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Which of the following is considered a primary activity of financial management?
Product Design

Capital Budgeting

Human Resource Planning

Market Research

Answer — B

All of the following entities have a separate legal existence from its owners except?
Corporation

Limited Liability Corporation

Sole Proprietorship

Public Limited Company

Answer — C

In the presence of taxes, under the Modigliani-Miller Proposition II, the cost of equity
Increases as the debt-equity ratio increases

Decreases as the debt-equity ratio increases.

Remains unchanged regardless of the debt-equity ratio.

Is inversely proportional to the company's tax rate.

Answer — A

Synergy in mergers and acquisitions is best described as:

The cost savings achieved by combining two firms.

The premium the acquiring firm pays over the market price

The value created when two firms are combined, which is greater than the sum of their separate

values.
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The process of integrating the operations of the acquiring and target firms.

Answer — C

Which of the following is NOT typically a characteristic of preferred stock?
Fixed Dividend

Voting Rights

Preference during Liquidation

Non-Maturity Date

Answer — B

Which principle states that the value of money is affected by when it is received?

Risk-Return Principle
Self-interest principle
Incremental Benefit Principle



D  Timing Principle

Answer — D

7 Which of the following statements are generally assumed in many financial theories?
I. Markets are efficient.
II. Investors act rationally
III. Transaction costs are significant
IV. Information is freely available to all market participants.

LII&IV
LI &IV
IL 1T & IV
I II & 11T
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Answer — A

8 Fill in the blanks with the correct combination: It is easier to tax rather than ____, since
is not an easily accessible cash flow

A Wealth, income, income
B Income, Wealth, Income
C Income, Wealth, Wealth
D Wealth, income, Wealth

Answer —C
9 Which of the following theories suggests that dividend policy is irrelevant in determining the
value of a company?
A Bird in the Hand Theory
B Tax preference theory
C Residual Dividend Theory
D Modigilani and Miller Theory
Answer — D
10 A merger between two companies in the same industry but at different stages of the production

cycle is known as

Conglomerate Merger
Horizontal Merger
Vertical Merger

Market Extension Merger
Answer — C
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Question 2:

A. GreenTech Innovations, a clean energy startup, is exploring financing options for a groundbreaking
project. They're torn between venture capital and crowdfunding.
Discuss the potential advantages and disadvantages of both financing options for GreenTech
Innovations. Which might align better with their brand ethos and long-term objectives? (5
Marks)

Answer:
For GreenTech Innovations, both venture capital (VC) and crowdfunding present distinct advantages
and challenges.

Venture Capital:
Advantages:

Substantial Funding: VCs can provide significant capital, ideal for large-scale projects.
Expertise & Network: VCs often bring industry knowledge, mentorship, and a valuable network that
can aid in business growth.

Disadvantages:

Equity Dilution: VCs typically demand equity, which dilutes ownership.

Control & Decision-making: VCs might influence strategic decisions, potentially diverting from the
original vision.

Crowdfunding:
Advantages:

Brand Engagement: Crowdfunding can create early brand advocates, building a community around the
product.

No Equity Dilution: Many crowdfunding campaigns offer rewards or pre-orders instead of equity,
retaining company ownership.

Disadvantages:

Funding Limit: Crowdfunding might not yield the substantial funds that VCs can offer.

Public Scrutiny: Public campaigns expose the project to early criticism, and failure to deliver can harm
reputation.

(3.5 Marks)

Considering GreenTech's ethos as a clean energy startup, crowdfunding might align better. It not only
democratizes the funding process, resonating with the sustainability and community-driven ethos, but
also builds a community of supporters who believe in the mission. While VCs offer substantial funds
and expertise, the potential loss of control and direction might not align with GreenTech's long-term
objectives.

(1.5 Marks)

B. AutoDrive, a company developing autonomous vehicles, has a high debt-to-equity ratio. They're
considering additional equity financing to balance their capital structure.
Evaluate the implications of AutoDrive's current capital structure. How might additional equity
financing impact their financial leverage and risk profile? (5 Marks)



Answer:

AutoDrive's high debt-to-equity ratio indicates a significant reliance on borrowed funds compared to
shareholder equity. This capital structure implies higher financial leverage, which can amplify returns
on equity when times are good but can also magnify losses during downturns. The company might face
higher interest expenses, which can strain cash flows, and potential challenges in securing additional
debt at favorable terms. By opting for additional equity financing, AutoDrive can reduce its debt-to-
equity ratio, leading to a more balanced capital structure. While this would dilute existing shareholders'
ownership, it would decrease the company's financial leverage, making it less vulnerable to interest rate
fluctuations and economic downturns. In essence, while equity financing might dilute ownership, it can
enhance AutoDrive's financial stability by reducing its reliance on debt, thereby moderating its overall
risk profile.

