,000
Amount to be raised by new issues @00,0@ Q0,00,@
Relevant market Price v 65 115
(X Per share) . _7&9‘ ZOQ _
No. of shares to be issued s - 1,07,692 s = 17,391

(a) Value of ZX Ltd. when dividends are not paid
(n+An)P1-I+E _ [(1,00,000+17,391)x115]-95,00,000+75,00,000

Value = " (+0.15) =3 1,00,00,00Q ~ (ot
(b) Value of ZX Ltd. when dividends are paid -
Value — (n+An)P1-I1+E _ [(1,00,000+1,07,692)%x65]-95,00,000+75,00,000 _ ? 1,00,00 OOO
1+Ke (1+0.15) S D)
Question — 7

~/
The dividend payout ratio of S Ltd. is 40%. If the company follows traditional approach to dividend
policy with a multiplier of 9, What will be the MPS/EPS or PE Ratio of S Ltd.

Solution

As per Traditional approach, PO =§X (D +E/3)
m = multiplier = 9
D = Dividend per share = E x 40% = 0.40 x §,
PO = Market price

PO=m x (D + E/3),

P0 =9 x|(E x 0.40 +§l

(1.20E+ E)

PO =9 x
PO=3x220xE
ﬂ=6.60

MPS

—=6.60

EPS

PE Ratio = 6.60
W

Question — 8 v ’674 = AN
The target payout ratio for S Ltd. is 0.4. The dividend per share for the current year isX 14 % 14. The dividend

per share in previous year was ? 12. The Welghtage given to the current year earnings is 0.60. The

e



Pe= MPS

cPs
o % b= MPS
v o -
number of equity shares outstanding in the company is 10,00,000. If the P/E multiple is 9, applying
Lintner Model of dividend policy to the company, compute the market capitalization of the company.
—— — /

P

Solution
és per Linter Model,Rl = DO + [(E x Target Payoyt) — DO] x AF

D1 = Next expected dividend = 14
DO = Last paid dividend = 12
Target payout = 0.4
AF =‘de'ustment Factor

14 =12+ [(Ex 040) - 12] % 0.60

2=(0.4E-12) x 0.60

333=04E-12

0.4E =15.33

-.Earning per share = E =3 38.33

PE Ratio = MPS + EPS

MPS = PE Ratio x EPS =9 x 38.33 v
Market capitalization = No. of equity shares x MPS = 10,00,000 x 344.97 <X 3,449.7 lakhs




Dividend Decisions

MCQs

Q(1). Which one of the following is the assumption of Gordon’s Model:

A Ke>g B. Retention ratio, (b), Once decide upon, is constant
C. Firm is an all equity firm @A All of the above
v
Q(2). What should be the optimum Dividend pay-out ratio, when r = 15% & Ke = 12%
A. 100% B. 50%
W&’ Zero D. None of the above
Q(3). Which of the following is the irrelevance theory?
A. Walter model B. Gordon model
27 M.M. hypothesis D. Linter’s model
Q(4). If the company’s D/P ratio is 60% & ROLis 16%, what should be the growth rate? bzoM0 §= b
A. 5% B. 7% 3= (e)(3) = (1b)lo™)
Q(5). If the shareholders prefer_regular income, how does this affect the dividend decision:
W2 [t will lead to payment of dividend TB.IfiY it’s the indicator to retain more earnmgs

C. It has n no impact on d1V1(End decision D. Can t say

Q(6). Mature companies having few investment opportunities will show high pavout ratios, this statement is:
A. False B True
C. Partial true D. None of these

Q(7). Which of the following is the limitation of Linter’s model?

A. This model does not offer a market price for the shares

B. thq_aglustment factor is an arbltrary number and nc not based on any scientific criterion or methods
\,@‘Both (a) & (b)

D. Noné of the above

Q(8). What are the different options other than cash used for distributing profits to shareholders?
WA Bonus shares «~ B. Stock split,
C. Both (a) & (b) D. None of the above

Q(9). Which of the following statement is correct with respect to Gordon’s model?

LA?When IRR is greater than cost_of capital, the price per share increases and dividend pay-out decreases
B. When IRR is greater than cost of capital, the price per share decreases and dividend pay-out increases
C. When IRR is lower than cost of capital, the price per share increases and dividend pay-out decreases
D. When IRR is lower than cost of capital, the price per share increases and dividend pay-out decreases

10). Comput S according to Graham & Dodd approach from the given information:
Q(10). Comp _E.E glo pp g - (D S g)

Market price 356 MP=
Dividend pay-out ratio 60% S6= Z[(S\(Q' o)+ g/ 3]
Multiplier 2
= 0 + S
X230 B.Z56 B= Qj)%_n_
. o , X
Q(11). Which among the following 1n assumption of Walter’s Model?
A. Rate of return and cost of capital are constant B. Information is freely available to all

& There is discrimination in taxes D. The firm has perpetual Tife



RATIO ANALYSIS — CONCEPTS

Meaning of Ratio

It is a mathematical expression of the relationship between two accounting figures.

Ratio Analysis

—_—
Ratio analysis is the process of identifying the financial strengths and weaknesses of the
enterprise by logically establishing relationship between the items of Balance Sheet or
Income Statement or both and interpreting the results there of in order_to derive

et .
meaningful conclusions

Type of Ratios

The ratios may be classified on the basis of requirements of various users. The
classification is as follows:

(a) Liquidity Ratios or Short-term Solvency Ratios — wC

(b) Long-term Solvency Ratios or Leverage Ratios =3 Co-‘st'\‘"Q 2 FA

(c) Activity Ratios or Efficiency Ratios or Turnover Ratios or Performance Ratios- gL
(d) Profitability Ratios —» Pg) + Bjs

Liquidity Ratios or Short-term Solvency Ratios

These ratios are used to evaluate the firm’s short term solvency.

