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Time : 3 Hours Marks : 80

Instruction :
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) Comment on the suggestion that the interests of shareholders and lenders can conflict.

5
b) Martha is seeking funding for a company that she wishes to establish. Her plans involve

too much risk for a conventional bank loan but a venture capital company has offered
to invest in convertible loan stock.
Discuss the disadvantages to Martha of funding her company by issuing convertible
loan stock to a third party. 5

c) Briefly explain the concept of factoring. Differentiate between recourse and
nonrecourse factoring. 5

d) What are the advantages and disadvantages of hire purchase and leasing from the point
of view of buyer? 5

e) List the major type of business entities and differentiate their characteristics with
relation to ownership, liability and legal status. 5

2. Solve any four sub-questions.
a) Describe the implications for companies if it is not clear whether a significance

expense is permissible for tax purposes. 5
b) Describe the implications for companies if it is not clear whether a significant expense

is permissible for tax purposes. 5
c) Describe the advantages and disadvantages of issuing debenture stocks in order to

raise finance. 5
d) A company is planning to raise additional funds by issuing shares. Describe the

advantages of doing so by means of a rights issue. 5
e) A company has five years left to run on a variable rate loan which it has issued. It has

been suggested that it would be possible to enter into a swap in order to achieve the
effect of converting this to a fixed rate loan. The directors are concerned that the
counterparty might not honour the terms of the swap arrangement and leave the
company’s liabilities unpaid.
Discuss the directors’ fears with respect to the risks arising from the potential default
by the counterparty. 5
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3. Solve any four sub-questions.
a) The following information is available in respect of security X and Y :

Security Beta (β) Expected Return
X 1.8 22.00%

Y 1.6 20.40%
If the risk free rate is 7%, are these securities correctly priced? What should be the
risk free rate if they have to be correctly priced? 5

b) Calculate the beta factor for the following investments. 5
Risk Free Rate of interest can be taken at 6%.

Probability Market Returns Investment Returns
1/3 (Recession) 9% 6%
1/3 (Normal) 12% 30%
1/3 (Boom) 18% 18%

c) Explain five sources of Systemic risks. 5
d) A major quoted company has announced that it has amassed a cash mountain. It proposes

to return this cash to the shareholders 18 months after the date of the announcement.
Rather than do so by means of a dividend, the company will buy a proportion of each
shareholders shares back at a small premium to the prevailing market price.
Explain why management might want to return cash to the shareholders instead of
retaining it in the company. 5

e) A company wishes to rely heavily on retained earnings in order to finance a long-term
planned expansion.
Describe the problems that such a proposal might create. 5

4. Solve any four sub-questions.
a) XYZ insurance company is evaluating whether or not to re-insure its liability insurance

portfolio. It has stopped writing business and is currently running off its reserves (i.e.
paying off the claims that will arise from the business till exhaustion without any new
business inflow).
The actuarial estimate of the claims to be paid in the first year is Rs. 40 Million, for
the next few years it is expected that the claims payout will be 62.5% of the previous
year’s payment. Finally in the 6th year the balance of claims will be paid off. The total
of claims paid over these 6 years is Rs. 100 Million. The claims payments due within
a year are expected to be paid evenly throughout the year.
The company holds undiscounted reserves (i.e. Rs. 100 Million) in its balance sheet
to pay off these claims.
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The company earns 9% investment returns on the balance available on the reserves
after payment of claims evenly throughout the year. It can be assumed that the interest
earned/credited at the end of the year is on the opening balance less half of claims
paid during the year.
Calculate the net present value of the XYZ’s cashflows. 5

b) You work for a firm that has limited access to capital markets. As a consequence, it
has only $20 million available for new investments this year. The firm does have a
ready supply of good projects and you have listed all the projects. 5

Project Initial Investment NPV IRR

I $10 million $3 million 21%
II $5 million $2.5 million 28%
III $15 million $4 million 19%
IV $10 million $4 million 24%
V $5 million $2 million 20%

i) Based upon the profitability index, which of these projects would you take?
ii) Based upon the IRR, which of these projects would you take?
iii) Why might the two approaches give you different answers?

c) An airline has been offered the opportunity to purchase an international express
delivery company. The delivery company operates in the same countries as the airline.
The airline’s directors are considering this investment on the grounds of “strategic
fit”, even thought the investment appears to have a negative net present value.
Describe the arguments for using strategic fit to justify this investment. 5

d) Discuss the potential advantages and disadvantages of using probability trees for the
evaluation of long term projects. 5

e) Discuss use of (i) hurdle rates (ii) certainty equivalents (iii) opportunity cost in
cashflow analysis of a project. 5
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