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QUESTIONS 

FINANCIAL MANAGEMENT 

CAPITAL STRUCTURE  

 

Question 1 

Mi Amor Ltd., a profit making company, has a paid-up capital of ` 100 lakhs 

consisting of 10 lakhs ordinary shares of ` 10 each. Currently, it is earning an annual 

pre-tax profit of ` 60 lakhs. The company’s shares are listed and are quoted in the 

range of ` 50 to ` 80. The management wants to diversify production and has 

approved a project which will cost ` 50 lakhs and which is expected to yield a pre-

tax income of ` 40 lakhs per annum. To  raise  this additional capital, the following 

options are  under consideration  of  the management: 

a. To issue equity share capital for the entire additional amount. It is expected that 

the new shares (face value of ` 10) can be sold at a premium of ` 15. 

b. To issue 16% non-convertible debentures of ` 100 each for the entire amount. 

c. To issue equity capital for ` 25 lakhs (face value of ` 10) and 16% non-

convertible debentures for the balance amount. In this case, the company can 

issue shares at a premium of ` 40 each. 

You  are  required  to  advise  the  management  as  to  how  the  additional  capital  

can  be raised, keeping in mind that the management wants to maximise the 

earnings per share to maintain its goodwill. The company is paying income tax at 

50%. 
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Question 2 

Abrazo Limited is considering three financing plans. The key information is as 

follows: 

a. Total investment to be raised ` 2,00,000 

b. Plans of Financing Proportion: 
 

Plans Equity Debt Preference Shares 

A 100% - - 

B 50% 50% - 

C 50% - 50% 
 

c. Cost of debt     8% 

Cost of preference shares     8%  

d. Tax rate            50% 

e. Equity shares of the face value of ` 10 each will be issued at a premium of ` 10 

per share. 

f. Expected EBIT is ` 80,000. 

You are required to determine for each plan:  

i. Earnings per share (EPS) 

ii. The financial break-even point. 

iii. Indicate if any of the plans dominate and compute the EBIT range among the 

plans for indifference. 
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Question 3 

MielLtd. is foreseeing a growth rate of 12% per annum in the next two years.  The 

growth rate is likely to be 10% for the third and fourth year.  After that the growth 

rate is expected to stabilise at 8% per annum.  If the last dividend was ` 1.50 per 

share and the investor’s required rate of return is 16%, determine the current value 

of equity share of the company. 

The P.V. factors at 16% 

Year 1 2 3 4 

P.V. Factor .862 .743 .641 .552 
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Question 4 

Sun Ltd. is considering two financing plans.  

Details of which are as under: 

i. Fund's requirement – ` 100 Lakhs   

ii. Financial Plan   

Plan Equity Debt 

I 100% - 

II 25% 75% 
 

iii. Cost of debt – 12% p.a.  

iv. Tax Rate – 30%   

v. Equity Share ` 10 each, issued at a premium of ` 15 per share    

vi. Expected Earnings before Interest and Taxes (EBIT) ` 40 Lakhs   

You are required to compute:   

i. EPS in each of the plan 

ii. The Financial Break Even Point   

iii. Indifference point between Plan I and II 
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Question 5 

The following is an extract from the financial statements of Zeta Limited: 

 Amount (`lakhs) 

Operating Profit 105.0 

Less: Interest on Debentures 33.0 

Earnings before Taxes 72.0 

Less: Income Tax (35%) 25.2 

Earnings after Taxes 46.8 

Equity Share Capital (shares of ` 10 each) 200.0 

Reserves and Surplus 100.0 

15% Non-Convertible Debentures (of ` 100 each) 220.0 

 520.0 

The market price per equity share is ` 12 and per debenture is ` 93.75. 

You are required to calculate: 

a. The earnings per share. 

b. The percentage cost of capital to the company for debentures and the equity. 
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Question 6 

M/s. novio Corporation has a capital structure of 40% debt and 60% equity. The 

company is presently considering several  alternative  investment proposals costing 

less  than  ` 20 lakhs. The corporation always raises the required funds without 

disturbing its present debt equity ratio. 

The cost of raising the debt and equity are as under: 

  Project cost Cost of debt Cost of equity 

Upto ` 2 lakhs 10% 12% 

Above ` 2 lakhs & upto to ` 5 lakhs 11% 13% 

Above ` 5 lakhs & upto `10 lakhs 12% 14% 

Above `10 lakhs & upto ` 20 lakhs 13% 14.5% 

Assuming the tax rate at 50%, calculate: 

i. Cost of capital of two projects X and Y whose fund requirements are  ` 6.5 lakhs 

and ` 14 lakhs respectively. 

ii. If  a  project  is  expected  to  give  after  tax  return  of  10%,  determine  under  

what conditions it would be acceptable? 
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Question 7 

The sales of Tesoro  Ltd. (LFL) are Rs.20 crore. The variable expenses are 60 percent 

of sales and fixed expenses are Rs.4 crore. The long term capital of the company 

consists of term loan and debentures. The term loan amounts to Rs.2 crore and the 

debentures amount to Rs.3 crore. The term loan carries an interest rate of 10.5% and 

the debentures carry an interest rate of 11.5%. The tax rate applicable is36%. 

You are required to answer the following questions: 

a. Calculate the degree of operating leverage, degree of financial leverage and 

degree of total leverage of the firm at the existing level ofoperations. 

b. The company is planning to expand its operations which will require an 

additional investment of Rs.6 crore. After the expansion the sales are expected 

to increase by 20 percent and the variable costs to sales ratio will remain 

unchanged. The fixed expenses will increase by 25 percent. The entire amount 

of additional investment will be financed either by issuing debentures with an 

interest rate of 12 percent or by issuing preference shares with a preference 

dividend of 12.5percent. 

Find out how should the company finance the additional investment on its 

expansion programme. Support your answer with necessary calculations and 

explanation. 

 

 