—

. Current Assets
(a) Current Ratio = —
o— Current Liabilites

Quick Assets ~

(b) Quick Ratio =

Current Liabilites

Quick Assets = Current Assets — Inventory — Prepaid Expenses + Realizable value

of inventory (if any)

Cash & Bank Balance+ Marketable Securities

(c) Absolute Cash Ratio =

Current Liabilites

__ Cash & Bank Balance+ Current Invest. %

Current Liabilites

(g
Quick Assets

(d) Basic Defense Interval / Interval Measure =

—

Dailly Cash Operating Expenses
C—

— —
__ Cash & Bank Balance+Marketable Securities+Net Receivables

Dailly Cash Operating Expenses



./ (g
General Expenses—Non cash Expenses

Daily Cash Operating Expenses =

No. of daysina year

(e) Net Working Capital = Current Assets — Current Liabilities (excluding short-term

bank borrowing)

Long Term Solvency Ratios or Leverage Ratios

These ratios are used to evaluate firm’s long term solvency.

~
Oowner's Fund

(a) Equity Ratio =

Net Assets

Total Debt «
Net Assets «

(b) Debt Ratio =
(v -~
Long—term Debts Total Debts

Shareholderrs Funds N Shareholder’s Funds

—

(c) Debt — Equity Ratio =

. Total Debt
(d) Total Debt to Assets Ratio = —————
== - Total Assets

Fundﬁearing Fixed Financial Payments
Equity Shareholder's Funds ~”

(e) Capital Gearing Ratio =

v ) v el
__ Prefernce Share Capital+Debentures+Other borrowed funds

Equity Shareholder's Funds

< —_—
, , Proprietarrs Fund
(f) Proprietary Ratio = P x 100
Total Assets
. EBIT —
(g) Interest Coverage Ratio = ——
Interest v~°
. . EAT ~
(h) Prefence Dividend Coverage Ratio = —
— — Preference Dividend «*
. . . . . EAE
(1) Equity Dividend Coverage Ratio = —
pA— . Equity Dividend _~ PATH NQ Py W.
. . . Earnings available for debt service .
() Debt Service Coverage Ratio = 9= 2" f, , \?5' + Bd)
— —_— Interest + Principal portion of installment
. . EBIT+Non—cash Operating Expenses
(k) Fixed Charges Coverage Ratio = L e Kol v
= — Interest + Principal portion of installment

Points to Remember (PTRs)

Equity Shareholder Fund / Net Worth = ?JL ' Co\;\)"'& + QL& 4 g"‘\“ - Rﬁm
{

(G, Yessd)



Sharehold r’=Fund/ Owne.rs_lfl-lzd/ Proprietary Fund = iﬁ' e M + PG‘b <. ("”‘A

€r'S

Capital Employed = iﬂl . C0\> + AN R&& - P\d&uw!» AsreX + P’SC
+ LT Dy — Trwertmtnd (wet belladed do butivesd)
— Now 102 loows & odvenead — Cobpit\ TP

= Fired Akels + Loy Cobiied
Total Debt or Total Outside Liabilities = & T Dok + (ST M+ * CL)

Activity or Efficiency or Performance or Turnover or Velocity Ratio

These ratios help in commenting on the efficiency of the enterprise in managing its assets.

's
. Net Sales/COGS
(a) Total Assets Turnover Ratio = Net Sales/COGS _

- — Total Assets
—

Net Sales/COGS
Net Fixed (Operating)Assets

(b) Fixed Assets Turnover Ratio =

. . Net Sales/COGS
(c) Capital Turnover Ratio = - /
—_— Capital Employed
Net Sales/COGS

(d) Current Assets Turnover Ratio =
PR Current Assets

Net Sales/COGS
Working Capital

(e) Working Capital Turnover Ratio =

o
.. . Cost of Goods Sold/Sales
()~ Inventory (Finsihed Stock) Turnover Ratio = ! /
— Average FG Stock

ini ; A FG Stock
(g) Inventory (Finished Stock)Velocity = verage FG Stoc Y
Average Cost of Goods Sold per day

- - —

__ 12 months / 52 weeks / 365 days

- Stock Turnover Ratio
—

Raw Material fbﬁ&\lm’é

Average RM Stock

(h) Inventory (Raw Material) Turnover Ratio =

Average RM Stock
Average RM Consumed per day .-

(1) Inventory (Finished Stock)Velocity =

__ 12 months / 52 weeks / 365 days
- Inventory Turnover Ratio



10.

/
Credit Sales

Average account receivables «”

(G) Receivables Turnover Ratio =

Average Receivables

(k) Receivables Velocity = ,
— Average Credit Sales per day

12 months / 52 weeks / 365 days
Receivables Turnover Ratio

Credit Purchases <~

(I) Payables Turnover Ratio =
—— Average account payables _,

Average Payables

L

(m) Payables Velocity =

Average Credit Purchases per day

__ 12months /52 weeks / 365 days __,
- Payables Turnover Ratio

Points to Remember (PTRs)

- Sales will be excluding GST and net of returns if any.

- It is prefer to take average figure in denominator. If average can’t be computed then

consider closing values.

