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MGT201 Subjective Material 
 

Question No: 50    ( Marks: 3 )  
 

 Management Buyouts is a form of buyouts. Explain this term in your 

own words. 

 

Solution:- 

Management buyouts are similar in all major legal aspects to any other 

acquisition of a company. The particular nature of the MBO lies in the 

position of the buyers as managers of the company, and the practical 

consequences that follow from that. In particular, the due diligence process 

is likely to be limited as the buyers already have full knowledge of the 

company available to them. The seller is also unlikely to give any but the 

most basic warranties to the management, on the basis that the management 

know more about the company than the sellers do and therefore the sellers 

should not have to warrant the state of the company. 

     

Question No: 51    ( Marks: 5 )  
 

 Company XYZ wants to issue more Common Stock of Face Value Rs 12. 

Next Year the Dividend is expected to be Rs. 3 per share assuming a 

Dividend Growth Rate of 10% pa. 

The Lawyer’s fee and Stock Brokers’ Commissions will cost Rs 1 per share. 

Investors are confident about Company ABC so the Common Share is 

floated at a Market Price of Rs 18 (i.e. Premium of Rs 6). 

 

If the Capital Structure of Company ABC is entirely Common Equity, then 

what is the Company’s WACC? Use New Stock Issuance Approach  to 

calculate the results. 

 

Solution:- 

DIVI = 3 

Po = 18 

g = 10% 

 

r = (DIV1/Po) + g 

r = 3/18 + 0.10 

r = 0.1666 + 0.1  

r = 0.2666 *100 
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r = 26.67% 

 

 

Net Proceeds = Flotation Price - Flotation Costs  

Net Proceeds = 18 – 1 

Net Proceeds = 17 

 

DIVI = 3 

NP = 17 

g = 10% 

 

r =(DIV1/NP) + g 

r = 3/17 + 0.10 

r = 0.176 + 0.1 

r = 0.276 *100 

r = 27.64% 

 

     

Question No: 52    ( Marks: 5 )  
 

 What is the purpose of residual dividend model and what is the 

procedure to be followed while using this model? 

 

Solution:- 

Residual Dividend Model 

• Residual Dividend Model: Best Practical Model for numerical calculations 

of optimal Dividend Policy. Sets Long-Term Target Dividend Payout Ratio 

from which to back-calculate short-term Dividends. 

• Steps in Residual Dividend Model (RDM): 

– Forecast Capital Budget, Earnings, Cash Flows (for next 5 years) 

• Conservatism: To be on safe side, underestimate the Free Cash Flows 

– Determine Target optimal Capital Structure (or Practically Speaking, 

“Range” for Debt 

Ratio) and forecast required Equity (for next 5 years) 

– Use Retained Earnings (internal capital) to finance most of the required 

Equity because 

RE is less costly than external financing (higher transaction costs). Retained 

earnings cost less than loans to acquire finance. 

– Leftover or “Residual” Earnings can be safely paid Out as Dividends in 

Long Term. 
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Then divide this into Small Yet Regular (may be quarterly) and Steadily 

Increasing Dividend Payouts. 

     

Question No: 53    ( Marks: 5 )  
 

 Differentiate forward market and future market. 

 

Solution: 

 

The forward market is the over-the-counter financial market in contracts 

for future delivery, so called forward contracts. Forward contracts are 

personalized between parties (i.e., delivery time and amount are determined 

between seller and customer). The forward market is a general term used to 

describe the informal market by which these contracts are entered into. 

Standardized forward contracts are called futures contracts and traded on a 

futures exchange. 

 

A futures market or derivatives exchange is a central financial exchange 

where people can trade standardized futures contracts; that is, a contract to 

buy specific quantities of a commodity or financial instrument at a specified 

price with delivery set at a specified time in the future. 

Question No: 49    ( Marks: 3 )  
 

 Why do firms need to invest in net working capital?  

 

Solution:- 

There is a need to invest in net working capital because net working capital 

represents the surplus working capital left with the company after payment 

of current liabilities; hence more net working capital means company has 

surplus money for its day to day operations 

     

Question No: 50    ( Marks: 3 )  
 

 What kind of dividend policy is the best one for a firm? (Give answer in 

bulleted from only) 

 

Solution:- 

 Most managers believe the best dividend policy is one that minimizes 

the weighted average cost of capital.  

• This policy should provide stable payments. 

• This policy should maintain investor’s confidence. 

• This policy should give good signals to investors about the ability of 
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the firm to maintain and increase its wealth 

• It should be conservative enough to hold the uncertainty of future 

payments to a minimum. Cyclical firms should pay low dividends 

regularly, and an “extra dividend” when economic condition are 

favorable and profits are high 

     

Question No: 51    ( Marks: 5 )  
 

 What are the advantages and disadvantages of raising capital through 

equity financing? 

  

Solution: 

Advantages 

The right business angels or venture capitalists can lead and steer the 

business to profits and growth. They can add precious value to the existing 

project and with their expertise and experience they can provide valuable 

suggestions and advice not to mention the contacts. They can aid in decision 

making and planning of strategies. The investors would be equally 

concerned and responsible since it is their money at stake and any progress 

would reflect in their equity value. 

Disadvantages 

Raising of equity finance is a time consuming task and also very expensive. 

All in all you need to spend valuable time satisfying their background 

checks, project understanding and convincing them to risk their capital in 

your business. Moreover, once they are in they exercise certain control over 

the management of the business mostly due to their investment rights in the 

business. Equity finance leads to dilution of ownership and the legal and 

regulatory rules associated with finance is very cumbersome and delicate. 

You need to allocate precious time into explaining the progress of your 

business to the financers so that they can monitor it. 

��

    

Question No: 52    ( Marks: 5 )  
 

 Firm A has to decide whether to maintain large amount of current 
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assets or small amount. What can be the possible benefits the firm can 

enjoy from both of these? 

 

Solution:- 

Advantages of Large Current Assets: less risk of shortages & interruptions 

and less loss of sales due to availability of funds for loan payments and 

purchases and inventory. 

High Liquidity so better CREDIT Rating. 

 

Advantages of Small Current Assets: Less investment in current assets 

means less amount of money tied to the assets which are generating no 

return. So lower Opportunity Cost of Capital. 

     

Question No: 53    ( Marks: 5 )  
 

 Economists categorize mergers into four types. Explain these types with 

the help of examples. 

 

Solution:- 

 

4 Specific Types of Mergers: 

• Horizontal Merger: merger of 2 competitors - can lead to Monopoly 

• Vertical Merger: merger of a supplier with a buyer 

• Co generic Merger: merger of firms in same industry 

• Conglomerate Merger: merger of firms in unrelated industries 

 

Question No: 55 ( Marks: 3 ) 

If interest tax shields are valuable, why don't all taxpaying firms borrow as 

much as  possible? 

A. Tax shield give us benefit up to certain level but as leverage increases 

Firm becomes more Risky so Lenders and Banks Charge Higher Interest 

Rates and Greater Chance of Bankruptcy. 

Question No: 49    ( Marks: 3 )  
 

 Where do firms invest excess funds until they are needed to pay bills?  

 

Solution:- 

Firms can invest idle cash in the money market, the market of short term 

finance assets. These assets tend to be short term, low risk, and highly liquid, 

making them ideal instruments in which to invest funds for short period for 

the time before cash needed. 
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Question No: 50    ( Marks: 3 )  
 

 What problems a firm can face if it faces a shortfall or surplus of 

inventories. 

 

Solution:- 

 Following are the Problems related to shortfall and surplus of 

inventories faces by any firm. 

 

• Shortfall in Inventories: interruptions in production and loss or sales 

orders 

• Surplus Inventories: high carrying costs, wastage, and depreciation   

 

     

 

Question No: 51    ( Marks: 5 )  
 

 Compare aggressive working capital financing with conservative 

working capital financing. 

 

Solution:- 

 

Aggressive 

• Maximum Short-term financing at low cost (but risk of non-renewal) 

• Use short-term financing for Temporary Current Assets and even partly to 

buy 

Permanent Current Inventory 

 

– Conservative 

• Maximum Long-term financing. Safe but higher interest costs. 

• Use long-term financing for Fixed Assets, entire Permanent Assets, and 

even part of Temporary Current Assets     

 

 

     

 

Question No: 52    ( Marks: 5 )  
 

 Ahmad Corporation, a small business man, provided the following 

information about the production level: 
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Fixed operating cost = Rs. 2,500, Sale price per unit is Rs.10 and its 

operating variable cost per unit is Rs. 5. 

� You are required to calculate the breakeven quantity from the 

above information. 

� If variable cost has changed and it is increased up to Rs. 6 then 

what will be the effect of this change on Break even quantity. 

    Solution:- 

a) 

Sales per unit - variable per unit = Contribution margin per unit 

10 – 5 = Contribution margin per unit 

Contribution margin in units = 5 

 

Break even in unit = Fixed Cost / Contribution margin per unit 

Break even in units = 2500 / 5 

Break even in units = 500 

 

b) 

Sales per unit - variable per unit = Contribution margin per unit 

10 – 6 = Contribution margin per unit 

Contribution margin in units = 4 

 

Break even in unit = Fixed Cost / Contribution margin per unit 

Break even in units = 2500 / 4 

Break even in units = 625 

 

Question No: 53    ( Marks: 5 )  
 

 ABC Corporation expects to have the following data during the coming 

year.   

 

Assets                               Rs. 200,000    Interest rate             8% 

Debt/Assets, book value 65%      Tax rate  40% 

EBIT                               Rs. 25,000 

Required: 

What is the firm's expected ROE? 

 

Solution:- 

Return on equity = net profit / equity 

 

As debt / asset = 65% 
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So     65% = debt / asset 

Debt = 65% * 200,000 = 130,000 

If  debt ( 130,000) is 65% then 35% would be equity 

( 130,000 / 0.65 ) * 0.35  = 70,000 = equity 

 

  

EBIT                                                         = 25000 

 

Less interest payment 8% of 130,000    =  ( 10400) 

 

                                                                       14600 

 

Less tax @40% of 14600                       = (5840) 

 

NET INCOME                                       = 8760 

 

  

 

ROE=  ( 8760 /  70,000 ) * 100 

 

       = 12.5 % 

 

Question No: 56 ( Marks: 5 ) 

There are different methods to raise capital within the organization. 

Briefly 

explain the advantages of equity financing into the business. 

A. Equity financing gives the flexibility we don’t need to pay fix amount. In 

case of bond or debt we need to pay fixed interest in case of failure there is 

threat of Defaulter. Mostly the advantages of equity finance are reaped by 

the small business enterprises. In some case debt rate is too high that time 

equity help you to get cheaper capital financing. 

Question No: 57 ( Marks: 5 ) 

What is long-term financing? Explain the factors that can affect the 

decision 

of a manager while deciding about long term financing? 

Long term financing is a kind of financing which is provided for a period of 

more 

than one year. 

Permanent Financing comes in two forms: 
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• Long-term Loans - Bonds It has Low Risk for Firm but has High Cost 

normally 

more than one year. 

• Common Equity or Stock its Less Risk for Firm but Highest Cost. 

If a company is using long-term financing it has higher cost of financing due 

high 

interest cost of long term loans despite high cost we have low risk, due to 

surety of 

access to money for a longer period. Current liabilities as a source of 

financing are 

not reliable as you have no surety whether you will have same amount of 

money 

available next month for financing or not. 

Question No: 58 ( Marks: 10 ) 

What is a credit policy and what factors an organization should 

consider 

while designing its credit policy and how can a firm use 5/10, net 30 

basis and 

carrying charges in its credit policy? 

Credit Policy: It is the credit adjusted given to customer based upon 

payment 

history. 

Factors considered for credit: 

Assessment of Credit-worthiness of each credit customer 

Minimize duration of credit and Value. 

Give incentives to Customers to pay cash and to pay quickly 

Suppose if someone pays later then last date of payment he/she will pay 

extra 1% 

etc. 

“Sell on 5/10.net 30 basis” 

30 basis Means customer will pay full cash value within 30 days. 5/10.net 

means 5% 

discount for customers who will pay within 10 days. It will be like incentive 

to 

customer who will pay early. 

Impost some extra charge in the form of carry charges in case of later 

payment 

Question No: 59 ( Marks: 10 ) 

Firms A and B are identical except their use of debt and the interest rates 
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they pay. 

Firm A has more debt and thus must pay a higher interest rate. 

Requirement: 

Based on the data given below, how much higher or lower will be the 

A's ROE 

that of B, i.e., what is ROEA - ROEB? 

Applicable to Both Firms Firm A's Data Firm LD's Data 

Assets Rs. 3,000,000 Debt ratio 70% Debt ratio 20% 

EBIT Rs.500, 000 Int. rate 12% Int. rate 10% 

Tax rate 35% 

For company A 20% leverage so equity will be 30% of 3,000,000 = 900000 

EBIT = 500,000 

Interest (12% of 500,000) = (6000) 

EBT 494,000 

Tax (35% of EBT) (148200) 

Net income 345,800 

Expected ROE (=NI/Equity) 345,800/ (900000) = 38.42% 

For company B 20% leverage so equity will be 80% of 3,000,000 = 2400000 

EBIT = 500,000 

Interest (10% of 500,000) = (5000) 

EBT 495,000 

Tax (35% of EBT) (148500) 

Net income 346,500 

Expected ROE (=NI/Equity) 346500/ (2400000) = 14.43% 

ROEA – ROEB = 38.42 – 14.43 

=23.99 

 

Question No: 49    ( Marks: 3 )  

 

 "Lease is just like Collateralized Loan". Explain this statement. 

 

Solution: 

It is just like a Collateralized Loan (where the leased asset is the collateral). 

Lease 

Contract is just as serious as a loan agreement. Failure to pay lease rental is 

just like failure to pay interest. Can bankrupt the Lessee (Borrower). Lessor 

(Lender or Leasing Company) can seize the leased asset and, if the claim is 

larger, also demand up to 1 year lease rental. 
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– The two parties of lease agreement are: 

• Lessor (Leasing Company) 

• Lessee 

 

Question No: 50    ( Marks: 3 )  
 

 From the given information calculate the Net income. 

EBIT is Rs. 50, 000, fraction of debt in capital structure is 20, return on debt 

is 10%, amount of debt is Rs. 20, 000 and tax rate is 35%. 

     

Solution:- 

 

Expected EBIT    50000 

Less Interest (10% on Debt)  2000 

EBT     48000 

Less Tax (35% on EBIT)  16800 

Net Income     31200 

 

Question No: 51    ( Marks: 5 )  
 

 Differentiate stock splits from stock dividends. 

 

Solution:- 

 

Stock Dividends 

– Used to control the share price if it rises too fast. Brings share price down 

to within an 

“Optimal Price Range” so that more investors can afford to trade in it and 

trading volume rises. This is a commonly held belief. 

– Payment in the form of stock to existing shareholders. Can be declared 

frequently. 

– Example: Company offers 10% stock dividend to all shareholders. Means 

that if you 

own 100 shares than company will give you 10 more shares free of cost. 

Number of 

shares increases but Total Value of Firm is unchanged. 

 

Stock Splits 

– Also used to control share price if it rises too fast. Number of shares 

outstanding 

increase. 
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– Used to increase “Float” 

– Example: Company with 1000 shares outstanding to outside shareholders 

declares 2- 

for-1 Stock Split. Means that the number of shares outstanding will increase 

to 2000 

shares (i.e. 100% increase). Number of shares rises but Firm Value 

unchanged 

 

Question No: 52    ( Marks: 5 )  
 

 Aamir Corporation has a capital structure of debt and equity with the 

percentage of 40 and 60 respectively. Tax rate for the company is 35%. On 

company’s outstanding bonds it pays 9%. Aamir has calculated the WACC 

for his company is 9.96%. What would be the cost of equity capital of Aamir 

Corporation?  

 

Solution:- 

 

40% Debt 

60% Common equity 

rd = 9% 

T = 35% 

WACC = 9.96% 

rs = ? 

 

WACC = (wd)(rd)(1 – T) + (wc)(rs) 

0.0996 = (0.4)(0.09)(1 – 0.35) + (0.6) * rs 

0.0996 = 0.0234 + 0.6 * rs 

0.0762= 0.6 * rs 

rs = 12.7%. 

 

 

Question No: 53    ( Marks: 5 )  
 

 What is Operating Lease? Explain with the help of example. 

 

Solution:- 

 

Operating Lease (or Service Lease) 

– Operating Lease offers Financing AND MAINTENANCE: often the 

Lessor is the 
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Supplier / Vendor of the Asset i.e. IBM 

– Operating Lease is NOT FULLY AMORTIZED AND IS 

CANCELLABLE 

 

• Example: Car rental company (Lessor) charges you Rs.1000 per day for 

renting 

out a new Honda Civic with driver. You can lease the car for 2 days. You 

will 

pay the Lessor Rs.2000. BUT, the value of the car might be Rs.1 million. 

Lessor does NOT expect you to pay that entire amount for using the car for 

just 

2 days. The car rental company will service and maintain the car in good 

condition so it can rent it out to other people. This way, they can recover the 

value of the car from 1000 days of lease rent (= value / daily rental = 

1,000,000 / 1000)!! This is the Payback Period (without taking their 

maintenance costs and profit margin). You can Cancel the lease and return 

the car after 1 day. 

Now you just have to pay Rs.1000. 

 

– Other Examples of Operating Lease: IBM for Computer Hardware, Boeing 

for 

Airplanes 

By not fully amortizing operating lease means the leasing company does not 

expect to recover the whole amount or value of asset from you. 

 

Question No: 58 ( Marks: 10 ) 

What are the factors affecting signaling theory? 

(Give the answer in bulleted form only with brief description) 

• This theory consider that all Investors not have equal amount of 

information. 

• All investors are not rational. 

• Insider have more information compare to general public 

• A Firm’s Owners & Managers (Insiders)know more about it than 

Ordinary outside Investors. 

• When manage or owner knows that there are better chances of high cash 

flow or some project which can bring good profit or earning. They try to 

finance the capital via debt or bond. They avoid use the equity issuance. 

Because they don’t wanted to share the profit with number share holders. 

They take capital via debt by paying small amount of interest by this they 
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can earn huge profits. 

• When Firm’s Outlook looks bad or some risky project, then Managers 

will choose to raise capital by Issuing Equity by doing this they will be 

able to share the Likely Losses amongst more Shareholders. If they took 

Debt and couldn’t repay it, they might Default and be forced to go 

Bankrupt. 

• By doing this investor also get signal that if companies is financing its 

capital via debt then likely it will be some good prospect in the 

company. 

• By looking at these practices by management we can so mangers are in a 

better position to decide about the firm. 

���� 
�������������������������������� 
 

�Suppose a Firm ABC has Total Assets of Rs.1000 and is 100% Equity based 

(i.e. Un-levered). There were 10 equal Owners and 5 of them want to leave. 

So the Firm takes a Bank Loan of Rs.500 (at 10%pa Mark-up) and pays back 

the Equity Capital to the 5 Owners who are leaving. Now, half of the Equity 

Capital has been replaced with a Loan from a Bank (i.e. Debt). What impact 

does this have on ROE?  

 

Answer: As the firm replaces equity with debt it is increasing financial 

leverage which is a cause of financial risk. The impact of debt on ROE is 

that ROE will increase but with the greater uncertainty hence greater will be 

the risk.  

 

 

���� 
��������������������������������� 

 

�Stock X has a beta of 0.5, stock Y has a beta of 1.0, and stock Z has a 

beta of 1.25.  The risk free rate is 10% and the expected market return 

is 18%. 

�� Find the expected return on stock X 

�� Find the expected return on stock Y 

�� Find the expected return on stock Z 

�� Suppose that you construct a portfolio consisting of 40% X, 20% 

Y and 40% Z. What is the beta of the portfolio? 
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Answer:  

       a. rM  = 18% 

            rRF  = 10% 

            �    = 0.5 

     r = rRF + ( rM  + rRF ) � 

       = 10% + (18%-10%) 0.5 

       = 10% + 4% 

       = 14% 

 

 b.        rM  = 18% 

            rRF  = 10% 

            �    = 1.00 

     r = rRF +  ( rM  + rRF ) � 

       = 10% + (18%-10%) 1.00 

       = 10% + 8% 

       = 18% 

 

c.  rM  = 18% 

            rRF  = 10% 

            �    = 1.25 

     r = rRF +  ( rM  + rRF ) � 

       = 10% + (18%-10%) 1.25 

       = 10% + 10% 

       = 20% 

 

 

d.   Beta of portfolio = �P = X �� ������Y + Z��� 

��������������������������������������������������������	�
�����������	�
�����������	�
�� 

����������������������������������������
���
�����
���
�����
���
�� 

���������������������������������������
�����
�����
� 

��������������������������������������
� 
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���� 
��������������������������������� 
 

�The ABC company is in the 35% marginal tax bracket. The current market 

value of the firm is Rs. 12 million. If there are no costs to bankruptcy: 

 

�������� What will be ABC’ annual tax savings from interest deductions 

be if it issues Rs. 2 million of five years bonds at 12 % interest rate? 

What will be the value of the firm? 

 

ANSWER: Annual Coupon payment each yr = 12% of 2,000,000 

                                                                             = 2000000 x 12/100 

                                                                             = 24000 

Tax saving for 5 yrs = 5(35 % of 24000) 

                  = 5(24000 x 35/100) 

                  = 5x8400 

                  = 42000 

 

 

�������� What will ABC’ annual tax savings from interest deductions be 

if it issues Rs. 2 million of seven years bonds at 12 % interest rate? 

What will be the value of the firm? 

 

Answer:  Annual Coupon payment each yr = 12% of 2,000,000 

                                                                             = 2000000 x 12/100 

                                                                             = 24000 

Tax saving for 7 yrs = 7(35 % of 24000) 

                  = 7(24000 x 35/100) 

                  = 7x8400 

             = 58800 

 

���� 
��������������������������������� 
 

�Using the Capital Asset Pricing Model (CAPM), determine the required 

return on equity for the following situations: 

 

Situation

s 

Expected return 

on market 

portfolio 

Risk- free 

rate 

Beta 

1 16% 12% 1.00 
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2 18 8 0.80 

3 15 14 0.70 

4 17 13 1.20 

5 20 15 1.60 

  

What generalization can you make? 

 

������: Required return= r = rRF +  ( rM  + rRF ) � 

 Where rRF  = risk free return 

             rM = expected return on market 

             � = beta of stock 

 

1. rM  = 16% 

            rRF  = 12% 

            �    = 1.00 

     r = rRF +  ( rM  + rRF ) � 

       = 12% + (16%-12%)1.00 

       = 12% + 4% 

       = 16% 

 

 

2.  rM  = 18% 

            rRF  = 8% 

            �    = 0.80 

     r = rRF +  ( rM  + rRF ) � 

       = 8% + (18%-8%)0.80 

       = 8% + 8% 

       = 16% 

 

3. rM  = 15% 

            rRF  = 14% 

            �    = 0.70 

     r = rRF +  ( rM  + rRF ) � 

       = 14% + (15%-14%)0.70 

       = 14% + 0.70 

       = 14.7% 

 

4. rM  = 17% 

            rRF  = 13% 
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            �    = 1.20 

     r = rRF +  ( rM  + rRF ) � 

       = 13% + (17%-13%)1.20 

       = 13% +  4.8% 

       = 17.8% 

 

5. rM  = 20% 

            rRF  = 15% 

            �    = 1.60 

     r = rRF + ( rM  + rRF ) � 

       = 15% + (20%-15%) 1.60 

       = 15% + 8% 

       = 23%   

GENERALIZATION: As beta of stock rises the return on stock also rises. 

 

Question No: 55 ( Marks: 3 ) 

Tax shield for the calculation of cost of debt but not for the calculation 

of the equity stock. Why? Give reason. 

Because you can get tax exemption on the interest payment, in case of debt 

financing. But you are not entitled for any Tax shield in case of equity. 

Rd (1- T) 

Question No: 56 ( Marks: 5 ) 

Ahsan Enterprises, an all-equity firm, is considering a proposal of new 

capital 

investment. Analysis has indicated that the proposed investment has a beta 

of 0.5 and will generate an expected return of 7%. The firm currently has a 

required return of 10.75% and a beta of 1.25. The investment, if undertaken, 

will double the firm's total assets. 

Requirement: 

If rRF is 7% and the market risk premium is 3%, should the firm 

undertake the investment? 

Beta = .5 

Expected Rate of return = 7% 

Required rate of return = 10.75 

Beta = 1.25% 

Ahsan Enterprises uses only equity capital, so its cost of equity is also its 

corporate 

cost of capital, or WACC. 

WACC = 10.75 % 
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“The investment, if undertaken, will double the firm's total assets” tells us 

that 

exactly same amount will be injected 

So after the injection of new investment with beta of .5, impact on overall 

beta will 

be 

 

.5 * (1.25) + .5*(.5) = .875 

Now we will calculate the Required Rate of return with new beta 

RR = WACC = risk free rate of return + (Market rate of return - risk free 

rate of 

return)*beta 

WACC = 7% + (7% - 3%)*.875 = 10.50% 

= .5*10.50 + .5*7 = 

Due to new investment cost of capital reduced from 10.75% to 10.50% 

Overall expected rate of return must be more then 10.50% but new 

investment is 

giving us the expected rate of return of 7% 

Now we will see expected return after injection of new investment 

.5(10.75)+ .5(7) = 8.87% 

as it is less then 10.50 so we should drop it. 

Question No: 57 ( Marks: 5 ) 

Mergers can be classified in two broad categories i.e. Financial and 

Operating 

merger. Differentiate between these two. 

Financial Merger 

Operating Merger 

The operations remains independent The operations are integrated and 

changed and synergies expected. 

Question No: 58 ( Marks: 10 ) 

Using the Capital Asset Pricing Model (CAPM), determine the required 

return on 

equity for the following situations: 

Situations Expected return on 

market portfolio 

Risk- free 

rate 

Beta 

1 16% 12% 1.00 
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2 18% 8% 0.80 

3 15% 14% 0.70 

What generalization can you make? 

Required Rate of return = risk free rate of return + (market return- risk free 

rate)* 

beta 

1. = 12% + (16%-12%)*1 = 16% 

2. = 8% + (18%-8%)*.8 = 16% 

3. = 14% + (15%-14%)*.7 = 14.7% 

Generalization: as beta of 1 in case of our security No.1 It is fully diversified 

and its 

return is 16% which exactly equal to market portfolio return. Any value of 

beta above 

the 1 can increase the rate of return but same it will increase the Risk as 

well. 

Question No: 59 ( Marks: 10 ) 

What are stock dividends and stock splits? Explain with the help of 

examples 

and how do these affect stock prices? 

(3+3+4 marks) 

Stock Dividend: They are used to control the share price if it rises too fast. 

They 

bring share price down to within an optimal price range so that more 

investors can 

afford to trade in it and trading volume rises. 

Example: Company offers 10% stock dividend to all shareholders. It means 

that if 

you own 100 shares than company will give you 10 more shares free of cost. 

Number of shares increases but total value of firm is unchanged. 

Stock Split: They are used to share price if it rises too fast. Number of share 

outstanding increase. They are used to increase Float. 

Example: Company with 1000 shares outstanding to outside shareholders 

declares 

2-for-1 stock split. Means that the number of shares outstanding will 

increase to 

2000 shares (i.e. 100% increase). Number of shares rises but firm value 

unchanged. 

Effect of Stock Dividend and Stock Splits on prices: 

Prices rises immediately afterwards because investors take them to be 
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positive 

signals about the company’s future. But if company does not declares higher 

earnings and dividends in near future, price will come back down again. 

 

Question No: 43 ( Marks: 10 ) 

Hoskins Hiking Boot Company is trying to devise an appropriate working 

capital 

policy. Their most recent balance sheet is as follows: 

ASSETS LIABILITIES AND OWNER'S EQUITY 

Cash Rs.30 Accounts payable Rs.35 

Accounts 

receivable 

50 Notes payable 10 

Inventories 30 Accruals 5 

Current Assets 110 Current liabilities 50 

Net fixed assets 150 Mortgage loan (at 

13%) 

80 

Common equity 130 

Total liabilities & 

Owner's equity 

Total assets Rs.260 Rs.260 

You know that net profits in 2004 were Rs.28, 000. 

a. What is Hoskin's current level of gross and net working capital? (Marks 

2) 

b. What percentage of total assets is invested in gross working capital? 

(Marks 1) 

c. Calculate Hoskins' return on investment. (Marks 2) 

d. Suppose the firm reduces cash, accounts receivable, and inventory by 

10% and 

uses the proceeds to pay off some of its accounts payable. Now, assuming all 

other 

items remain the same, answer a, b, and c above using these new figures.  

(Marks 

5) 

ANS 

a. What is Hoskin's current level of gross and net working capital? (Marks 

2) 

b. What percentage of total assets is invested in gross working capital? 
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(Marks 1) 

c. Calculate Hoskins' return on investment. (Marks 2) 

= [Net Income / Total Assets] X 100 

d. Suppose the firm reduces cash, accounts receivable, and inventory by 

10% and 

uses the proceeds to pay off some of its accounts payable. Now, assuming all 

other 

items remain the same, answer a, b, and c above using these new figures. 

(Marks 5) 

b. What percentage of total assets is invested in gross working capital? 

  

Question No: 44 ( Marks: 10 ) 

Earnings before interest and taxes (EBIT) of Firm is Rs.1000 and Corporate 

Tax 

Rate, Tc is 30% 

a. If the Firm is 100% Equity (or Un-Levered) and rE = 30% then 

what is the 

WACCU of Un-levered Firm? 

b. If the Firm takes Rs.1000 Debt at 10% Interest or Mark-up then 

what is the 

WACCL of Levered Firm? (There is no change in return in equity) 

c. If the Firm is 100% Equity (or Un-Levered) and rE = 30% then 

what is the 

WACCU of Un-levered Firm? 

d. If the Firm takes Rs.1000 Debt at 10% Interest or Mark-up then 

what is the 

WACCL of Levered Firm? (There is no change in return in equity) 

Question No: 45 ( Marks: 10 ) 

If the capital-asset pricing model approach is appropriate, compute the 

required rate 

of return for each of the following stocks: Assume a risk-free rate of .09 and 

an 

expected return for the market portfolio of .12. 

Stock A B C D E 

Beta 2.0 1.5 1.0 0.7 0.2 

Question No: 56 ( Marks: 5 ) 

Company XYZ wants to issue more Common Stock of Face Value Rs 12. 

Next Year the Dividend is expected to be Rs. 3 per share assuming a 

Dividend Growth Rate of 10% pa. 
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The Lawyer’s fee and Stock Brokers’ Commissions will cost Rs 1 per share. 

Investors are confident about Company ABC so the Common Share is 

floated at a Market Price of Rs 18 (i.e. Premium of Rs 6). 

If the Capital Structure of Company ABC is entirely Common Equity, then 

what is the Company’s WACC? Use New Stock Issuance Approach to 

calculate the results. 

DIV1 = 2 

G= 10% 

Lawyer fee and comm. = 1 Rs 

Po = 16 

Capital structure is equity base 100% 

As company is 100 equity it means unlevearged company so its wacc will be 

required rate of return on equity. 

Required ROR for Common Stock using Gordon’s Formula 

r = (DIV1/Po) + g 

Po = market price = 18 

Div1 = Next Dividend = 3 

G = growth rate = 10% 

r = (3/18)+10% = 26.66% 

Now If company wanted to issue the stock via new float then it has to pay 

the 

lawyer fee and broker commission which 1 Rs. 

Net proceed = 18 – 1 = 17 

r = (3/17)+10% = 27.64% 

Question No: 57 ( Marks: 5 ) 

Why may payout decisions be used by management to signal the prospects 

of 

the firm? Give answer in bulleted form. 

• If a company selected the high pay out policy without the cash flow to 

back it up. 

• They will find that it ultimately has to either reduce the investments or 

turn to capital markets for additional debt or equity financing. 

• As it is costly, managers will not increase dividends unless they are 

confident that the firm will get enough cash to pay them. 

