Business Finance Assignment 2
Question 1

Liquidity preference refers to the demand for money. It is the premium that people demand for exchanging money for non liquid assets. 

Question 2

For listed companies, declaring dividends is a way of assuring shareholders that the company is financially stable and doing well. In the market, it is a reasonable assumption that shareholders have some expectation of a dividend policy. If this expectation is not fulfilled, it will change the investor’s relative valuation of the share. A consistent dividend policy is, therefore, important in building a clientele of investors, and an unexpected change can have a negative effect on perceptions of the company’s worth. Thus when a company is listed, the company will follow a dividend policy which is compatible with their shareholders’ goals. 
Conflict of interest can arise between the shareholders and the creditors, between the board of directors and the employees, between the management and the stockholders or between any different stakeholders of the company. This conflict of interest can have a direct bearing on the risk management of the company. For example, shareholders might want the company to invest in a certain high risk sector because they are thinking about the long term growth of the company while bond holders or creditors, being more concerned with the short term insolvency, may not want the company to invest in the sector, Such conflicts of interest affect the company’s decisions.

Question 3

Factors affecting dividend policy are:
· Stock Markets- Stock markets display significant adverse reactions to announcements of dividend cuts. Managers therefore tend to be conservative in good years, particularly in cyclical industries and for smaller companies.
· Cash Reserves- Companies with large cash reserves that fear a takeover bid may well distribute generously to both encourage shareholder loyalty and limit the size of the ‘cash pile’. A cash pile is seen by investors as a sign of weakness.
· Tax- Companies with a large proportion of non-tax paying shareholders may feel it appropriate to distribute a large proportion of earnings.
· Growth opportunities- Companies in high-growth industries may find that the demands for capital investment to maintain competitive advantage exceed their capacity to borrow on satisfactory terms and may prefer to pay low dividends.
· Stability and consistency- Since companies with high dividend policies tend to attract investors who seek high payouts any move from one category to the other will cause adverse market reaction as investors readjust their portfolios.

Question 4

	Business Entity
	Ownership
	Liability
	Legal Status

	Sole Proprietorship
	Sole Proprietor
	Sole proprietor is fully liable
	No separate legal identity from the owner

	Partnership
	Partners in proportion of agreement
	Partners are fully and personally liable
	No legal identity separate from the partners

	Joint Stock Company
	Shareholders
	Shareholders are only liable upto the extent of their shareholding
	Has a separate legal identity

	Limited liability Partnership
	Partners in proportion of agreement
	Partners are only liable upto the extent of their agreed contribution
	Has a separate legal identity



Question 5

From a tax point of view, it is better to have a sole proprietorship as the proprietor will only have to pay individual income tax while for a company, corporate taxes as well as individual income taxes have to be paid.

Question 6

The Modigliani-Miller theorem states that the market value of a company is correctly calculated as the present value of its future earnings and its underlying assets, and is independent of its capital structure.

Question 7

Working capital is a measure of current assets less current liabilities. Current assets refer to cash, raw materials, receivables etc. and current liabilities refer to short term debt and bills payable. Working capital helps determine a companies’ operational efficiency and financial health. 
Fixed capital refers to portion of total capital which is invested in fixed or permanent physical assets such as land, machinery, buildings or intangible assets like patents or trademarks. It is used by enterprises for more than one year or for a long period of time.

Question 8

When companies produce or a large scale that is they increase production to a large level then they experience some benefits in reduced costs of production. This is refered to as economies of scale. These reduced costs arise from the spread of resources over a large number of units. For example the cost of machinery is spread over a larger number of units thus reducing the cost of production.

Question 9

Reporting its finances every year might make a pension fund/investment company more averse to short term risky investments than if it had to report every three years. Thus the firm might invest in less risky investments so that it does not have to report financial losses every year. It might invest less in equities and less in long term bonds.

Question 10

I would choose that neither of it happens. I do not wish to lose 2000 just to find it back later in my pocket the next day. If there is even a small chance of the money not coming back I would not like to take that risk.

Question 11 

Holding of inventory that remains unsold involves some costs known as holding costs. This cost involves the cost of damaged or unsold goods, of storage space, labour etc. It also involves the money tied up in the unsold goods. This money cannot be used or freed until these goods are sold. 