Profitability Ratios

These are used to measure the firm’s operating efficiency or profitability.
These are further classified in four categories:

(A) Related to Sales

(B) Related to Overall Return on Assets or Investment
—

(C) From Owner’s Point of View

< B

(D) Related to Market or Valuation or Investors

—

=
P

Profitability Ratios Related to Sales ) Ly
Gross Profit -.gl"&b Cmg
(a)  Gross Profit Ratio = ————=—x 100 ‘/ F.0
(b) Net Profit Ratio (after tax) = Netpr;);i::r FAT % 100 “b —
. ) EBT Ad~- ~ |GP b)e

(c) Net Profit Ratio (before tax) = soos X 100 Y :

. . . OperatingvProfit or E.B{IT NP —
(d) Operating Profit Ratio = Sioe x 100 i

O - Qoles - ope CAY
Ty

Il

)



11.

12.

13.

|
Cost of Goods Sold

(€) Cost of Goods Sold Ratio = x 100
P— Net Sales —
—

. . Operating E
(f) Operating Expense Ratio = —=— l:jlesxpenses x 100 v~

. . cYGs+0operdfing E
(g) Operating Ratio = pegilzg APeNTE % 100 S

. . . Fi ial E

(h) Financial Expenses Ratio = manc;aale:penses X100 ~

Administration Expenses
X 100~

(1) Administration Expenses Ratio =
e Sales

(j) S & D Expenses Ratio = x 100 -~

— Sales

Selling & Distribution

Profitability Ratios related to Overall Return on Investment or Assets

g—

Net Profit after T W
(a) Return on Assets (ROA) = et Profit after Tax RoTA = k| own
>

Average Total/thble/szﬂAssets

_ EBIT(1—t) Sl
Average Total/Tangible/Fixed Assets
_ (PAT+Interes£)
Average Total/Tangible/Fixed Assets
(b) Return on Net Assets (RONA) = ——2 =0
— Average Net Assets
p— 5T
(c) Return E)_ri_(.japltal Employed (ROCE) (Before Tax) = Average Capital Employed x 100
—_ \/
(d) Return on Capital Employed (ROCE) (After Tax) = EBIT,(l 2 100
Average Capital Employed

. s
E E ty (EAE
arning for Equity ( ) % 100

(e) Retur}lﬂqulty (ROE) - Equity Shareholder's Fund

cf—

—
(f) Return on Shareholder’s Fund = EAT x 100

—— cr—— Shareholder's Fund

Profitability Ratios from Owner’s Point of View

(a) Earning per Share (EPS) = —orind for Fquity

No. of Equity Shares

(b) Dividend Per Share (DPS) = Equity Dividend “
No. of Equity Shares

(¢) Dividend Payout Ratio (DP Ratio) = I;Tlii x 100 o~

Profitability Ratios related to Market or Valuation or Investors

Market Price per share (MPS) /
Earning Per Share (EPS)

(a) Price Earning Ratio (PE Ratio) =



3
7‘%»3”/

(b) Dividend Yield Ratio = 22> x 100
MPS

. . . EPS
(c) Earning Yield Ratio = s X 100
Market Value per share \/
Book Value per share

(d) Market Value / Book Value Per share (MV / BV) =

ee—

. Market value of equity and liabilities L
(e) QRatio=
—

Estimated replacement cost of assets

SBTT Loy
LA ¢dTT "
Du Pont Model Y N ~SJus Cop -

(A) Return on Capital Employed (ROCE) = Operating Profit Margin x Capital Turnover

(B) Return on Equity (ROE) = Net Profit Margin x Assets Turnover x Equity Multiplier
4 ———— - ad ——



RATIO ANALYSIS — QUESTIONS

Question — 1

The following is the Profit and loss account and Balance Sheet of KLM LLP.

Trading and Profit & loss Account

—

Particulars Amount %) Particulars Amount %)
To Opening stock -2 12,46,000 | By Sales “ 1,96,56,000
To Purchases 1,56,20,000 | By Closing stock v 14,28,000
To Gross Profit ¢/d 42,18,000
2,10,84,000 2,10,84,000
To Administrative expenses 18,40,000 | By Gross profit b/d 42,18,000
To Selling & Dist. exp. 7,56,000 | By Interest on investment 24,600
To Interest on loan —> 2,60,000 | By Dividend received 22,000
To Net Profit v 14,08,600
42,64,600 42,64,600
Balance Sheet as on........

Capital & Liabilities Amount ) Assets Amount %)
Capital v 20,00,000 | Plant & Machinery 24,00,000
Retained earnings ~ Coﬁ .§4  42,00,000 Building 42,00,000
General reserve v 12,00,000 | Furniture 12,00,000
Term loan from bank < —> 26,00,000 | Sundry receivables 13,50,000 |
Sundry payables 7,20,000 | Inventory 14,28,000
Other liabilities } 2,80,000 | Cash & Bank balanc 4,22.,00

1,10,00,000- ~~ 1,10,00,000

You are required to COMPUTE:
(a) Gross profit ratio
(b) Net Profit ratio
(c) Operating cost ratio
(d) Operating profit ratio
(e) Invento_rﬁumov_e_r_@tio
(f) Current ratio
(2) Quick ratio ~"
(h) Interest coverage ratio
(i) Return on capital?mployed J/
(j) Debt to assets ratio

—_— =
Solution o
(a)  Gross profit ratio = 22 FTOM o g = 2218090 o 150 = 21.46%

Sales 1,96,56,000
o
(b) Net Profit ratio = 22227t » 100 = 2298890 o 100 =7.17%
Sales 1,96,56,000