• It is main reason that we say that there is an information signal attached 

to dividends payout policy. 

• So any change in the dividend payout policy send signals of a change in 

the firm's prospects. 

• Investors take it positively that a company plans to repurchase its stock. 
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• If they are worried that the company has more cash than it can profitably 

employ, they may be pleased to see the cash given back to the 

shareholders. 

Question No: 58 ( Marks: 10 ) 

What are the factors affecting signaling theory? 

(Give the answer in bulleted form only with brief description) 

• This theory consider that all Investors not have equal amount of 

information. 

• All investors are not rational. 

• Insider have more information compare to general public 

• A Firm’s Owners & Managers (Insiders)know more about it than 

Ordinary outside Investors. 

• When manage or owner knows that there are better chances of high cash 

flow or some project which can bring good profit or earning. They try to 

finance the capital via debt or bond. They avoid use the equity issuance. 

Because they don’t wanted to share the profit with number share holders. 

They take capital via debt by paying small amount of interest by this they 

can earn huge profits. 

• When Firm’s Outlook looks bad or some risky project, then Managers 

will choose to raise capital by Issuing Equity by doing this they will be 

able to share the Likely Losses amongst more Shareholders. If they took 

Debt and couldn’t repay it, they might Default and be forced to go 

Bankrupt. 

• By doing this investor also get signal that if companies is financing its 

capital via debt then likely it will be some good prospect in the 

company. 

• By looking at these practices by management we can so mangers are in a 

better position to decide about the firm. 

Question No: 59 ( Marks: 10 ) 

Explain the following conditions: 

· IRR <WACC 

· IRR >WACC> SML 

· IRR <SML 

· IRR <WACC< SML 

IRR <WACC 

you should not invest in this project as rate of return is less then WACC. In 

other words your returns are less the cost of capital. 

IRR >WACC> SML 

we should take this project as its rate of rerun is higher then the WACC and 
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it 

offers better return then an efficient market offers. Due to IRR is higher then 

SML 

IRR <SML 

It is showing rate of return which is lower than SML we should not invest in 

such project because it is not giving as much return as efficient market 

is returns 

IRR <WACC< SML 

IRR lower than WACC and SML company should not invest as IRR is not 

enough to cover the WACC ( not enough to cover the cost of capital) plus its 

returns are lower then returns offered by efficient market. 
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Question No: 1 ( Marks: 1 ) 
Which of the following would
 

Borrow short term to finance additional fixed assets
Issue long-term debt to buy inventory
Sell common stock to reduce current liabilities
Sell fixed assets to reduce accounts payable
 

Question No: 2 ( Marks: 1 ) 
Which group of ratios measures how effectively the fir m is using its assets?
Liquidity ratios 
Debt ratios 
Coverage ratios 
Activity ratios 
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Question No: 1 ( Marks: 1 ) - Please choose one 
Which of the following would NOT improve the current ratio?

Borrow short term to finance additional fixed assets
term debt to buy inventory 

reduce current liabilities 
Sell fixed assets to reduce accounts payable 

Question No: 2 ( Marks: 1 ) - Please choose one 
Which group of ratios measures how effectively the fir m is using its assets?
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improve the current ratio? 

Borrow short term to finance additional fixed assets 

Which group of ratios measures how effectively the fir m is using its assets? 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Question No: 3 ( Marks: 1 ) - Please choose one 
The RBS pays 5.60%, compounded daily (based on 360 days), on a 9-month 
certificate of deposit, if you deposit Rs. 20, 000 you would expect to earn 
around__________ in interest. 
Rs.840 
Rs.858 
Rs.1,032 
Rs.1,121 
Question No: 4 ( Marks: 1 ) - Please choose one 
Assume that the interest rate is greater than zero. Which of the fo llowing cash 
inflow streams totaling Rs.1, 500 would you prefer? The cash flows are listed in 
order for Year 1, Year 2, and Year 3 respectively. 
Rs.700 Rs.500 Rs.300 
Rs.300 Rs.500 Rs.700 
Rs.500 Rs.500 Rs.500 
   
   
   
   
    
   
   
   
Any of the above, since they each sum to Rs.1,500 
Question No: 5 ( Marks: 1 ) - Please choose one 
Which of the following would be considered a cash-flow item from an 
"operating activity"? 
Cash outflow to the government for taxes 
Cash outflow to shareholders as dividends 
Cash inflow to the firm from selling new common equity shares 
Cash outflow to purchase bonds issued by another company 
Question No: 6 ( Marks: 1 ) - Please choose one 
Which of the following will NOT equate the future value of cash inflows to the 
present value of cash outflows? 
Discount rate 
Profitability index 
Internal rate of return 
Multiple Internal rate of return 
Question No: 7 ( Marks: 1 ) - Please choose one 
Which of the following is a legal agreement between the corporation issuing 
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bonds and the bondholders that establish the terms of the bond issue? 
Indenture 
Debenture 
Bond 
Bond trustee 
Question No: 8 ( Marks: 1 ) - Please choose one 
__________ is a high-risk, high-yield bond. 
Zero coupon bond Mortgage bond 
Junk bond 
Income bond 
Question No: 9 ( Marks: 1 ) - Please choose one 
A coupon bond pays annual interest, has a par value of Rs.1,000, matures in 4 
years, has a coupon rate of 10%, and has a yield to maturity of 12%. What is the 
current yield on this bond? 
10.65% 
10.45% 
10.95% 
10.52% 
 
 

Question No: 10 ( Marks: 1 ) - Please choose one 
When a bond will sell at a discount? 
 

The coupon rate is greater than the current yield and the current yield is 
greater than yield to maturity 
 

The coupon rate is greater than  yield to maturity 
   
 The coupon rate is less than the current yield and the current yield is greater 
than the yield to maturity 
The coupon rate is less than the current yield and the current yield 
is less than yield to maturity 
Question No: 11 ( Marks: 1 ) - Please choose one 
What is the price of a stock? 
The future value of all expected future dividends, discounted at the dividend 
growth rate 
The present value of all expected future dividends, discounted at the dividend 
growth rate 
The future value of all expected future dividends, discounted at the investor’s 
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required return 
The present value of all expected future dividends,  discounted at 
the investor’s required return 
Ref: http://www.wattpad.com/73486 
Question No: 12 ( Marks: 1 ) - Please choose one 
Which of the following combinations will produce the highest growth rate? 
Assume that the firm's projects offer a higher expected return than the market 
capitalization rate. 
A high plowback ratio and a high P/E ratio 
A high plowback ratio and a low P/E ratio 
A low plowback ratio and a low P/E ratio 
A low plowback ratio and a high P/E ratio 
Question No: 13 ( Marks: 1 ) - Please choose one 
Diversification can reduce risk by spreading your money across many different 
______________. 
Investments 
Markets 
Industries 
All of the given options 
Ref: Diversification: 
It states that don’t put all your eggs in one basket. Diversification can reduce 
risk. By spreading your money across many different Investments, Markets, 
Industries, 
Countries you can avoid the weakness of each. 
Question No: 14 ( Marks: 1 ) - Please choose one 
The square of the standard deviation is known as the ________. 
Beta 
Expected return 
Coefficient of variation 
Variance in 3 
year statistic boo k 
rd 
Question No: 15 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
a major cause of systematic risk 
A worldwide recession 
A world war 
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World energy supply 
Company management change 
Question No: 16 ( Marks: 1 ) - Please choose one 
_________ means expanding the number of investments which cover 
different kinds of 
stocks. 
Diversification 
Standard deviation 
Variance 
Covariance 
Question No: 17 ( Marks: 1 ) - Please choose one 
Which of the following would 
NOT 
be the part of the risk if the stock is a single stock 
investment? 
Company specific risk 
Un-diversifiable risk 
Diversifiable risk 
Random risk 
Ref 
: In case of portfolio risk we can further made distinction between Diversifiable 
Risk and Market risk 
Question No: 18 ( Marks: 1 ) - Please choose one 
To limit volatility what should be the appropriate action? 
To diversify 
To check the stocks prices daily 
To own just a few securities 
Not to invest in risky securities 
Question No: 19 ( Marks: 1 ) - Please choose one 
In efficient market the stock price depends upon the required return which 
depends upon 
_________. 
Market risk 
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Total risk 
Diversified risk 
Non- Systematic risk 
Ref: 
In Perfect Markets and Efficient Markets where Rational Investors have 
Diversified Away ALL Company Specific Risk, Value (and Stock Price) depends 
on 
Required Return which depends on Market Risk (and not Total Risk). 
Question No: 20 ( Marks: 1 ) - Please choose one 
Why markets and market returns fluctuate? 
Because of political factors 
Because of social factors 
Because of socio-political factors 
Because of macro systematic factors 
Question No: 21 ( Marks: 1 ) - Please choose one 
The overall (weighted average) cost of capital is composed of weighted 
averages of 
which of the following? 
   
   
   
   
    
   
   
   
The cost of common equity and the cost of debt 
The cost of common equity and the cost of preferred stock 
The cost of preferred stock and the cost of debt 
The cost of common equity, the cost of preferred stock, and the cost 
of debt 
Question No: 22 ( Marks: 1 ) - Please choose one 
Which of the following costs would be considered a fixed cost? 
Raw materials 
Depreciation 
Bad-debt losses 
Production labor 
Question No: 23 ( Marks: 1 ) - Please choose one 
Assume the nominal interest rates (annual) in the country of Freedonia and the 
United States are 6% and 12% respectively. What is the implied 90-day forward 
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rate if 
the current spot rate is 5 Freedonian marks (FM) per U.S. dollar? 
4.732 
4.927 
5.074 
5.283 . 
Question No: 24 ( Marks: 1 ) - Please choose one 
A firm that acquires another firm as part of its strategy to sell off assets, cut 
costs, and 
operates the remaining assets more efficiently is engaging in __________. 
A strategic acquisition 
A financial acquisition 
Two-tier tender offer 
Shark repellent 
Question No: 25 ( Marks: 1 ) - Please choose one 
When a firm can acquire another firm? 
Only by purchasing the assets of the target firm 
Only by purchasing the common stock of the target firm 
By either purchasing the assets or the common equity of the target f 
irm 
None of the given options 
Question No: 26 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
a type of financial lease arrangement? 
Sale and leaseback 
Indirect leasing 
Leveraged leasing 
All of the given options 
Question No: 27 ( Marks: 1 ) - Please choose one 
The Board of Directors announces the amount and date of the next dividend on 
the 
__________ date; while the __________ date is the first date on which the 
purchaser of a 
stock is no longer entitled to the recently declared dividend. 
Declaration; record 
Ex-dividend; record 
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Declaration; ex-dividend 
Payment; record 
Question No: 28 ( Marks: 1 ) - Please choose one 
What would you expect to happen to the price of a share of stock on the day it 
goes ex- 
dividend? 
The price should increase by the amount of the dividend 
The price should decrease by the amount of the dividend 
The price should decrease by one-half the amount of the dividend 
The price should remain constant 
Question No: 29 ( Marks: 1 ) - Please choose one 
What is the amount of the annual interest tax shield for a firm with Rs.3 
million in debt 
that pays 12% interest if the firm is in the 35% tax bracket? 
Rs.126, 000 
Rs.234, 000 
Rs.360, 000 
Rs.1, 050,000 
Tax Shield =(income-(debt*interest rate))*tax rate 
= (3000000)*12%*35% =126, 000 
Question No: 30 ( Marks: 1 ) - Please choose one 
While calculating the Stock Portfolio Risk using 3x3 Matrix Approach, non-
diagonal 
terms shown in Boxes are called: 
Variance 
Coefficient 
Covariance 
Correlation 
Terms in all other (or NON-DIAGONAL) Boxes are called 
“COVARIANCE” 
terms 
which account for affect of one stock’s movement on another stock’s movement 
Question No: 31 ( Marks: 1 ) - Please choose one 
While calculating the stock beta graphically, the formula to calculate the beta 
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coefficient 
for stock B is: 
(rM* - rRF) / (rB* - rRF) 
(rB* - rRF) / (rM* - rRF) 
(rB* - rRF) / rRF 
(rB* - rRF) / rM* 
Slope = Beta =   Y /   X = %   rA* / %   rM* 
= 
A 
= 
Risk Relative to Market 
= ( 
rA* - rRF) / (rM* - rRF) 
Question No: 32 ( Marks: 1 ) - Please choose one 
While analyzing any portfolio the value of “r” represents which of the 
following? 
Internal rate of return 
Expected rate of return 
Required rate of return 
   
   
   
   
    
   
   
   
Assumed rate of return 
Question No: 33 ( Marks: 1 ) - Please choose one 
If a stock is part of totally diversified portfolio then which of the following is 
TRUE for 
that stock? 
Stock's total Risk = Company Risk 
Stock's total Risk = Market Risk 
Stock's total Risk = Market Risk + Company Risk 
All of the given options 
Question No: 34 ( Marks: 1 ) - Please choose one 
High uncertainty is associated with which of the following? 
Preferred stock 
Common stock 
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Bonds 
T –Bills 
Question No: 35 ( Marks: 1 ) - Please choose one 
The date on which the names of stockholders in the Stock Transfer Register of 
firm are 
documented is referred as: 
Declaration Date 
Holder-of-record Date 
Ex-Dividend Date 
Payment Date 
Question No: 36 ( Marks: 1 ) - Please choose one 
Operating revenue can be calculated from which of the following formulas? 
Operating Revenue = Fixed cost * Quantity + Variable cost 
Operating Revenue = Price / Quantity +Variable cost 
Operating Revenue = Sale price * Quantity 
Operating Revenue = Variable cost * Quantity / Fixed cost 
Question No: 37 ( Marks: 1 ) - Please choose one 
Which of the following statements is 
TRUE 
about an aggressive approach to finance 
working capital? 
Financing seasonal requirements of current assets with short-term debt and 
permanent 
requirement of current assets with long term debt 
Financing permanent requirements of current assets with short-term debt and 
seasonal 
requirement of current assets with long term debt 
Financing seasonal as well as permanent requirements of current 
assets with 
short-term debt 
Financing seasonal as well as permanent requirements of current assets with 
long term 
debt 
REF 
: Financing some long-term needs with short-term funds. this is a maturity 
matching 
approach and is neither aggressive nor conservative in nature Rather, it is a 
moderate 
approach. 
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Question No: 38 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Capital structure theory is presented by which of the following? 
Robert Alan Hill 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
Question No: 39 ( Marks: 1 ) - Please choose one 
All of the following are the examples of permanent financing 
EXCEPT: 
Common Equity 
Current Liabilities 
Long-term Loans 
Bonds 
Question No: 40 ( Marks: 1 ) - Please choose one 
Which of the followings proposes that the value of the firm is independent of 
its capital 
structure? 
The Capital Asset Pricing Model 
M&M capital structure theory 
The law of variable proportion 
The Law of One Price 
What Rubinstein generalized, was the most basic of the M&M propositions: 
The 
proposition on the irrelevance of capital structure. 
Proposition I: 
“The market value of any firm is independent of its capital structure 
and is given by capitalizing its expected return at the rate   appropriate to its 
class”, 
Modigliani and Miller [1958, page 268]. In modern terms, capital structure is 
irrelevant, and firm value is equal to the present value of the free cash flow 
discounted at the relevant cost of capital. 
Question No: 41 ( Marks: 1 ) - Please choose one 
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Value of the firm can be calculated with the help of which of the following 
formulas? 
Price of a share x No. of shares outstanding 
Price of a share x debt / equity 
Price of a share / No. of shares outstanding 
Price of a share x earnings after tax / equity 
Question No: 42 ( Marks: 1 ) - Please choose one 
If the sales are expected to be poor in future than management wants to raise 
capital 
through which of the following: 
Debt financing 
Equity financing (common  & preferred stock) 
Term finance certificates 
National saving certificates 
Question No: 43 ( Marks: 1 ) - Please choose one 
Company A has to purchase another company. How do Company A pay for 
buying the 
other company? 
In Cash 
In Shares 
   
   
   
   
    
   
   
   
Bank Borrowing 
All of the given options 
Question No: 44 ( Marks: 1 ) - Please choose one 
Which of the following mathematical expressions depicts divestiture? 
5-1=4 
5-1=6 
5+1=6 
None of the given options 
Ref: 
“Divestiture” = Reverse Merger. Benefit of Efficient Reallocation of Resources: 
5 - 1 = 5! 
It means by selling an inefficient or unproductive unit of the compan y you can 
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have more 
value as it saves costs 
Question No: 45 ( Marks: 1 ) - Please choose one 
Under efficient market, the effect of debt on WACC can be represented with the 
help of 
which of the following? 
Straight line 
U shaped curve 
Concave 
Time to time fluctuation 
Ref: Effect under Pure MM View (Ideal Efficient Markets): 
Its assumptions are No 
Taxes and No Bankruptcy Costs so Debt increases Risk BUT is also cheaper 
than Equity. 
Change in Debt has no effect on WACC and Value of the firm. WACC curve is 
flat. 
Question No: 46 ( Marks: 1 ) - Please choose one 
Under traditional view, the effect of debt on WACC can be represented with the 
help of 
which of the following? 
Straight line 
U shaped curve page146 
Concave 
Time to time fluctuation 
Question No: 47 ( Marks: 1 ) - Please choose one 
According to the trade off theory, value of the firm rises as a result of 
____________. 
Tax saving 
Increase in EPS 
Increase in EBIT 
Saving in cost of debt 
Ref 
: This is the case of pure MM theory where there are no taxes and bankruptcy 
costs. 
But in case of trade off theory in reality initially value of the firm rises as there 
is interest 
tax saving but with excessive leverage, value of the firm starts declining as 
interest cost 
goes very high due to bankruptcy risk. 
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Question No: 48 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Which of the following statements is true about business risk? 
The financial risk of a firm decreases when it takes on a risky project 
The financial risk of a firm increases when it takes on  more equity 
The business risk of a firm increases when it takes on a risky project 
The business risk of a firm increases when it takes on more debt 
Ref: http://74.125.113.132/search?q=cache:JRlcbO4yXQJ: 
www.cbpp.uaa.alaska.edu/afrc2/325/rwje4ch13.rtf+%22The+finan
cial+ri 
sk+of+a+firm+decreases+when+it+takes+on+a+risky+project%22
&cd=1&hl=en&c 
t= 
clnk&gl=pk 
Question No: 49 ( Marks: 1 ) - Please choose one 
Under Net income approach, which of the following is a correct sequence of 
calculating 
cost of capital? 
Net income – Total firm’s market value – WACC 
Net income – WACC – total firm’s market value 
WACC – Net income – market value of equity 
Market value of firm – WACC – Net income 
Question No: 50 ( Marks: 1 ) - Please choose one 
From which of the following equations, net income can be calculated? 
NI = (EBIT - xD rD) (1 - Tc) 
NI = (EAT - xD rD) (1 - Tc) 
NI = (EBIT + xD rD) (1 - Tc) 
NI = (EBIT - xD rD) / (1 - Tc) 
Ref: E = Net Income (NI)/ Cost of Equity for levered firm (rE,L) 
   that NI = EBIT - Interest - Tax = EBT – Tax 
NI = (EBIT - xD rD) (1 - Tc) 
Question No: 51 ( Marks: 1 ) - Please choose one 
Which of the following refers to a unique type of Japanese corporate 
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organization based 
on a close partnership between government and businesses? 
Keiretsu 
Chaebols 
Lean and mean 
Options 
Ref: 
www.qualitysolutions.ca/key-quality-terms.htm 
Question No: 52 ( Marks: 1 ) - Please choose one 
Which of the following is a South Korea type business in that is a conglomerate 
with 
Monopoly power? 
Keiretsu 
Chaebols 
Lean and mean 
Options 
Question No: 53 ( Marks: 1 ) - Please choose one 
What is bid rate for currency? 
   
   
   
   
    
   
   
   
Buying rate for currency 
Selling rate of currency 
Forward rate of currency 
Ask rate of currency\ 
Ref: 
BID Rate = Buying Price for Currency. Example: Bid Rs.60 / US$1 Means Bank 
or 
Money Changer will Buy (or Bid) one US$ from you for Rs.60. This also means 
that you 
(the Customer) are Selling Dollar to the Bank. Bid Rs.60 / US$1 means Bid 
Rs60 / 
Ask US$1 
Question No: 54 ( Marks: 1 ) - Please choose one 
What is the primary principle for money changers? 
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Ask rate should be less than bid rate 
Ask rate should be greater than bid rate 
Ask rate should be equal to bid rate 
Bid rate should be greater than ask rate 
Ref: 
Fundamental Principle for F/x Traders and “Money Changers”: Bu y Low and 
Sell High. So, ASK > BID Rate 
FINALTERM EXAMINATION MGT201 
Financial Management 
Question No: 1 ( Marks: 1 ) - Please choose one 
The DuPont Approach breaks down the earning power on shareholders' book 
value 
(ROE) as follows: ROE = __________. 
Net profit margin × Total asset turnover × Equity multiplier 
Total asset turnover × Gross profit margin × Debt ratio 
Total asset turnover × Net profit margin 
Total asset turnover × Gross profit margin × Equity multiplier 
ROE = (Profit margin)*(Asset turnover)*(Equity multiplier) = (Net 
profit/Sales)*(Sales/Assets)*(Assets/Equity) 
Question No: 2 ( Marks: 1 ) - Please choose one 
Which group of ratios shows the extent to which the firm is financed with debt? 
Liquidity ratios 
Debt ratios 
Coverage ratios 
Profitability ratios 
REF: 
A ratio that indicates what proportion of debt a company has relative to its 
assets 
The measure gives an idea to the leverage of the company along with the 
potential risks 
the company faces in terms of its debt-load. 
Question No: 3 ( Marks: 1 ) - Please choose one 
Interest paid (earned) on both the original principal borrowed (lent) and 
previous interest 
earned is often referred to as __________. 
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Present value 
Simple interest 
Future value 
Compound interest 
REF: 
When the compound interest calculation is used, interest is calculated on the 
original principal plus all interest accrued to that point in time. Since interest is 
paid on 
interest as well as on the amount borrowed, the effective interest rate is greater 
than the 
nominal interest rate. The compound interest rate method is often used b y 
banks and 
savings institutions in determining interest they pay on savings deposits 
"loaned" to the 
institutions by the depositors. 
Question No: 4 ( Marks: 1 ) - Please choose one 
A capital budgeting technique that is NOT considered as discounted cash flow 
method is: 
Payback period 
Internal rate of return 
Net present value 
Profitability index 
REF: 
Payback cannot be calculated if the positive cash inflows do not eventually 
outweigh the cash outflows. That is why payback (like IRR) is of little use when 
used 
with a pure "costs only" it does not take into account the concept of time value 
of money. 
The cash flows are considered regardless of the time in which they are 
occurring. 
You must have noticed that we have not used any interest rate while making 
calculation 
Question No: 5 ( Marks: 1 ) - Please choose one 
You are selecting a project from a mix of projects, what would be your first 
selection in 
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descending order to give yourself the best chance to add most to the firm value, 
when 
operating under a single-period capital-rationing constraint? 
Profitability index (PI) 
Net present value (NPV) 
Internal rate of return (IRR) 
Payback period (PBP 
) 
Question No: 6 ( Marks: 1 ) - Please choose one 
Which of the following is a legal agreement between the corporation issuing 
bonds and 
the bondholders that establish the terms of the bond issue? 
Indenture 
Debenture 
Bond 
Bond trustee 
REF: 
Indenture”: Long Legal Agreement between the Issuer (or Borrower) and the 
Bond 
Trustee (Generally a bank of financial institution that acts as the representative 
for 
all Bondholders). Basically protects Bondholders from mis-management b y 
the bond 
issuer, default, other security holders, etc. 
Question No: 7 ( Marks: 1 ) - Please choose one 
What is yield to maturity on a bond? 
It is below the coupon rate when the bond sells at a discount, and equal to the 
coupon 
   
   
   
   
    
   
   
   
rate when the bond sells at a premium 
The discount rate that will set the present value of the payments 
equal to the 
bond price 
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It is based on the assumption that any payments received are reinvested at the 
coupon 
rate 
None of the given options 
Question No: 8 ( Marks: 1 ) - Please choose one 
The value of direct claim security is derived from which of the following? 
Fundamental analysis 
Underlying real asset 
Supply and demand of securities in the market 
All of the given options 
Question No: 9 ( Marks: 1 ) - Please choose one 
_________ is equal to (common shareholders' equity/common 
shares outstanding). 
Book value per share 
Liquidation value per share 
Market value per share 
None of the above 
Question No: 10 ( Marks: 1 ) - Please choose one 
The present value of growth opportunities (PVGO) is equal to 
I) The difference between a stock's price and its no-growth value 
per share 
II) The stock's price 
III) Zero if its return on equity equals the discount rate 
IV) The net present value of favorable investment opportunities 
I and IV 
II and IV 
I, III, and IV 
II, III, and IV 
Question No: 11 ( Marks: 1 ) - Please choose one 
Which of the following statement about portfolio statistics is 
CORRECT 
? 
A portfolio's expected return is a simple weighted average of 
expected returns of the 
individual securities comprising the portfolio. 
A portfolio’s standard deviation of return is a simple weighted average of 
individual 
security return standard deviations. 
The square root of a portfolio's standard deviation of return equals its variance. 
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The square root of a portfolio's standard deviation of return equals its 
coefficient of 
variation. 
Question No: 12 ( Marks: 1 ) - Please choose one 
Which of the following is NOT a major cause of unsystematic risk 
New competitors 
New product management 
Worldwide inflation 
Strikes 
   
   
   
   
    
   
   
   
Question No: 13 ( Marks: 1 ) - Please choose one 
Which of the following is the characteristic of a well diversified portfolio? 
Its market risk is negligible 
Its unsystematic risk is negligible 
Its systematic risk is negligible 
All of the given options 
Question No: 14 ( Marks: 1 ) - Please choose one 
Which of the following factor(s) do 
NOT 
affects the movements in the market index? 
Macroeconomic factors 
Socio political factors 
Social factors 
All of the given options 
Question No: 15 ( Marks: 1 ) - Please choose one 
If stock is a part of totally diversified portfolio then its company risk must be 
equal to: 
0 
0.5 
1 
-1 
Question No: 16 ( Marks: 1 ) - Please choose one 
How much return would be offered by the stock whose (risk and return) pair 
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lies below 
the SML? 
No return 
Lower return 
Average return 
Excessive return 
REF: 
An y Stock whose (Risk, Return) Pair lies BELOW THE SML is offering a 
Return 
that is lower than the Market. 
Question No: 17 ( Marks: 1 ) - Please choose one 
Mar ket risk is measured in terms of the ___________ of the market 
portfolio or index. 
Variance 
Covariance 
Standard deviation 
Correlation coefficient 
Ref. Page No.102: Market Risk is measured in terms of the Standard Deviation 
(or 
Volatility) of the Market Portfolio or Index 
Question No: 18 ( Marks: 1 ) - Please choose one 
What is the meaning of the term “arbitrage”? 
Buying low and selling high 
Earning risk-free economic profits 
Negotiating for favorable brokerage fees 
Hedging your portfolio through the use of options 
REF: 
Arbitrage is exploiting security mispricings by the simultaneous purchase and 
sale 
to gain economic profits without taking an y risk. A capital market in 
equilibrium rules 
   
   
   
   
    
   
   
   
out arbitrage opportunities.. 
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Question No: 19 ( Marks: 1 ) - Please choose one 
Which of the following is the market where tangible or physical asset change 
hand? 
Money market 
Capital market 
Real asset market 
Equity market 
Real Assets Markets: 
The real asset market where the real or tangible asset or physical asset change 
hand .for 
example, you have cotton exchange where raw bales of cotton change hands 
.computer 
hardware and many other examples are available. For example, 
Cotton Exchange, Gold Market, 
Kapra 
Market Property (land, house, apartment, 
warehouse) ,Computer hardware, Used Cars, Wheat, Sugar, Vegetables, etc. 
Question No: 20 ( Marks: 1 ) - Please choose one 
Which of the following is related to the use Lower financial leverage? 
Fixed cost 
Variable cost 
Debt financing 
Common equity financing 
Question No: 21 ( Marks: 1 ) - Please choose one 
Which of the following will be confronted by the management in deciding the 
optimal 
level of current assets for the firm? 
A trade-off between profitability and risk 
A trade-off between liquidity and risk 
A trade-off between equity and debt 
A trade-off between short-term versus long-term borrowing 
Question No: 22 ( Marks: 1 ) - Please choose one 
Which of the following is an example of a natural hedge? 
The prices and costs  are both determined in the global market 
place. 
The prices  are determined in the global market place and costs are determined 
in the 
domestic market place. 
The costs are determined in the global market place and prices are determined 
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in the 
domestic market place. 
None of the given options is correct 
Natural hedges are generated when both prices and costs are determined in 
similar market 
places. 
Question No: 23 ( Marks: 1 ) - Please choose one 
For which of the following strategy; economies of scale, market share 
dominance, and 
technological advances are reasons most likely to be offered to justify? 
Financial acquisition 
Strategic acquisition 
Divestiture 
Supermajority merger approval provision 
   
   
   
   
    
   
   
   
Question No: 24 ( Marks: 1 ) - Please choose one 
Which of the following is incorrect regarding the costs and benefits of holding 
inventories and cash? 
The benefit of higher inventory levels is the reduction in order costs associated 
with 
restocking and the reduced chances of running out of material. 
The costs of higher inventory levels are the carrying costs, which include the 
cost of 
space, insurance, spoilage, and the opportunity cost of the capital tied up in 
inventory. 
Cash provides liquidity, but it doesn't pay interest. Securities pay interest, but 
you can't 
use them to buy things. 
As financial manager you want to hold cash up to the point where 
the incremental 
or marginal benefit of liquidity is 25% higher than the cost of 
holding cash, that is, 
the interest that you could earn on securities. 
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Question No: 25 ( Marks: 1 ) - Please choose one 
Which of the following is the dividend that is normally paid to shareholders? 
Stock split 
Stock dividend 
Extra dividend 
Regular dividend 
Question No: 26 ( Marks: 1 ) - Please choose one 
A technique that tells us the number of years required to recover our initial 
cash 
investment based on the project’s expected cash flows is: 
Pay back period 
Internal rate of return 
Net present value 
Profitability index 
REF : 
In this technique, we try to figure out how long it would take to recover the 
invested capital through positive cash flows of the business. 
Question No: 27 ( Marks: 1 ) - Please choose one 
A proposal is accepted if payback period falls within the time period of 3 years. 
According to the given criteria which of the following project will be accepted? 
Payback period 
Project A 1.66 
Project B 2.66 
Project C 3.66 
Project A 
Project B 
Project C 
Project A & B 
Question No: 28 ( Marks: 1 ) - Please choose one 
Assume a company had Rs.1 billion in free cash flow last year, and it is 
expected to grow 
that cash flow at 3% into perpetuity. Assuming a 9% cost of equity, what is the 
present 
value of the company? 
Rs.12.08 billion 
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Rs.18.15 billion 
Rs.14.16 billion 
Rs.16.67 billion 
Question No: 29 ( Marks: 1 ) - Please choose one 
What is the present value of Rs.1, 000 to be paid at the end of 5 years if the 
interest rate is 
8% compounded annually? 
Rs.680.58 
Rs.1,462.23 
Rs.322.69 
Rs.401.98 
F V = PV × (1 + i )n 
REF: 
PV = FV / (1 + i )n 
= 1000 / (1 + 0.08)5 
= 680.27 
Question No: 30 ( Marks: 1 ) - Please choose one 
What will be the market risk premium for stock C if the average share of stock 
C has a 
required return of 15% and treasury bonds yield is 10%? 
5% 
10% 
15% 
25% 
15%-10%= 5% 
The difference between the expected return on a market portfolio 
and the risk-free 
rate 
Question No: 31 ( Marks: 1 ) - Please choose one 
All of the following are used in calculation of required return on a particular 
stock using 
SML equation 
EXCEPT 
: 
Risk free rate 
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Market risk premium 
Stock’s beta 
Stock’s price 
Ref: SML Equation (assumes Efficient Stock Pricing, Risk, and 
Return) 
rA = rRF + (rM - rRF ) ßA . 
Question No: 32 ( Marks: 1 ) - Please choose one 
On which of the following ground, the Arbitrage Pricing Model is different 
from the 
Capital Asset Pricing Model? 
It places more emphasis on market risk 
It minimizes the importance of diversification 
It recognizes multiple systematic risk factors 
It r ecognizes multiple unsystematic risk factors 
Ref: Vuz Mcq’s Bank 
Question No: 33 ( Marks: 1 ) - Please choose one 
According to Traditionalist Theory, when a 100% Equity Firm takes on more 
and more 
   
