THE OPEN UNIVERSITY OF SRI LANKA

COMMONWEALTH EXECUTIVE MASTER OF BUSINESS/PUBLIC ADMINISTRATION
FINAL EXAMINATION — 2012

MCP 2610 — CORPORATE FINANCE

DURATION: THREE (03) HOURS

Date: 15™ December 2012 Time: 1.30 pm — 4.30 pm

~ INSTRUCTIONS:

Answer any five (05) questions

Use of honprogrammable Calculators is allowed.
Present Value Table will be provided.

(1) Discuss some of the problems involved in the use of profit maximization as the objective
of the firm. How does the objective of maximization of shareholders wealth deal with
these problems?

{20 Marks)
{2} (i} Discuss the role of financial markets in improving the standard of living in an
economy. |
(10 Marks)
(i) Describe the main ways in which capital is transferred from servers to
borrowers. _
{10 Marks)
(3) (i) An investor whishes to construct a bortfolio consisting of two securities X and Y.
The risk and return characteristics of the two securities are given below. ‘
X Y
Expected return (%) 9 9

Standard deviation (%) 2 4
The correlation coefficient between X and Y is -1.0 (mines 1.0}

The investor has following options of the proportion of funds he could invest
between two securities X and Y.

Compoaositions
1 2 3 4 5
Proportion of funds invested in X (%) 100 80 66 20 0
Proportion of funds investedinY(%) 0 20 34 34 100




(a) How does these compositions affect the risk of the portfolio? - _
(The risk of Portfolio is calculated using the following formula. T

— 2 2 2.2
ap =JwZao? + Wyay  + 2We Wy COTyy 00y

(b) Comment on your calculation in the context of the risk of the portfolio-
_ under each investment compositions.
(c) - Discuss the relationship between the correlation coefficient of two
securities and its effect on portfolio risk.

(14 Marks)

(ii) “Organizations are subjected to systematic and unsystematic Risk”. Explain
these two types of risk with examples. '

(6 Marks)

{4) () = Hillside is considering the expansion of its operation by replacing one of its 5
years old hand operated machine with a new fully automated machine. The cost
of new machine is Rs. 800,000/= and it requires Rs.60,000/= freight and
installation charges. An increase in net working capital of Rs. 160,000 is also
required. The old machine was originally purchased for Rs. 400,000/= and had
an expected life of 10 years. The firm uses straight-line depreciation. Old
machine can be sold today for Rs.250,000. This replacement will not increase
revenue but reduce operating costs from Rs.270,000/= to 100,000/= per year.
The new machine has a life of 10 years and a salvage value of Rs. 80,000/=. New

machine be depreciated using the straight line method. The company tax rate is
40%.

-(a) Identify the cash flows associated with this machine replacement project.

(b) Given a discount rate 10%, calculate the Net Present Value {(NPV) of the
project. Based on the above calculations, advice the firm if the automated
machine should be purchased.

(12 Marks)

(1 Discuss why “Net present value” method is considered to be superior to other
capital budgeting techniques such as Internal Rate of Return {IRR) and payback
period methods.

(8 Ma'rks)
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(5) Sigma Ltd., has recently applied for a loan from therleading commercial bank to be used
to expand the firm's production capacity. Their expansion is based on the expanded
sales predicted for the coming year. The company’s financial statements for the two
‘most recent years are as follows.

Profit and Loss Statement  (000°) (000’)
2010 2011
Sales - 1200 1450
Cost of good sold (700) (850)
Gross profit 500 600
Operating expenses 250 240
Earning before interest 250 360
and tax |
Interest expenses (50) (60) .
Earning before tax 200 300
Tax _(80) 120
Earning after tax “ 120 , 180
Balance Sheet - {000’) (000"}
2010 2011
Inventory 550 625
Current Assets 650 575
Plant and equipment (net) 1200 1400
Total Assets T_ﬂ_ﬁ E_GL_O
"Current liabilities 200 300
Debentures _ 600 600
Share Capital 300 900
Retained Earnings 700 800
2400 2600



Industry Norm
Current ratio 5.0x
Acid-test ratio - 3.0x : RS
Inventory turnover 2.2x - S o '  .
Debt ratio 0.33 | : _ | _
Time interest earned 7.0x | - SRR
Assets turnover 0.75x
Operating profit margin 0.20
Net profit margin 0.12
Return on total assets 0.09

(a) Compute the above ratios for sigma Ltd., for the two years from the financial

" statements provided.

(b) Based on your answer in part (a) above, what are sigma’s financial strengths and
weaknesses? '

{c) Would you make the loan? Justify your answer.

{20 Marks)

(6) (i) Lanka Apax Computers Ltd., (LAC) has just issued 94000, 11.5% convertible
debentures to raise Rs. 11.3 million. The debentures are for a ten-year term and ’
interest is payable each June and December. The debentures are convertible into
one ordinary share after the first five yeafs of the dehenture up to the maturity X
date. The company’s ordinary shares were selling for Rs.110/= and the market price
of a convertible debenture was Rs. 130/=. The required rate of return is 14%.

You are required to calculate
a} Issue Price
b) The straight value of the debenture
¢} Conversion price
d)} Conversion value
e) Conversion premium

(10 Marks)

(ii} {a) Using examples explain important features of a convertible securities.
{b) What reasons are given for issuing convertible securities?

(10 Marks)
-Rights Reserved-
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