(5 Marks for correct points)

C. TechFusion Ltd., a growing tech company, is considering a change in its capital structure.
Currently, the company has an equity capital of 8 million and debt of 32 million. The company's
management is contemplating taking on an additional 33 million in debt to finance a new project. The
interest rate on the debt is 5%.

i. Calculate TechFusion's current debt-to-equity ratio. (1.5 marks)

ii. If the company takes on the additional debt, what will be the new debt-to-equity ratio? (1.5

marks)

iii. Discuss one potential advantage and one potential disadvantage of increasing leverage by

adding more debt to the company's capital structure. (2 marks)

Answer:

i. Current Debt-to-Equity Ratio Calculation:

The Debt-to-Equity (D/E) Ratio is calculated as: Debt-to-Equity Ratio = Total Debt / Total Equity
Given: Total Debt = 32 million Total Equity = %8 million

Using the given values: Debt-to-Equity Ratio = 2 million / 8 million = 0.25

So, TechFusion's current Debt-to-Equity ratio is 0.25 or 25%.

(1.5 marks)

ii. New Debt-to-Equity Ratio Calculation after Additional Debt:

New Debt = Current Debt + Additional Debt = 32 million + 3 million = %5 million

Using the formula with the new debt value: Debt-to-Equity Ratio = 5 million / 8 million = 0.625
With the additional debt, TechFusion's new Debt-to-Equity ratio will be 0.625 or 62.5%.

(1.5 marks)

iii. Advantages and Disadvantages of Increased Leverage:

Advantage:

Cost of Capital: Debt, especially in the form of bonds or loans, is often cheaper than equity. This is
because the interest on debt is tax-deductible, reducing its effective cost. By using more debt in its
capital structure, TechFusion could potentially lower its overall cost of capital.

Disadvantage:

Financial Risk: Increasing leverage also means increased financial risk. With more debt, TechFusion
will have higher fixed obligations due to interest payments. If the company faces a financial downturn
or if the new project does not generate expected returns, it might struggle to meet these obligations,

leading to potential solvency issues.
(2 marks)



Question 3:

A. After a successful year, the management of UrbanTech, a smart city solutions provider, is
deliberating on how to allocate its profits. They're considering dividends, reinvestment into R&D,
and debt repayment.

Discuss the financial implications of each allocation option for UrbanTech. How might each choice
impact the company's future growth and shareholder value? (5 Marks)

Answer:

UrbanTech's profit allocation decision will significantly shape its future trajectory and shareholder
value.

Dividends:

Financial Implications: Distributing dividends provides immediate returns to shareholders, enhancing
the company's attractiveness to potential and current investors.

Impact: While dividends can boost shareholder morale and trust, paying them reduces retained earnings,
which could have been used for growth opportunities.

Reinvestment into R&D:

Financial Implications: Reinvesting in R&D can lead to the development of innovative solutions,
potentially increasing future revenues.

Impact: While this option might not offer immediate returns to shareholders, it positions UrbanTech for
long-term growth and competitive advantage, potentially increasing future shareholder value.

Debt Repayment:

Financial Implications: Repaying debt reduces interest expenses and improves the company's debt-to-
equity ratio, enhancing its financial health.

Impact: While debt repayment strengthens the balance sheet and might improve creditworthiness, it
diverts funds from immediate growth opportunities. However, a reduced debt burden can make the
company more resilient in downturns and more attractive to risk-averse investors.

(4 marks)

In summary, while dividends offer immediate shareholder gratification, reinvestment in R&D promises
future growth, and debt repayment solidifies financial stability. UrbanTech's decision should balance
short-term shareholder expectations with long-term growth prospects and financial health.

(1 mark)



B. CraftyCraft, an Indian handicraft business, has started selling its products in a foreign country.
They've paid taxes on their income in that country and are now liable to pay taxes in India on the
same income.