   
   
   
    
   
   
   
debt, which of the following phenomenon is observed? 
Share Price first falls, then reaches minimum and finally rises 
Share Price first rises, then reaches minimum and finally falls 
Share Price first rises, then reaches maximum and finally falls 
None of the given options 
Ref: 
Total Market Value of Firm (V = D + E = Market Value of Debt + Market Value 
of 
Equity) first rises (because of Interest Tax Shield savings), then reaches a 
maximum point 
(optimal capital structure), and finally falls (because of excessive fall in Net 
Income and 
Equity value because of interest payments). 
Question No: 34 ( Marks: 1 ) - Please choose one 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Which of the following formula represents the yield to maturity? 
Interest yield + Market price 
Capital gain yield + Book value 
Interest yield + Capital gain yield 
Market price + Capital gain yield 
Ref: 
YTM= interest yield +capital gain yield and it is representative of over all cost 
of 
debt in the form of bond. 
Question No: 35 ( Marks: 1 ) - Please choose one 
Bird-in-the-hand dividend theory was proposed by which of the following? 
Miller Modigliani 
Myron Gordon and  John Lintner 
Henry Fayol 
William John and Lehman 
Ref: 
Bird in the Hand (Gordon & Lintner) Theory: from handouts 
Question No: 36 ( Marks: 1 ) - Please choose one 
XYZ Corporation has offered its shareholders the option that their dividends 
will be used 
to purchase additional shares of this corporation. This offer of XYZ 
Corporation is 
referred as: 
Stock repurchases 
Dividend reinvestment 
Stock dividends 
Stock splits 
Dividend Reinvestment Plans (DRIP) 
– Firms give stockholders option to automatically reinvest cash 
dividends by 
buying more of the same stock 
Question No: 37 ( Marks: 1 ) - Please choose one 
When IRR < WACC it means that: 
Investment is acceptable as required rate of return is less then cost of capital 
Investment is not acceptable as required rate of return is less then 
cost of capital 
Investment is acceptable as required rate of return is equal to the cost of capital 
None of the given options is true 
Ref: 
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http://www.google.com.pk/url?sa=t&source=web&ct=res&cd=2&ved=0CAoQ
FjAB&u 
   
   
   
   
    
   
   
   
rl=http%3A%2F%2Fwww.cob.sfasu.edu%2Fkjones%2FF333%2FLecture%252
0Not 
es%2FBasics%2520of%2520Capital%2520Budgeting.ppt&rct=j&q=%22IRR%
3CWA 
CC%22&ei=UxSIS4qZMc_l8Qbg6vWXDw&usg=AFQjCNFrI6KU6H1PTjdaZB
cu0zpr 
0DKnPw 
Question No: 38 ( Marks: 1 ) - Please choose one 
Which of the following statement depicts the disadvantage of issuing debt? 
Debt financing leads toward unlimited liability 
If company doesn’t pay interest, it can be close down 
It can improve the return on equity 
Not fixed payment of interest is required by investors 
Ref: 
Disadvantage of Too Much Debt: Firm becomes more Risky so Lenders and 
Banks Charge Higher Interest Rates and Greater Chance of Bankruptcy 
Question No: 39 ( Marks: 1 ) - Please choose one 
The decisions regarding capital structure of a firm are mainly concerned with 
which of 
the following? 
Assets side of balance sheet 
Liabilities side of balance sheet 
Expense side of profit and loss account 
Incomes side of profit and loss account 
Ref: 
Capital Structure and Corporate Financing - Long Term LIABILITIES Side of 
Balance Sheet 
Question No: 40 ( Marks: 1 ) - Please choose one 
If Current assets = Rs.16, 000, 
Current liabilities= Rs.10, 000 
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Inventory= Rs. 2500 
Calculate quick ratio for the firm? 
1.35 
6.0 
1.60 
0.25 
Ref: 
A desirable quick ratio can range from (0.8:1) to (1.5:1) depending on the 
nature of 
the business. 
= (Current Assets – Inventory) / Current Liabilities 
= (16000-2500)/10000 
= 1.35 
Question No: 41 ( Marks: 1 ) - Please choose one 
If an investor is risk averse, then which of the following options best suits him? 
Debentures 
Common stock 
T –Bills 
Preferred stock 
Ref: 
It is important to remember that we have the option of investing in the T-bill 
portfolio which offers a risk free rate of return 
   
   
   
   
    
   
   
   
Question No: 42 ( Marks: 1 ) - Please choose one 
Capital structure theory is presented by which of the following? 
Robert Alan Hill 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
Ref: 
Answer provided by Capital Structure Theory. 
Modigliani - Miller: 
• Fathers of Corporate Finance 
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Question No: 43 ( Marks: 1 ) - Please choose one 
Which of the following is true regarding financial leverage? 
Whenever a firm's equity increases faster than its debt, financial leverage 
increases 
Investors can undo the effects of the firm's capital structure by 
using home-made 
leverage 
Increasing financial leverage will always increase the EPS for stockholders 
The level of financial leverage that produces the minimum firm value is the 
most 
beneficial to stockholders 
Question No: 44 ( Marks: 1 ) - Please choose one 
If a firm wants to use short-term bank loan to finance its temporary current 
assets and 
even to buy some of its permanent current inventory, then which of the 
following policy 
it is going to adopt? 
Moderate working capital policy 
Conservative working capital policy 
Aggressive working capital policy 
Any of the  given policy 
Ref: 
Moderate 
• Balance of Long and Short-term Financing. 
• Long Term Financing for Fixed and Permanent Current Assets. Use Short 
Term 
Financing for Permanent Current Assets. Use Spontaneous Current Liability 
Financing for Temporary Current Assets 
Question No: 45 ( Marks: 1 ) - Please choose one 
Which of the following statements depicts the trade-off theory in a better way? 
It states a tradeoff between the costs and benefits of debt financing 
It states the tradeoff between the debt financing and equity 
financing 
There is tradeoff between assets and liabilities of the firm 
There is tradeoff between revenues and expenses of the firm 
Question No: 46 ( Marks: 1 ) - Please choose one 
Modigliani and Miller presented capital structure theory in which of the 
following years? 
1950 
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1958 
1963 
1965 
   
   
   
   
    
   
   
   
Ref: 
Cost of Capital, Corporate Finance and the Theory of Investment” 
Revolutionary Article Published by Professors Modigliani & Miller in American 
Economic Review in June 1958. Won Nobel Prize 
Question No: 47 ( Marks: 1 ) - Please choose one 
In which of the following, synergies are not expected? 
Operating merger 
Financial merger 
Vertical Merger 
Horizontal Merger 
Ref: 2 Broad Categories of Mergers: 
• 
Pure Financial Merger - Operations remain independent 
• 
Operating Merger - Operations are Integrated & Changed & Synergies 
Expected 
Question No: 48 ( Marks: 1 ) - Please choose one 
“Company X wants to merge with Company Y but Company X’s management is 
resisting the merger. Company X asks the shareholders of Company Y to 
tender their 
shares in exchange the offered price.” This statement refers to which of the 
following? 
Horizontal  Merger 
Vertical Merger 
Hostile Merger 
Conglomerate Merger 
Reference 4 Specific Types of Mergers: 
• Horizontal Merger: merger of 2 competitors - can lead to Monopoly 
• Vertical Merger: merger of a supplier with a buyer 
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• Co generic Merger: merger of firms in same industry 
• Conglomerate Merger: merger of firms in unrelated industries 
Question No: 49 ( Marks: 1 ) - Please choose one 
What happens to the total risk when leverage increases at a slow rate? 
Total risk increases with slow rate than the leverage 
Total risk increases with decreasing rate 
Total risk remains the same 
Total risk increases faster than the leverage 
Question No: 50 ( Marks: 1 ) - Please choose one 
According to ___________, the firm's cost of equity increases with greater 
debt 
financing, while the WACC first decreases and then increases. 
M&M Proposition I with taxes 
M&M Proposition I without taxes 
The traditional theory of capital structure 
M&M Proposition II without taxes 
Question No: 51 ( Marks: 1 ) - Please choose one 
Which of the following is incorrect regarding Modigliani and Miller's (MM's) 
famous 
debt irrelevance proposition? 
It states that firm value can't be increased by changing capital structure 
MM show that the extra return and extra risk balance out, leaving 
   
   
   
   
    
   
   
   
shareholders no better or worse off 
MM's argument rests on simplifying assumptions i.e. efficient capital markets 
and ignores taxes and costs of financial distress 
Firm value increases when more debt is used 
Ref: 
As companies take more debt they are exposed to more financial risk. 
Question No: 52 ( Marks: 1 ) - Please choose one 
Which of the following refers to a unique type of Japanese corporate 
organization based 
on a close partnership between gov ernment and businesses? 
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Keiretsu 
Chaebols 
Lean and mean 
Options 
Ref: 
A grouping of Japanese firms through historic associations and equity 
interlocks 
such that each firm maintains its operational independence (definition of 
keiretsu) 
Question No: 53 ( Marks: 1 ) - Please choose one 
Calculate the Forward Rate for Rupee if the interest on 1 Year Maturity in 
Pakistan is 
10% and in Australia is 6% and the current spot rate is Rs.76/ AUD. 
Rs. 6 per AUD 
Rs. 76 per AUD 
Rs. 79 per AUD 
Rs. 456 per AUD 
Ref 
: F = S (Rs. /AUD$) (1+ i Rs.) / (1+ i AUD$) 
= 76(1+0.1)/ (1+0.06) 
=78.87 
Question No: 54 ( Marks: 1 ) - Please choose one 
Calculate the Forward Rate for Rupee using Interest Rate Parity if the interest 
on 1 
Year Maturity in Pakistan is 10% and on Euro is 6% and the forward rate is 
Rs.124/ 
EUR. 
Rs. 6 per EUR 
Rs. 120 per EUR 
Rs. 124 per EUR 
Rs. 1240 per EUR 
Ref: F = S (Rs. /AUD$) (1+ i Rs.) / (1+ i AUD$) 
There some technical problem with question 
This Question has some technical problem. It should give spot rate if they 
wanted to 
calculate forward rate. If we assume 124 as spot rate then its answer for 
forward 
rate should be 128.67 
How it can be possible with parity of 10% and 6% after one year euro has the 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

same 
value of 124Rs. 
= F = S (Rs. ) (1+ i Rs.) / (1+ i euro) 
= (124) (1+0.1) / (1+0.06) = 128.6792 
or if we assume it ask us to calculate the spot Rate and 124 is assumed as 
forward rate in 
that case answer could be 120 
   
   
   
   
    
   
   
   
FINALTERM EXAMINATION MGT201- 2009 
Question No: 1 ( Marks: 1 ) - Please choose one 
What is the long-run objective of financial management? 
Maximize earnings per share 
Maximize the value of the firm's common stock 
Maximize return on investment 
Maximize market share 
Question No: 2 ( Marks: 1 ) - Please choose one 
Which of the following statement (in general) is correct? 
A low receivables turnover is desirable 
The lower the total debt -to-equity ratio, the lower the financial risk 
for a firm 
An increase in net profit margin with no change in sales or assets means a 
weaker ROI 
The higher the tax rate for a firm, the lower the interest coverage ratio 
Question No: 3 ( Marks: 1 ) - Please choose one 
What is the present value of a Rs.1, 000 ordinary annuity that earns 8% 
annually for an 
infinite number of periods? 
Rs.80 
Rs.800 
Rs.1,000 
Rs.12,500 
It will be treated as perpetuity, Formula is as under: 
PV= PMT/i 
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= 1000/.08 
= 12,500 
Question No: 4 ( Marks: 1 ) - Please choose one 
Companies and individuals running different types of businesses have to make 
the 
choices of the asset according to which of the following? 
Life span of the project 
Validity of the project 
Cost of the capital 
Return on asset 
Question No: 5 ( Marks: 1 ) - Please choose one 
What is the advantage of a longer life of the asset? 
Cash flows from the asset becomes non-predictable 
Cash flows from t he asset becomes more predictable 
Cash inflows from the asset becomes more predictable 
Cash outflows from the asset becomes more predictable 
Ref. Page No.58 
Question No: 6 ( Marks: 1 ) - Please choose one 
Consider two bonds, A and B. Both bonds presently are selling at their par 
value of Rs. 
1,000. Each pays interest of Rs. 120 annually. Bond A will mature in 5 years 
while bond 
   
   
   
   
    
   
   
   
B will mature in 6 years. If the yields to maturity on the two bonds change from 
12% to 
10%, ____________ 
Both bonds will increase in value, but bond A will increase more than bond B 
Both bonds will increase in value, but bond B will increase more 
than bond A 
Both bonds will decrease in value, but bond A will decrease more than bond B 
Both bonds will decrease in value, but bond B will decrease more than bond A 
Question No: 7 ( Marks: 1 ) - Please choose one 
Given no change in required returns, the price of a stock whose dividend is 
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constant 
will__________ 
Remain unchanged 
Decrease over time at a rate of r% 
Increase over time at a rate of r% 
Decrease over time at a rate equal to the dividend growth rat 
e 
Question No: 8 ( Marks: 1 ) - Please choose one 
For most firms, P/E ratios and risk_________ 
Will be directly related 
Will have an inverse relationship 
Will be unrelated 
Will both increase as inflation increases 
Question No: 9 ( Marks: 1 ) - Please choose one 
Which of the following statement about portfolio statistics is CORRECT? 
A portfolio's expected return is a simple weighted average of 
expected returns of the 
individual securities comprising the portfolio. 
A portfolio's standard deviation of return is a simple weighted average of 
individual 
security return standard deviations. 
The square root of a portfolio's standard deviation of return equals its variance. 
The square root of a portfolio's standard deviation of return equals its 
coefficient of 
variation. 
Question No: 10 ( Marks: 1 ) - Please choose one 
Which of the following is simply the weighted average of the possible returns, 
with the 
weights being the probabilities of occurrence? 
A probability distribution 
The expected return 
The standard deviation 
Coefficient of variation 
Question No: 11 ( Marks: 1 ) - Please choose one 
The square of the standard deviation is known as the ________. 
Beta 
Expected return 
Coefficient of variation 
Variance 
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Question No: 12 ( Marks: 1 ) - Please choose one 
Why companies invest in projects with negative NPV? 
   
   
   
   
    
   
   
   
Because there is hidden value in each project 
Because they have chance of rapid growth 
Because they have invested a lot 
All of the given options 
Question No: 13 ( Marks: 1 ) - Please choose one 
An investor was expecting a 18% return on his portfolio with beta of 1.25 before 
the 
market risk premium increased from 8% to 10%. Based on this change, what 
return will 
now be expected on the portfolio? 
22.5% 
20.0% 
20.5% 
26.0% 
Working: 2% rise in market risk premium rise in expected return will be 2*beta 
= 
(2*1.25 = 2.50) 
18%+2.50 = 20.5 
Question No: 14 ( Marks: 1 ) - Please choose one 
Which of the following is the characteristic of a well diversified portfolio? 
Its market risk is negligible 
Its unsystematic risk is negligible 
Its systematic risk is negligible 
All of the given options 
Question No: 15 ( Marks: 1 ) - Please choose one 
How the beta of a stock can be calculated? 
By monitoring price of the stock 
By monitoring rate of return of the stock 
By comparing the changes in the stock market price to the changes 
in the stock 
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market index 
All of the given options 
Question No: 16 ( Marks: 1 ) - Please choose one 
Which of the following formula relates beta of the stock to the standard 
deviation? 
Covariance of stock with market * variance of the market 
Covariance of stock with market / variance of the market 
Variance of the  market / Covariance of stock with market 
Slope of the regression line 
REF: 
The formula for the beta can be written as: 
Beta = Covariance (stock versus market returns) / Variance of the Stock 
Market 
http://www.money-zine.com/Investing/Stocks/Stock-Beta-and-Volatility/ 
Question No: 17 ( Marks: 1 ) - Please choose one 
A beta greater than 1 for a stock shows: 
Stock is relatively more risky than the market 
If the market moves up by 10% the stock will move up by 12% 
As the market moves the stock will move in the same direction 
   
   
   
   
    
   
   
   
All of the given options 
Question No: 18 ( Marks: 1 ) - Please choose one 
If stock is a part of totally diversified portfolio then its company risk must be 
equal to: 
0 
0.5 
1 
-1 
Question No: 19 ( Marks: 1 ) - Please choose one 
If risk and return combination of any stock is above the SML, what does it 
mean? 
It is offering lower rate of return as compared to the efficient stock 
It is off ering higher rate of ret urn as compared to the efficient 
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stock 
Its rate of return is zero as compared to the efficient stock 
It is offering rate of return equal to the efficient stock 
REF: 
An y Stock whose (Risk, Return) Pair lies ABOVE THE SML is offering 
Excessive Return (above the Market). So, all rational investors will rush to Buy 
it. The present Price would Rise and the Return (as measured b y Capital Gain 
Yield = ( Pn -Po) / Po) would Fall until it comes back on SML Any Stock 
whose (Risk, Return) Pair lies BELOW THE SML is offering a Return that is 
lower than the Market. So, Rational Investors will rush to sell it. The Stock 
Price would Fall and the Return would Rise until it comes back on the SML. 
Question No: 20 ( Marks: 1 ) - Please choose one 
An arbitrage opportunity exists if an investor can construct a __________ 
investment 
portfolio that will yield a sure profit. 
Positive 
Negative 
Zero 
All of the given options 
REF : 
If the investor can con struct a portfolio without the use of the investor's own 
funds 
and the portfolio yields a positive profit, arbitrage opportunities exist. 
Question No: 21 ( Marks: 1 ) - Please choose one 
Which of the following factors might affect stock returns? 
The business cycle 
Interest rate fluctuations 
Inflation rates 
All of the given options 
Question No: 22 ( Marks: 1 ) - Please choose one 
If arbitrage opportunities are to be ruled out, what would be the expected 
excess return of 
each well-diversified portfolio? 
Inversely proportional to the risk-free rate 
Inversely proportional to its standard deviation 
Proportional to its standard deviation 
Proportional to its beta coefficient 
Rationale: For each well-diversified portfolio (P and Q, for example), it must be 
true that 
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[E(rp) -rf]/ßp = [E(rQ)-rf]/ ßQ. 
Question No: 23 ( Marks: 1 ) - Please choose one 
Which of the following represent all Risk –Return Combinations for the 
efficient 
portfolios in the capital market? 
Parachute  graph 
CML straight line equation 
Security market line 
All of the given options 
REF: 
The CML gives the risk/return relationship for efficient portfolios. 
Question No: 24 ( Marks: 1 ) - Please choose one 
What should be used to calculate the proportional amount of equity financing 
employed 
by a firm? 
The common stock equity account on the firm's balance sheet 
The sum of common stock and preferred stock on the balance sheet 
The book value of the firm 
The current market price per share of common stock times the 
number of shares 
Outstanding 
http://web.utk.edu/~jwachowi/mcquiz/mc15.html 
Question No: 25 ( Marks: 1 ) - Please choose one 
Which of the following is the market for short term debt? 
Money market 
Capital market 
Real asset market 
Equity market 
Question No: 26 ( Marks: 1 ) - Please choose one 
Bonds are issued in the market at _________. 
Premium 
Discount 
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Both premium and discount 
None of the given options 
Question No: 27 ( Marks: 1 ) - Please choose one 
Why debt is a less costly source of fund? 
Because additional interest creates a new form of tax shield 
Because additional money creates a new form of tax shield 
Because banks extend loan at lower interest rates 
None of the given options 
Question No: 28 ( Marks: 1 ) - Please choose one 
Which of the following is as EBIT? 
Funds provided by operations 
Earnings before taxes 
Net income 
Operating profit 
Question No: 29 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Calculate the degree of operating leverage (DOL) at 400,000 units of quantity 
sold. The 
firm has Rs.1, 000,000 in fixed costs. The firm anticipates selling each unit for 
Rs.25 
with variable costs of Rs.5 per unit. 
3.33 
1.25 
1.14 
There is not sufficient information provided to calculate the degree of 
operating leverage 
(DOL). 
Sales = 400,000 * 25 = 10M 
VC = 400,000 * 5 = 2M 
The DOL is (S - VC)/(S - VC - FC) = (10M - 2M)/(10M - 2M - 1M) = 1.14 
Question No: 30 ( Marks: 1 ) - Please choose one 
A firm has a DOL of 3.5 at Q units. What does this tell us about the firm? 
If sales rise by 3.5% at the firm, then EBIT will rise by 1% 
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If EBIT rises by 3.5% at the firm, then EPS will rise by 1% 
If EBIT rises by 1% at the firm, then EPS will rise by 3.5% 
If sales rise by 1% at the firm, then EBIT will rise by 3.5% 
Question No: 31 ( Marks: 1 ) - Please choose one 
Which of the following represents financial leverage? 
Use of more debt capital to increase profit 
Debt is not used in capital to increase profit 
High degree of solvency 
Low degree of solvency 
32. 
Which of the following best describes the statement; “The value of an asset is 
preserved regardless of the nature of the claims against it”? 
Law of diminishing marginal returns 
Law of conservation of value 
Law of return on equity 
Law of return on assets 
Reference 
Question No: 33 ( Marks: 1 ) - Please choose one 
Firm ABC has Rs.5 million in outstanding debt, currently has 200,000 shares 
outstanding 
priced at Rs.60 a share, and has a borrowing rate of 10%. If the firm's return on 
equity is 
15%, what is the firm's WACC? 
5.00% 
3.23% 
4.25% 
2.16% 
In absence of Tax Rate Values are as follow 
D = 5M 
E = 200,000 *60 = 12 M 
D+ E = 5+12= 17M 
WCCA = (5/17)*(10%) + (12/17)*(15%) = .1350 = 13.50% 
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Question No: 34 ( Marks: 1 ) - Please choose one 
Which of the following statements regarding the M&M Propositions without 
taxes is 
true? 
The total value of the firm depends on how cash flows are divided up between 
stockholders and bondholders, under M&M Proposition I. 
The firm's capital structure is relevant under M&M Proposition I. 
The cost of equity depends on the firm's business risk but not its financial risk, 
under 
M&M Proposition II. 
The cost of equity rises as the firm increases its use of debt 
financing under M&M 
Proposition II. 
Question No: 35 ( Marks: 1 ) - Please choose one 
Which one of the following is correct for the spot exchange rate? 
This is the rate today for exchanging one currency for another for 
immediate 
delivery 
This is the rate today for exchanging one currency for another at a specific 
future date 
This is the rate today for exchanging one currency for another at a specific 
location on 
a specific future date 
This is the rate today for exchanging one currency for another at a specific 
location for 
immediate delivery 
The rate of a foreign-exchange contract for immediate delivery. Also known as 
"benchmark rates", "straightforward rates" or "outright rates", spot rates 
represent the price that a buyer expects to pay for a foreign currency in another 
currency. 
Question No: 36 ( Marks: 1 ) - Please choose one 
The restructuring of a firm should be undertaken, when: 
The restructuring is expected to create value for shareholders 
The restructuring is expected to increase earnings per share next year 
The restructuring is expected to increase the firm's market share power 
in industry 
The current employees will receive additional stock options to align 
employee interest 
Question No: 37 ( Marks: 1 ) - Please choose one 
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Which of the following term is used when the firm can independently control 
considerable assets with a very limited amount of equity? 
Joint venture 
Leveraged buyout (LBO) 
Spin-off 
Consolidation 
Ref: 
The acquisition of another company using a significant amount of borrowed 
money 
(bonds or loans) to meet the cost of acquisition. Often, the assets of the 
company being 
acquired are used as collateral for the loan s in addition to the assets of the 
acquiring 
company. The purpose of leveraged buyouts is to allow companies to make 
large 
acquisitions without having to commit a lot of capital. 
   
   
   
   
    
   
   
   
Question No: 38 ( Marks: 1 ) - Please choose one 
What is the economic order quantity for an automobile dealer selling 2,000 
cars per year, 
at a cost of Rs.750 per order, and a carrying cost of Rs.300 per automobile? 
40 cars 
71 cars 
100 cars 
126 cars 
EOQ=square root of 2*2000*750 / 300 
= 100 
EOQ = square root of (2*annual QTY * Cost of order )/carrying cost per unit 
for whole 
year 
Question No: 39 ( Marks: 1 ) - Please choose one 
As the amount of __________ increases the present value of net tax-shield 
benefits of 
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debt increases. 
Debt 
Common equity 
Preffered equity 
Assets 
Question No: 40 ( Marks: 1 ) - Please choose one 
Why the present value of the costs of financial distress increases with increases 
in the 
debt ratio? 
Expected return on assets increases 
Present value of the interest tax shield is greater 
Equity tax shield is depleted 
Probability of default and/or bankruptcy is greater 
FINALTERM EXAMINATION MGT201- 2009 
Question No: 1 ( Marks: 1 ) - Please choose one 
Which of the following type of lease is a long-term lease that is not cancelable 
and its life 
often matches the useful life of the asset? 
A financial 
An operating 
Both financial & operating lease 
None of the given options 
REF: 
An operating lease refers to a short-term lease that is often cancelable. For 
example, a lease for office space represents this type of lease where the lease 
life is less 
than the useful life of the asset 
Question No: 2 ( Marks: 1 ) - Please choose one 
Among the pairs given below select a(n) example of a principal and a(n) 
example of an 
agent respectively. 
   
   
   
   
    
   
   
   
Shareholder; manager 
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Manager; owner 
Accouor ntant; bondholder 
Shareholder; bondholder 
Question No: 3 ( Marks: 1 ) - Please choose one 
What is the present value of Rs.8, 000 to be paid at the end of three years if the 
interest 
rate is 11%? 
Rs.5,850 
Rs.4,872 
Rs.6,725 
Rs.1,842 
8000/(1.11)^3 
Question No: 4 ( Marks: 1 ) - Please choose one 
What is the present value of Rs.717 to be paid at the end of 2 years if the 
interest rate is 
9%? 
Rs.604 
Rs.417 
Rs.715 
Rs.556 
717/(1.09)^2 
Question No: 5 ( Marks: 1 ) - Please choose one 
As interest rates go up, the present value of a stream of fixed cash flows 
_____. 
Goes down 
Goes up 
Stays the same 
Can not be found 
Question No: 6 ( Marks: 1 ) - Please choose one 
An 8-year annuity due has a present value of Rs.1, 000. If the interest rate is 5 
percent, 
the amount of each annuity payment is closest to which of the following? 
Rs.154.73 
Rs.147.36 
Rs.109.39 
Rs.104.72 
FV = PMT* ((1+i)^n – 1)/i (formula use to calc fv of annuity) 
PV= PMT *((1+i)^-n -1)/i (formula use to calc PV of annuity) 
Try to remember above two formulas for calc of annuity 
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1000 = pmt * ((1.05)^-8 -1)/.05 
1000 = PMT *6.46 
PMT = 1000/6.46 = 154.73 
Question No: 7 ( Marks: 1 ) - Please choose one 
A capital budgeting technique that is 
NOT 
considered as discounted cash flow method is: 
   
   
   
   
    
   
   
   
Payback period 
Internal rate of return 
Net present value 
Profitability index 
REF: While the payback period is a simple and straightforward method for 
analyzing a 
capital budgeting proposal, it has certain limitations. First and the foremost 
problem is 
that it does not take into account the concept of time value of money. The cash 
flows are 
considered regardless of the time in which they are occurring. You must have 
noticed that 
we have not used any interest rate while making calculation. 
Question No: 8 ( Marks: 1 ) - Please choose one 
In which of the following situations you can expect multiple answers of IRR? 
More than one sign change taking place in cash flow diagram 
There are two adjacent arrows one of them is downward pointing & the  other 
one is 
upward pointing 
During the life of project if you have any net cash outflow 
All of the given options 
Question No: 9 ( Marks: 1 ) - Please choose one 
The value of a bond is directly derived from which of the following? 
Cash flows 
Coupon receipts 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Par recovery at maturity 
All of the given options 
Question No: 10 ( Marks: 1 ) - Please choose one 
Which of the following is a characteristic of a coupon bond? 
Pays interest on a regular basis (typically every six months) 
sure 
Does not pay interest on a regular basis but pays a lump sum at maturity 
Can always be converted into a specific number of shares of common stock in 
the 
issuing company 
Always sells at par 
Question No: 11 ( Marks: 1 ) - Please choose one 
A zero -coupon bond has a yield to maturity of 9% and a par value of Rs.1, 000. 
If the 
bond matures in 8 years, the bond should sell for a price of _______ today. 
Rs. 422.41 
Rs. 501.87 
Rs. 513.16 
Rs. 483.49 
Price of bond = pv of coup pyament + pv of face vlue 
= 1000/ (1.09)^8 
Question No: 12 ( Marks: 1 ) - Please choose one 
When a bond will sell at a discount? 
The coupon rate is greater than the current yield and the current yield is 
greater than 
yield to maturity 
   
   
   
   
    
   
   
   
The coupon rate is greater than yield to maturity 
The coupon rate is less than the current yield and the current yield 
is 
greater than the yield to maturity 
The coupon rate is less than the current yield and the current yield is less 
Question No: 13 ( Marks: 1 ) - Please choose one 
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Which of the following is the variability of return on stocks or portfolios not 
explained by 
general market movements. It is avoidable through diversification? 
Systematic risk 
Standard deviation 
Unsystematic risk 
Financial risk 
REF: 
Systematic risk is not avoidable through diversification 
Question No: 14 ( Marks: 1 ) - Please choose one 
According to the Capital Asset Pricing Model (CAPM), which of the following 
combination is equal to the expected rate of return on any security? 
Rf + ?[E(RM)] 
Rf + ?[E(RM - Rf] 
Rf + ?[E(RM) - Rf] 
E(RM) + Rf 
Question No: 15 ( Marks: 1 ) - Please choose one 
What is the expected return of a zero-beta security? 
The risk-free rate 
Zero rate of r eturn 
A negative rate of return 
The market rate of return 
Question No: 16 ( Marks: 1 ) - Please choose one 
How the beta of a stock can be calculated? 
By monitoring price of the stock 
By monitoring rate of return of the stock 
By comparing the changes in the stock market price to the changes 
in the stock 
market index 
All of the given options 
Question No: 17 ( Marks: 1 ) - Please choose one 
If stock is a part of totally diversified portfolio then its company risk must be 
equal to: 
0 
0.5 
1 
-1 
Question No: 18 ( Marks: 1 ) - Please choose one 
How can you limit company-specific risks? 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Invest in that company's bonds 
Invest in a variety of stocks 
Invest in securities that do well in a recession 
   
   
   
   
    
   
   