CA



v 0 n N 5458,000+25 9‘6/000)
. . _ Operating cost _ +
() Operating ratio = 22 E<2% x 100 200042596.000% 100
Cost of goods sold = Sales — Gross profit = 1,96,56,000 —42,18,000 =X 1,54,38 000) e

Operating expenses = Administrative exp. + Selling & dist. Exp.
— =18,40,000 + 7,56,000=X 25,96,000
kAT

d) Operating profit ratio = 100 — operating cost ratio = 100 — 91.75% <€ 8.25%
(d) Operating p perating

v ~
. Cost of goods sold 1,54,38,000 .
(e) Inventory turnover ratio = = = 11.55 times
Average stock (14,28,000+12,46,000)+2
(> - —
e
. Current assets _ 13,50, 000+14,28,0004+4,22,000 _32,00,000 .
(f) Current ratio = = 3.2 times
Current llabllltles 7,20,000+2,80,000 10,00,000 —_—
-~
Quick asset 32,00,000—14.28,000
. . UlCk assets ,UU, — 14,40, .
(g) Quick ratio = — = =1.77 times
Current liabilities 10,00,000 —_—
— —
L= —
. EBDIT _ Net Profit+Interest _ 14,08,600+2,60,000
(h) Interest coverage ratio = = =
Intf-rest Interest 2,60,000
(g -
. . EBIT 14,08,600+2,60,000
(i) Return on capltal employed = — X 100 = X 100 =16.69%
e Capital employed 1,00,00,000

Capital employed = Capital + Retained earnings + General reserve + Term loan
=20, OO 000 +42,00,000 + 12,00, 000 + 26,00,000 =% 1 00 00,000

—

. . Deb 26,00,000
(j)  Debt to assets ratio = 22 %100 = —>22290 100 = 23.64%
Total assets 1,10,00,000 —

ch=200 ¢L=¥O
Question — 2 A

Assummg the current ratio of a company is 2, STATE in each of the following cases whether the ratio

will im L_Rrove or dechne or will have no change: Pe \&o
(a) Payment of current liability — > CL= ‘h “2o Ch a%o-Jo  (¥= o) = 21§

=%
(b) Purchase of fixed assets by cash —» L =0 CH= ?,w 20 = \go RC_P. 1o }.g, i
(c) Cash collected from customers =5 ¢t = Wwo Che 20 -4V oo  Cf = 280)j00= )

(d) Bill receivable dishonored — ¢ - 190 cP- 980 R = ?_Qo,"o =9
(¢) Issue of new shares CL=100 CPh=20 A2 =290 CP= 2,')_9/”_0 = )10

Solution
Current Assets

Given, Current ratio = ——— =
Current Liabilities

S. No. Situation Improve/Decline/No Reason
Change
(a) | Payment of | Current _ratio_ will | Let us assume CA is 2 lakhs & CLis3 1
current liability improve lakhs. If payment of CL is X 10,000 then
=
CA =1,90,000 and CL = 90,000




1,90,000
90,000
Payment of current liability will reduce
the same amount in the numerator and

denominator. Hence, the ratio will

Current ratio = =211

improve.

(b) | Purchase of fixed | Current ratio will | Since the cash being a current asset
assets by cash decline converted into fixed asset, current assets

reduced, thus current ratio will fall.

(c) | Cash collected | Current ratio will not | Cash will increase and debtors will

from customers change reduce. Hence no change in current
assets.

(d) | Bills receivable | Current ratio will not | Bills receivable will come down and

dishonored change debtors will increase. Hence no change in
—
current assets.

(¢) |Issue of new |Current ratio will | As cash will increase, current assets will
shares improve increase and current ratio will increase.

Question — 3
The following accounting infoglition and ﬁnarEia_l_ratios of A&R Limited relate to_the year elrgl_ed
31st March, 2020:

Inventory Turnover Ratio —» 6 Times

Creditors Turnover Ratio —s 10 Times v~

Debtors Turnover Ratio = 8 Times

Current Ratio - 24

Gross Profit Ratio =2 2%«
T(_)t;al sales %/6,00,00,000; cash sales 25% of credit sales; cash purchases ¥ 46,00,000; working capital
3 56.00.000; closing inventory is % 16,00,000 more than opening inventory.

You are required to calculate: L (0. - o+ 169
(a) Average Inventory Lé —cb = Ib
(b) Purchases Q O\D __Q.

(©) Averagﬁ_[_).ebtors

(d) Average Creditors

(e) Avera@ymerﬂeriod
(f) Average Collection Per}d
(g) Current Assets ~

(h) Current Liabilities —

Solution
(a) Computation of Average Inventory
Gross Profit = 25% of 6,00,00,000 =% 1,50,00,000
Cost of goods sold (COGS) = 6,00,00,000 - 1,50,00,000 =¥ 4,50,00,000
. Cost of Goodssold .