Explain how Double Taxation Avoidance Agreement (DTAA) can assist CraftyCraft in ensuring they
aren't unfairly taxed on the same income in both countries. (5 Marks)

Answer:

CraftyCraft, by selling its products in a foreign country, has exposed itself to the risk of double taxation
- where the same income is taxed in two different jurisdictions. This situation can significantly affect
the profitability of businesses that operate internationally.
i. Double Taxation Avoidance Agreement (DTAA):
India has Double Taxation Avoidance Agreements (DTAA) with many countries. These agreements
ensure that businesses don't pay taxes on the same income twice. Under DTAA, the income taxed in
one country can be set off against the tax payable in the home country, thus avoiding double taxation.
(1 marks)
ii. Claiming Foreign Tax Credit:
CraftyCraft can claim a foreign tax credit in India for the taxes it has paid in the foreign country. This
credit can be claimed on the Indian tax return and will reduce the total tax liability in India.
(1 marks)
iii. Benefits of DTAA:
e Avoidance of Double Taxation: As already mentioned, the primary benefit is the avoidance of
paying tax on the same income twice.
¢ Clarity on Tax Matters: DTAA provides clarity about the tax rates and tax jurisdictions,
helping companies to plan their taxes efficiently.
¢ Promotion of Trade and Investment: DTAA encourages trade and investment by providing
stable tax regimes for businesses operating in foreign countries.
(1.5 marks)
iv. Recommendation for CraftyCraft:
CraftyCraft should consult with tax experts familiar with both Indian and foreign tax laws. They
should ensure that they're taking full advantage of DTAA provisions and correctly claiming foreign
tax credits to minimize their overall tax liability.
(1.5 marks)

C. Outline the key components of a comprehensive financial plan for a mid-sized company. Discuss
the importance of each component in ensuring the company's long-term financial stability and
growth. (5 Marks)

Answer:

A comprehensive financial plan for a mid-sized company encompasses several key components:
Budgeting: This involves projecting income and expenses, helping the company allocate resources
efficiently. Proper budgeting ensures the company operates within its means, preventing overspending
and ensuring funds are allocated to priority areas.

Cash Flow Forecasting: This predicts the inflow and outflow of cash. By understanding cash flow

patterns, the company can manage its liquidity, ensuring it can meet short-term obligations and
capitalize on opportunities without facing cash crunches.



Debt Management: This assesses the company's borrowings and structures repayment strategies.
Effective debt management ensures the company doesn't over-leverage, maintaining a healthy balance
between debt and equity.

Investment Analysis: This evaluates potential investment opportunities, ensuring funds are channeled
into projects offering the best returns, driving growth and shareholder value.

Risk Management: This identifies potential financial risks and devises strategies to mitigate them. By
understanding and planning for risks, the company can navigate challenges without jeopardizing its
financial stability.

Tax Planning: This ensures compliance with tax regulations and leverages available incentives,
optimizing the company's tax liabilities.

In essence, each component of a financial plan plays a pivotal role in safeguarding a company's financial
health. Together, they provide a roadmap for sustainable growth, ensuring the company remains resilient

in the face of challenges and capitalizes on opportunities.

(5 Marks for correct points)



Question 4(A):

Marvel Group is a globally recognized conglomerate with subsidiaries operating in diverse sectors like
Defence Electronics, Consumer Apparel, Auto Components, Cement, Telecom, and Pharma.
Historically, the company expanded its footprint organically within each sector but is now considering
inorganic growth through mergers and acquisitions. The company's base of operations is in a country
known for its liberal tax regulations.

As a strategic consultant, your expertise is sought on the following matters:

i. Briefly describe the three primary types of mergers: horizontal, vertical, and conglomerate. Discuss
the rationale and potential benefits of each type, providing a suitable example for each that aligns with
one of Umbrella Group's sectors. (6 Marks)

ii. The group's Telecom subsidiary, Avenger, a public company, has recently caught the attention of a
rival firm which is rumored to be plotting a hostile takeover.

a. Elaborate on what constitutes a hostile takeover and the potential implications for Avenger if the
takeover succeeds. (3 Marks)

b. Recommend three defensive strategies that Avenger board can employ to thwart the hostile
takeover attempt, detailing the pros and cons of each. (3 Marks)

iii. The group has identified a potential acquisition target in the Pharma sector. This company could
seamlessly integrate with Avenger’s existing and profitable Pharma subsidiary, Loki Pharma. However,
the acquisition target has been in the red for the past five years.