   
Invest in securities that do well in a boom 
REF: 
Rationale: Company-specific risks. Operating risk and price risk are two factors 
contributing to short-term volatility of individual stocks. Operating risk is the 
risk to the 
company as a business and includes anything that might adversely affect the 
company's 
profitability. Price risk, meanwhile, has more to do with the company's stock 
than with its 
business: How expensive is the stock compared with the company's earnings, 
cash flow, 
or sales? 
To limit company-specific risk, own a collection of stocks rather than just a 
few. 
Question No: 19 ( Marks: 1 ) - Please choose one 
Find the Risk-Free Rate given that the Expected Return on Stock is 12.44%, the 
Expected Return on the Market Portfolio is 13.4%, and the Beta for Stock is 
0.9. 
3.8% 
4.9% 
5.34% 
6.38% 
Working: 
rj = rf + b(rm-rf) 
Question No: 20 ( Marks: 1 ) - Please choose one 
Which of the following can be used to calculate the risk of the larger portfolio? 
Standard deviation 
EPS approach 
Matrix approach 
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Gordon’s Approach 
We can calculate the risk of larger portfolio using the matrix approach 
Question No: 21 ( Marks: 1 ) - Please choose one 
Mar ket risk is measured in terms of the ___________ of the market 
portfolio or index. 
Variance 
Covariance 
Standard deviation 
Correlation coefficient 
Ref. Page No.102: Market Risk is measured in terms of the Standard Deviation 
(or 
Volatility) of the Market Portfolio or Index 
Question No: 22 ( Marks: 1 ) - Please choose one 
If 2 stocks move in the same direction together then what will be the 
correlation 
coefficient? 
0 
1.0 
-1.0 
1.5 
Rationale: The strength of the correlation between two variables such as two 
stock prices 
is measured by the correlation coefficient. If two stock prices have perfect 
positive 
correlation, their correlation coefficient will have the value of +1. 
Question No: 23 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Which of the following is 
NOT 
the cost of equity? 
The minimum rate that a firm should earn on the equity-financed part of an 
investment 
Generally lower than the before-tax cost of debt 
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It is the most difficult cost component to estimate 
None of the given options 
Question No: 24 ( Marks: 1 ) - Please choose one 
Assume management is looking at a set of possible projects with regards to 
their expected 
NPV, standard deviation, and management's risk attitude. The firm should 
attempt to take 
the set of projects __________. 
That falls on the lowest indifference curve 
That falls on the highest indifference curve 
That has the lowest standard deviation 
That has the highest standard deviation 
Rationale: The lowest indifference curve generates the lowest satisfaction by 
management with that set of projects. 
Question No: 25 ( Marks: 1 ) - Please choose one 
The overall (weighted average) cost of capital is composed of weighted 
averages of 
which of the following? 
The cost of common equity and the cost of debt 
The cost of common equity and the cost of preferred stock 
The cost of preferred stock and the cost of debt 
The cost of common equity, the cost of preferred stock, and the cost 
of debt 
Question No: 26 ( Marks: 1 ) - Please choose one 
How economic value added (EVA) is calculated? 
It is the difference between the market value of the firm and the book value of 
equity 
It is the firm's net operating profit after tax (NOPAT) less a dollar 
cost of capital 
charge 
It is the net income of the firm less a dollar cost that equals the WAAC only 
None of the given options 
Question No: 27 ( Marks: 1 ) - Please choose one 
Upon which of the following a firm's degree of operating leverage (DOL) 
depends 
primarily? 
Sales variability 
Level of fixed operating costs 
Closeness to its operating brea k-even point 
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Debt-to-equity ratio 
Question No: 28 ( Marks: 1 ) - Please choose one 
A firm has a DFL of 3.5 at X dollars. What does this tell us about the firm? 
If sales rise by 3.5% at the firm, then EBIT will rise by 1% 
If EBIT rises by 3.5% at the firm, then EPS will rise by 1% 
If EBIT rises by 1% at the firm, then EPS will rise by 3.5% 
If sales rise by 1% at the firm, then EBIT will rise by 3.5% 
Question No: 29 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
For an all-equity firm, what is the effect of EBIT on the EPS? 
As earnings before interest and taxes (EBIT) increases, the earnings 
per share (EPS) increases by the same percent 
As EBIT increases, the EPS increases by a larger percent 
As EBIT increases, the EPS decreases 
None of the given options 
Question No: 30 ( Marks: 1 ) - Please choose one 
The beta of an all-equity firm is 1.2. If the firm changes its capital structure to 
50% debt 
and 50% equity using 8% debt financing, what will be the beta of the levered 
firm? The 
beta of debt is 0.2. (Assume no taxes.) 
1.2 
2.4 
2.2 
1.8 
Question No: 31 ( Marks: 1 ) - Please choose one 
The Serfraz Company is financed by Rs. 2 million (market value) in debt and 
Rs. 3 
million (market value) in equity. The cost of debt is 10% and the cost of equity 
is 
15%. Calculate the weighted average cost of capital. (Assume no taxes.) 
10% 
15% 
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13% 
8% 
V= 2M+3M = 10M 
WCCA = 2/5*10% + 3/5*15% = 13% 
Question No: 32 ( Marks: 1 ) - Please choose one 
Which of the following expressed the proposition that the value of the firm is 
independent of its capital structure? 
The Capital Asset Pricing Model 
M&M Proposition I 
M&M Proposition II 
The Law of One Price 
REF: 
According to M&M’s Proposition I, the value of a firm is independent of the 
financing mix of the firm. Thus, managers cannot alter firm value by their 
choice of the 
relative amounts of debt and equity financing. According to M&M, the value of 
the firm 
is determined by the size and riskiness of the real cash flows generated by the 
firm’s 
assets, and not by how these cash flows are divided between the debt and 
equity 
stakeholders of the firm. These results hold under the assumption of perfect 
capital 
markets with no corporate or personal taxes. Under perfect capital markets, 
investors face 
no transactions costs and are symmetrically informed. In addition, firms can 
borrow and 
lend at the risk-free rate and can issue securities with no issuance costs 
Question No: 33 ( Marks: 1 ) - Please choose one 
Which of the following could 
NOT 
be defined as the capital structure of the Company? 
The firm's mix of Assets and liabilities 
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The firm's debt-equity ratio 
All of the given option 
The firm's common  stocks only 
REF: 
Capital structure refers to the way a corporation finances its assets through 
some 
combination of equity, debt, or hybrid securities 
Question No: 34 ( Marks: 1 ) - Please choose one 
Which of the following would ex press the negative net worth of a firm? 
Experiencing a business failure 
A legal bankruptcy 
Experiencing technical insolvency 
Experiencing accounting insolvency 
Question No: 35 ( Marks: 1 ) - Please choose one 
Suppose that the Euro is selling at a forward discount in the forward-exchange 
market. 
This implies that most likely __________. 
The Euro has low exchange-rate risk 
The Euro is gaining strength in relation to the dollar 
Interest rates are higher in Euroland than in the United States 
Interest rates are declining in Europe 
Question No: 36 ( Marks: 1 ) - Please choose one 
Which of the following term is used when the firm can independently control 
considerable assets with a very limited amount of equity? 
Joint venture 
Leveraged buyout (LBO) 
Spin-off 
Consolidation 
Ref: 
The acquisition of another company using a significant amount of borrowed 
money (bonds or loans) to meet the cost of acquisition. Often, the assets of the 
company being acquired are used as collateral for the loans in addition to the 
assets 
of the acquiring company. The purpose of leveraged buyouts is to allow 
companies 
to make large acquisitions without having to commit a lot of capital. 
Question No: 37 ( Marks: 1 ) - Please choose one 
Which of the following is 
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NOT 
a reason that DeStore.com would prefer to pay a stock 
dividend rather than a regular cash dividend? 
It decreases the supply of shares and enhances shareholder wealth 
It may conserve cash for other firm needs 
It will reduce the stock price 
The investors anticipates that it cannot convey credibly otherwise 
Question No: 38 ( Marks: 1 ) - Please choose one 
After the payment of a 25% stock dividend, an investor has 500 shares of stock 
and Rs. 
400 total value. What did the investor have prior to the stock dividend? 
375 shares of stock and Rs. 375 total value 
400 shares of stock and Rs. 400 total value 
400 shares of stock and Rs. 500 total value 
   
   
   
   
    
   
   
   
625 shares of stock and Rs. 400 total value 
because stock dividend did not increase the value. It only increases the number 
of stocks. 
Question No: 39 ( Marks: 1 ) - Please choose one 
What is the proportion of assets in debt financing for a firm that expects a 24% 
return on 
equity, a 16% return on assets, and a 12% return on debt? Ignore taxes. 
54.0% 
60.0% 
66.7% 
75.0% 
Question No: 40 ( Marks: 1 ) - Please choose one 
When financial disaster is looming, why management may borrow to invest in 
projects 
having a negative expected NPV? 
The firm's beta is now negative 
Taxes are no longer a concern 
The interest tax shield will cover the loan costs 
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The lender bears all the risk 
FINALTERM EXAMINATION 
Time: 120 min 
Marks: 87 
Question No: 1 ( Marks: 1 ) - Please choose one 
Which type of responsibilities are primarily assigned to Controller and 
Treasurer 
respectively? 
Operational; financial management 
Financial management; accounting 
Accounting; financial management 
Financial management; operations 
Question No: 2 ( Marks: 1 ) - Please choose one 
Which of the following statement (in general) is correct? 
A low receivables turnover is desirable 
The lower the total debt-to-equity ratio, the lower the financial risk 
f or a firm 
An increase in net profit margin with no change in sales or assets means a 
weaker ROI 
The higher the tax rate for a firm, the lower the interest coverage ratio 
Question No: 3 ( Marks: 1 ) - Please choose one 
Which group of ratios measures a firm's ability to meet short-term obligations? 
Liquidity ratios 
Debt ratios 
Coverage ratios 
Profitability ratios 
   
   
   
   
    
   
   
   
Question No: 4 ( Marks: 1 ) - Please choose one 
Which group of ratios measures how effectively the firm is using its assets? 
Liquidity ratios 
Debt ratios 
Coverage ratios 
Activity ratios 
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Question No: 5 ( Marks: 1 ) - Please choose one 
Which group of ratios shows the extent to which the firm is financed with debt? 
Liquidity ratios 
Debt ratios 
Coverage ratios 
Profitability ratios 
Question No: 6 ( Marks: 1 ) - Please choose one 
Interest payments, principal payments, and cash dividends are __________ 
the typical 
budgeting cash-flow analysis because they are ________ cash flows. 
Included in; financing 
Excluded from; financing 
Included in; operating 
Excluded from; operating 
Question No: 7 ( Marks: 1 ) - Please choose one 
Which of the following make the calculation of NPV difficult? 
Estimated cash flows 
Discount rate 
Anticipated life of the business 
All of the given options 
Question No: 8 ( Marks: 1 ) - Please choose one 
If a company issues bonus shares, what will be its effect on the debt equity 
ratio? 
It will improve 
It will deteriorate 
No effect 
None of the given options 
Question No: 9 ( Marks: 1 ) - Please choose one 
For most firms, P/E ratios and risk_________ 
Will be directly related 
Will have an inverse relationship 
Will be unrelated 
Will both increase as inflation increases 
Question No: 10 ( Marks: 1 ) - Please choose one 
Which of the following is the variability of return on stocks or portfolios not 
explained by 
general market movements. It is avoidable through diversification? 
Systematic risk 
Standard deviation 
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Unsystematic risk 
   
   
   
   
    
   
   
   
Financial risk 
Question No: 11 ( Marks: 1 ) - Please choose one 
The wider the range of possible outcomes i.e.________ 
The greater the variability in potential Returns that can occur, the 
greater the 
Risk 
The greater the variability in potential Returns that can occur, the lesser the 
Risk 
The greater the variability in potential Returns that can occur, the level of risk 
remain constant 
None of the given options 
Question No: 12 ( Marks: 1 ) - Please choose one 
Assume that the expected returns of the portfolios are the same but their 
standard 
deviations are given in the options given below, which of the option represent 
the most 
risky portfolio according to standard deviation? 
1.5% 
2.0% 
3.0% 
4.0% 
Question No: 13 ( Marks: 1 ) - Please choose one 
Which of the following is a drawback of percentage of sales method? 
It is a rough approximation 
There is change in fixed asset during the forecasted period 
Lumpy assets are not taken into account 
All of the given options 
Question No: 14 ( Marks: 1 ) - Please choose one 
The objective of financial management is to maximize _________ wealth. 
Stakeholders 
Shareholders 
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Bondholders 
Directors 
Question No: 15 ( Marks: 1 ) - Please choose one 
Which of the following is correct regarding the opportunity cost of capital for a 
project? 
The opportunity cost of capital is the return that investors give up by investing 
in the 
project rather than in securities of equivalent risk. 
Financial managers use the capital asset pricing model to estimate the 
opportunity cost 
of capital 
The company cost of capital is the expected rate of return demanded by 
investors in a 
company. 
All of the given options 
Question No: 16 ( Marks: 1 ) - Please choose one 
Which of the following is equal to the market risk, beta, of a security? 
The covariance between  the security's return and the market 
return divided by 
the variance of the market's returns 
   
   
   
   
    
   
   
   
The covariance between the security and market returns divided by the 
standard 
deviation of the market's returns 
The variance of the security's  returns divided by the covariance between the 
security 
and market returns 
The variance of the security's  returns divided by the variance of the market's 
returns 
Question No: 17 ( Marks: 1 ) - Please choose one 
If risk and return combination of any stock is above the SML, what does it 
mean? 
It is offering lower rate of return as compared to the efficient stock 
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It is off ering higher rate of ret urn as compared to the efficient 
stock 
Its rate of return is zero as compared to the efficient stock 
It is offering rate of return equal to the efficient stock 
Question No: 18 ( Marks: 1 ) - Please choose one 
If we invest in many securities which are ________to each other then it is 
possible to 
reduce overall risk for your investment. 
Comparable 
Parallel 
Highly correlated 
Negatively correlated 
Question No: 19 ( Marks: 1 ) - Please choose one 
Why common stock of a company must provide a higher expected return than 
the debt of 
the same company? 
There is less demand for stock than for bonds 
There is greater demand for stock than for bonds 
There is more systematic risk involved for the common stock 
There is a  market premium required for bonds 
Question No: 20 ( Marks: 1 ) - Please choose one 
The ABC Company relies on preferred stock, bonds, and common stock for its 
long term 
financing. Rank in ascending order (i.e., 1 = lowest, while 3 = highest) the likely 
after-tax 
component costs of the ABC's long-term financing. 
1 = bonds; 2 = common stock; 3 = preferred stock 
1 = bonds; 2 = preferred stock; 3 = common stock 
1 = common stock; 2 = preferred stock; 3 = bonds 
1 = preferred stock; 2 = common stock; 3 = bonds 
Question No: 21 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
a recognized approach for determining the cost of 
equity? 
Dividend discount model approach 
Before-tax cost of preferred stock plus risk premium approach 
Capital-asset pricing model approach 
Before-tax cost of debt plus risk premium approach 
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Question No: 22 ( Marks: 1 ) - Please choose one 
Which of the following will be confronted by the management in deciding the 
optimal 
level of current assets for the firm? 
   
   
   
   
    
   
   
   
A trade-off between profitability and risk 
A trade-off between liquidity and risk 
A trade-off between equity and debt 
A trade-off between short-term versus long-term borrowing 
Question No: 23 ( Marks: 1 ) - Please choose one 
Your firm has a philosophy that is analogous to the hedging (maturity 
matching) 
approach. Which of the following is the most appropriate non-spontaneous 
form for 
financing the excess seasonal current asset needs? 
Trade credit 
6-month bank   s 
Accounts payable 
Common stock equity 
Question No: 24 ( Marks: 1 ) - Please choose one 
Which of the following is the common currency created by the group of 
European 
countries? 
The EU currency 
The European Union 
The EMU 
The Euro 
Question No: 25 ( Marks: 1 ) - Please choose one 
Which of the following statements is most correct as it relates to the recording 
of a capital 
lease? 
The capital lease is shown on the lessee's balance sheet as an asset and 
amortized over 
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the asset's useful life. 
The capital lease is listed as an asset on the lessor's balance sheet 
and amortized 
over lease term. 
A capital lease is listed as an asset on the lessee's balance sheet and must be 
amortized 
over the lease period. 
A capital lease is listed as an asset on the lessee's balance sheet and must be 
amortized 
over the asset's useful life. 
Question No: 26 ( Marks: 1 ) - Please choose one 
Which of the following is the dividend that is normally paid to shareholders? 
Stock split 
Stock dividend 
Extra dividend 
Regular dividend 
Question No: 27 ( Marks: 1 ) - Please choose one 
Which of the following signals is most likely to elicit a decrease in share price 
for slow 
growth utility company that currently pays a small dividend? 
A repurchase of 5% of the firm's stock 
An unexpected increase in the regular quarterly dividend 
An unexpected decrease in the regular quarterly dividend 
Borrowing funds in order to pay a  cash dividend 
   
   
   
   
    
   
   
   
Question No: 28 ( Marks: 1 ) - Please choose one 
The presence of which of the following costs is 
NOT 
used as a major argument against 
the M&M arbitrage process? 
Transaction costs 
Insurance costs 
Bankruptcy costs 
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Agency costs 
Question No: 29 ( Marks: 1 ) - Please choose one 
Which term would most likely be associated with the phrase "actions speak 
louder than 
words?" 
Incentive signaling 
Shareholder wealth maximization 
Financial signaling 
Optimal capital structure 
Question No: 30 ( Marks: 1 ) - Please choose one 
When taxes are considered, the value of a levered firm equals the value of 
the________. 
Unlevered firm 
Unlevered firm plus the value of the debt 
Unlevered firm plus the present value of the tax shield 
Unlevered firm plus the value of the debt plus the value of the tax shield 
Question No: 31 ( Marks: 1 ) - Please choose one 
When financial disaster is looming, why management may borrow to invest in 
projects 
having a negative expected NPV? 
The firm's beta is now negative 
Taxes are no longer a concern 
The interest tax shield will cover the loan costs 
The lender bears all the risk 
Question No: 32 ( Marks: 1 ) - Please choose one 
What is the present value of Rs.6,500 to be paid at the end of 8 years if the 
interest rate is 
10% compounded annually? 
Rs.3,032 
Rs.3,890 
Rs.3,190 
Rs.4,301 
Question No: 33 ( Marks: 1 ) - Please choose one 
What is the present value of Rs.717 to be paid at the end of 2 years if the 
interest rate is 
9% compounded annually? 
Rs.604 
Rs.417 
Rs.715 
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Rs.556 
Question No: 34 ( Marks: 1 ) - Please choose one 
All of the following are the components of CML (capital market line) eqaution 
   
   
   
   
    
   
   
   
EXCEPT: 
Risk free rate of return 
Risk of the market 
Risk of stock portfolio 
Net present value 
Question No: 35 ( Marks: 1 ) - Please choose one 
In NPV (Net Present Value) calculations, which of the following is used? 
Excepted rate of return 
Required rate of return 
Both expected rate of return and Required rate of return 
None of the given options 
Question No: 36 ( Marks: 1 ) - Please choose one 
If Share A’s Beta = +2.0 then it represents which of the following? 
Share is twice as risky (or volatile) as the  KSE market 
Share is exactly as risky (or volatile) as the KSE market 
Share is half as risky (or volatile) as the KSE market 
Share would be exactly as volatile as the KSE market BUT in the opposite way 
Question No: 37 ( Marks: 1 ) - Please choose one 
Beta coefficient is actually the slope of the line that shows the relationship 
between 
which of the following? 
Stock required rate of return on x-axis and market rate of return on y-axis 
Stock required rate of return on  y-axis and market rate of return on x-axis 
Stock expected rate of return on y-axis and market rate of return on 
x-axis 
Stock required rate of return on  y-axis and stock expected rate of return on x-
axis 
Question No: 38 ( Marks: 1 ) - Please choose one 
Which of the following is/are ideal source(s) of capital for profitable firms 
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because of no 
transaction costs? 
Sizeable Cash 
Retained Earnings 
Both Sizeable Cash and Retained Earnings 
None of the given options 
Question No: 39 ( Marks: 1 ) - Please choose one 
According to Traditionalist Theory, when an un -leveraged fir m takes on more 
and more 
debt, which of the following phenomenon is observed? 
Cost of Capital increases, reaches a minimum point, and then falls 
Cost of Capital decreases, reaches a minimum point, and then rises 
Cost of Capital increases, reaches a maximum point, and then rises 
None of the given options 
Question No: 40 ( Marks: 1 ) - Please choose one 
In the WACC equation (rDxD + rExE + rPxP), 
xE 
represents which of the following? 
Weight or Fraction of Total Capital value raised from bonds 
Weight or Fraction of Total Capital value raised from preferred stock 
Weight or Fraction of Total Capital value raised from common stock 
   
   
   
   
    
   
   
   
Weight or Fraction of Total Capital value raised from debentures 
Question No: 41 ( Marks: 1 ) - Please choose one 
In the WACC equation (rDxD + rExE + rPxP), 
xD 
represents which of the following? 
Weight or Fraction of Total Capital value raised from bonds 
Weight or Fraction of Total Capital value raised from preferred stock 
Weight or Fraction of Total Capital value raised from common stock 
Weight or Fraction of Total Capital value raised from retained earnings 
Question No: 42 ( Marks: 1 ) - Please choose one 
Which of the following represents the tax shield? 
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Interest on capital 
Dividends to shareholders 
Retained earnings 
Establishment expenses 
Question No: 43 ( Marks: 1 ) - Please choose one 
On declaration date of dividend, if ABC Company announces dividend higher 
than the 
previous years, which of the following phenomenon is likely to be observe? 
Stock price falls 
Stock price rises 
Stock price remains the same 
None of the given options 
Question No: 44 ( Marks: 1 ) - Please choose one 
When IRR < WACC it means that: 
Investment is acceptable as required rate of return is less then cost of capital 
Investment is not acceptable as required rate of return is less then 
cost of capital 
Investment is acceptable as required rate of return is equal to the cost of capital 
None of the given options is true 
Question No: 45 ( Marks: 1 ) - Please choose one 
ABC Company moves from a "conservative" working capital policy to an 
"aggressive" 
policy. Which of the following results it should expect to achieve? 
Liquidity to decrease, whereas expected profitability would increase 
Expected  profitability to increase, whereas risk would decrease 
Liquidity would increase, whereas risk would also increase 
Risk as well as profitability to decrease 
Question No: 46 ( Marks: 1 ) - Please choose one 
Mr. A, a sole proprietor has purchased the raw material on credit; this 
transaction has 
generated which of the following? 
Permanent  Financing 
Spontaneous Financing 
Short-term Loan 
All of the given options 
Question No: 47 ( Marks: 1 ) - Please choose one 
Capital structure that minimizes the WACC is also a structure that maximizes 
the 
firm’s_________. 
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Earnings before interest & taxes (EBIT) 
Earning after tax (EAT) 
Earning per share (EPS) 
Return on equity (ROE) 
Question No: 48 ( Marks: 1 ) - Please choose one 
In calculations regarding lease, net advantage of leasing is the difference 
between which 
of the following? 
Present value of net cash flows and present value of cost of leasing 
Present value of cost of owning the asset and present value of cost 
of leasing 
Present value of cost of owning the asset and present value of net cash flows 
None of the given options 
Question No: 49 ( Marks: 1 ) - Please choose one 
A car manufacturing firm buys steel from a steel mill. Both these entities 
combined 
together to form a new firm. It is referred to which of the following? 
Horizontal Merger 
Vertical Merger 
Congeneric Merger 
Conglomerate Merger 
Question No: 50 ( Marks: 1 ) - Please choose one 
Which of the following is a form of divestiture in which a subsidiary or division 
becomes 
an independent company? 
Sell-off 
Spin-off 
Liquidation 
Merger 
Question No: 51 ( Marks: 1 ) - Please choose one 
From which of the following equations, net income can be calculated? 
NI = (EBIT - xD rD) (1 - Tc) 
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NI = (EAT - xD rD) (1 - Tc) 
NI = (EBIT + xD rD) (1 - Tc) 
NI = (EBIT - xD rD) / (1 - Tc) 
Question No: 52 ( Marks: 1 ) - Please choose one 
Which of the following is the formula to calculate the tax shield? 
Corporate tax rate x Market value of  debt 
Corporate tax rate / Market value of debt 
Corporate tax rate + Market value of debt 
Corporate tax rate - Market value of debt 
Question No: 53 ( Marks: 1 ) - Please choose one 
Which one of the following is correct for the spot exchange rate? 
It is the effective exchange rate for a foreign currency for delivery at a 
specific location on a specific future date 
It is the effective exchange rate for a foreign currency for 
immediate delivery at a 
specif ic location 
   
   
   
   
    
   
   
   
It is the effective exchange rate for a foreign currency for delivery at a specific 
future 
date 
It is the effective exchange rate for a foreign currency for delivery on the 
current day 
Question No: 54 ( Marks: 1 ) - Please choose one 
What is the primary principle for money changers? 
Ask rate should be less than bid rate 
Ask rate should be greater than bid rate 
Ask rate should be equal to bid rate 
Bid rate should be greater than ask rate 
FINALTERM EXAMINATION MGT201- 
Financial Management (Session - 3) 
Time: 120 min 
Marks: 87 
Question No: 1 ( Marks: 1 ) - Please choose one 
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ABC’s and XYZ’s debt-to -total assets ratio is 0.4. What is its debt-to-equity 
ratio? 
0 .2 
0 .77 
0.667 
0.333 
Question No: 2 ( Marks: 1 ) - Please choose one 
As interest rates go up, the present value of a stream of fixed cash flows 
_____. 
Goes down 
Goes up 
Stays the same 
Can not be found 
Question No: 3 ( Marks: 1 ) - Please choose one 
A 5-year ordinary annuity has a future value of Rs.1,000. If the interest rate is 
8 
percent, the amount of each annuity payment is closest to which of the 
following? 
Rs.231.91 
Rs.184.08 
Rs.181.62 
Rs.170.44 
Question No: 4 ( Marks: 1 ) - Please choose one 
Managers prefer IRR over net present value because they evaluate 
investments: 
In terms of dollars 
In terms of Percentages 
Intuitively 
Logically 
Question No: 5 ( Marks: 1 ) - Please choose one 
When there is single period capital rationing, what would be the most sensible 
way of 
making investment decisions? 
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Choose all projects with a positive NPV 
Group projects together to allocate the funds available and select 
the group of 
projects with the highest NPV 
Choose the project with the highest NPV 
Calculate IRR and select the projects with the highest IRRs 
Question No: 6 ( Marks: 1 ) - Please choose one 
Which of the following is the value of bond that we expect the bond to be? 
Intrinsic value 
Fair value 
Both intrinsic and fair value 
Market price 
Question No: 7 ( Marks: 1 ) - Please choose one 
An investment opportunity set formed with two securities that are perfectly 
negatively 
correlated. What will be standard deviation in the global minimum variance 
portfolio? 
Equal to zero 
Greater than zero 
Equal to the sum of the securities' standard deviations 
Equal to -1 
Question No: 8 ( Marks: 1 ) - Please choose one 
Which of the following value of the shares changes with investor’s perception 
about the 
company’s future and supply and demand situation? 
Par value 
Market value 
Intrinsic value 
Face value 
Question No: 9 ( Marks: 1 ) - Please choose one 
Which of the following statement about portfolio statistics is 
CORRECT 
? 
A portfolio's expected return is a simple weighted average of 
expected returns of 
the individual securities comprising the portfolio. 
A portfolio's standard deviation of return is a simple weighted average of 
individual 
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security return standard deviations. 
The square root of a portfolio's standard deviation of return equals its variance. 
The square root of a portfolio's standard deviation of return equals its 
coefficient of 
variation. 
Question No: 10 ( Marks: 1 ) - Please choose one 
Which of the following is simply the weighted average of the possible returns, 
with the 
weights being the probabilities of occurrence? 
A probability distribution 
The expected return 
The standard deviation 
Coefficient of variation 
Question No: 11 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
The ratio of the standard deviation of a distribution to the mean of that 
distribution is 
referred to as __________. 
A probability distribution 
The expected return 
The standard deviation 
Coefficient of variation 
Question No: 12 ( Marks: 1 ) - Please choose one 
The Higher the Risk of a Share, the ___________ its Rate of Return and the 
_____ its 
Mar ket Price 
. 
Higher; Lower 
Lower; Higher 
Higher; Higher 
Lower; Lower 
Question No: 13 ( Marks: 1 ) - Please choose one 
If a company intends to start a new project, ________ technique are 
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employed to assess 
the financial viability of the project. 
Financial planning 
Financial forecasting 
Capital budgeting 
Capital rationing 
Question No: 14 ( Marks: 1 ) - Please choose one 
The logic behind _________ is that instead of looking at net cash flows you 
look at cash 
inflows and outflows separately for each point in time. 
IRR 
MIRR 
PV 
NPV 
Question No: 15 ( Marks: 1 ) - Please choose one 
Expected Portfolio Return = ___________ 
rP * = xA rA + xB rB 
rP * = xA rA - xB rB 
rP * = xA rA / xB rB 
rP * = xA rA * xB rB 
Question No: 16 ( Marks: 1 ) - Please choose one 
Mar ket risk is measured in terms of the ___________ of the market 
portfolio or index. 
Variance 
Covariance 
Standard deviation 
Correlation coefficient 
Question No: 17 ( Marks: 1 ) - Please choose one 
Which of the following represent all Risk –Return Combinations for the 
efficient 
portfolios in the capital market? 
Parachute  graph 
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CML straight line equation 
Security market line 
All of the given options 
Question No: 18 ( Marks: 1 ) - Please choose one 
Gener ally companies want to keep the balance in the form of: 
Debt 
Equity 
Hybrid security 
Both debt and equity 
Question No: 19 ( Marks: 1 ) - Please choose one 
A firm has a DFL of 3.5 at X dollars. What does this tell us about the firm? 
If sales rise by 3.5% at the firm, then EBIT will rise by 1% 
If EBIT rises by 3.5% at the firm, then EPS will rise by 1% 
If EBIT rises by 1% at the firm, then EPS will rise by 3.5% 
If sales rise by 1% at the firm, then EBIT will rise by 3.5% 
Question No: 20 ( Marks: 1 ) - Please choose one 
Which of the following is the maximum amount of debt (and other fixed-
charge 
financing) that a firm can adequately service? 
Debt capacity 
Debt-service burden 
Adequacy capacity 
Fixed-charge burden 
Question No: 21 ( Marks: 1 ) - Please choose one 
Which of the following represents financial leverage? 
Use of more debt capital to increase profit 
Debt is not used in capital to increase profit 
High degree of solvency 
Low degree of solvency 
Question No: 22 ( Marks: 1 ) - Please choose one 
Which of the following statements regarding leverage is true? 
The ultimate effect of leverage depends on the firm's EBIT 
If things go poorly for the firm, increased leverage provides greater returns to 
shareholders. 
As a firm lever up, shareholders are exposed to less risk 
The benefits of leverage always outweigh the costs of financial distress 
Question No: 23 ( Marks: 1 ) - Please choose one 
Your firm has a philosophy that is analogous to the hedging (maturity 
matching) 
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approach. Which of the following is the most appropriate form for financing a 
new 
capital investment in plant and equipment? 
6-month bank   s 
Accounts payable 
Common stock equity 
Trade credit 
   
   
   
   
    
   
   
   
Question No: 24 ( Marks: 1 ) - Please choose one 
Which of the following term is used when the firm can independently control 
considerable assets with a very limited amount of equity? 
Joint venture 
Leveraged buyout (LBO) 
Spin-off 
Consolidation 
Question No: 25 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
a form of short-term, spontaneous credit? 
Accrued wages 
Trade credit 
Commercial paper 
Accrued taxes 
Question No: 26 ( Marks: 1 ) - Please choose one 
Which of the following would 
NOT 
be included in inventory carrying cost? 
Insurance expense for the inventory 
Opportunity cost of capital for inventory investment 
Cost of inventory 
Cost of shelf space 
Question No: 27 ( Marks: 1 ) - Please choose one 
What would be the result when there is an increase in the number of shares 
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outstanding 
by reducing the par value of stock? 
Stock split 
Stock dividend 
Extra dividend 
Regular dividend 
Question No: 28 ( Marks: 1 ) - Please choose one 
What would you expect to happen to the price of a share of stock on the day it 
goes ex- 
dividend? 
The price should increase by the amount of the dividend 
The price should decrease by the amount of the dividend 
The price should decrease by one-half the amount of the dividend 
The price should remain constant 
Question No: 29 ( Marks: 1 ) - Please choose one 
Which of the following add up to the costs of financial distress? 
Direct bankruptcy costs, primarily legal and administrative costs 
Indirect bankruptcy costs, reflecting the difficulty of managing a company 
when it is in bankruptcy proceedings 
Costs of the threat of  bankruptcy, such as poor investment decisions 
resulting from conflicts of interest between debtholders and stockholders 
All of the given options are correct 
Question No: 30 ( Marks: 1 ) - Please choose one 
A technique that tells us the number of years required to recover our initial 
cash 
   
   
   
   
    
   
   
   
investment based on the project’s expected cash flows is: 
Pay back period 
Internal rate of return 
Net present value 
Profitability index 
Question No: 31 ( Marks: 1 ) - Please choose one 
Which is the best measure of risk for a single asset held in an isolation, and 
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which is the 
best measure for an asset held in a diversified portfolio? 
Variance, correlation coefficient 
Standard deviation, correlation coefficient 
Beta, variance 
Coefficient of variation, beta 
Question No: 32 ( Marks: 1 ) - Please choose one 
All of the following are used in calculation of required return on a particular 
stock using 
SML equation 
EXCEPT 
: 
Risk free rate 
Market risk premium 
Stock’s beta 
Stock’s price 
Question No: 33 ( Marks: 1 ) - Please choose one 
What will be the Stock Y’s risk premium if the average share of stock Y has a 
required 
return of 20% and beta for that stock is 1.0? In addition, treasury bonds yield is 
10%? 
5% 
10% 
20% 
30% 
Question No: 34 ( Marks: 1 ) - Please choose one 
What should be used to calculate the proportional amount of equity financing 
employed 
by a firm? 
The book value of the firm 
The sum of common stock and preferred stock on the balance sheet 
The current market price per share of common stock times the 
number of shares 
outstanding 
The common stock equity account on the firm's balance sheet 
Question No: 35 ( Marks: 1 ) - Please choose one 
According to Traditionalist Theory, when an un-leveraged fir m takes on more 
and more 
debt, which of the following phenomenon is observed? 
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Cost of Capital increases, reaches a minimum point, and then falls 
Cost of Capital decreases, reaches a minimum point, and then rises 
Cost of Capital increases, reaches a maximum point, and then rises 
None of the given options 
Question No: 36 ( Marks: 1 ) - Please choose one 
In the WACC equation (rDxD + rExE + rPxP), 
xD 
represents which of the following? 
   