Inventory Turnover Ratio =
- Average Stock




cotee op-+ Rth —c

Rath-=  totid + . -0,

e

4,50,00,000
Average Stock

Average stock =% 75,00,000
(b) Computation of Purchase - °‘?§
Purchases = COGS + Increase in Stock = 4,50,00,000 + 16,00,000 =|L? 4,66,00,000)
- == L e e

(c) Computation of Average Debtors
Let Credit Sales be X 100
Cash sales = 25% of 100 =% 25
Total Sales = 100 +25 =% 125 -
If total sales is ¥ 6,00,00,000, then credit sales = 2222222 x 100 = 4,80.00,000,

Thus, Cash Sales =< 6,00,00,000 - 4,80,00,000 ='? 1,20,00,00Q)
Net Credit Sales -
Average Debtors

Debtors Turnover Ratio =

—

4,80,00,000%
Average Debtors «

Average Debtors =< 60,00,000
copp———

(d) Computation of Average Creditors
Credit Purchases = Purchases — Cash Purchases

=4,66,00,000 — 46,00,000 =X 4,20,00,000]

Creditors Turnover Ratio = et Credit m'./

Average DSRgdL

4,20,00,000
Average Creditors

10=
Average Creditors = 42,00,000

e ———

(e) Computation of Average Payment Period

~
: Average Creditors _ 42,00,000 _
Average Payment Period = = =36.5 days
Average Daily Credit Purchases ~ (4:20,00,000+365) 0.3 days,
#
OR

Average Payment Period = 365/Creditors Turnover Ratio = 365/10 = 36.5 days

(f) Computation of Average Collection Period

~’
AverageDebtofs 6000000 _ 45 695 days

Average Collection Period = =
(4,80,00,000+365) e

Average Daily Credit Sales

OR
Average collection period = 365/Debtors Turnover Ratio = 365/8 = 45.625 days
—— T
(g) Computation of Current Assets
Current Ratio = Current Assets (CA) ~
- Current Liabilities (CL) —

24= % o NCL)




sbQ= @Y -t
s6) = @Y) ¢k
cL= M
CL=CAR.4 . CPre ol %2+
Working capital = Current Assets — Current liabilities - = a6R
56,00,000 = CA - (CA/2 4)
CA-— 96,00, 000
—
(h) Computation of Current Liabilities
Current liabilities = 96,00,000 + 2.4 =3 40,00,000

—

Question — 4

Wlth the followmg ratios and further information glven below prepare a Trading Account, Profit and
Loss Ac ss Account and Balance Sheet of ABC Company. -
Fixed Assets - v%40,00,000"
Closing stock - <4,00,000 v
k tur 2 - 10
Gross profit ratio = 25 percent
Net pm ratio =2 _ 20 percent
=5
-9

Stock turnover ratio

Net profit to capital /5
Capital to total liabilities 12—2
Fixed assets to capital - 5/4 2 EF _ ,. D Gy =

Fixed assets / Total current assets 5/7 Cﬂ’
ass Ten 2 PR _ S 5 ch= “Qxﬂ..sﬂ/
|

Yo m‘\ = 229

Solution cA
Trading and P&L Account
To Opening Stock (w.n.—9) ~ 80,000 | By Sales (w.n. — 5)( M) ——32,00,000
To Purchases (bal. fig. ) 27,20,000 | By Closing Stock (given) 4,00,000
To Gross Pigfit (v —Ls 8,00,000 =
(32~ ) 36,00,000 36,00,000
To Expenses (bal. fig.) 1,60,000 | By Gross Profit b/d 8,00,000
To Net Profit (w n. — 4) + 6,40,000~
(B8~ 5 8,00,000 8,00,000
Balance Sheet
Capital (w.n. — 1) v 32,00,000 | Fixed Assets (given) 40,00,000 ¢
Other Liabilities (w.n. — 3) +764,00,000 | Current Assets:
Stock (given) 4,00,00043 [ Y
Other CA (w.n. — 10) 52,00,000
, S—
_+ 96,00,000 96,00,000 v
Working Notes:
j, FixedAssets 4000000 -3 pp o Capital = Z 32,00,000
Capital Capital 4

Fixed Assets 0 40,00,000 0 E Thus, Total Current Assets =<3 56,00,000
Total Current Assets  Total Current Assets 7




-’ . P
3, Capital 0 3200000 _ 1 pp o Other Liabilities€ Z 64,00,000
_Other liabilities  Other liabilities 2 S

Total liabilities is taken/assumed as “External Liabilities”, i.e. excluding capital.

4, NetProfit _ NetProfit _ 1 1y o Net Profit = Z 6,40,000
Capital 32,00,000 5
5. Net Profit ratio = NeLProfit _ 640000 _ »60. Thus, Sales =% 32,00,000

Sales Sales
6. Gross Profit Ratio = 25%. Thus, Gross profit = 32,00,000 x 25% =< 8,00,000
7. Cost of goods sold = Sales — Gross profit = 32,00,000 — 8,00,000 =¥ 24,00,000

8 Stock Turnover ratio Cost of Goods Sdldig 24,00,000
Average Stock_ Average Stock

Thus, Average Stock =% 2,40,000 «~~
Opening stock==closing stock P_Opening stock4+4.,00,000
2 2
Thus, Op. Stock =< 80,000 ~~
10. Other Current Assets = Total Current Assets — Stock = 56,00,000 — 4,00,000 = ¥ 60,00,000

9. Average Stock =

= 2,40,000 .

Question — 5
Following is the abridged balance Sheet of the SK Ltd. as at 31%* March, 2020:

Balance Sheet

Liabilities 3 Assets 3
Paid up share capital => 5,00,000 | Free hold property o —4,00,000 ‘40
Profit & Loss A/c 85,000 | Plant & Machinery 2,50,000 i
Current Liabilities 2,00,000 | Less: Acc. Depreciation _75,000« 1,75,000 @

Stock 1,05,000

Debtors 1,00,000

Bank 5,000

< 7,85,000 — 7,85,000

From the following information you are required to prepare Profit & Loss A/c (2020-21) and Balance
Sheet as at 315 March, 2021:

— —_—

(a) The comp.@ion of the total of ‘liabilities’ side to the company’s Balance Sheet as at 31*' March,
2021 (the paid-up capital remaining the same as at 31* March, 2020) was:

Share Capital 50% — 59 ("‘."’m)
Profit & Loss A/c 15% == 1-<R

10% Debentures 10% = 1\

Creditors 259% - 7’_’5‘%_; <N <o)

The debentures were issued on 1% April, 2020. Interest is to be paid on 30" Sepfember, 2020 and
318t March, 2021.