a. List and discuss three potential reasons a profitable company like Loki Pharma might want to acquire
a loss-making entity in its sector. (1.5 Marks)

b. Highlight two major risks associated with such an acquisition and suggest strategies to mitigate
them. (1.5 Marks)

Answer:

i. Types of Mergers and Their Rationale:

e Horizontal Merger: This type of merger occurs between companies in the same industry
and is often pursued to achieve economies of scale, reduce competition, or expand
market share.

o Example: If Marvel's Consumer Apparel subsidiary merges with another
apparel company, it would be a horizontal merger.

e Rationale: By merging with a competitor, the company can reduce redundancies,
negotiate better deals with suppliers due to increased volume, and have a larger
market presence.

e Vertical Merger: This involves companies at different stages of the production process.
The main aim is to improve supply chain efficiency, reduce costs, or secure access to key
resources.

e Example: If Marvel's Cement company merges with a limestone mining
company (a key raw material for cement), it would be a vertical merger.



e Rationale: This can ensure a consistent supply of raw materials, possibly at a
reduced cost, and reduce dependence on external suppliers.

e Conglomerate Merger: This type of merger happens between companies in entirely
different industries. The goal is often diversification to reduce business risks.

e Example: If Marvel's Pharma sector company merges with a fast-food chain, it
would be a conglomerate merger.

e Rationale: By diversifying its business operations, the company can safeguard
against industry-specific downturns.

ii. Hostile Takeover of Avenger:

a. A hostile takeover is an acquisition attempt by a company or investor group against the
wishes of the target company's management and board. If the takeover succeeds, Avenger might
see changes in its strategic direction, potential layoffs, or asset sell-offs, and its existing
shareholders might get pushed out.

b. Defensive Strategies:

e Poison Pill: This strategy involves issuing new shares to existing shareholders at a
discount, making it more expensive for the hostile bidder to acquire a controlling stake.

e Pros: Deters takeover by increasing acquisition cost.
e Cons: Can dilute share value.

e White Knight Defense: Seek another friendly company to acquire or merge with
Avenger to fend off the hostile bidder.

e Pros: May result in a better deal for shareholders.
e Cons: Loss of some autonomy, as the company is still being acquired.

o Staggered Board: Only a fraction of the board's directors are elected each year, making
it harder for the hostile bidder to gain board control quickly.

e Pros: Gives the company time to find alternatives.

e Cons: Might not be in best interest of shareholders if the hostile bid was
financially attractive.

iii. Acquisition of a Loss-Making PharmaCompany:
a. Potential Reasons:

e Asset Value: The loss-making company might possess valuable assets (like patents or
machinery) which can be acquired at a discount.

e Market Share: Acquiring the company can help Loki Pharma expand its market share,
even if the target is currently unprofitable.

e Turnaround Potential: Loki Pharma might see potential in restructuring the loss-
making company and turning it profitable.

b. Risks and Mitigation:



¢ Financial Drain: The acquired company might continue to post losses, affecting Loki
Pharmas’ profitability.

e Mitigation: Conduct thorough due diligence; have a clear post-acquisition
integration and restructuring plan.

e Cultural Clash: Differences in company cultures can lead to integration challenges.

e  Mitigation: Invest in change management and integration teams to smoothen the
transition.



Question-4(B):

SolarTech Enterprises is a leading renewable energy company that has been at the forefront of solar
technology innovations. Over the years, the company has diversified its operations and currently has
a portfolio that includes solar panel manufacturing, a software division focused on energy
management, and a recently acquired wind energy division.

The CEO, Mr. Rajan, is contemplating a strategic restructuring of the company to streamline operations
and focus on core competencies. He's considering a sell-off of the wind energy division and possibly
an equity carve-out of the software division to raise capital and provide the software team more
autonomy.

In a recent board meeting, one of the board members quoted a surprisingly high valuation for the
software division, based on a recent, similar company's valuation. This has set a benchmark in the
minds of other board members, potentially skewing their expectations.

The CFO, Mrs. Mehta, is concerned about the implications of these decisions on the company's
financial health and potential agency costs. She's observed a growing disconnect between the
management's objectives and those of the shareholders. Additionally, she's wary of the asymmetry in
information available to different stakeholders, which could further complicate financial decisions.