   
   
   
    
   
   
   
Weight or Fraction of Total Capital value raised from bonds 
Weight or Fraction of Total Capital value raised from preferred stock 
Weight or Fraction of Total Capital value raised from common stock 
Weight or Fraction of Total Capital value raised from retained earnings 
Question No: 37 ( Marks: 1 ) - Please choose one 
In residual dividend model, what does the term ‘Conservatism‘ refer? 
Overvaluation of free cash flows 
Underestimation of free cash flows 
Overestimation of free cash flows 
None of the given option 
Question No: 38 ( Marks: 1 ) - Please choose one 
The date on which the names of stockholders in the Stock Transfer Register of 
firm are 
documented is referred as: 
Declaration Date 
Holder-of-record Date 
Ex-Dividend Date 
Payment Date 
Question No: 39 ( Marks: 1 ) - Please choose one 
XYZ Corporation has offered its shareholders the option that their dividends 
will be used 
to purchase additional shares of this corporation. This offer of XYZ 
Corporation is 
referred as: 
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Stock repurchases 
Dividend reinvestment 
Stock dividends 
Stock splits 
Question No: 40 ( Marks: 1 ) - Please choose one 
When IRR < WACC it means that: 
Investment is acceptable as required rate of return is less then cost of capital 
Investment is not acceptable as required rate of return is less then 
cost of capital 
Investment is acceptable as required rate of return is equal to the cost of capital 
None of the given options is true 
Question No: 41 ( Marks: 1 ) - Please choose one 
Which of the following statement depicts the advantage of raising capital 
through debt? 
Debt adds to company specific risk 
If company does not pay interest it can be close down 
It can improve the return on equity 
Not required to pay fixed amount of interest 
Question No: 42 ( Marks: 1 ) - Please choose one 
Which of the following can be defined as “additional risk faced by common 
stockholders 
if firms take debt.”? 
Unsystematic risk 
Systematic risk 
Business risk 
   
   
   
   
    
   
   
   
Financial risk 
Question No: 43 ( Marks: 1 ) - Please choose one 
The decisions regarding working capital management of a firm are mainly 
concerned 
with which of the following? 
Current assets & long-term liabilities of balance sheet 
Current assets & current liabilities of balance sheet 
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Fixed assets & current liabilities of balance sheet 
Fixed assets & long-term liabilities of balance sheet 
Question No: 44 ( Marks: 1 ) - Please choose one 
If Current assets = Rs. 16,000, 
Current liabilities= Rs. 10,000 
Inventory= Rs. 2500 
Calculate quick ratio for the firm? 
1.35 
6.0 
1.60 
0.25 
Question No: 45 ( Marks: 1 ) - Please choose one 
Which of the following states that “Cash is King and only Cash can pay the 
bills”? 
Fat cat working capital policy 
Lean & Mean perspective 
Balance Sheet Perspective 
Moderate working capital policy 
Question No: 46 ( Marks: 1 ) - Please choose one 
Which of the following depicts the break even point in best way? 
EBIT = 0 
EBIT < 0 
EBIT > 0 
None of the given options 
Question No: 47 ( Marks: 1 ) - Please choose one 
Financial leverage is considered good in which of the following? 
Earning after interest & tax / Total asset > Interest cost 
Earning after interest & tax / Total asset < Interest cost 
Earning before interest & tax / Total asset < Interest cost 
Earning before interest & tax / Total asset > Interest cost 
Question No: 48 ( Marks: 1 ) - Please choose one 
Suppose that there is no personal or corporate income tax and that the firm's 
WACC is not affected by its capital structure, then which of the following 
statements is 
true? 
A firm's cost of equity depends on the firm's business and financial 
risks 
The value of the firm is dependent on its capital structure 
The cost of equity increases as the firm's leverage decreases 
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The greater the financial leverage, the more valuable is the firm 
   
   
   
   
    
   
   
   
Question No: 49 ( Marks: 1 ) - Please choose one 
Company A has to purchase another company. How do Company A pay for 
buying the 
other company? 
In Cash 
In Shares 
Bank Borrowing 
All of the given options 
Question No: 50 ( Marks: 1 ) - Please choose one 
A car manufacturing firm buys steel from a steel mill. Both these entities 
combined 
together to form a new firm. It is referred to which of the following? 
Horizontal  Merger 
Vertical Merger 
Congeneric Merger 
Conglomerate Merger 
Question No: 51 ( Marks: 1 ) - Please choose one 
Under efficient market, the effect of debt on WACC can be represented with the 
help of 
which of the following? 
Straight line 
U shaped curve 
Concave 
Time to time fluctuation 
Question No: 52 ( Marks: 1 ) - Please choose one 
What is the effect on WACC if debt increases under pure M&M theory model? 
It will increase 
It will decrease 
It remains unchanged 
None of the given options 
Question No: 53 ( Marks: 1 ) - Please choose one 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Most of the firms wish to maintain their capital structure in the form of which 
of the 
following? 
100% equity 
100% debt 
Mix of debt and equity 
100% from the personal savings 
Question No: 54 ( Marks: 1 ) - Please choose one 
Under Net income approach, which of the following is a correct sequence of 
calculating 
cost of capital? 
Net income – Total firm’s market value – WACC 
Net income – WACC – total firm’s market value 
WACC – Net income – market value of equity 
Market value of firm – WACC – Net income 
   
   
   
   
    
   
   
   
FINALTERM EXAMINATION MGT201- Financial Management 
(Session - 3) 
Time: 120 min 
Question No: 1 ( Marks: 1 ) - Please choose one 
Which of the following type of lease is a long-term lease that is not cancelable 
and its life 
often matches the useful life of the asset? 
A financial 
An operating 
Both financial & operating lease 
None of the given options 
Question No: 2 ( Marks: 1 ) - Please choose one 
Which of the following would cause the gross profit margin to remain 
unchanged, but the 
net profit margin declined over the same period? 
Cost Cost of goods sold increased relative to sales 
Sales increased relative to expenses 
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Govt. increased the tax rate 
Di DiDividends were decreased 
Question No: 3 ( Marks: 1 ) - Please choose one 
The accounting statement of cash flows reports a firm's cash flows segregated 
into which 
of the following categorical order? 
Operating, investing, and financing 
Investing, operating, and financing 
Financing, operating and investing 
Financing, investing, and operating 
Question No: 4 ( Marks: 1 ) - Please choose one 
Managers prefer IRR over net present value because they evaluate 
investments: 
In terms of dollars 
In terms of Percentages 
Intuitively 
Logically 
Question No: 5 ( Marks: 1 ) - Please choose one 
From which of the following category would be the cash flow received from 
sales 
revenue and other income during the life of the project? 
Cash flow from financing activity 
Cash flow from operating activity 
Cash flow from investing activity 
All of the given options 
Question No: 6 ( Marks: 1 ) - Please choose one 
Bond is a type of Direct Claim Security whose value is 
NOT 
secured by 
__________. 
Tangible assets 
Intangible assets 
Fixed assets 
Real assets 
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Question No: 7 ( Marks: 1 ) - Please choose one 
Which one of the following is the right of the issuer to call back or retire the 
bond by 
paying off the bondholders before the maturity date? 
Call in 
Call option 
Call provision 
Put option 
Question No: 8 ( Marks: 1 ) - Please choose one 
Which of the following is designated by the individual investor's optimal 
portfolio? 
The point of tangency with the opportunity set  and the capital allocation line 
The point of highest reward to variability ratio in the opportunity set 
The point of tangency with the indifference curve and the capital 
allocation line 
The point of the highest reward to variability ratio in the indifference curve 
Question No: 9 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
the form of cash flow generated by the investments of the 
shareholders? 
Income 
Capital loss 
Capital gain 
Operating income 
Question No: 10 ( Marks: 1 ) - Please choose one 
You wish to earn a return of 13% on each of two stocks, X and Y. Stock X is 
expected to 
pay a dividend of Rs. 3 in the upcoming year while Stock Y is expected to pay a 
dividend 
of Rs. 4 in the upcoming year. The expected growth rate of dividends for both 
stocks is 
7%. The intrinsic value of stock X: 
Will be greater than the intrinsic value of stock Y 
Will be the same as the intrinsic value of stock Y 
Will be less than the intrinsic value of stock Y 
Cannot be calculated  without knowing the market rate of 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

return 
Question No: 11 ( Marks: 1 ) - Please choose one 
Which of the following is 
CORRECT 
, if a firm has a required rate of return equal to the 
ROE? 
The firm can increase market price and P/E by retaining more earnings 
The firm can increase market price and P/E by increasing the growth rate 
The amount of earnings retained by the firm does not affect market 
price or the 
P/E 
None of the given options 
Question No: 12 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
a major cause of unsystematic risk. 
New competitors 
New product management 
Worldwide inflation 
   
   
   
   
    
   
   
   
Strikes 
Question No: 13 ( Marks: 1 ) - Please choose one 
Assume that the expected returns of the portfolios are the same but their 
standard 
deviations are given in the options given below, which of the option represent 
the most 
risky portfolio according to standard deviation? 
1.5% 
2.0% 
3.0% 
4.0% 
Question No: 14 ( Marks: 1 ) - Please choose one 
The logic behind _________ is that instead of looking at net cash flows you 
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look at cash 
inflows and outflows separately for each point in time. 
IRR 
MIRR 
PV 
NPV 
Question No: 15 ( Marks: 1 ) - Please choose one 
In which of the following approach you need to bring all the projects to the 
same length 
in time? 
MIRR approach 
Going concern approach 
Common life approach 
Equivalent annual approach 
Question No: 16 ( Marks: 1 ) - Please choose one 
Which of the following is equal to the market risk, beta, of a security? 
The covariance between  the security's return and the market 
return divided by 
the variance of the market's returns 
The covariance between the security and market returns divided by the 
standard 
deviation of the market's returns 
The variance of the security's  returns divided by the covariance between the 
security 
and market returns 
The variance of the security's  returns divided by the variance of the market's 
returns 
Question No: 17 ( Marks: 1 ) - Please choose one 
If you become more aggressive with your investments, which one of the 
following is 
likely to occur? 
Your risk will decrease 
Your risk will increase 
Your risk will stay the same 
Your return will be lower 
Question No: 18 ( Marks: 1 ) - Please choose one 
In efficient market the stock price depends upon the required return which 
depends upon 
_________. 
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Market risk 
   
   
   
   
    
   
   
   
Total risk 
Diversified risk 
Non- Systematic risk 
Question No: 19 ( Marks: 1 ) - Please choose one 
How much return would be offered by the stock whose (risk and return) pair 
lies above 
the SML? 
No return 
Lower return 
Average return 
Excessive return 
Question No: 20 ( Marks: 1 ) - Please choose one 
Find the Expected Return on the Market Portfolio given that the Expected 
Return on Stock is 17%, the Risk-Free Rate is 1.1%, and the Beta for Stock is 
1.5. 
11.7% 
12.14% 
13.23% 
13.82% 
Question No: 21 ( Marks: 1 ) - Please choose one 
Which of the following represent all Risk –Return Combinations for the 
efficient 
portfolios in the capital market? 
Parachute  graph 
CML straight line equation 
Security market line 
All of the given options 
Question No: 22 ( Marks: 1 ) - Please choose one 
Assume the nominal interest rates (annual) in the country of Freedonia and the 
United 
States are 6% and 12% respectively. What is the implied 90-day forward rate if 
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the 
current spot rate is 5 Freedonian marks (FM) per U.S. dollar? 
4.732 
4.927 
5.074 
5.283 
Question No: 23 ( Marks: 1 ) - Please choose one 
Which of the following statements is most correct as it relates to the recording 
of a capital 
lease? 
The capital lease is shown on the lessee's balance sheet as an asset and 
amortized over 
the asset's useful life. 
The capital lease is listed as an asset on the lessor's balance sheet 
and amortized 
over lease term. 
A capital lease is listed as an asset on the lessee's balance sheet and must be 
amortized 
over the lease period. 
A capital lease is listed as an asset on the lessee's balance sheet and must be 
amortized 
   
   
   
   
    
   
   
   
over the asset's useful life. 
Question No: 24 ( Marks: 1 ) - Please choose one 
The trade terms "1/10, net 45" indicate that __________. 
A 45% discount is permitted if payment is made within 10 days 
A 1% discount is permitted if payment is made within 10 days 
A 10% discount is permitted if payment is made within 45 days 
A 1% discount is permitted if payment is made within 45 days 
Question No: 25 ( Marks: 1 ) - Please choose one 
When the buyer purchases securities through a brokerage house, it is called as: 
Dutch-auction operation 
Fixed-price operation 
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Open-market operation 
Fair-warning operation 
Question No: 26 ( Marks: 1 ) - Please choose one 
The presence of which of the following costs is 
NOT 
used as a major argument against 
the M&M arbitrage process? 
Transaction costs 
Insurance costs 
Bankruptcy costs 
Agency costs 
Question No: 27 ( Marks: 1 ) - Please choose one 
An implicit cost of adding debt to the capital structure is that it: 
Adds interest expense to the operating statement 
Increases the required return on equity 
Reduces the expected return on assets 
Decreases the firm's beta 
Question No: 28 ( Marks: 1 ) - Please choose one 
When financial disaster is looming, why management may borrow to invest in 
projects 
having a negative expected NPV? 
The firm's beta is now negative 
Taxes are no longer a concern 
The interest tax shield will cover the loan costs 
The lender bears all the risk 
Question No: 29 ( Marks: 1 ) - Please choose one 
What is difference between shares and bonds? 
Bonds represent ownership whereas shares do not 
Shares represent ownership whereas bonds do not 
Shares and bonds both represent equity 
Bonds represent equity whereas shares do not 
Question No: 30 ( Marks: 1 ) - Please choose one 
What is the present value of Rs.53,000 to be paid at the end of 15 years if the 
interest rate 
is 9% compounded annually? 
. 
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Rs.25,300 
Rs.34,122 
Rs.14,549 
Rs.11,989 
Question No: 31 ( Marks: 1 ) - Please choose one 
Mar ket portion of risk can be represented through which of the following? 
Standard deviation 
Beta coefficient 
Correlation coefficient 
Variance 
Question No: 32 ( Marks: 1 ) - Please choose one 
The KSE (Karachi Stock Exchange) 100 Index represents what? 
The value of Portfolio of Highest volume stocks 
The value of  Portfolio of all Stocks 
The value of  Portfolio of lowest volume stocks 
None of the given options 
Question No: 33 ( Marks: 1 ) - Please choose one 
All of the following are used in calculation of required return on a particular 
stock using 
SML equation 
EXCEPT 
: 
Risk free rate 
Market risk premium 
Stock’s beta 
Stock’s price 
Question No: 34 ( Marks: 1 ) - Please choose one 
What will be the Stock Y’s risk premium if the average share of stock Y has a 
required 
return of 20% and beta for that stock is 1.0? In addition, treasury bonds yield is 
10%? 
5% 
10% 
20% 
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30% 
Question No: 35 ( Marks: 1 ) - Please choose one 
Which of the following represents the tax shield? 
Interest on capital 
Dividends to shareholders 
Retained earnings 
Establishment expenses 
Question No: 36 ( Marks: 1 ) - Please choose one 
Which of the following theory suggests that shareholder wealth is maximized 
by a low 
Dividend Payout? 
MM Irrelevance Theory 
Bird in the Hand Theory 
Tax Preference Theory 
Signaling Theory 
   
   
   
   
    
   
   
   
Question No: 37 ( Marks: 1 ) - Please choose one 
In residual dividend model, what does the term ‘Conservatism‘ refer? 
Overvaluation of free cash flows 
Underestimation of free cash flows 
Overestimation of free cash flows 
None of the given option 
Question No: 38 ( Marks: 1 ) - Please choose one 
Which of the following states that dividends can not exceed retained earnings 
which are 
shown in balance sheet? 
Irrelevance theory 
Impairment of Capital Rule 
Bird-in-the-hand rule 
Tax preference theory 
Question No: 39 ( Marks: 1 ) - Please choose one 
Mr. X is going to purchase the stock of ABC Company. Mr. X should purchase 
the stock 
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on which date so that he can be entitled to receive the dividend, keeping in 
mind the ex- 
dividend date is December 7? 
December 6 
December 7 
December 8 
December 9 
Question No: 40 ( Marks: 1 ) - Please choose one 
Which of the following statement shows the total stand alone risk of a firm? 
Unique risk + Market risk 
Diversified risk + Financial risk 
Business risk + Financial risk 
Business risk + Market risk 
Question No: 41 ( Marks: 1 ) - Please choose one 
Which of the following best matches this statement: “A policy under which 
relatively 
large amount of cash, marketable securities, and inventories are carried and 
under which 
sales are stimulated by a liberal credit policy, resulting in a high level of 
receivable”? 
Fat cat working capital policy 
Lean & Mean working capital policy 
Moderate working capital policy 
None of the given options 
Question No: 42 ( Marks: 1 ) - Please choose one 
Calculate the return on equity (ROE) of ABC Company using Du Pont equation 
and the 
data given below: 
Profit Margin= 30% 
Asset Turnover= 50% 
Leverage Factor = 60% 
3.6% 
9% 
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14% 
33% 
Question No: 43 ( Marks: 1 ) - Please choose one 
Which of the following is the total cost formula? 
Fixed cost * Quantity + Variable cost 
Variable cost * Quantity - Fixed cost 
Variable cost * Quantity + Fixed cost 
Fixed cost * Quantity - Variable cost 
Capital structure theory is presented by which of the following? 
Robert Alan Hill 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
Question No: 45 ( Marks: 1 ) - Please choose one 
Which of the following statements is correct regarding an aggressive financing 
policy for 
a firm relative to a previous conservative policy? 
The firm will use long-term financing to finance all fixed and current assets 
The firm will see an increase in its expected profits than before 
The firm will see a decline in its overall risk profile 
The firm will need to issue additional common stock this period to finance the 
assets 
Question No: 46 ( Marks: 1 ) - Please choose one 
Under which of the following conditions, suppliers may refuse to supply the 
raw 
material? 
When there is rumor of bankruptcy of the firm 
When firms are financed through debt 
When firms are financed through equity 
Under uncertain market conditions 
Question No: 47 ( Marks: 1 ) - Please choose one 
Which of the following is also known as service lease? 
Capital Lease 
Financial Lease 
Operating Lease 
Sale & Lease-Back 
Question No: 48 ( Marks: 1 ) - Please choose one 
Company A has to purchase another company. How do Company A pay for 
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buying the 
other company? 
In Cash 
In Shares 
Bank Borrowing 
All of the given options 
Question No: 49 ( Marks: 1 ) - Please choose one 
Two businesses at the same level of production are merging together. It is 
referred as: 
Horizontal Merger 
   
   
   
   
    
   
   
   
Vertical Merger 
Congeneric Merger 
Conglomerate Merger 
Question No: 50 ( Marks: 1 ) - Please choose one 
Under pure M&M theory, WACC does not change with __________. 
Change of debt in capital structure 
Change in EPS 
Change financial expenses 
Change in business risk 
Question No: 51 ( Marks: 1 ) - Please choose one 
According to the trade off theory, value of the firm rises as a result of 
____________. 
Tax saving 
Increase in EPS 
Increase in EBIT 
Saving in cost of debt 
Question No: 52 ( Marks: 1 ) - Please choose one 
From which of the following equations, net income can be calculated? 
NI = (EBIT - xD rD) (1 - Tc) 
NI = (EAT - xD rD) (1 - Tc) 
NI = (EBIT + xD rD) (1 - Tc) 
NI = (EBIT - xD rD) / (1 - Tc) 
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Question No: 53 ( Marks: 1 ) - Please choose one 
Calculate the Forward Rate for Rupee 
using Interest Rate Parity if the interest on 1 Year Maturity in Pakistan is 10% 
and on 
Euro is 6% and the forward rate is Rs.124/ EUR. 
Rs. 6 per EUR 
Rs. 120 per EUR 
Rs. 124 per EUR 
Rs. 1240 per EUR 
Question No: 54 ( Marks: 1 ) - Please choose one 
Which of the following is known as selling price for currency? 
Bid rate 
Ask rate 
Forward rate 
Spot rate 
FINALTERM EXAMINATION 
Spring 2010 
MGT201- Financial Management (Session - 3) 
Time: 90 min 
Marks: 69 
Question No: 1 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Which of the following financial market is referred to the market for short-
term? 
Government and corpor ate debt securities? 
Money market (Page#7) 
Capital market 
Primary market 
Secondary market 
Question No: 2 ( Marks: 1 ) - Please choose one 
Which of the following would be deductible as an expense on the corporation's 
income 
statement? 
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Interest paid on outstanding bonds 
Cash dividends paid on outstanding common stock 
Cash dividends paid on outstanding preferred stock 
All of the given options 
Question No: 3 ( Marks: 1 ) - Please choose one 
In finance, we refer to the market where new securities are bought and sold for 
the first 
time as the __________ market. 
Money market 
Capital market 
Primary market 
Secondary market 
Reference: 
Question No: 4 ( Marks: 1 ) - Please choose one 
Felton Farm Supplies, Inc., has an 8 percent return on total assets of 
Rs.300,000 and a net 
profit margin of 5 percent. What are its sales? 
750,0Rs.3, 750,000 
Rs.48Rs.480, 000 
Rs.30Rs.300, 000 
Rs.1, Rs.1, 500,000 
Reference: 
300000*0.08/0.05 = 480000 
Question No: 5 ( Marks: 1 ) - Please choose one 
An investment proposal should be judged in whether or not it provides: 
A return equal to the return require by the investor 
A return more than required by investor 
A return less than required by investor 
A return equal to or more than required by investor 
Question No: 6 ( Marks: 1 ) - Please choose one 
The value of a bond is directly derived from which of the following? 
Cash flows 
Coupon receipts 
Par recovery at maturity 
All of the given options 
Question No: 7 ( Marks: 1 ) - Please choose one 
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A statistical measure of the variability of a distribution around its mean is 
referred to as 
__________. 
A probability distribution 
The expected return 
The standard deviation 
Coefficient of variation 
Question No: 8 ( Marks: 1 ) - Please choose one 
A well-diversified portfolio is defined as: 
One that is diversified over a large enough number of securities that 
the 
nonsystematic variance is essentially zero 
One that contains securities from at least three different industry sectors 
A portfolio whose factor beta equals 1.0 
A portfolio that is equally weighted 
Question No: 9 ( Marks: 1 ) - Please choose one 
What will happen to the expected return on a stock with a beta of 1.5 and a 
market risk 
premium of 9% if the Treasury bill yield increases from 3% to 5%? 
The expected return will increase by 2.0% 
The expected return will remain unchanged 
The expected return will increase by 1.0% 
The expected return will increase by 3.0% 
Question No: 10 ( Marks: 1 ) - Please choose one 
How can you limit company-specific risks? 
Invest in that company's bonds 
Invest in a variety of stocks 
Invest in securities that do well in a recession 
Invest in securities that do well in a boom 
Question No: 11 ( Marks: 1 ) - Please choose one 
Why markets and market returns fluctuate? 
Because of political factors 
Because of social factors 
Because of socio-political factors 
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Because of macro systematic factors 
Question No: 12 ( Marks: 1 ) - Please choose one 
The use of personal borrowing to change the overall amount of financial 
leverage to 
which the individual is exposed is called: 
Dividend recapture 
Financial leverage 
Private debt placement 
Homemade leverage 
Question No: 13 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Which of the following best describes the statement; “The value of an asset is 
preserved 
regardless of the nature of the claims against it”? 
Law of diminishing marginal returns 
Law of conservation of value 
Law of return on equity 
Law of return on assets 
Question No: 14 ( Marks: 1 ) - Please choose one 
The amount of current assets that varies with seasonal requirements is referred 
to as 
__________ working capital. 
Permanent 
Net 
Temporary 
Gross 
Question No: 15 ( Marks: 1 ) - Please choose one 
Which of the following is an example of a natural hedge? 
The prices and costs are both determined in the global market 
place. 
The prices are determined in the global market place and costs are determined 
in the 
domestic market place. 
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The costs are determined in the global market place and prices are determined 
in the 
domestic market place. 
None of the given options is correct 
Question No: 16 ( Marks: 1 ) - Please choose one 
How should a successful acquisition be evaluated in the long-run? 
The acquisition is successful if the acquirer is able to increase its earnings per 
share 
(EPS), relative to what it would have been without the acquisition. 
The acquisition is successful if the acquirer is able to reduce its debt-to-total 
asset 
ratio, and hence risk, relative to what it would have been without the 
acquisition. 
The acquisition is successful if the acquirer is able to diversify its asset base 
and 
reduce its overall risk. 
The acquisition is successful if the market price of the acquirer's 
stock increases 
over what it would have been without the acquisition. 
Question No: 17 ( Marks: 1 ) - Please choose one 
Which of the following term is used when the firm can independently control 
considerable assets with a very limited amount of equity? 
Joint venture 
Leveraged buyout (LBO) 
Spin-off 
Consolidation 
Question No: 18 ( Marks: 1 ) - Please choose one 
Which of the following would 
NOT 
be included in inventory carrying cost? 
Insurance expense for the inventory 
Opportunity cost of capital for inventor y investment 
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Cost of inventory 
Cost of shelf space 
Question No: 19 ( Marks: 1 ) - Please choose one 
What would you expect to happen to the price of a share of stock on the day it 
goes 
exdividend? 
The price should increase by the amount of the dividend 
The price should decrease by the amount of the dividend 
The price should decrease by one-half the amount of the dividend 
The price should remain constant 
Question No: 20 ( Marks: 1 ) - Please choose one 
Which of the following is the suggestion of Trade-off theory of capital 
structure? 
Firms should add leverage whenever interest rates are low 
Firms with higher operating risk should use less debt 
Firms should use 50% debt and 50% equity 
Firms should use debt to overcome high par values of stock 
Question No: 21 ( Marks: 1 ) - Please choose one 
What is the basic purpose of financial management? 
Finding the best opportunities for the use of finance 
Maintaining the books of accounts of the organization 
Helping managers in managing the employees 
Assessing the nature of emplo yees and motivating them 
Question No: 22 ( Marks: 1 ) - Please choose one 
“Value line” is an agency in America which performs which of the following 
functions? 
Calculates the NPVs 
Calculates the Correlation coefficients 
Calculates the Annuities 
Calculates the stock Betas 
Question No: 23 ( Marks: 1 ) - Please choose one 
In NPV (Net Present Value) calculations, which of the following is used? 
Excepted rate of return 
Required rate of return 
Both expected rate of return and Required rate of return 
None of the given options 
Question No: 24 ( Marks: 1 ) - Please choose one 
In a market where the SML (Security Market Line) has steep slope, most of the 
investors 
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are: 
Risk lover 
Risk averse P 114 
Gamblers 
None of the given options 
   
   
   
   
    
   
   
   
Question No: 25 ( Marks: 1 ) - Please choose one 
If an asset B has steeper SML (security market line) than another asset A, 
which of the 
following statements is TRUE? 
Asset A is more risky than asset B 
Asset B is more risky than asset A 
Asset B is as risky as Asset A 
None of the given options 
Question No: 26 ( Marks: 1 ) - Please choose one 
Which of the following shows ALL possible risk–return combinations of all 
stocks in a 
portfolio, whether these are efficient or not? 
Security market line 
Capital market line 
Parachute graph 
P 117 Parachute Graph 
and Efficient Frontier (Hook Shaped Curve) shows 
ALL possible Risk-Return Combinations for ALL combinations of stocks in the 
Portfolio 
– whether efficient or not. 
All of the given options 
Question No: 27 ( Marks: 1 ) - Please choose one 
According to Traditionalist Theory, when a 100% Equity Firm takes on more 
and more 
debt, which of the following phenomenon is observed? 
Share Price first falls, then reaches minimum and finally rises 
Share Price first rises, then reaches minimum and finally falls 
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Share Price first rises, then reaches maximum and finally falls 
None of the given options 
Question No: 28 ( Marks: 1 ) - Please choose one 
Which of the following formula represents the yield to maturity? 
Interest yield + Market price 
Capital gain yield + Book value 
Interest yield + Capital gain yield 
Market price + Capital gain yield 
Question No: 29 ( Marks: 1 ) - Please choose one 
In the WACC equation (rDxD + rExE + rPxP), 
x P 
represents which of the following? 
Weight or Fraction of Total Capital value raised from common stock 
Weight or Fraction of Total Capital value raised from bonds 
Weight or Fraction of Total Capital value raised from preferred 
stock 
Weight or Fraction of Total Capital value raised from retained earnings 
Question No: 30 ( Marks: 1 ) - Please choose one 
The date on which the firm’s directors issue a statement about the 
announcement of 
dividend is known as: 
Declaration Date 
Holder-of-record Date 
Ex-Dividend Date 
Payment Date 
   
   
   
   
    
   
   
   
Question No: 31 ( Marks: 1 ) - Please choose one 
You own 150 shares of ABC Company and it offers you the stock splits 2-for-1. 
How 
many additional shares will you receive after stock split? 
100 
150 
200 
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300 
Question No: 32 ( Marks: 1 ) - Please choose one 
The decisions regarding working capital management of a firm are mainly 
concerned 
with which of the following? 
Current assets & long-term liabilities of balance sheet 
Current assets & current liabilities of balance sheet 
Fixed assets & current liabilities of balance sheet 
Fixed assets & long-term liabilities of balance sheet 
P 161 
Working Capital Management: Focuses Current Assets & 
Liabilities of Balance Sheet in day-to-day operation 
Question No: 33 ( Marks: 1 ) - Please choose one 
ABC Company wants to use hedging approach to financing assets. How can the 
firm use 
this approach? 
Finance temporary current assets with long-term liabilities 
Finance short-term assets with equity 
Finance permanent working capital with long-term liabilities 
Finance all assets financed with a mixture of 50% equity and 50% long-term 
debt 
Question No: 34 ( Marks: 1 ) - Please choose one 
Which of the following is true regarding financial leverage? 
Whenever a firm's equity increases faster than its debt, financial leverage 
increases 
Investors can undo the effects of the firm's capital structure by 
using homemade 
leverage 
Increasing financial leverage will always increase the EPS for stockholders 
The level of financial leverage that produces the minimum firm value is the 
most 
beneficial to stockholders 
Question No: 35 ( Marks: 1 ) - Please choose one 
Suppose that there is no personal or corporate income tax and that the firm's 
WACC is 
not affected by its capital structure, then which of the following statements is 
true? 
A firm's cost of equity depends on the firm's business and financial 
risks 
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The value of the firm is dependent on its capital structure 
The cost of equity increases as the firm's leverage decreases 
The greater the financial leverage, the more valuable is the firm 
Question No: 36 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
a source of spontaneous financing? 
Trade credits 
Short term loans 
   