(b) Durmg the year ended on 31% March 2021, add1t10nal Plant and Machinery had been bought and
a further her 3 25,000 depre(:latlon written off. Freehold property remained unchanged. The total fixed

assets then constituted 60% of total fixed and current assets.

P—

(c) The current ratio was 1.6:1. The quick ratio was 1:1

—

(d) The debtors (four-fifth of the quick assets) to sales ratio revealed a credit period of two months.

(e) Gross Profit was at the rate of 15% of selling price and return on net worth as at 31 March, 2021
was 10%. Ignore taxation.

Solutior
Working Notes:
(1) Particulars Y% Amount
Share capital 50% 5,00,000 (Because it remains same for next year)
P&L Account 15% 1,50,000 (10,00,000 x 15%)
10% Debentures 10% 1,00,000 (10,00,000 x 10%)
Creditors 25% « 2.50,000 (10,00,000 x 25%)

—> 10.00.000 (5,00,000 + 50%)

(2) Interest on debenture = 1,00,000 x 10% = ?MOO
(3) Toﬂgssets = Total liabilities = 3 IO,QQ,OOO

Fixed assets = 60% x Total assets = 60% x 10,00,000 = ?_6,99,000

Current assets = 10,00,000 — 6,00,000 =% 4,00,000
(4) Fixed assets = Freehold property + Plant & Machinery

6,00,000 = 4,00,000 + Plant & Machinery

Plant & Machinery =< 2,00,000

. Currenf Assets
(5) Current ratio = —
Current Liabilities
4,00,000

1.60 =

Current Liabiliities

Current Liabilities =¥ 2,50,000

(6) Quick ratio = ——————
Liquid liabilities

4,00,000-Stock
2,50,000

Liquid assets

1 =
Stock =% 1,50,000 —
(7) Debtors = 2 x Quick Assets = = x (4,00,000 - 1,50,000) = Z 2,00,000

——

(8) Other current assets = 4,@,_(_)00 - 1,5%00 - 2,_(1(_).,000 =3 50,000,

Average Debtors
LUeTage PP %12 o
Credit Sales

(9) Credit period =

2,00,000
—— X% 12
Credit sales

 Credit sales =% 12,00,000

(10) Gross Profit = 15% x Sales = 15% x 12,00,000 =% 1,80,000
p— P

e




Profit

"

(11) Return on net worth =

10 Profit
100 5,00,000+1,50,000

C Eroﬁt =% 65,000)

Shareholder fund

Trading and Profit and Loss Account

Particulars 4 Particulars 4
To Opening Stock 1,05,000 | By Sales “12,00,000
To Purchases & Other exp. (Bal. fig.) | 10,65,000 | By Closing Stock - 1,50,000
To Gross Profit ¢/d —a  1,80,000
13,50,000 13,50,000
To Depreciation —2 25,000 | By Gross Profit b/d (Bal. fig.) =+ 1,80,000
To Interest on Debentures =P 10,000
To Other exp. (Bal. fig.) 80,000
To Net profit for the year c/d — 65,000
1,80,000 1,80,000
Balance Sheet
Liabilities 4 Assets 4
Share Capital 4 5,00,000 | Fixed assets:
Profit & loss A/c 17— 1,50,000 | Freehold property ‘/4,00,000
10% Debentures +— 1,00,000 | Plant & Machinery «~2.00,000 | 6,00,000
Creditors _ 2,50,000 | Current assets:
Stock 1,50,000
Debtors 2,00,000
Other CA 50,000 | 4,00,000 ¢~
10,00,000 10,00,000
Question — 6

Using the information given below, complete the Balance Sheet of PQR Private Limited:

(1) Current ratio -3 1.6:1
(i1)) | Cash and Bank balance - 15% of total current assets
(iii) | Debtors turnover ratio - 12 times
(iv) | Stock turnover (cost of goods sold) ratio ~= | 16 times
(v) | Creditors turnover (cost of goods sold) ratio » | 10 times
(vi) | Gross profit ratio -
(vii) | Capital gearing ratio —> | 0.6
(viii) | Depreciation rate ~2 1 15% on WDV
(ix) | Net Fixed Assets = | 20% of total assets




(Assume all purchase and sales are on credit)
——

Balance Sheet of PQR Private Limited as at 31.03.2019

Liabilities 4 Assets 4
Share Capital — 25,00,000 | Fixed Assets
Reserve & Surplus ? | Opening WDV ?
12% Long term debt ? | Less: Depreciation 2 ?
Current Liabilities Current Assets
Creditors ? (Stock -
Provision & outstanding  Debtors =
expenses 7 1268,50,000
Cash & Bank balance 2 ?
Total ? | Total ?
Solution
Balance Sheet of SK Private Limited as at 31.03.2022
Liabilities £4 Assets X ?‘
Share Capital (W 25,00,000 | Fixed Assets > %
Reserve & Surplus -~ ¢ 17,81,250 | Opening WDV 2 32,23,529
12% Long term debt . " 25,68,750 | Less: Depreciation (S 4.83,529 27,40,000 s
Current Liabilities Current Assets
Creditors 55,889,600 Stock ~734,93,500
Provision & outstanding Debtors -5 8,22,500
expenses « 12.,60,400 68,50,000 -
(L) Cash & Bank balance 16.44.000 | 1,09,60,0004
Total 1,37,00,000 | Total 1,37,00,000 4
-
Working Notes:
1) Current ratio = Current Assets v