Questions:

A: Explain the concepts of sell-offs and equity carve-outs. How might these strategies benefit SolarTech
Enterprises in its current situation? (5 Marks)

B: "Polyplex Inc. is a publicly-traded company that is deliberating on its dividend policy. The
management team is considering three distinct dividend policies: the Stable Dividend Policy, the
Constant Dividend Policy, and the Residual Dividend Policy.

Discuss each of these dividend policies, outlining their characteristics, advantages, and disadvantages.
Analyze how each policy may impact the company's financial flexibility, investor confidence, and share
price. Provide recommendations for ABC Inc. regarding which dividend policy it should adopt and
explain the rationale behind your recommendation. (5 marks)

C: Define Agency Theory and Agency Costs. (2 marks) Discuss the complications that arise in financial
decisions due to: i) Differences in objectives between shareholders and managers. ii) Asymmetric
information between various stakeholders. (3 marks) [Total - (5 Marks)]

Answer:

A. Sell-offs and Equity Carve-outs (5 Marks)
Sell-offs refer to the divestiture or disposal of a subsidiary, division, or any part of a business. This is
typically done to shed non-core operations, generate cash, or refocus on the company's primary
operations.
Equity Carve-outs involve selling a portion (usually a minority stake) of a subsidiary to the public
through an Initial Public Offering (IPO). It helps in unlocking the value of the subsidiary while retaining
control.
Benefits to SolarTech Enterprises:

1. Liquidity: Both strategies can generate significant cash inflows. This can be used to invest in

core operations, research and development, or to reduce existing liabilities.



2. Focus: Selling off the wind energy division will allow SolarTech to concentrate on its core
competencies, primarily solar technology innovations.

3. Value Unlocking: An equity carve-out of the software division might unlock its value,
providing it with more autonomy and access to capital for growth, while still allowing
SolarTech to reap the benefits of its success.

4. Operational Efficiency: Streamlining operations can lead to reduced overhead costs and
enhanced management focus.

B. In this case, Polyplex Inc. is considering three dividend policies: Stable, Constant, and
Residual.

1. Stable Dividend Policy:

- Characteristics: Involves paying a consistent dividend over time, which provides predictability
to shareholders.

- Advantages: Attracts income-focused investors, maintains investor confidence.

- Disadvantages: Can lead to financial strain during economic downturns, limited flexibility for
reinvestment.

2. Constant Dividend Policy:

- Characteristics: Pays a fixed percentage of earnings as dividends, linking dividends to
profitability.

- Advantages: Reflects company's performance, provides flexibility during varying profit cycles.

- Disadvantages: Dividends may vary significantly, making it harder for income-focused
investors.

3. Residual Dividend Policy:

- Characteristics: Directs the distribution of earnings not needed for reinvestment, aligning
dividends with available funds.

- Advantages: Efficient use of capital, flexibility for growth investments.

- Disadvantages: Investors may prefer a more predictable income.

Recommendation:

ABC Inc. should consider adopting the Residual Dividend Policy. This policy offers the company
the flexibility to allocate earnings for reinvestment while still providing dividends when excess
funds are available. This approach aligns dividends with the company's financial situation and
supports growth prospects. It strikes a balance between investor expectations and capital
reinvestment.

However, the final choice should also depend on ABC Inc.'s financial goals, risk tolerance, and
the preferences of its investor base.

C. Agency Theory and Agency Costs (5 Marks)

Agency Theory revolves around the relationship between principals (like shareholders) and agents (like
managers). Given that managers might not always act in the best interest of shareholders, this theory
explores mechanisms to align their interests.

Agency Costs refer to the costs borne by shareholders to ensure managers act in their interest. These
costs can be direct, like monitoring costs, or indirect, like the opportunity cost of not undertaking a
profitable project because it's too risky for the manager.



Complications in financial decisions:

1) Differences in Objectives: Shareholders typically want maximum returns on their investment and
may favor riskier projects with higher returns. Managers, on the other hand, might avoid these projects
to ensure job security or due to their compensation structure.

i1) Asymmetric Information: Managers have more information about the company's actual
performance and future prospects than shareholders. This can lead to situations where managers make
decisions beneficial to them but not necessarily to shareholders. For instance, Mrs. Mehta's concern
about the asymmetry in information hints at the possibility that stakeholders might not be getting a
complete picture, leading to potential misjudgments or missed opportunities.