   
   
   
    
   
   
   
Accrued taxes 
Wages payable 
P 169 
Spontaneous Financing - Current Liabilities like Trade Credit and Accrued 
Taxes 
(payable) and Wages payable form its base. 
Question No: 37 ( Marks: 1 ) - Please choose one 
Which of the following statements depicts the trade-off theory in a better way? 
It states a tradeoff between the costs and benefits of debt financing 
It states the tradeoff between the debt financing and equity 
financing 
There is tradeoff between assets and liabilities of the firm 
There is tradeoff between revenues and expenses of the firm 
Question No: 38 ( Marks: 1 ) - Please choose one 
Value of the firm can be calculated with the help of which of the following 
formulas? 
Price of a share x No. of shares outstanding 
Price of a share x debt / equity 
Price of a sha re / No. of shares outstanding 
Price of a share x earnings after tax / equity 
Question No: 39 ( Marks: 1 ) - Please choose one 
Company A has to purchase another company. How do Company A pay for 
buying the 
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other company? 
In Cash 
In Shares 
Bank Borrowing 
All of the given options 
Question No: 40 ( Marks: 1 ) - Please choose one 
Which of the following mathematical expressions depicts divestiture? 
5-1=4 
5-1=6 
5+1=6 
None of the given options 
Question No: 41 ( Marks: 1 ) - Please choose one 
What happens to the total risk when leverage increases with high rate? 
Total risk increases with slow rate than the leverage 
Total risk increases with decreasing rate 
Total risk remains the same 
Total risk increases faster than the leverage 
Question No: 42 ( Marks: 1 ) - Please choose one 
From which of the followings, the stability of the firm can be judged? 
Financial leverage 
Weighted-average cost of capital 
Capital structure 
   
   
   
   
    
   
   
   
Business risk 
Question No: 43 ( Marks: 1 ) - Please choose one 
You have 25 Indian Rupees and you want to exchange these Indian Rupees 
with Pakistan 
Rupees. You go to a money changer and he tells you the selling rate of 1 Indian 
Rupee is 
1.8041 PKR. The rate 1.8041 PKR is referred as: 
Bid rate 
Forward rate 
Future rate 
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Ask rate 
Question No: 44 ( Marks: 1 ) - Please choose one 
The value at which buyers and sellers are willing to buy and sell any asset is 
known as: 
Liquidation value 
Book value 
Intrinsic value 
Market value 
Question No: 45 ( Marks: 1 ) - Please choose one 
“Do not compare apples with oranges” is the concept in: 
Discounting and Net present value 
Risk & return 
Insurance management 
Time value of money 
Question No: 46 ( Marks: 1 ) - Please choose one 
Which of the following statement best describes capital budgeting? 
It’s a tool which is used to evaluate the projects and fixed assets of the compan 
y 
A technique used to assess the working capital requirement 
It will help the management to decide whether  the new venture should be 
taken up or 
not. 
All of the given options are correct 
Question No: 47 ( Marks: 1 ) - Please choose one 
In Pakistan which of the following is assigned to bond rating and risk? 
IMF 
Moody’s 
Standard & poor 
PACRA 
P 21 
Question No: 48 ( Marks: 1 ) - Please choose one 
In Gordon’s formula (rCE = DIV1 / Po + g), rCE is considered as __________ 
and “g” is 
considered as __________. 
Dividend yield, operating expenses 
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Dividend yield, operating income 
Dividend yield, capital loss 
Dividend yield, capital gain 
FINALTERM EXAMINATION 
MGT201- Financial Management (Session - 4) 
Time: 90 min 
Spring 2010 
Marks: 69 
Question No: 1 ( Marks: 1 ) - Please choose one 
How "Shareholder wealth" is represented in a firm? 
The amount of salary paid to its employees 
The market price per share of the firm's common stock 
The number of people employed in the firm 
The book value of the firm's assets less the book value of its liabilities 
Question No: 2 ( Marks: 1 ) - Please choose one 
In preparing a forecast balance sheet, it is likely that either cash or 
__________ will serve 
as a "plug figure" or balancing factor to ensure that assets equal liabilities plus 
shareholders' equity. 
Retained earnings 
Accounts receivable 
Shareholders' equity 
  s payable (short-term borrowings) 
Question No: 3 ( Marks: 1 ) - Please choose one 
As interest rates go up, the present value of a stream of fixed cash flows 
_____. 
Goes down 
Goes up 
Stays the same 
Can not be found 
Question No: 4 ( Marks: 1 ) - Please choose one 
Mortgage bonds are secured by real property whose value is generally 
_______ than that 
of the value of the bonds issue? 
Higher 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Lower 
Equal 
Higher or lower 
Question No: 5 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
the present value of the bond? 
Intrinsic value 
Market price 
.  Fair price 
Theoretical price 
   
   
   
   
    
   
   
   
P 67 PV 
= Intrinsic Value of Bond or Fair Price (in rupees) paid to invest in the bond. It 
is the Expected or Theoretical Price and NOT the actual Market Price 
Question No: 6 ( Marks: 1 ) - Please choose one 
Which of the following is designated by the individual investor's optimal 
portfolio? 
The point of tangency with the opportunity set  and the capital allocation line 
The point of highest reward to variability ratio in the opportunity set 
The point of tangency with the indifference curve and the capital 
allocation line 
The point of the highest reward to variability ratio in the indifference curve 
Question No: 7 ( Marks: 1 ) - Please choose one 
Which of the following value of the shares changes with investor’s perception 
about the 
company’s future and supply and demand situation? 
Par value 
Market value 
Intrinsic value 
Face value 
Question No: 8 ( Marks: 1 ) - Please choose one 
Which of the following factors might affect stock returns? 
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The business cycle 
Interest rate fluctuations 
Inflation rates 
All of the above 
Question No: 9 ( Marks: 1 ) - Please choose one 
In which of the following approach you need to bring all the projects to the 
same length 
in time? 
MIRR approach 
Going concern approach 
Common life approach 
Equivalent annual approach 
Question No: 10 ( Marks: 1 ) - Please choose one 
What will happen to the expected return on a stock with a beta of 1.5 and a 
market risk 
premium of 9% if the Treasury bill yield increases from 3% to 5%? 
The expected return will increase by 2.0% 
The expected return will remain unchanged 
The expected return will increase by 1.0% 
The expected return will increase by 3.0% 
Question No: 11 ( Marks: 1 ) - Please choose one 
Which of the following is the beta for the market portfolio? 
0.25 
-1.0 
1.0 
0.5 
P 105 Market Portfolio whose Beta = +1.0 
   
   
   
   
    
   
   
   
Question No: 12 ( Marks: 1 ) - Please choose one 
If stock is a part of totally diversified portfolio then its company risk must be 
equal to: 
0 
0.5 
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1 
-1 
Question No: 13 ( Marks: 1 ) - Please choose one 
How can you limit company-specific risks? 
Invest in that company's bonds 
Invest in a variety of stocks 
Invest in securities that do well in a recession 
Invest in securities that do well in a boom 
Question No: 14 ( Marks: 1 ) - Please choose one 
If risk and return combination of any stock is above the SML, what does it 
mean? 
It is offering lower rate of return as compared to the efficient stock 
It is off ering higher rate of ret urn as compared to the eff icient 
stock 
Its rate of return is zero as compared to the efficient stock 
It is offering rate of return equal to the efficient stock 
Question No: 15 ( Marks: 1 ) - Please choose one 
If we invest in many securities which are ________to each other then it is 
possible to 
reduce overall risk for your investment. 
Comparable 
Parallel 
Highly correlated 
Negatively correlated 
Question No: 16 ( Marks: 1 ) - Please choose one 
Why market values are often used in computing the weighted average cost of 
capital? 
This is the simplest way to do the calculation 
This is consistent with the goal of maximizing shareholder value 
(Doubted) 
This is required in the U.S. by the Securities and Exchange Commission 
None of the given options 
Question No: 17 ( Marks: 1 ) - Please choose one 
What does the law of conservation of value implies? 
The mix of senior and subordinated debt does not affect the value of the firm 
The mix of convertible and non-convertible debt does not affect the value of the 
firm 
The mix of common stock and preferred stock does not affect the value of the 
firm 
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All of the given options 
Question No: 18 ( Marks: 1 ) - Please choose one 
Which of the following has the same meaning as the working capital to 
financial analyst? 
Total assets 
Fixed assets 
   
   
   
   
    
   
   
   
Current assets 
Current assets minus current liabilities 
Question No: 19 ( Marks: 1 ) - Please choose one 
How should a successful acquisition be evaluated in the long-run? 
The acquisition is successful if the acquirer is able to increase its earnings per 
share 
(EPS), relative to what it would have been without the acquisition. 
The acquisition is successful if the acquirer is able to reduce its debt-to-total 
asset 
ratio, and hence risk, relative to what it would have been without the 
acquisition. 
The acquisition is successful if the acquirer is able to diversify its asset base 
and 
reduce its overall risk. 
The acquisition is successful if the market price of the acquirer's 
stock 
increases over what it would have been without the acquisition. 
Question No: 20 ( Marks: 1 ) - Please choose one 
What would be the result when there is an increase in the number of shares 
outstanding 
by reducing the par value of stock? 
Stock split P 160 
Stock dividend 
Extra dividend 
Regular dividend 
Question No: 21 ( Marks: 1 ) - Please choose one 
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The __________ is the proportion of earnings that are paid to common 
shareholders in 
the form of a cash dividend. 
Retention rate 
1 plus the retention rate 
Growth rate 
Dividend payout ratio 
Question No: 22 ( Marks: 1 ) - Please choose one 
Why are dividend changes and not the absolute level of dividends perceived to 
be more 
important to shareholders? 
Managers only change dividends under threatening conditions 
Dividend changes are thought to signal future expectations 
MM state that the absolute level of dividends is irrelevant 
Changes determine whether borrowing must occur 
Question No: 23 ( Marks: 1 ) - Please choose one 
A preferred stock will pay a dividend of Rs. 3.50 in the upcoming year, and 
every year 
thereafter, i.e., dividends are not expected to grow. You require a return of 11% 
on this 
stock. Use the constant growth model to calculate the intrinsic value of this 
preferred 
stock. 
Rs. 0.39 
Rs. 0.56 
Rs. 31.82 
Rs. 56.25 
Question No: 24 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
In which of the following rate fluctuations can convert a good investment 
decision into a 
bad one. 
Inflation rate 
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Interest rate P 34 
Poverty rate 
Currency rates 
Question No: 25 ( Marks: 1 ) - Please choose one 
In a market where the SML (Security Market Line) has steep slope, most of the 
investors 
are: 
Risk lover 
Risk averse 
Gamblers 
None of the given options 
Question No: 26 ( Marks: 1 ) - Please choose one 
In term of diversification, the efficient portfolios must lie on which of the 
following? 
Capital  market line 
Money market line 
Security market line 
None of the given options 
Question No: 27 ( Marks: 1 ) - Please choose one 
Which of the following is the reason that a single overall cost of capital is often 
used to 
evaluate projects? 
It acknowledges that most new investment projects offer about the same 
expected 
return 
It is the only way to measure a firm's required return 
It acknowledges that most new investment projects have about the same 
degree of risk 
It avoids the problem of computing the required rate of return for 
each 
investment proposal (Doubted) 
Question No: 28 ( Marks: 1 ) - Please choose one 
Which of the following is also called the opportunity cost of capital? 
Assumed rate of return 
Internal rate of return 
Required rate of return 
Expected rate of return 
Question No: 29 ( Marks: 1 ) - Please choose one 
What would be the major threat to a company when it is purely debt financed? 
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Investors can interfere in the management of the company 
It has to pay fixed amount of interest 
Investors becomes the owners of the company 
It has to pay dividends 
Question No: 30 ( Marks: 1 ) - Please choose one 
According to Traditionalist Theory, when an un -leveraged fir m takes on more 
and mor e 
debt, which of the following phenomenon is observed? 
   
   
   
   
    
   
   
   
Cost of Capital increases, reaches a minimum point, and then falls 
Cost of Capital decreases, reaches a minimum point, and then rises 
P 154 
Cost of Capital increases, reaches a maximum point, and then rises 
None of the given options 
Question No: 31 ( Marks: 1 ) - Please choose one 
Company ABC offers its stockholders 10 % stock dividends and Mr. S is one of 
its 
stockholders being the owner of 250 stocks. How many shares Mr. S has after 
availing 
the stock dividend? 
25 
50 
275 
250 
Question No: 32 ( Marks: 1 ) - Please choose one 
Which of the following can be defined as “additional risk faced by common 
stockholders 
if firms take debt.”? 
Unsystematic risk 
Systematic risk 
Business risk 
Financial risk 
Question No: 33 ( Marks: 1 ) - Please choose one 
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Which of the following is 
NOT 
a current asset investment policy in practice? 
Fat Cat 
Pay Back Period 
Moderate Policy 
Lean & Mean 
Question No: 34 ( Marks: 1 ) - Please choose one 
Which of the following industries is considered as capital intensive? 
Pharmaceutical industry 
Textile industry 
Information technology 
Automobile industry 
Question No: 35 ( Marks: 1 ) - Please choose one 
Leveraged capital structure is suitable for which kind of companies? 
For co-operative societies 
For large companies who are earning high volume of sales revenue 
For medium companies whose sales are average 
For small companies whose sales are low 
Question No: 36 ( Marks: 1 ) - Please choose one 
Company C sells its customers on the term 3/15, net 30 bases. What does it 
mean? 
3% discount for customers who pay within 30 days 
3% discount for customers who pay within 15 days 
15% discount for customers who pay within 30 days 
None of the given options 
   
   
   
   
    
   
   
   
P 167 “Sell on 5/10.net 30 basis”. 30 basis Means customer must pay 
full cash value 
within 30 days. 5/10.net means 5% discount for customers who pay 
within 10 days. 
So it is an incentive for customer to pay cash quickly. 
Question No: 37 ( Marks: 1 ) - Please choose one 
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What is the average collection period of the firm if it makes 50% of sales on 40 
day credit 
and 50% on 50 day credit? 
40 days 
45 days P 167 
50 days 
90 days 
Question No: 38 ( Marks: 1 ) - Please choose one 
If a firm wants to use short-term bank loan to finance its temporary current 
assets and 
even to buy some of its permanent current inventory, then which of the 
following policy 
it is going to adopt? 
Moderate working capital policy P 168 
Conservative working capital policy 
Aggressive working capital policy 
Any of the  given policy 
Question No: 39 ( Marks: 1 ) - Please choose one 
In calculations regarding lease, net advantage of leasing is the difference 
between which 
of the following? 
Present value of net cash flows and present value of cost of leasing 
Present value of cost of owning the asset and present value of cost 
of leasing 
Present value of cost of owning the asset and present value of net cash flows 
None of the given options 
Question No: 40 ( Marks: 1 ) - Please choose one 
Under efficient market, the effect of debt on WACC can be represented with the 
help of 
which of the following? 
Straight line 
U shaped curve 
Concave 
Time to time fluctuation 
Question No: 41 ( Marks: 1 ) - Please choose one 
Which of the following statements is true about business risk? 
The financial risk of a firm decreases when it takes on a risky project 
The financial risk of a firm increases when it takes on  more equity 
The business risk of a firm increases when it takes on a risky project 
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The business risk of a firm increases when it takes on more debt 
Question No: 42 ( Marks: 1 ) - Please choose one 
Which of the following refers to taking over a company and then selling its 
parts at a 
profit as the sum of target company’s parts is worth less than the worth of 
those 
individual parts. 
   
   
   
   
    
   
   
   
Cherry picking 
Divestiture 
Spin-off 
Asset stripping 
P 175 
Asset Stripping: separate out the non-profitable and sell its assets individually 
to generate cash and restore profitability 
Question No: 43 ( Marks: 1 ) - Please choose one 
Which one of the following is correct for the forward exchange rate? 
It is an agreed price at which two currencies are exchanged immediately 
It is an agreed price at which two currencies will be exchanged at 
some future 
date 
It is an agreed price at which two currencies will be exchanged on a specific 
future 
date and location 
It is an agreed price at which two currencies are exchanged at specific location 
immediately 
Question No: 44 ( Marks: 1 ) - Please choose one 
Calculate the Forward Rate for Rupee if the interest on 1 Year Maturity in 
Pakistan is 
10% and in Australia is 6% and the current spot rate is Rs.76/ AUD. 
Rs. 6 per AUD 
Rs. 76 per AUD 
Rs. 79 per AUD 
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Rs. 456 per AUD 
Question No: 45 ( Marks: 1 ) - Please choose one 
How much a hand bag costs you in Kuwaiti Dinar (KWD) if its price in 
Pakistan Rupee 
is Rs. 1770; keeping in mind the spot rate of Rs. 1 is 295 KWD? 
0.167 KWD 
6 KWD 
295 KWD 
522150 KWD 
Question No: 46 ( Marks: 1 ) - Please choose one 
Which of the following document is not prepared while making a financial 
plan? 
Cash budget 
Pro-forma balance sheet 
Pro-forma income statement 
Cash flow statement 
P 25 
Question No: 47 ( Marks: 1 ) - Please choose one 
Which of the following describes a set of projects where only one project can be 
selected? 
Mutually exclusive projects 
Supplementar y projects 
Complementary projects 
Independent projects 
   
   
   
   
    
   
   
   
Question No: 48 ( Marks: 1 ) - Please choose one 
For finite investment in preferred stock the valuation formula will be: 
Po = DIV1 / rPE 
Po = Interest yield +dividend yield 
Po = DIV1 / (1+rPE) t + Pn / (1+rPE) t 
Po × Pn / (1+rPE) t = DIV1 / (1+rPE) t 
REF: p 76 Finite Investments in Preferred Stock 
: 
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– 
PV = DIVt / (1+ rPE) t 
+ Pn / 
(1+ rPE) n 
. 
FINALTERM EXAMINATION 
Fall 2009 
MGT201- Financial Management (Session - 4) 
Time: 120 min 
Marks: 87 
Question No: 1 ( Marks: 1 ) - Please choose one 
Among the pairs given below select a(n) example of a principal and a(n) 
example of an 
agent respectively. 
Shareholder; manager 
Manager; owner 
Accountant; bondholder 
Shareholder; bondholder 
Question No: 2 ( Marks: 1 ) - Please choose one 
Who determines the market price of a share of common stock? 
Individuals buying and selling the stock 
The board of directors of the firm 
The stock exchange on which the stock is listed 
The president of the company 
Question No: 3 ( Marks: 1 ) - Please choose one 
Which of the following would be deductible as an expense on the corporation's 
income 
statement? 
Interest paid on outstanding bonds 
Cash dividends paid on outstanding common stock 
Cash dividends paid on outstanding preferred stock 
All of the given options 
Question No: 4 ( Marks: 1 ) - Please choose one 
How a company can improve (lower) its debt-to-total asset ratio? 
By borrowing more 
By shifting short-term to long-term debt 
By shifting long-term to short-term debt 
By selling common stock 
Question No: 5 ( Marks: 1 ) - Please choose one 
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Which of the following statement is most accurate? 
Coverage ratios also shed light on the "liquidity" of current ratios 
Receivable- and inventory -based activity ratios also shed light on 
the "liquidity" 
of current assets 
Receivable- and inventory-based activity ratios also shed light on the firm's use 
of 
financial leverage 
Liquidity ratios also shed light on the firm's use of financial leverage 
Question No: 6 ( Marks: 1 ) - Please choose one 
Which of the following statements is most correct? 
The future value of an annuity due is greater than an otherwise 
identical 
ordinary annuity 
A reduction in the discount rate will increase the future value of an otherwise 
identical cash flow stream 
Continuous compounding will result in a higher present value relative to an 
otherwise 
identical investment that is compounded monthly at the same nominal rate 
The FVIFA (i%, N periods) equals the sum of the PVIF(i%, n) for n=1 to N 
periods 
Question No: 7 ( Marks: 1 ) - Please choose one 
The estimated benefits from a capital budgeting project are expected as cash 
flows rather 
than income flows because __________. 
It is more difficult to calculate income flows than cash flows 
It is cash, not accounting income that is central to the firm's capital 
budgeting 
decision 
This is required by the accounting profession 
This is required by the Internal Revenue Service (IRS) and enforced through 
filings 
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with the Securities and Exchange Commission (SEC) 
Question No: 8 ( Marks: 1 ) - Please choose one 
Which of the following technique would be used for a project that has non-
normal cash 
flows? 
Internal rate of return 
Multiple internal rate of return 
Modified internal rate of return 
Net present value 
Question No: 9 ( Marks: 1 ) - Please choose one 
Which one of the following is NOT the disadvantage of the asset with very short 
life? 
Money has to be reinvested in some other project with uncertain NPV 
Money has to be reinvested in some other project with certain NPV 
Money has to be reinvested in some other project with return so risky 
None of the  given options 
Question No: 10 ( Marks: 1 ) - Please choose one 
When a bond will sell at a discount? 
The  coupon  rate  is greater than  the  current  yield and  the  current yield is  
greater than 
yield to maturity 
   
   
   
   
    
   
   
   
The coupon rate is greater than yield to maturity 
The coupon rate is less than  the current  yield  and the  current yield  is greater  
than the 
yield to maturity 
The  coupon  rate  is less  than  the current  yield  and the  current  
yield  is  less than 
yield to maturity 
Question No: 11 ( Marks: 1 ) - Please choose one 
Which of the following is designated by the individual investor's optimal 
portfolio? 
The point of tangency with the opportunity set and the capital allocation line 
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The point of highest reward to variability ratio in the opportunity set 
The point of tangency with the indifference curve and the capital 
allocation line 
The point of the highest reward to variability ratio in the indifference curve 
Question No: 12 ( Marks: 1 ) - Please choose one 
Which of the following statement about portfolio statistics is 
CORRECT 
? 
A portfolio's expected return is a simple weighted average of 
expected returns of 
the individual securities comprising the portfolio 
. 
A portfolio's standard deviation of return is a simple weighted average of 
individual 
security return standard deviations. 
The square root of a portfolio's standard deviation of return equals its variance. 
The square root of a portfolio's standard deviation of return equals its 
coefficient of 
variation. 
Question No: 13 ( Marks: 1 ) - Please choose one 
Which of the following is simply the weighted average of the possible returns, 
with the 
weights being the probabilities of occurrence? 
A probability distribution 
The expected return 
The standard deviation 
Coefficient of variation 
Question No: 14 ( Marks: 1 ) - Please choose one 
The objective of financial management is to maximize _________ wealth. 
Stakeholders 
Shareholders 
Bondholders 
Directors 
Question No: 15 ( Marks: 1 ) - Please choose one 
How can you limit company-specific risks? 
Invest in that company's bonds 
Invest in a variety of stocks 
Invest in securities that do well in a recession 
Invest in securities that do well in a boom 
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Question No: 16 ( Marks: 1 ) - Please choose one 
To limit volatility what should be the appropriate action? 
To diversify 
To check the stocks prices daily 
To own just a few securities 
Not to invest in risky securities 
Question No: 17 ( Marks: 1 ) - Please choose one 
If risk and return combination of any stock is above the SML, what does it 
mean? 
It is offering lower rate of return as compared to the efficient stock 
It is offering higher rate of return as compared to the efficient stock 
Its rate of return is zero as compared to the efficient stock 
It is offering rate of return equal to the efficient stock 
Question No: 18 ( Marks: 1 ) - Please choose one 
What is the meaning of the term “arbitrage”? 
Buying low and selling high 
Earning risk-free economic profits 
Negotiating for favorable brokerage fees 
Hedging your portfolio through the use of options 
Question No: 19 ( Marks: 1 ) - Please choose one 
The ABC Company relies on preferred stock, bonds, and common stock for its 
long-term 
financing. Rank in ascending order (i.e., 1 = lowest, while 3 = highest) the likely 
after-tax 
component costs of the ABC's long-term financing. 
1 = bonds; 2 = common stock; 3 = preferred stock 
1 = bonds; 2 = preferred stock; 3 = common stock 
1 = common stock; 2 = preferred stock; 3 = bonds 
1 = preferred stock; 2 = common stock; 3 = bonds 
Question No: 20 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
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a recognized approach for determining the cost of 
equity? 
Dividend discount model approach 
Before-tax cost of preferred stock plus risk premium approach 
Capital-asset pricing model approach 
Before-tax cost of debt plus risk premium approach 
Question No: 21 ( Marks: 1 ) - Please choose one 
The overall (weighted average) cost of capital is composed of weighted 
averages of 
which of the following? 
The cost of common equity and the cost of debt 
The cost of common equity and the cost of preferred stock 
   
   
   
   
    
   
   
   
The cost of preferred stock and the cost of debt 
The cost of common equity, the cost of preferred stock, and the cost 
of debt 
Question No: 22 ( Marks: 1 ) - Please choose one 
Which of the following is related to the use Lower financial leverage? 
Fixed cost 
Variable cost 
Debt financing 
Common equity financing 
Question No: 23 ( Marks: 1 ) - Please choose one 
Which of the following is the cash required during a specific period to meet 
interest 
expenses and principal payments? 
Debt capacity 
Debt-service burden 
Adequacy capacity 
Fixed-charge burden 
Question No: 24 ( Marks: 1 ) - Please choose one 
Suppose that the Euro is selling at a forward discount in the forward -exchange 
market. 
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This implies that most likely __________. 
The Euro has low exchange-rate risk 
The Euro is gaining strength in relation to the dollar 
Interest rates are higher in Euroland than in the United States 
Interest rates are declining in Europe 
Question No: 25 ( Marks: 1 ) - Please choose one 
Which of the following is a reason suggested by the authors for a divestiture, 
such as a 
sell-off or spin-off? 
Synergy 
Reverse synergy 
Hubris 
Economies of scale 
Question No: 26 ( Marks: 1 ) - Please choose one 
The trade terms "1/10, net 45" indicate that __________. 
A 45% discount is permitted if payment is made within 10 days 
A 1% discount is permitted if payment is made within 10 days 
A 10% discount is permitted if payment is made within 45 days 
A 1% discount is permitted if payment is made within 45 days 
Question No: 27 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Which of the following refers to a policy of dividend "smoothing"? 
Maintaining a constant dividend payout ratio 
Keeping the regular dividend at the same level indefinitely 
Maintaining a steady progression of dividend increase over time 
Alternating cash dividends with stock dividends 
Question No: 28 ( Marks: 1 ) - Please choose one 
Why Investors may prefer lower dividends to higher dividends? 
The low dividends are more predictable 
Capital gains may be taxed less heavily than dividends 
Of the "bird in the hand" logic 
Low dividends indicate heavy investment for the future 
Question No: 29 ( Marks: 1 ) - Please choose one 
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Which of the following is 
NOT 
correct regarding issuing company's repurchase of their 
shares? 
Companies pay out money to shareholders by repurchasing their shares 
Stock  repurchases have grown slowly but gradually in recent years;  
however 
they do not substitute for dividends 
Instead,  repurchases are generally used to make major one-off changes to the 
firm's capital structure, particularly when cash resources have outrun good 
investment 
opportunities 
Repurchases  can  be  like bumper  dividends;  they  cause large  amounts  of  
cash to 
be paid to investors when the firm buys back their shares 
Question No: 30 ( Marks: 1 ) - Please choose one 
According to MM II, what happens when a firm's debt-to-equity ratio 
increases? 
Its financial risk increases 
Its operating risk increases 
The expected return on equity increases 
The expected return on equity decreases 
Question No: 31 ( Marks: 1 ) - Please choose one 
If the following are the balance sheet changes, which one of them would 
NOT 
represent 
use of funds by a company? 
Rs. 8,950 decrease in net fixed assets 
Rs. 5,005 decrease in accounts receivable 
Rs. 10,001 increase in accounts payable 
Rs. 12,012 decrease in   s payable 
Question No: 32 ( Marks: 1 ) - Please choose one 
Assume a company had Rs.1 billion in free cash flow last year, and it is 
expected to 
grow that cash flow at 3% into perpetuity. Assuming a 9% cost of equity, what 
is the 
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present value of the company? 
Rs.12.08 billion 
Rs.18.15 billion 
Rs.14.16 billion 
Rs.16.67 billion 
Question No: 33 ( Marks: 1 ) - Please choose one 
While calculating the stock Beta graphically, y-intercept is known as: 
Alpha 
Beta 
Gamma 
None of the given options 
Question No: 34 ( Marks: 1 ) - Please choose one 
In a market where the SML (Security Market Line) has low slope, most of the 
investors 
are: 
Risk lover 
Risk averse 
Professional investors 
None of the given options 
Question No: 35 ( Marks: 1 ) - Please choose one 
What is the assumed value of risk free rate of return in Pakistan? 
5% 
8% 
10% 
12% 
Question No: 36 ( Marks: 1 ) - Please choose one 
In term of diversification, the efficient portfolios must lie on which of the 
following? 
Capital market line 
Money market line 
Security market line 
None of the given options 
Question No: 37 ( Marks: 1 ) - Please choose one 
Which of the following is/are ideal source(s) of capital for profitable firms 
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because of no 
transaction costs? 
Sizeable Cash 
Retained Earnings 
Both Sizeable Cash and Retained Earnings 
None of the given options 
   
   
   
   
    
   
   
   
Question No: 38 ( Marks: 1 ) - Please choose one 
Which of the following is/are the assumption(s) of MM’s (Miller Modigliani) 
Theory? 
There are no brokerage costs 
There are no taxes 
There are no bankruptcy costs 
All of the given options 
Question No: 39 ( Marks: 1 ) - Please choose one 
How many approaches are used to calculate the required rate of return for 
common 
equity? 
1 
2 
3 
5 
Question No: 40 ( Marks: 1 ) - Please choose one 
Which of the following allows to by-pass the errors of forecasting? 
Capital asset pricing model 
Gordon’s formula 
Share valuation formula 
Standard deviation 
REF 
: The typical measure of the forecast errors is the standard deviation of the one 
month ahead for ecast error and is de  d here as  . 
Question No: 41 ( Marks: 1 ) - Please choose one 
The Impairment of Capital Rule refers to what? 
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Cash Dividends can only be paid from cash 
Dividends can not exceed  Retained Earnings 
Restricting the dividend payout if earnings are too low to pay interest 
Investors buy stocks whose dividend policy they like 
Question No: 42 ( Marks: 1 ) - Please choose one 
Tax Preference Theory suggests that shareholder wealth is maximized by low 
dividend 
payout because of which of the following reasons? 
Marginal tax rate on dividends is lower than on capital gains 
Marginal tax rate on dividends is higher than on capital gains 
Marginal tax rate on dividends is equal to capital gains 
None of the given options 
Question No: 43 ( Marks: 1 ) - Please choose one 
Company ABC offers its stockholders 10 % stock dividends and Mr. S is one of 
its 
stockholders being the owner of 250 stocks. How many shares Mr. S has after 
availing 
   
   
   
   
    
   
   
   
the stock dividend? 
25 
50 
275 
250 
Question No: 44 ( Marks: 1 ) - Please choose one 
All of the following are considered while computing the working capital of a 
firm 
EXCEPT: 
Inventory 
Accounts Receivables 
Accrued expenses 
Marketable Securities 
Question No: 45 ( Marks: 1 ) - Please choose one 
Firms increase financial leverage because of the increase in which of the 
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following? 
Assets 
Debt 
Equity 
Expenses 
Question No: 46 ( Marks: 1 ) - Please choose one 
Which of the following is called the father of corporate finance? 
Prasanna Chandra 
Modigliani & Miller 
Van Horne & Gittman 
Robert Alan Hill 
Question No: 47 ( Marks: 1 ) - Please choose one 
Capital structure theory is presented b y which of the following? 
Robert Alan Hill 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
Question No: 48 ( Marks: 1 ) - Please choose one 
If selling price per unit falls and all other factors remain constant, the 
operating break- 
even points (units) will __________. 
Fall 
Rise 
Remain the same 
None of the given options 
   
   
   
   
    
   
   
   
Question No: 49 ( Marks: 1 ) - Please choose one 
A car manufacturing company purchases radiators, axles and other parts to be 
used in 
manufacturing the car from suppliers rather than making them itself. This 
refers to which 
of the following? 
Outsourcing 
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Just in time 
Aggressive approach 
Conservative approach 
Question No: 50 ( Marks: 1 ) - Please choose one 
From which of the following, negative net worth of the company is expressed? 
Experiencing a project failure 
Competitor’s insolvency 
Experiencing technical insolvency 
Experiencing accounting insolvency 
Question No: 51 ( Marks: 1 ) - Please choose one 
Under which of the following conditions, suppliers may refuse to supply the 
raw 
material? 
When there is rumor of bankruptcy of the firm 
When firms are financed through debt 
When firms are financed through equity 
Under uncertain market conditions 
Question No: 52 ( Marks: 1 ) - Please choose one 
Which of the following is not one of the types of merger? 
Horizontal Merger 
Vertical  Merger 
Diagonal Merger 
Conglomerate Merger 
Question No: 53 ( Marks: 1 ) - Please choose one 
In which of the following theory the value of the firm increases gradually 
because of tax 
savings but with excessive leverage the value starts declining? 
M&M theory 
Trade off theory 
Law of diminishing returns 
Signaling theory 
Question No: 54 ( Marks: 1 ) - Please choose one 
Which of the following statements is true about business risk? 
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The financial risk of a firm decreases when it takes on a risky project 
The financial risk of a firm increases when it takes on more equity 
The business risk of a firm increases when it takes on a risky project 
The business risk of a firm increases when it takes on more debt 
FINALTERM EXAMINATION 
Spring 2010 (Session - 3) 
Time: 90 min 
Marks: 69 
Question No: 1 ( Marks: 1 ) - Please choose one 
Which of the following type of lease is a long-term lease that is not cancelable 
and its 
life often matches the useful life of the asset? 
A financial 
An operating 
Both financial & operating lease 
None of the given opations 
Question No: 2 ( Marks: 1 ) - Please choose one 
What is potentially the biggest advantage of a small partnership over a sole 
proprietorship? 
Unlimited liability 
Single tax filing 
Difficult ownership resale 
Raising capital 
Question No: 3 ( Marks: 1 ) - Please choose one 
What is the present value of a Rs.1,000 ordinary annuity that earns 8% 
annually for an 
infinite number of periods? 
Rs.80 
Rs.800 
Rs.1,000 
Rs.12,500 
1000/ .08 
Question No: 4 ( Marks: 1 ) - Please choose one 
As interest rates go up, the present value of a stream of fixed cash flows 
_____. 
Goes down 
Goes up 
Stays the same 
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Can not be found 
Question No: 5 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
A capital budgeting technique through which discount rate equates the present 
value of 
the future net cash flows from an investment project with the project’s initial 
cash 
outflow is known as: 
Payback period 
Internal rate of return 
Net present value 
Profitability index 
Question No: 6 ( Marks: 1 ) - Please choose one 
Which of the following has "Beta" as a measure of risk? 
Firm specific risk 
Diversifiable risk 
Unique risk 
Market risk 
Question No: 7 ( Marks: 1 ) - Please choose one 
Which of the following risk can be diversified away? 
Un systematic risk pg94 
Beta risk 
Firm specific risk 
Market risk 
Question No: 8 ( Marks: 1 ) - Please choose one 
_________ is equal to (common shareholders' equity/common shares 
outstanding). 
Book value per share 
Liquidation value per share 
Market value per share 
None of the above 
Question No: 9 ( Marks: 1 ) - Please choose one 
Which of the following is the variability of return on stocks or portfolios not 
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explained 
by general market movements. It is avoidable through diversification? 
Systematic risk 
Standard deviation 
Unsystematic risk 
Financial risk 
Question No: 10 ( Marks: 1 ) - Please choose one 
The Higher the Risk of a Share, the ___________ its Rate of Return and the 
_____ its 
Mar ket Price. 
   