Current Liab
Current Assets

1.6 =

Current Liabilities

Current Assets = 1.6 x Current Liabilities = 1.6 x 68,50,000 =% 1,09,60,00Q

ilites

So, Cash and Bank balance = 15% x Current Assets = 15% x 1,09,60,000 =< 16,44,000

Total Assets = Net fixed assets + Current assets

Total assets = 20% of total assets + 1,09,60,000

Net fixed assets = 20% of Total Assets =20% % 1,09,60,000 =< 27,40,000

2)

Total assets =(1,37,00,000
3)
4) LetSales=y ‘/

Credit sales

Debtors =

v Y e

Debtors turnover ratio

— g

—

12

Stock + Debtors = Current assets — Cash & bank = 1,09,60,000 — 16,44,000 =3 93,16,000



v L d
Sales—20% of sales _6/—20% of y)_ 0.80y
16 16 16 0

- m—

S_‘[P_(:k (on cost of goods sold) = Zy

% + zy—o =93,16,0004
y =6,98,70,000

Sales =% 6,98,70,000, )

—= Cost of goods sold =% 5,98,96,000

= Stock (COGS +~16)=334,93,500 ~
Debtors (Sales +~ 12) =3 58,22,500 —
Cr@ors (COGS +10)=X% 55,89,600/

5)  Calculation of provision of outstanding expenses = 68,50,000 — 55,89,600 =X 12,60,400

—_—

6) Reserve & surplus + Long term debt = 1,37,00,000 — 68,50,000 — 25,00,000 =X 43,50,000~
Capital Earning Ratio = 0.6
12% Long Term Debt

Equity Share CapitaltReserve & Surplus
43,50,000—Reserve & Surplus
=0.60 ¥

25,00,000+Reserve & Surplus

¢ Reserve & Surplus =3 17,871,250 )
12% Long term debt =X 25,68,750 «~

=0.60

Question — 7
The following figures and ratios pertain to ABG Company Limited for the year ending 31% March

2016:

Annual sales (credit) - < 50,00,000
Gross profit ratio -2 28%
Fixed assets turnover ratio (based on cost of goods sold) - 1.5

Stock turnover ratio (based on cost of goods sold) 6

Quick ratio - 1:1
Current Ratio - 1.5
Debtors collection period - 45 days
Reserves & surplus to share_c_apital - £ 0.60:T
Capital gearing ratio - 0.5
Fixed Assets to net worth - 1.2:1

(a) Prepare the balance sheet as at 3 1t March 2016, based on the above information. Assume 360

—

days in a year.
(b) The statement showing working capital requirement, if the company wants to make a provision
for contingencies @ 15% of net working capital.
— P P

Solution
(a) Balance Sheet
Liabilities 4 Assets 4
1. Shareholder’s Funds: 1. Non-current assets:
Share capital (WN6) ~  Y712,50,000 Fixed Assets (WN 3) —24,00,000



Reserves & surplus (WN6) «~ 7,50,000 | 2. Current Assets:
2. Non-current liabilities: Stock (WN4)  ~6,00,000
Long-term loans (bal. ﬁg.) = 10,00,000 Debtors (WNS5) +~76,25,000 18,00,000 L7
3. Current Liabilities (WN8) —»12,00,000 |  Bank (WN9) —¢3.75.000
42,00,000 42,00,000
(b) Statement of Working Capital Requirement
Particulars Amount
Current Assets:
Stock - 6,00,000
Debtors 2 6,25,000
Bank = 575,000
18,00,000 ¥~
Less: Current liabilities (12,00,000) .-
Working capital before contingencies provision —2 6,00,0007 1L
Add: Provision for contingencies @15% —> 90,000
Working capital after contingencies provision mo,ooo

Working notes and calculations:

1. Gross Profit ratio = 28% of sales. So Gross Profit = 28% x ¥ 50,00,000 =X 14,00,000

2. Cost of goods sold (COGS) = Sales — Gross Profit =3 50,00,000 — X 14,00,000 =X 36,00,000

COGS 36,00,000
——ns

Fixed Assets  Fixed Assets
Hence, Fixed Assets =3 24,00,000 _~

COGS 36,00,000

4. Stock Turnover = ————— ==~ —"—= 6 times
Inventory  Inventory

3. Fixed Assets Turnover (based on COGS) = =1.5times

So, inventory =< 6,00,000 ,_~
Note: In the absence of information, it is assumed that opening stock = closing stock = average
stock
5. Debt collection period = 45 days

45 45 -
So, debtors = Sales x —— =% 50,00,000 x —=7%6,25,000 b .s'7~59
360 360 pIL = b&"% =
Fixed AssetsE__ 24,00,000 =1.20 ———> So, Net worth =3 20,00,000 a) e = %» <\ = \L&SQ
Net Worth  Net Worth ‘= 5 —
7. Current Ratio = Current Assets _ 1.5 times
R— o Current Liabilitie’s
So, curren%ssets = 1,5 x current liabilities
. . ick Assets— .
8. Quick ratio = Quic =1 time -6)=
Quick Quick Liabilitics — Qs -62= CL
So Current Kssets -Stock _ 1 QS)C.L -Ct = 64
" Current Liabilities @:S) cL =69
15 x Current AsaWs) - Rs.6,00,000 29
On substitution, (1. c Do by | @ =1
urrent Liabilities ¢ A=1Sx l'LQ

= 18{



On solving, we get, ¢urrent liabilities = < 12,00,000 >

9. Hence, current assets = 1.5 x 12,00,000 =% 18,00,000
Cash & Bank = Total CA — Debtors — Inventory = 18,00,000 — 6,00,000 — 6,25,000 =% 5,75,000

10. Verification: Capital Gearing Ratio = Prefernce Capital Debt _ Nil410,00,000 _ 0.5 times
- - Equity Shareholders Fund 20,00,000 e

v

Note: In the absence of information, share capital = Equity share capital only. Debt is taken from B/s
above.

