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V46/S14016/EE/20160719

Time : 3 Hours Marks : 80

Instructions :
1. All Questions are Compulsory.
2. Each Sub-question carry 5 marks.
3. Each Sub-question should be answered between 75 to 100 words. Write every questions

answer on separate page.
4. Question paper of 80 Marks, it will be converted in to your programme structure marks.

1. Solve any four sub-questions.
a) Much of the recent discussion of the role of the firm deals with a range of stakeholder

interests, rather than the previous emphasis on the shareholder only. Identify two
stakeholders other than the shareholders and briefly explain why their interests might
conflict with those of the shareholders. 5

b) The partners in a small business are considering becoming a limited company. Explain
the difference in the taxation of a partnership and a limited company. 5

c) An unquoted company wishes to raise a large loan in order to invest in a major new
project. The finance director has proposed issuing bonds that have a significant number
of warrants attached.
Describe the advantages and disadvantages to the company’s existing shareholders of
attaching warrants to the bond issue. 5

d) Trade credit and debt factoring are both used to provide businesses with short term
finance.
Describe the main features of each. 5

e) i) In principle, agency cost is incurred to deal with the conflict of interest that
arise between various stakeholders. This has led to significant costs associated
with monitoring and protecting individual interests. Whereas if, all stakeholders
agree to work together in the best interests of the entity, they would benefit
significantly without incurring this agency based costs.

Explain, why it would be difficult if not impossible, to eliminate these agency
costs. 3

ii) Vaibhav Industries is looking at setting up a new textile division and also
expanding its current printing division, what is the role of financial management
in an organization, why is it important, why is it difficult? 2
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2. Solve any four sub-questions.

a) In many countries capital gains are only taxed when the taxpayer disposes of the asset
on which the gain has arisen.

Describe the implications of delaying the taxation of capital gains until the asset has
been sold. 5

b) Explain why a company might wish to issue preference shares rather than loan stock.
5

c) Explain why Eurobonds tend to offer investors a higher rate of return than traditional
loan stock. 5

d) The directors of a major quoted company are considering raising funds by means of a
rights issue.

Describe the matters that will have to be decided by the directors if they decide to
proceed with the issue. 5

e) Explain the differences between the risk management characteristics of options and
futures. 5

3. Solve any four sub-questions.

a) Beta is a measure of the risk of investing in a security.

i) If the risk-free rate of return is 6% and the equity risk premium is 5%, what is
the cost of equity for a company with Beta (ungeared) of 1.4?

ii) The total market capitalization of a company is 100m, whose debt has a book
value of 40% and a market value of 50%. The tax rate is 30%. Determine the
geared beta of the company.

iii) Determine the cost of equity of the company.

iv) Calculate weighted average cost of capital.

v) Thus what is the change in WACC because of gearing? Is the gearing justified?
5

b) Pioneer Transports Ltd has a Debt: Equity ratio of 1:1. The risk-free rate of return is
8%, the equity risk premium derived from the market is 7% and the gross cost of debt
is 4%. The company’s beta is 1.25. The profits of the company are taxed at 30%.
State  any further assumptions you make.

i) Calculate the weighted average cost of capital. 2

ii) The company wishes to repay all the debt by raising equity. What would be the
required return to equity in such a situation? 3
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c) Modigliani and Miller argue that gearing is irrelevant, but this argument depends in
part on the fact that investors can borrow in order to invest in shares issued by
companies that are under geared.

Discuss the extent to which personal gearing can be a realistic substitute for corporate
gearing. 5

d) Explain how tax might influence the shareholder’s preference for debt financing versus
equity financing in the company’s gearing decision. 5

e) The directors of a quoted company have the opportunity to invest in a profitable project,
but will be unable to raise sufficient finance in the required time-frame unless they
substantially reduce the next dividend payment compared with that paid in previous
years.

Discuss the implications of reducing the dividend under these circumstances. 5

4. Solve any four sub-questions.

a) Ms. Deepika sold her house to Mr.Vijay on 1st April, 2014 and made a taxable capital
gain of INR 4,500,000. She is considering the following investment option:

Invest the entire capital gain in a 6% capital gains bond for 3 years. Interest on the
bonds is paid half-yearly i.e 3% interest paid on 30th September and 31st March. At
the end of the third year, Ms Deepika would receive 105% of the amount invested.
The additional 5% amount is in addition to the interest received at that time.
Ms Deepika will be liable to pay income tax on the interest.

Notes:

i) Capital gains on maturity of the capital gains bonds after one year from their
purchase is not liable to any tax.

ii) Income tax is payable on the last day of the financial year i.e, 31st March.

iii) Ms. Deepika’s current income and the prevailing tax slabs would mean that she
would have to pay tax on the interest at 10%.

iv) Ms Deepika has suggested that the alternative should be evaluated using a hurdle
rate of 8% p.a

Calculate NPV of the investment option. 5

b) Find all the combinations of projects out of the options given in the table below,
which are feasible given the capital budget restriction and project interdependencies.

The firm has a capital budget constraint of Rs.3 million.

Projects B and C are mutually exclusive.
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Project Outlay (inLakhs) NPV (in Lakhs)
A 18.0 7.5
B 15.0 6.0
C 12.0 5.0

D 7.5 3.6
E 6.0 3.0

Suggest the feasible combination which has the highest NPV. 5
c) A company requires all proposals for investment projects to be supported by a net

present value calculation. One of the directors has suggested that proposals should
also indicate opportunity costs.
Discuss the advantages and disadvantages of the director’s suggestion. 5

d) A company’s directors are considering the implications of two downside risks that
might affect a project.
One of the risks has a 20% probability of occurrence and will reduce the net present
value of the project by £1m if it does.
The other risk has a 1% probability of occurrence and will reduce the net present
value of the project by £20m.
The company’s market capitalization is presently £100m.
Explain why it would not be acceptable to treat these risks as being equivalent to one
another because each has an expected value of £200,000. 5

e) Consider a capital project involving the construction of factory building. The company
has already entered into agreements to supply products to some bulk users starting in
a year’s time. Give examples of how the risks associated with this project might be
mitigated. 5
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