   
   
   
    
   
   
   
Higher; Lower 
Lower; Higher 
Higher; Higher 
Lower; Lower 
Question No: 11 ( Marks: 1 ) - Please choose one 
Which of the following is NOT a major cause of systematic risk. 
A worldwide recession 
A world war 
World energy supply 
Company management change 
Question No: 12 ( Marks: 1 ) - Please choose one 
Capital budgeting is a decentralized function assigned to: 
Individuals 
Departments 
Teams 
All of the give 
Question No: 13 ( Marks: 1 ) - Please choose one 
Market risk is measured in terms of the ___________ of the market portfolio 
or index. 
Variance 
Covariance 
Standard deviation 
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Correlation coefficient 
Question No: 14 ( Marks: 1 ) - Please choose one 
Why market values are often used in computing the weighted average cost of 
capital? 
This is the simplest way to do the calculation 
This is consistent with the goal of maximizing shareholder value 
This is required in the U.S. by the Securities and Exchange Commission 
None of the given options 
Question No: 15 ( Marks: 1 ) - Please choose one 
Calculate the break-even (quantity) point given the following information. The 
firm has 
Rs.1, 000,000 in fixed costs. The firm produces only one product and 
anticipates selling 
   
   
   
   
    
   
   
   
each unit for Rs.25 with variable costs of Rs.5 per unit. 
200,000 
50,000 
40,000 
There is not sufficient information provided to calculate the sales break-even 
point. 
Question No: 16 ( Marks: 1 ) - Please choose one 
Which of the following costs would be considered a fixed cost? 
Raw materials 
Depreciation 
Bad-debt losses 
Production labor 
Question No: 17 ( Marks: 1 ) - Please choose one 
In the context of operating leverage break-even analysis, if selling price per 
unit falls and 
all other variables remain constant, what will be the effect on the operating 
break-even 
point in units? 
Fall 
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Rise 
Stay the same 
Incomplete information 
Question No: 18 ( Marks: 1 ) - Please choose one 
Which of the following represents financial leverage? 
Use of more debt capital to increase profit 
Debt is not used in capital to increase profit 
High degree of solvency 
Low degree of solvency 
Question No: 19 ( Marks: 1 ) - Please choose one 
Which of the following is NOT a reason for international investment? 
To provide an expected risk-adjusted return in excess of that required 
To gain access to important raw materials 
To produce products and/or services more efficiently than possible 
domestically 
International investments have less political risk than domestic 
investments 
Question No: 20 ( Marks: 1 ) - Please choose one 
Assuming that the firm can either hold cash paying no interest or invest in 
marketable 
securities, which of the following might induce the manager to hold higher 
cash 
balances? 
   
   
   
   
    
   
   
   
The cost of borrowing is high relative to interest rates on 
marketable 
securities 
Future cash flows are relatively predictable 
The cost of cash balances is relatively high 
Bank interest rates are expected to increase 
Question No: 21 ( Marks: 1 ) - Please choose one 
The stock in your portfolio was selling for Rs. 40 per shar e yesterday, but has 
today 
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declar ed a three for two stock split. Which of the following statements seems 
to be true? 
There will be two-thirds as many shares outstanding, and they will 
sell for 
Rs.60.00 each 
There will be four times as many shares outstanding, and they will sell for 
Rs.160.00 each 
There will be 50 percent more shares outstanding  and they will sell for 
Rs.26.67 
each 
There will be one-and-one-half times as many shares outstanding, and they 
will 
sell for Rs.60.00 each 
Question No: 22 ( Marks: 1 ) - Please choose one 
After the payment of a 25% stock dividend, an investor has 500 shares of stock 
and Rs. 
400 total value. What did the investor have prior to the stock dividend? 
375 shares of stock and Rs. 375 total value 
400 shares of stock and Rs. 400 total value 
400 shares of stock and Rs. 500 total value 
625 shares of stock and Rs. 400 total value 
Question No: 23 ( Marks: 1 ) - Please choose one 
Which term would most likely be associated with the phrase "actions speak 
louder than 
words?" 
Incentive signaling 
Shareholder wealth maximization 
Financial signaling 
Optimal capital structure 
Question No: 24 ( Marks: 1 ) - Please choose one 
The KSE (Karachi Stock Exchange) 100 Index represents what? 
The value of Portfolio of Highest volume stocks 
The value of Portfolio of all Stocks 
The value of Portfolio of lowest volume stocks 
None of the given options 
Question No: 25 ( Marks: 1 ) - Please choose one 
While calculating the stock Beta graphically, y-intercept refers to: 
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Market risk 
Systematic risk 
Company’s specific risk 
Non-diversifiable risk 
Question No: 26 ( Marks: 1 ) - Please choose one 
Which of the following helps you to reduce your portfolio's risk? 
Own more than 20 securities 
Own a basket of securities that don't behave alike 
Own a bunch of stocks from the same industry 
Own less risky securities only 
Question No: 27 ( Marks: 1 ) - Please choose one 
If a stock is part of totally diversified portfolio then which of the following is 
TRUE for 
that stock? 
Stock's total Risk = Company Risk 
Stock's total Risk = Market Risk 
Stock's total Risk = Market Risk + Company Risk 
All of the given options 
Question No: 28 ( Marks: 1 ) - Please choose one 
If the Market Risk of a stock is 25% and Stock’s Beta is 2.0, then what is the 
Relevant 
Mar ket Risk Component of that stock? 
30% 
40% 
50% 
60% 
Question No: 29 ( Marks: 1 ) - Please choose one 
If the Market Risk of a stock is 15% and Stock’s Beta is 2.5 then what is the 
Relevant 
Mar ket Risk Component of that stock? 
30% 
34% 
38% 
42% 
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Question No: 30 ( Marks: 1 ) - Please choose one 
Which of the following is the main feature to adopt the Arbitrage Pricing 
Model? 
Risk need not to be considered 
It has  covered all the shortfalls of the Capital Asset Pricing Model 
The model requires a specific benchmark market portfolio 
The model provides specific guidance concerning the determination of the risk 
premiums on the factor portfolios 
   
   
   
   
    
   
   
   
Question No: 31 ( Marks: 1 ) - Please choose one 
What should be used to calculate the proportional amount of equity financing 
employed 
by a firm? 
The book value of the firm 
The sum of common stock and preferred stock on the balance sheet 
The current market price per share of common stock times the 
number of 
shares outstanding 
The common stock equity account on the firm's balance sheet 
Question No: 32 ( Marks: 1 ) - Please choose one 
Tax Preference Theory suggests that shareholder wealth is maximized by low 
dividend 
payout because of which of the following reasons? 
Marginal tax rate on dividends is lower than on capital gains 
Marginal tax rate on dividends is higher than on capital gains 
Marginal tax rate on dividends is equal to capital gains 
None of the given options 
Question No: 33 ( Marks: 1 ) - Please choose one 
Bird-in-the-hand dividend theory was proposed by which of the following? 
Miller Modigliani 
Myron Gordon and John Lintner 
Henr y Fayol 
William John and Lehman 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Question No: 34 ( Marks: 1 ) - Please choose one 
The date on which the names of stockholders in the Stock Transfer Register of 
firm are 
documented is referred as: 
Declaration Date 
Holder-of-record Date 
Ex-Dividend Date 
Payment Date 
Question No: 35 ( Marks: 1 ) - Please choose one 
XYZ Corporation has offered its shareholders the option that their dividends 
will be used 
to purchase additional shares of this corporation. This offer of XYZ 
Corporation is 
referred as: 
Stock repurchases 
Dividend reinvestment 
Stock dividends 
Stock splits 
Question No: 36 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Calculate the return on equity (ROE) of ABC Company using Du Pont equation 
and the 
data given below: 
Profit Margin= 30% 
Asset Turnover= 50% 
Leverage Factor = 60% 
3.6% 
9% 
14% 
33% 
= Profit Margin x Asset Turnover x Leverage Factor (or Equity Multiplier) 
= (Net Income/Sales) x (Sales/Assets) x (Total Assets/Equity) 
= Net Income / Equity 
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Question No: 37 ( Marks: 1 ) - Please choose one 
Business risk stems from operations and the ________ of the firm. 
Liability 
Asset 
Capital 
Revenue 
Question No: 38 ( Marks: 1 ) - Please choose one 
Which of the following statements is TRUE about an aggressive approach to 
finance 
working capital? 
Financing seasonal requirements of current assets with short-term debt and 
permanent requirement of current assets with long term debt 
Financing permanent requirements of current assets with short-term debt and 
seasonal requirement of current assets with long term debt 
Financing seasonal as well as permanent requirements of current 
assets with 
short-term debt 
Financing seasonal as well as permanent requirements of current assets with 
long 
term debt 
Question No: 39 ( Marks: 1 ) - Please choose one 
Every firm strives to achieve which of the following? 
To keep Return on Equity (ROE) lower than Expected return (rE) 
To keep Return on Equity (ROE) equal to Expected return (rE) 
To keep Return on Equity (ROE) higher than Expected return (rE) 
All of the given option 
Question No: 40 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
Capital structure theory is presented b y which of the following? 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
Robert Alan Hill 



Come And Join us At Worlds Top Study Site 

                http://www.vustudents.net 

 

 

Question No: 41 ( Marks: 1 ) - Please choose one 
Which of the following is (are) the characteristics of operating lease? 
Lessor maintains and finances the Asset 
It is not fully amortized 
It is cancelable 
All of the given options 
Question No: 42 ( Marks: 1 ) - Please choose one 
When market value of another similar firm is less than the cost of replacing the 
assets of 
your own firm, it is better to buy another firm. It is known as: 
Cherry picking 
Divestiture 
Spin-off 
Asset stripping 
Question No: 43 ( Marks: 1 ) - Please choose one 
Most of the firms wish to maintain their capital structure in the form of which 
of the 
following? 
100% equity 
100% debt 
Mix of debt and equity 
100% from the personal 
Question No: 44 ( Marks: 1 ) - Please choose one 
Calculate the Forward Rate for Rupee using Interest Rate Parity if the interest 
on 1 Year 
Maturity in Pakistan is 10% and on Euro is 6% and the forward rate is Rs.124/ 
EUR. 
Rs. 6 per EUR 
Rs. 120 per EUR 
Rs. 124 per EUR 
Rs. 1240 per EUR 
Question No: 45 ( Marks: 1 ) - Please choose one 
If Return on Equity (ROE) is higher than the Expected Return (ROE > r 
), then which of 
E 
the following is better for the firm to pursue? 
To plough the retained earnings back into the business 
To pay out the dividend this will raise the share price 
To finance short-term needs with long -term debt 
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To finance seasonal needs with long-term funds 
Question No: 46 ( Marks: 1 ) - Please choose one 
Which of the following is a bond that could be defined as “a bond bearing a 
yield that 
may rise or fall according to the fluctuations in the market”? 
High yield bond 
Floating rate bond 
Low coupon bond 
Euro bond 
Question No: 47 ( Marks: 1 ) - Please choose one 
Which of the following can be used as measure of return? 
Forecasted selling price 
Forecasted purchase price 
Forecasted dividend 
Forecasted time span of project 
Question No: 48 ( Marks: 1 ) - Please choose one 
When 
= 0 it means that: 
AB 
Investments are not correlated 
Investments are perfectly positively correlated 
Investments are perfectly negatively correlated 
None of the given options 
FINALTERM EXAMINATION Spring 2010 
My today’s paper at 12:00pm 
Which of the following combinations will produce the highest growth rate? 
Assume that 
the firm's projects offer a higher expected return than the market capitalization 
rate. 
A high plowback ratio and a high P/E ratio 
A high plowback ratio and a low P/E ratio 
A low plowback ratio and a low P/E ratio 
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A low plowback ratio and a high P/E ratio 
The square of the standard deviation is known as the ________. 
Beta 
Expected return 
Coefficient of variation 
Variance 
_________ means expanding the number of investments which cover 
different kinds of 
stocks. 
Diversification 
Standard deviation 
   
   
   
   
    
   
   
   
Variance 
Covariance 
Which of the following would NOT be the part of the risk if the stock is a single 
stock 
investment? 
Company specific risk 
Un-diversifiable risk 
Diversifiable risk 
Random risk 
In efficient market the stock price depends upon the required return which 
depends upon 
_________. 
Market risk 
Total risk 
Diversified risk 
Non- Systematic risk 
While calculating the Sto ck Portfolio Risk using 3x3 Matrix Approach, non-
diagonal 
terms shown in Boxes are called: 
Variance 
Coefficient 
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Covariance 
Correlation 
While calculating the stock beta graphically, the formula to calculate the beta 
coefficient 
for stock B is: 
(rM* - rRF) / (rB* - rRF) 
(rB* - rRF) / (rM* - rRF) 
(rB* - rRF) / rRF 
(rB* - rRF) / rM* 
High uncertainty is associated with which of the following? 
Preferred stock 
Common stock 
Bonds 
T –Bills 
Operating revenue can be calculated from which of the following formulas? 
Operating Revenue = Fixed cost * Quantity + Variable cost 
Operating Revenue = Price / Quantity +Variable cost 
Operating Revenue = Sale price * Quantity 
Operating Revenue = Variable cost * Quantity / Fixed cost 
Capital structure theory is presented by which of the following? 
Robert Alan Hill 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
Which of the followings proposes that the value of the firm is independent of 
its capital 
structure? 
   
   
   
   
    
   
   
   
The Capital Asset Pricing Model 
M&M capital structure theory 
The law of variable proportion 
The Law of One Price 
Under Net income approach, which of the following is a correct sequence of 
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calculating 
cost of capital? 
Net income – Total firm’s market value – WACC (Doubted) 
Net income – WACC – total firm’s market value 
WACC – Net income – market value of equity 
Market value of fir m – WACC – Net income 
The DuPont Approach breaks down the earning power on shareholders' book 
value 
(ROE) as follows: ROE = __________. 
Net profit margin × Total asset turnover × Equity multiplier 
Total asset turnover × Gross profit margin × Debt ratio 
Total asset turnover × Net profit margin 
Total asset turnover × Gross profit margin × Equity multiplier 
A capital budgeting technique that is NOT considered as discounted cash flow 
method is: 
Payback period 
Internal rate of return 
Net present value 
Profitability index 
Which of the following is NOT a major cause of unsystematic risk. 
New competitors 
New product management 
Worldwide inflation 
Strikes 
If stock is a part of totally diversified portfolio then its company risk must be 
equal to: 
0 
0.5 
1 
-1 
Mar ket risk is measured in terms of the ___________ of the market 
portfolio or index. 
Variance 
Covariance 
Standard deviation 
Correlation coefficient 
A technique that tells us the number of years required to recover our initial 
cash 
investment based on the project’s expected cash flows is: 
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Pay back period 
Internal rate of return 
Net present value 
Profitability index 
What will be the market risk premium for stock C if the average share of stock 
C has a 
   
   
   
   
    
   
   
   
required return of 15% and treasury bonds yield is 10%? 
5% 
10% 
15% 
25% 
According to Traditionalist Theory, when a 100% Equity Firm takes on more 
and more 
debt, which of the following phenomenon is observed? 
Share Price first falls, then reaches minimum and finally rises 
Share Price first rises, then reaches minimum and finally falls 
Share Price first rises, then reaches maximum and finally falls 
None of the given options 
Which of the following statement depicts the disadvantage of issuing debt? 
Debt financing leads toward unlimited liability 
If company doesn’t pay interest, it can be close down 
It can improve the return on equity 
Not fixed payment of interest is required by investors 
If Current assets = Rs. 16,000, 
Current liabilities= Rs. 10,000 
Inventory= Rs. 2500 
Calculate quick ratio for the firm? 
1.35 
6.0 
1.60 
0.25 
If an investor is risk averse, then which of the following option s best suits him? 
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Debentures 
Common stock 
T –Bills 
Preferred stock 
Capital structure theory is presented by which of the following? 
Robert Alan Hill 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
For most firms, P/E ratios and risk_________ 
Will be directly related 
Will have an inverse relationship 
Will be unrelated 
Will both increase as inflation increases 
The square of the standard deviation is known as the ________. 
Beta 
Expected return 
Coefficient of variation 
   
   
   
   
    
   
   
   
Variance 
Why companies invest in projects with negative NPV? 
Because there is hidden value in each project 
Because they have chance of rapid growth 
Because they have invested a lot 
All of the given options 
If stock is a part of totally diversified portfolio then its company risk must be 
equal to: 
0 
0.5 
1 
-1 
Which of the following is the market for short term debt? 
Money market 
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Capital market 
Real asset market 
Equity market 
Firm ABC has Rs.5 million in outstanding debt, currently has 200,000 shares 
outstanding 
priced at Rs.60 a share, and has a borrowing rate of 10%. If the firm's return on 
equity is 
15%, what is the firm's WACC? 
5.00% 
3.23% 
4.25% 
2.16% 
Which of the following term is used when the firm can independently control 
considerable assets with a very limited amount of equity? 
Joint venture 
Leveraged buyout (LBO) 
Spin-off 
Consolidation 
The value of a bond is directly derived from which of the following? 
Cash flows 
Coupon receipts 
Par recover y at maturity 
All of the given options 
Which of the following is the variability of return on stocks or portfolios not 
explained by 
general market movements. It is avoidable through diversification? 
Systematic risk 
Standard deviation 
Unsystematic risk 
Financial risk 
Which of the following can be used to calculate the risk of the larger portfolio? 
Standard deviation 
EPS approach 
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Matrix approach 
Gordon’s Approach 
Mar ket risk is measured in terms of the ___________ of the market 
portfolio or index. 
Variance 
Covariance 
Standard deviation 
Correlation coefficient 
If 2 stocks move in the same direction together then what will be the 
correlation 
coefficient? 
0 
1.0 
-1.0 
1.5 
The Serfraz Company is financed by Rs. 2 million (market value) in debt and 
Rs. 3 
million (market value) in equity. The cost of debt is 10% and the cost of equity 
is 
15%. Calculate the weighted average cost of capital. (Assume no taxes.) 
10% 
15% 
13% 
8% 
Suppose that the Euro is selling at a forward discount in the forward -exchange 
market. 
This implies that most likely __________. 
The Euro has low exchange-rate risk 
The Euro is gaining strength in relation to the dollar 
Interest rates are higher in Euroland than in the United States 
Interest rates are declining in Europe 
Question No: 7 ( Marks: 1 ) - Please choose one 
Which of the following make the calculation of NPV difficult? 
Estimated cash flows 
Discount rate 
Anticipated life of the business 
All of the given options 
The presence of which of the following costs is NOT used as a major argument 
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against 
the M&M arbitrage process? 
Transaction costs 
Insurance costs 
Bankruptcy costs 
Agency costs 
On declaration date of dividend, if ABC Company announces dividend higher 
than the 
previous years, which of the following phenomenon is likely to be observe? 
Stock price falls 
Stock price rises 
Stock price remains the same 
   
   
   
   
    
   
   
   
None of the given options 
Which of the following is a form of divestiture in which a subsidiary or division 
becomes 
an independent company? 
Sell-off 
Spin-off 
Liquidation 
Merger 
Which of the following depicts the break even point in best way? 
EBIT = 0 
EBIT < 0 
EBIT > 0 
None of the given options 
2 currency related MCQ’s 
1-How many Swis frank in Pakistani rupees???? 
2- How many Aud will be in pak rupees??? 
Question No: 1 ( Marks: 1 ) - Please choose one 
Which of the following type of lease is a long-term lease that is not cancelable 
and its life 
often matches the useful life of the asset? 
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A financial 
An operating 
Both financial & operating lease 
None of the given options 
Question No: 2 ( Marks: 1 ) - Please choose one 
What is potentially the biggest advantage of a small partnership over a sole 
proprietorship? 
Unlimited liability 
Single tax filing 
Difficult ownership resale 
Raising capital 
Question No: 3 ( Marks: 1 ) - Please choose one 
What is the present value of a Rs.1,000 ordinary annuity that earns 8% 
annually for an 
infinite number of periods? 
Rs.80 
Rs.800 
Rs.1,000 
Rs.12,500 
Question No: 4 ( Marks: 1 ) - Please choose one 
   
   
   
   
    
   
   
   
As interest rates go up, the present value of a stream of fixed cash flows 
_____. 
Goes down 
Goes up 
Stays the same 
Can not be found 
Question No: 5 ( Marks: 1 ) - Please choose one 
A capital budgeting technique through which discount rate equates the present 
value of 
the future net cash flows from an investment project with the project’s initial 
cash 
outflow is known as: 
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Payback period 
Internal rate of return 
Net present value 
Profitability index 
Question No: 6 ( Marks: 1 ) - Please choose one 
Which of the following has "Beta" as a measure of risk? 
Firm specific risk 
Diversifiable risk 
Unique risk 
Market risk 
Question No: 7 ( Marks: 1 ) - Please choose one 
Which of the following risk can be diversified away? 
Un systematic risk 
Beta risk 
Firm specific risk 
Market risk 
Question No: 8 ( Marks: 1 ) - Please choose one 
_________ is equal to (common shareholders' equity/common shares 
outstanding). 
Book value per share 
Liquidation value per share 
Market value per share 
None of the above 
Question No: 9 ( Marks: 1 ) - Please choose one 
Which of the following is the variability of return on stocks or portfolios not 
explained by 
general market movements. It is avoidable through diversification? 
Systematic risk 
Standard deviation 
Unsystematic risk 
Financial risk 
Question No: 10 ( Marks: 1 ) - Please choose one 
The Higher the Risk of a Share, the ___________ its Rate of Return and the 
_____ its 
Mar ket Price. 
Higher; Lower 
Lower; Higher 
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Higher; Higher 
Lower; Lower 
Question No: 11 ( Marks: 1 ) - Please choose one 
Which of the following is NOT a major cause of systematic risk. 
A worldwide recession 
A world war 
World energy supply 
Company management change 
Question No: 12 ( Marks: 1 ) - Please choose one 
Capital budgeting is a decentralized function assigned to: 
Individuals 
Departments 
Teams 
All of the given options 
Question No: 13 ( Marks: 1 ) - Please choose one 
Mar ket risk is measured in terms of the ___________ of the market 
portfolio or index. 
Variance 
Covariance 
Standard deviation 
Correlation coefficient 
Question No: 14 ( Marks: 1 ) - Please choose one 
Why market values are often used in computing the weighted average cost of 
capital? 
This is the simplest way to do the calculation 
This is consistent with the goal of maximizing shareholder value 
This is required in the U.S. by the Securities and Exchange Commission 
None of the given options 
Question No: 15 ( Marks: 1 ) - Please choose one 
Calculate the break-even (quantity) point given the following information. The 
firm has 
Rs.1, 000,000 in fixed costs. The firm produces only one product and 
anticipates selling 
each unit for Rs.25 with variable costs of Rs.5 per unit. 
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200,000 
50,000 
40,000 
There is not sufficient information provided to calculate the sales break-even 
point. 
Question No: 16 ( Marks: 1 ) - Please choose one 
Which of the following costs would be considered a fixed cost? 
Raw materials 
Depreciation 
Bad-debt losses 
Production labor 
Question No: 17 ( Marks: 1 ) - Please choose one 
In the context of operating leverage break-even analysis, if selling price per 
unit falls and 
all other variables remain constant, what will be the effect on the operating 
break-even 
   
   
   
   
    
   
   
   
point in units? 
Fall 
Rise 
Stay the same 
Incomplete information 
Question No: 18 ( Marks: 1 ) - Please choose one 
Which of the following represents financial leverage? 
Use of more debt capital to increase profit 
Debt is not used in capital to increase profit 
High degree of solvency 
Low degree of solvency 
Question No: 19 ( Marks: 1 ) - Please choose one 
Which of the following is NOT a reason for international investment? 
To provide an expected risk-adjusted return in excess of that required 
To gain access to important raw materials 
To produce products and/or services more efficiently than possible 
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domestically 
International investments have less political risk than domestic 
investments 
Question No: 20 ( Marks: 1 ) - Please choose one 
Assuming that the firm can either hold cash paying no interest or invest in 
marketable 
securities, which of the following might induce the manager to hold higher 
cash 
balances? 
The cost of borrowing is high relative to interest rates on 
marketable securities 
Future cash flows are relatively predictable 
The cost of cash balances is relatively high 
Bank interest rates are expected to increase 
Question No: 21 ( Marks: 1 ) - Please choose one 
The stock in your portfolio was selling for Rs. 40 per share yesterday, but has 
today 
declar ed a three for two stock split. Which of the following statements seems 
to be true? 
There will be two-thirds as many shares outstanding, and they will sell for 
Rs.60.00 
each 
There will be four times as many shares outstanding, and they will sell for 
Rs.160.00 
each 
There will be 50 percent more shares outstanding and they will sell 
for Rs.26.67 
each 
There will be one-and-one-half times as many shares outstanding, and they 
will sell 
for Rs.60.00 each 
Question No: 22 ( Marks: 1 ) - Please choose one 
After the payment of a 25% stock dividend, an investor has 500 shares of stock 
and Rs. 
400 total value. What did the investor have prior to the stock dividend? 
375 shares of stock and Rs. 375 total value 
400 shares of stock and Rs. 400 total value 
400 shares of stock and Rs. 500 total value 
625 shares of stock and Rs. 400 total value 
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Question No: 23 ( Marks: 1 ) - Please choose one 
Which term would most likely be associated with the phrase "actions speak 
louder than 
words?" 
Incentive signaling 
Shareholder wealth maximization 
Financial signaling 
Optimal capital structure 
Question No: 24 ( Marks: 1 ) - Please choose one 
The KSE (Karachi Stock Exchange) 100 Index represents what? 
The value of Portfolio of Highest volume stocks 
The value of Portfolio of all Stocks 
The value of Portfolio of lowest volume stocks 
None of the given options 
Question No: 25 ( Marks: 1 ) - Please choose one 
While calculating the stock Beta graphically, y-intercept refers to: 
Market risk 
Systematic risk 
Company’s specific risk 
Non-diversifiable risk 
Question No: 26 ( Marks: 1 ) - Please choose one 
Which of the following helps you to reduce your portfolio's risk? 
Own more than 20 securities 
Own a basket of securities that don't behave alike 
Own a bunch of stocks from the same industry 
Own less risky securities only 
Question No: 27 ( Marks: 1 ) - Please choose one 
If a stock is part of totally diversified portfolio then which of the following is 
TRUE for 
that stock? 
Stock's total Risk = Company Risk 
Stock's total Risk = Market Risk 
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Stock's total Risk = Market Risk + Company Risk 
All of the given options 
P 109 
If a Stock is Part of a Totally Diversified Portfolio then its 
Company Risk = 0. Therefore Total Risk = Market Risk. And the Stock points 
will lie 
exactly on the Regression line. 
Question No: 28 ( Marks: 1 ) - Please choose one 
If the Market Risk of a stock is 25% and Stock’s Beta is 2.0, then what is the 
Relevant 
Mar ket Risk Component of that stock? 
30% 
40% 
50% 
60% 
   
   
   
   
    
   
   