Alternatively, using the capital gearing ratio, debt can be computed as balancing figure, (using equity
shareholders’ funds from WNG6, and the balance sheet shall be found tallied.

Question — 8

A Limited Company’s books reveal following information: Net Income
Net Income —>  ¥3,60,000 T
Shareholder’s Equity = %4,00,000
Assets Turnover = .5 times ¥
Net profit margin > (12% )~

You_are required to calculate ROE (Return on Equity) of the company based on the ‘DuPont Model’.

Solution
Net Profit Margin = Net Income + Revenue
0.12=13,60,000 ~ Revenue

evenue = < 30,00,

Assets turnover = Revenue + Assets
2.5=30,00,000 + Assets

CAssets = 12,00,000

Equity Multiplier = Assets + Shareholder’s Equity = 12,00,000 + 4,00,000 @

Return on Equity = Net Profit Margin x Assets Turnover X Eguitz Multiplier
- =0.12x25%x3=0.9

—,\I—— = N» )\
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Ratio Analysis

MCQs

Q(1). Ratio of Net sales to Net working capital is a:

A. Profitability ratio - B. Liquidity ratio =
C. current ratio _ > orking capital turnover ratio
Q(2). Long-term solvency is indicated by:
A Debt/equity ratio v B. Current ratio »
C. Operating ratio w D. Net profit ratio ,,

Q(3). Ratio of net_profit before interest and tax to sales is:

A. Gross profit ratio B. Net profit ratio
e Operating profit ratio D. Interest coverage ratio
Q(4). Observing changes in the financial variables across the year is:
A. Vertical analysis B Horizontal analysis
C. Peer-firm analysis D. Industry analysis
Q(5). The Receivable-Turnover ratio helps management to:
A. Managing resources s B. Managing inventory >
C. Managing customer relationship JP#”Managing working capital
Q(6). Which of the following is a liquidity ratio?
A. Equity ratio =& B. Proprietary ratio *
2~ Net Working capital D. Capital gearing ratiow
Q(7). Which of the following ig@oda part of Quick assets?
A. Disposal investments B. Receivables
C. Cash and cash equivalents P Prepaid expenses

Q(8). Capital Gearing ratio is the fraction of:

s SHPreference share cap1tal and debentures to Equity share capital and reserve & surplus «~
B. Eqult_Lshare capital and reserve and surplus to preference share capltal and debentures e
C. Equity share capltal to total assets

D. Total assets to equity share capital s PS= %Pé_ - % - \6
9). From the following information, calculate P/E ratio:

oo Equlty sharge capital of I 10 cach -3 8,00,000 S:_PS 9.'679 (2&"9 \ R
9% Preference share capltal of ¥ 10 each ~ 33,00,000 3o ¢60
Profit (after 35% tax) - 32,67,000
Depreciation 67,000
Market price of equity shares - 48

A. 15 times UBT16 times

C. 17 times D. 18 times

Q(10). Equ _Lmul‘upher allows the investor to see:

A. Whgt_proporhon of interest on debt can be covered from earnlngs availgble to equity shareholders?

B. How many times preference share interest be paid from earnings available to equity shareholders?
' Whal_g_rtron of return on equity is the 1 result of debt?

D. How many times equwmultlphed to get the vz value of debt?

Q(11). A company has average accounts receivable of %10,00.000 and annual credit sales of 60,00,000. Its average
collection period would be:

»4760.83 days B. 6.00 days
C. 1.67 days Q D. 0.67 days
ACP = _‘O__ = 6 .23
6ol

(%)



v v
Q(12). A company has net_profit margin of 5%, total assets_of ¥90,00,000 and return on assets of 9%. Its total asset

turnoyer ratio would be:
A. 1.6

18

Q(13). What does Q ratio measures?

A. Relationship between market value and book value per equity share.
B. Proportion of profit available per equity share

C. Overall earnings on average total assets

B. 1.7
D.1.9

Pb*': o;axq)-; 8°;0_Q
g"\p&: M—: lbl&

AR’ Tog: Lot ¢ %%%: ]

P Market value of equity as well as debt in comparison to all assets at their replacement cost

Q(14). Calculate operating expenses from the information given below: NP= 1SS, = 1Tsee0
 Sales - 37500000 Wor @or. 3w sl

Rate of income tax - 50% beT (3'1;" — SV = 7So o0
Net profit to sales nd 5% A fo 960
Cost of goods sold ~® ¥32,90,000 ZEE i = 810 6%
Interest on debentures - < 60,000 2 o (15"‘“'“3) = M09

A. % 41,00,000 B.Z810000 op. &fp = IV

273 34,00,000 D. ¥ 33,90,000

Q(15). Which of the following is(io)a profitability ratio?
A. P/E Ratio «~
C. Q Ratio_

B. Return on capital employed (ROCE) <~
g . Preference Dividend Coverage Ratio