   
Question No: 29 ( Marks: 1 ) - Please choose one 
If the Market Risk of a stock is 15% and Stock’s Beta is 2.5 then what is the 
Relevant 
Mar ket Risk Component of that stock? 
30% 
34% 
38% 
42% 
Question No: 30 ( Marks: 1 ) - Please choose one 
Which of the following is the main feature to adopt the Arbitrage Pricing 
Model? 
Risk need not to be considered 
It has covered all the shortfalls of the Capital Asset Pricing Model 
The model requires a specific benchmark market portfolio 
The model provides specific guidance concerning the determination 
of the risk 
premiums on the factor portfolios 
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Question No: 31 ( Marks: 1 ) - Please choose one 
What should be used to calculate the proportional amount of equity financing 
employed 
by a firm? 
The book value of the firm 
The sum of common stock and preferred stock on the balance sheet 
The current market price per share of common stock times the 
number of shares 
outstanding 
The common stock equity account on the fir m's balance sheet 
Question No: 32 ( Marks: 1 ) - Please choose one 
Tax Preference Theory suggests that shareholder wealth is maximized by low 
dividend 
payout because of which of the following reasons? 
Marginal tax rate on dividends is lower than on capital gains 
Marginal tax rate on dividends is higher than on capital gains 
Marginal tax rate on dividends is equal to capital gains 
None of the given options 
Question No: 33 ( Marks: 1 ) - Please choose one 
Bird-in-the-hand dividend theory was proposed by which of the following? 
Miller Modigliani 
Myron Gordon and John Lintner 
Henry Fayol 
William John and Lehman 
Question No: 34 ( Marks: 1 ) - Please choose one 
The date on which the names of stockholders in the Stock Transfer Register of 
firm are 
documented is referred as: 
Declaration Date 
Holder-of-record Date 
Ex-Dividend Date 
Payment Date 
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Question No: 35 ( Marks: 1 ) - Please choose one 
XYZ Corporation has offered its shareholders the option that their dividends 
will be used 
to purchase additional shares of this corporation. This offer of XYZ 
Corporation is 
referred as: 
Stock repurchases 
Dividend reinvestment 
Stock dividends 
Stock splits 
Question No: 36 ( Marks: 1 ) - Please choose one 
Calculate the return on equity (ROE) of ABC Company using Du Pont equation 
and the 
data given below: 
Profit Margin= 30% 
Asset Turnover= 50% 
Leverage Factor = 60% 
3.6% 
9% 
14% 
33% 
Question No: 37 ( Marks: 1 ) - Please choose one 
Business risk stems from operations and the ________ of the firm. 
Liability 
Asset 
Capital 
Revenue 
Question No: 38 ( Marks: 1 ) - Please choose one 
Which of the following statements is TRUE about an aggressive approach to 
finance 
working capital? 
Financing seasonal requirements of current assets with short-term debt and 
permanent 
requirement of current assets with long term debt 
Financing permanent requirements of current assets with short-term debt and 
seasonal 
requirement of current assets with long term debt 
Financing seasonal as well as permanent requirements of current 
assets with 
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short term debt 
Financing seasonal as well as permanent requirements of current assets with 
long term 
debt 
Question No: 39 ( Marks: 1 ) - Please choose one 
Every firm strives to achieve which of the following? 
To keep Return on Equity (ROE) lower than Expected return (rE) 
To keep Return on Equity (ROE) equal to Expected return (rE) 
   
   
   
   
    
   
   
   
To keep Return on Equity (ROE) higher than Expected return (rE) 
All of the given option 
Question No: 40 ( Marks: 1 ) - Please choose one 
Capital structure theory is presented by which of the following? 
Modigliani & Miller 
Brigham & Houston 
Van Horne & Gittman 
Robert Alan Hill 
Question No: 41 ( Marks: 1 ) - Please choose one 
Which of the following is (are) the characteristics of operating lease? 
Lessor maintains and finances the Asset 
It is not fully amortized 
It is cancelable 
All of the given options 
Question No: 42 ( Marks: 1 ) - Please choose one 
When market value of another similar firm is less than the cost of replacing the 
assets of 
your own firm, it is better to buy another firm. It is known as: 
Cherry picking         P 176 
Divestiture 
Spin-off 
Asset stripping 
Question No: 43 ( Marks: 1 ) - Please choose one 
Most of the firms wish to maintain their capital structure in the form of which 
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of the 
following? 
100% equity 
100% debt 
Mix of debt and equity 
100% from the personal savings 
Question No: 44 ( Marks: 1 ) - Please choose one 
Calculate the Forward Rate for Rupee using Interest Rate Parity if the interest 
on 1 Year 
Maturity in Pakistan is 10% and on Euro is 6% and the forward rate is Rs.124/ 
EUR. 
Rs. 6 per EUR 
Rs. 120 per EUR 
Rs. 124 per EUR 
Rs. 1240 per EUR 
Question No: 45 ( Marks: 1 ) - Please choose one 
If Return on Equity (ROE) is higher than the Expected Return (ROE > rE), 
then which of 
the following is better for the firm to pursue? 
To plough the retained earnings back into the business 
To pay out the dividend this will raise the share price 
To finance short-term needs with long-term debt 
   
   
   
   
    
   
   
   
To finance seasonal needs with long-term funds 
Question No: 46 ( Marks: 1 ) - Please choose one 
Which of the following is a bond that could be defined as “a bond bearing a 
yield that 
may rise or fall according to the fluctuations in the market”? 
High yield bond 
Floating rate bond 
Low coupon bond 
Euro bond 
Question No: 47 ( Marks: 1 ) - Please choose one 
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Which of the following can be used as measure of return? 
Forecasted selling price 
Forecasted purchase price 
Forecasted dividend 
Forecasted time span of project 
Question No: 48 ( Marks: 1 ) - Please choose one 
When AB = 0 it means that: 
Investments are not correlated (doubted) 
Investments are perfectly positively correlated 
Investments are perfectly negatively correlated 
None of the given options 
FINALTERM EXAMINATION 
Spring 2010 
MGT201- Financial Management (Session - 1) 
Time: 90 min 
Marks: 69 
Question No: 1 ( Marks: 1 ) - Please choose one 
Who determines the market price of a share of common stock? 
Individuals buying and selling the stock 
The board of directors of the firm 
The stock exchange on which the stock is listed 
The president of the company 
Question No: 2 ( Marks: 1 ) - Please choose one 
Which of the following would cause the gross profit margin to remain 
unchanged, but the 
net profit margin declined over the same period? 
Cost Cost of goods sold increased relative to sales 
Sales increased relative to expenses 
Govt. increased the tax rate 
Di DiDividends were decreased 
Question No: 3 ( Marks: 1 ) - Please choose one 
ABC’s and XYZ’s debt-to -total assets ratio is 0.4. What is its debt-to-equity 
ratio? 
0 .2 
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0 .77 
0.667 
0.333 
Question No: 4 ( Marks: 1 ) - Please choose one 
Which of the following make the calculation of NPV difficult? 
Estimated cash flows 
Discount rate 
Anticipated life of the business 
All of the given options 
Question No: 5 ( Marks: 1 ) - Please choose one 
Who is responsible for the decisions relating capital budgeting and capital 
rationing? 
Chief executive officer 
Junior management 
Division heads 
All of the given option 
Question No: 6 ( Marks: 1 ) - Please choose one 
Mortgage bonds are secured by real property whose value is generally 
_______ than that 
of the value of the bonds issue?. 
Higher 
Lower 
Equal 
Higher or lower 
P 65 
Mortgage Bonds are backed by real property (ie. Land, building,, machinery, 
inventory) whose value is generally higher than that of the value of the bonds 
issued. 
Question No: 7 ( Marks: 1 ) - Please choose one 
The value of direct claim security is derived from which of the following? 
Fundamental analysis 
Underlying real asset 
Supply and demand of securities in the market 
All of the given options 
Question No: 8 ( Marks: 1 ) - Please choose one 
Which of the following would tend to reduce a firm's P/E ratio? 
The firm significantly decreases financial leverage 
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The firm increases return on equity for the long term 
The level of inflation is expected to increase to double-digit levels 
The rate of return on Treasury bills decreases 
Question No: 9 ( Marks: 1 ) - Please choose one 
How the beta of a stock can be calculated? 
By monitoring price of the stock 
By monitoring rate of return of the stock 
By comparing the changes in the stock market price to the changes 
in the stock 
market index 
   
   
   
   
    
   
   
   
All of the given options 
Question No: 10 ( Marks: 1 ) - Please choose one 
Where the stock points will lie, if a stock is a part of totally diversified 
portfolio? 
It will lie below the regression line 
It will line above the regression line 
It will line exactly on the regression line 
It will be tangent to the regression line 
Question No: 11 ( Marks: 1 ) - Please choose one 
Why debt is a less costly source of fund? 
Because additional interest creates a  new form of tax shield 
Because additional money creates a new form of tax shield 
Because banks extend loan at lower interest rates 
None of the given options 
Question No: 12 ( Marks: 1 ) - Please choose one 
When a firm can acquire another firm? 
Only by purchasing the assets of the target firm 
Only by purchasing the common stock of the target firm 
By either purchasing the assets or the common equity of the target 
firm 
None of the given options 
Question No: 13 ( Marks: 1 ) - Please choose one 
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What is the economic order quantity for an automobile dealer selling 2,000 
cars per year, 
at a cost of Rs.750 per order, and a carrying cost of Rs.300 per automobile? 
40 cars 
71 cars 
100 cars 
126 cars 
Question No: 14 ( Marks: 1 ) - Please choose one 
The stock in your portfolio was selling for Rs. 40 per share yesterday, but has 
today 
declar ed a three for two stock split. Which of the following statements seems 
to be true? 
There will be two-thirds as many shares outstanding, and they will sell for 
Rs.60.00 each 
There will be four times as many shares outstanding, and they will sell for 
Rs.160.00 each 
There will be 50 percent more shares outstanding and they will sell 
for 
Rs.26.67 each (Doubted) 
There will be one-and-one-half times as many shares outstanding, and they 
will sell 
for Rs.60.00 each 
Question No: 15 ( Marks: 1 ) - Please choose one 
Which of the following’s existence on the balance sheet generates tax 
advantages that 
directly influence the capital structure of the firm? 
Long-term debt 
Retained earnings 
All of the given answers are correct (Doubted) 
   
   
   
   
    
   
   
   
A large proportion of fixed assets 
Question No: 16 ( Marks: 1 ) - Please choose one 
Which of the following is an example of restructuring the firm? 
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Dividends are increased from Rs.1 to Rs.2 per share 
A new investment increases the firm's business risk 
New equity is issued and the proceeds repay debt 
A new Board of Directors is elected to the firm 
Question No: 17 ( Marks: 1 ) - Please choose one 
While calculating the Stock Portfolio Risk using 3x3 Matrix Approach, the 
terms shown 
in Boxes on Diagonal are called: 
Covariance 
Variance P 97 
Coefficient 
Correlation 
Question No: 18 ( Marks: 1 ) - Please choose one 
What is the basis of CAPM which describes how the expected return of a stock 
or 
portfolio is correlated to the return of the financial market as a whole? 
Correlation (Doubted) 
Beta 
NPV 
Cash flow 
Question No: 19 ( Marks: 1 ) - Please choose one 
Ahmad is a 40-year-old employee and he wants to invest his money. He should 
put how 
much money in stocks? 
The amount to be invested is a matter of personal preference, based on the 
Ahmad’s goal for his money 
The amount is a matter of personal preference, based on the 
investment’ risk 
only (Doubted) 
The rule of thumb suggests that 40% of his assets be in cash/bonds and the 
remaining 
60% in stocks 
The rule of thumb suggests that 60% of his assets be in cash/bonds and the 
remaining 
40% in stocks 
Question No: 20 ( Marks: 1 ) - Please choose one 
If a stock is part of totally diversified portfolio then which of the following is 
TRUE for 
that stock? 
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Stock's total Risk = Company Risk 
Stock's total Risk = Market Risk 
Stock's total Risk = Market Risk + Company Risk 
All of the given options 
Question No: 21 ( Marks: 1 ) - Please choose one 
Which of the following is the characteristic of Arbitrage Pricing Model that 
offers the 
greatest potential advantage over the Capital Asset Pricing Model? 
   
   
   
   
    
   
   
   
It gives the variability of coefficients of sensitivity for a given asset over time 
It provides accurate measurement of the risk-free rate of return over historical 
time 
periods 
It uses several factors instead of a single market index to enlighten 
the risk 
return relationship P 119 
It identifies the anticipated changes in production, inflation and term structure 
as key 
factors in explaining the risk-return relationship 
Question No: 22 ( Marks: 1 ) - Please choose one 
Which of the following is true about the security market line (SML) derived 
from the 
Arbitrage pricing model? 
The benchmark portfolio for the Security market line may be any well-
diversified 
portfolio 
The Security market line for the Arbitrage pricing model has an 
intercept equal 
to the expected return on the market portfolio doubted 
The Security market line for the Arbitrage pricing model shows expected return 
in 
relation to portfolio standard deviation 
The Security market line has a downward slope 
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Question No: 23 ( Marks: 1 ) - Please choose one 
What should be used to calculate the proportional amount of equity financing 
employed 
by a firm? 
The book value of the firm 
The sum of common stock and preferred stock on the balance sheet 
The current market price per share of common stock times the 
number of shares 
outstanding 
The common stock equity account on the fir m's balance sheet 
Question No: 24 ( Marks: 1 ) - Please choose one 
In the WACC equation (rDxD + rExE + rPxP), 
x E 
represents which of the following? 
Weight or Fraction of Total Capital value raised from bonds 
Weight or Fraction of Total Capital value raised from preferred stock 
Weight or Fraction of Total Capital value raised from common stock 
Weight or Fraction of Total Capital value raised from debentures 
Question No: 25 ( Marks: 1 ) - Please choose one 
The Impairment of Capital Rule refers to what? 
Cash Dividends can only be paid from cash 
Dividends can not exceed Retained Earnings 
Restricting the dividend payout if earnings are too low to pay interest 
Investors bu y stocks whose dividend policy they like 
P 157 Impairment of Capital Rule: 
Dividends can NOT exceed Retained Earnings 
which are shown on Balance Sheet. 
Question No: 26 ( Marks: 1 ) - Please choose one 
Bird-in-the-hand dividend theory was proposed by which of the following? 
Miller Modigliani 
Myron Gordon and  John Lintner 
   
   
   
   
    
   
   
   
Henry Fayol 
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William John and Lehman 
Question No: 27 ( Marks: 1 ) - Please choose one 
The date on which the right to the current dividend no longer accompanies a 
stock is 
termed as: 
Declaration Date 
Holder-of-record Date 
Ex-Dividend Date 
Payment Date 
Question No: 28 ( Marks: 1 ) - Please choose one 
Which of the following industry is not the example of high leveraged firm? 
Textile industry 
Cement plant 
Education sector 
I.T industry 
Question No: 29 ( Marks: 1 ) - Please choose one 
Which of the following current asset investment policy leads firm to maintain 
small 
amount of current assets? 
Fat cat working capital policy 
Lean & Mean working capital policy 
Moderate working capital policy 
All of the given options 
Question No: 30 ( Marks: 1 ) - Please choose one 
Which of the following industries is considered as capital intensive? 
Pharmaceutical industry 
Textile industry 
Information technology 
Automobile industry 
Question No: 31 ( Marks: 1 ) - Please choose one 
If total assets of the firm are equal to Rs. 2,000 and debt is Rs. 1,000 then the 
financial 
leverage of the firm is equal to which of the following? 
(FL = Debt / (Debt + 
Equity)) 
40% 
50% P 191 
60% 
65% 
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Question No: 32 ( Marks: 1 ) - Please choose one 
Which of the following is called the father of corporate finance? 
Prasanna Chandra 
Modigliani & Miller 
Van Horne & Gittman 
Robert Alan Hill 
   
   
   
   
    
   
   
   
Question No: 33 ( Marks: 1 ) - Please choose one 
XYZ Compan y is financing its seasonal requirements of current assets with 
short-term 
debt and permanent requirement of current assets with long term debt. The 
firm is using 
which of the following approach to finance its working capital? 
Aggressive approach 
Conservative approach 
Moderate approach P 168 
Hybrid approach 
Question No: 34 ( Marks: 1 ) - Please choose one 
NM Corporation is financing its seasonal as well as permanent requirements of 
current 
assets with long term debt. The firm is using which of the following approaches 
to 
finance its working capital? 
Aggressive approach 
Conservative approach P 168 
Moderate approach 
Hybrid approach 
Question No: 35 ( Marks: 1 ) - Please choose one 
Mr. A, a sole proprietor has purchased the raw material on credit; this 
transaction has 
generated which of the following? 
Permanent Financing 
Spontaneous Financing 
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Short-term Loan 
All of the given options 
Question No: 36 ( Marks: 1 ) - Please choose one 
Which of the following is 
NOT 
a source of spontaneous financing? 
Trade credits 
Short term loans 
Accrued taxes 
Wages payable 
Question No: 37 ( Marks: 1 ) - Please choose one 
Optimal debt/ equity ratio lies between which of the following range? 
20/80 to 70/30 P 144 
30/70 to 50/50 
40/60 to 60/40 
20/80 to 60/40 
Question No: 38 ( Marks: 1 ) - Please choose one 
Company A and Company B merged together in such a way that the combined 
value and 
perfor mance of both these companies is greater than the sum of their separate 
individual 
parts. This phenomenon is referred as: 
Synergy 
Acquisition 
Leveraged buy-out 
Hostile merger 
   
   
   
   
    
   
   
   
Question No: 39 ( Marks: 1 ) - Please choose one 
Which of the following is not one of the types of merger? 
Horizontal Merger 
Vertical Merger 
Diagonal Merger 
Conglomerate Mer ger 
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Question No: 40 ( Marks: 1 ) - Please choose one 
A target firm does not want to be acquired. That’s why it has taken an excessive 
short 
term debt to appear unhealthy for the acquiring firm. This phenomenon is 
referred as: 
White Knight 
Poison Pill 
Leveraged Buy-Outs 
White squire 
Question No: 41 ( Marks: 1 ) - Please choose one 
Under efficient market, the effect of debt on WACC can be represented with the 
help of 
which of the following? 
Straight line 
U shaped curve 
Concave 
Time to time fluctuation 
Question No: 42 ( Marks: 1 ) - Please choose one 
With the increased rate of total risk of the firm, which of the following will be 
greatly 
affected? 
Required rate of return 
Expected  rate of return 
Multiple rate of return 
Internal rate of return 
Question No: 43 ( Marks: 1 ) - Please choose one 
Which of the following is called as spontaneous financing? 
Current assets 
Fixed assets 
Current liabilities 
Fixed liabilities 
Question No: 44 ( Marks: 1 ) - Please choose one 
Which of the following is NOT the interest rate used for discounting 
calculation? 
Benchmark interest rate 
Effective interest rate 
Periodic interest rate 
Nominal interest rate 
Question No: 45 ( Marks: 1 ) - Please choose one 
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Which of the following is true about payback period? 
The regular payback method recognizes all cash flows over a project’s life 
It recognizes all cash flows over a project’s life, and it also adjusts these cash 
flows to 
   
   
   
   
    
   
   
   
account for the time value of money 
It is useful as an indicator of a project’s liquidity as it gives an idea 
that how long 
it will take to recover the funds invested in a project 
The regular payback method was widely used, but virtually no companies even 
calculate the payback today 
Question No: 46 ( Marks: 1 ) - Please choose one 
Which of the following describes a set of projects where only one project can be 
selected? 
Mutually exclusive projects P 47 
Supplementary projects 
Complementary projects 
Independent projects 
Question No: 47 ( Marks: 1 ) - Please choose one 
Risk can be measured with which of the following statistical tool? 
Standard deviation 
Range 
T- test 
Mean, median and mode 
Question No: 48 ( Marks: 1 ) - Please choose one 
Which is the best measure for an asset held in a diversified portfolio? 
Beta 
Variance 
Standard deviation 
Coefficient of variation 
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MGT201:::Final Term Subjective 
Why firms not prefer Debt financing 
Based on CORPORATE TAXES, FIRMS should prefer to raise Capital using DEBT Financing rather than 
equity as there is saving associated with capital raised through this source. 
 
WHY WE USE WACC? 
It is the best way to calculate the net present value of a project because it takes into consideration all the sources 
of capital. For example, for a project to be desirable it has to first need to satisfy the desired rate of return of 
different fund providers. But we know that there are different sources of funds. It doesn't just come from one 
source. We know that NPV/Initial Cost Outlay = % rate of return. A project may for example provide a 10% 
rate of return. The company's banker may nod on it if its minimum rate of return before it lends the company 
some money is only 5%. But how about if the stockholders want as much as 15%? WACC based on market 
value is the best way to solve these variations in interests and costs of providing funds. 
If you use WACC, you are deemed to consider both the cost of debt and equity. So in a way your question is 
wrong. 
 
WHAT IS MERGER? IS IT HARMFUL OR BENEFICIAL? EXPLAIN AND JUSTIFY. STRATEGIES 
TO PROTECT FIRM FROM EXCHANGE RATE RISK 
Definition of 'Merger' 
The combining of two or more companies, generally by offering the stockholders of one company securities in 
the acquiring company in exchange for the surrender of their stock. 
Basically, when two companies become one. This decision is usually mutual between both firms 
 
 
 
 
 
Question No: 52 ( Marks: 5 ) 
Firm A has to decide whether to maintain large amount of current assets or small amount. What can be 
the possible benefits the firm can enjoy from both of these? 
Advantages of Large Current Assets: less risk of shortages & interruptions and less loss of sales due to 
availability of funds for loan payments and purchases and inventory. High Liquidity so better CREDIT Rating. 
Advantages of Small Current Assets: Less investment in current assets means less amount of money tied to the 
assets which are generating no return. So lower Opportunity Cost of Capital. 
 
Split from dividend stock=3 
When a company decides to issue a stock split (or stock dividend), a couple of possibilities could occur 
concerning what would happen to an upcoming cash dividend. The most important factors are the time the stock 
split happens and the time of the cash dividend's record date. Typically, a cash dividend will not be issued to 
new shares that were created from a stock split if the split date occurs after the dividend's date of record. This is 
similar to how an investor does not receive dividends for stocks that he purchased after the dividend's record 
date. 
   
Difference between Capital Market and Money Market. 3 Marks 
Capital Markets: 
These are the markets for the long term debt & corporate stocks. 
Money Markets 
Money market generally is a market where there is buying and selling of short term liquid debt instruments. 
(Short term means one year or less). Liquid means something which is easily en-cashable; an instrument that 
can be easily exchanged for cash. 
Discuss one of the financial instruments “Option”. 3 Marks 



 2
Gives the buyer the right, but not the obligation, to buy or sell an asset at a set price on or before a given date. 
Investors, not companies, issue options. Buyers of call options bet that a stock will be worth more than the price 
set by the option (the strike price), plus the price they pay for the option itself. Buyers of put options bet that the 
stock's price will drop below the price set by the option. An option is part of a class of securities called 
derivatives, which means these securities derive their value from the worth of an underlying investment. 
 
Business converts from old to new capital structuring and tax shield. What affect of this tax shield on 
following: 
 Earning before interest and Tax (EBIT) 
 Net Income  

 
 
 
 
 
Advantage of Financial lease respective of lessee. (5 Marks) 
 If factory needs to buy new machine urgently and does NOT have enough finances. 
 Leased Assets (and lease liabilities) can sometimes be treated OFF THE BALANCE SHEET ITEMS. 

Accounting Standards (i.e. FASB USA) in some countries restrict this so generally speaking, Lease DOES 
affect DEBT RATIO & Capital Structure in similar way as Loan on Balance Sheet. 

 If Company can NOT justify an increase in Assets on the Balance Sheet based on historical earnings. 
Capital expenditure in Leased Asset can be “Expensed” out gradually. 

 Lease Rental is a TAX-DEDUCTIBLE EXPENSE just like interest payments. 
 As long as IRR from leased equipment is higher than cost of lease financing. 

 
Question No: 53 ( Marks: 5 ) 
Differentiate forward market and future market. 
The forward market is the over-the-counter financial market in contracts for future delivery, so called forward 
contracts. Forward contracts are personalized between parties (i.e., delivery time and amount are determined 
between seller and customer). The forward market is a general term used to describe the informal market by 
which these contracts are entered into. Standardized forward contracts are called futures contracts and traded on 
a futures exchange.  
A futures market or derivatives exchange is a central financial exchange where people can trade standardized 
futures contracts; that is, a contract to buy specific quantities of a commodity or financial instrument at a 
specified price with delivery set at a specified time in the future. 
 
Question No: 55 ( Marks: 3 ) 
Calculate tax shield from the given information. 
Corporate tax rate is 35% and amount of debt is Rs. 20, 000 and rate of return is 8%. 

Tax Shield =(income-(debt*interest rate))*tax rate 
Tax shield = (20,000 * 8%)* 35% 
= 560 Rs 

 
Question No: 56 ( Marks: 5 ) 
How can a manager calculate the opportunity cost of capital for a project? Give answer in bulleted form 
only. 
 The opportunity cost of capital is the return that investors give up by investing in the project rather than in 

securities of equivalent risk. 
 Financial managers use the capital asset pricing model to estimate the opportunity cost of capital 
 The company cost of capital is the expected rate of return demanded by investors in a company. 

Question No: 57 ( Marks: 5 ) 
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Suppose you are a financial manager of XYZ Corporation and you have been assigned the task to 
calculate the numerical value of your firm’s WACC (Weighted Average Cost of Capital), what procedure 
would you follow keeping in mind that the firm is using NOI (Net Operating Income) approach? 
 
 
 
 
 
 
 
 
 
Question No: 55 ( Marks: 3 ) 
Tax shield for the calculation of cost of debt but not for the calculation of the equity stock. Why? Give 
reason. 
Because you can get tax exemption on the interest payment, in case of debt financing. But you are not entitled 
for any Tax shield in case of equity.               Rd (1- T) 
 
Question No: 56 ( Marks: 5 ) 
Ahsan Enterprises, an all-equity firm, is considering a proposal of new capital investment. Analysis has 
indicated that the proposed investment has a beta of 0.5 and will generate an expected return of 7%. The 
firm currently has a required return of 10.75% and a beta of 1.25. The investment, if undertaken, wills 
double the firm's total assets. 
Requirement: 
If rRF is 7% and the market risk premium is 3%, should the firm undertake the investment? 

Beta = .5 
Expected Rate of return = 7% 
Required rate of return = 10.75 
Beta = 1.25% 

Ahsan Enterprises uses only equity capital, so its cost of equity is also its corporate cost of capital, or WACC. 
WACC = 10.75 % 
“The investment, if undertaken, wills double the firm's total assets” tell us that exactly same amount will be 
injected. So after the injection of new investment with beta of .5, impact on overall beta will be 

.5 * (1.25) + .5*(.5) = .875 
Now we will calculate the Required Rate of return with new beta 

RR = WACC = risk free rate of return + (Market rate of return - risk free rate of return)*beta 
WACC = 7% + (7% - 3%)*.875 = 10.50% 
= .5*10.50 + .5*7 = 

Due to new investment cost of capital reduced from 10.75% to 10.50% 
Overall expected rate of return must be more then 10.50% but new investment is giving us the expected rate of 
return of 7% 
Now we will see expected return after injection of new investment 

.5(10.75) + .5(7) = 8.87% as it is less then 10.50 so we should drop it. 
 
Question No: 57 ( Marks: 5 ) 
Mergers can be classified in two broad categories i.e. Financial and Operating merger. Differentiate 
between these two. 

Financial Merger Operating Merger 
The operations remains 
independent 

The operations are integrated 
and changed and synergies 
expected. 

 
Question No: 58 ( Marks: 10 ) 
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Using the Capital Asset Pricing Model (CAPM), determine the required return on equity for the 
following situations: 

Situations Expected return on 
market portfolio 

Risk- free 
rate 

Beta 

1 16% 12% 1.00 
2 18% 8% 0.80 
3 15% 14% 0.70 

What generalization can you make? 
Required Rate of return = risk free rate of return + (market return- risk free rate)* beta  

1. = 12% + (16%-12%)*1 = 16% 
2. = 8% + (18%-8%)*.8 = 16% 
3. = 14% + (15%-14%)*.7 = 14.7% 

Generalization: as beta of 1 in case of our security No.1 It is fully diversified and its return is 16% which 
exactly equal to market portfolio return. Any value of beta above the 1 can increase the rate of return but same it 
will increase the Risk as well. 
 
Question No: 59 ( Marks: 10 ) 
What are stock dividends and stock splits? Explain with the help of examples and how do these affect 
stock prices? (3+3+4 marks) 
Stock Dividend: They are used to control the share price if it rises too fast. They bring share price down to 
within an optimal price range so that more investors can afford to trade in it and trading volume rises. 
Example: Company offers 10% stock dividend to all shareholders. It means that if you own 100 shares than 
company will give you 10 more shares free of cost. Number of shares increases but total value of firm is 
unchanged. 
Stock Split: They are used to share price if it rises too fast. Number of share outstanding increase. They are used 
to increase Float. 
Example: Company with 1000 shares outstanding to outside shareholders declares 2-for-1 stock split. Means 
that the number of shares outstanding will increase to 2000 shares (i.e. 100% increase). Number of shares rises 
but firm value unchanged. 
Effect of Stock Dividend and Stock Splits on prices: 
Prices rises immediately afterwards because investors take them to be positive signals about the company’s 
future. But if company does not declares higher earnings and dividends in near future, price will come back 
down again. 
 
Question No: 41 ( Marks: 5 ) 
What are the real markets effects of leverage on WAAC? (Answer the question in bulleted form only). 
 Increase in leverage causes a a large increase in cost of equity 
 Increase in leverage causes relatively small increase in cost of debt as compared to cost of equity 
 As leverage increases WACC 1st falls because of tax saving shield. 
 With further increase in leverage WACC fall to its minimum point which is the optimal point for capital 

structure 
 Further increase in leverage causes increase in WACC because of bankruptcy risk 

 
Question No: 42 ( Marks: 5 ) 
Suppose a Firm ABC has Total Assets of Rs.1000 and is 100% Equity based (i.e. Un-levered). There were 
10 equal Owners and 5 of them want to leave. So the Firm takes a Bank Loan of Rs.500 (at 10%pa Mark-
up) and pays back the Equity Capital to the 5 Owners who are leaving. Now, half of the Equity Capital 
has been replaced with a Loan from a Bank (i.e. Debt). What impact does this have on ROE? 
As the firm replaces equity with debt it is increasing financial leverage which is a cause of financial risk. The 
impact of debt on ROE is that ROE will increase but with the greater uncertainty hence greater will be the risk. 
 
Question No: 43 ( Marks: 10 ) 
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Stock X has a beta of 0.5, stock Y has a beta of 1.0, and stock Z has a beta of 1.25. The risk free rate is 
10% and the expected market return is 18%. 
a. Find the expected return on stock X 
b. Find the expected return on stock Y 
c. Find the expected return on stock Z 
d. Suppose that you construct a portfolio consisting of 40% X, 20% Y and 40% Z. What is the beta of the 
portfolio? 

a. rM = 18% 
rRF = 10% 
β = 0.5 
r = rRF + ( rM - rRF ) β 
= 10% + (18%-10%) 0.5 
= 10% + 4% 
= 14% 
 
b. rM = 18% 
rRF = 10% 
β = 1.00 
r = rRF + ( rM - rRF ) β 
= 10% + (18%-10%) 1.00 
= 10% + 8% 
= 18% 
 
C.  rM = 18% 
rRF = 10% 
β = 1.25 
r = rRF + ( rM - rRF ) β 
= 10% + (18%-10%) 1.25 
= 10% + 10% 
= 20% 
 
d. Beta of portfolio = βP = X βX + Y βY + Z βZ 
= (40/100)0.5 + (20/100)1.0 + (40/100)1.25 
= 0.4x0.5 + 0.2x1.0 + 0.4x1.25 
= 0.2 + 0.2 + 0.5 
= 0.9 

 
Question No: 55 ( Marks: 3 ) 
If interest tax shields are valuable, why don't all taxpaying firms borrow as much as possible? 
Tax shield give us benefit up to certain level but as leverage increases Firm becomes more Risky so Lenders 
and Banks Charge Higher Interest Rates and Greater Chance of Bankruptcy. 
 
Question No: 56 ( Marks: 5 ) 
There are different methods to raise capital within the organization. Briefly explain the advantages of 
equity financing into the business. 
Equity financing gives the flexibility we don’t need to pay fix amount. In case of bond or debt we need to pay 
fixed interest in case of failure there is threat of Defaulter. Mostly the advantages of equity finance are reaped 
by the small business enterprises. In some case debt rate is too high that time equity help you to get cheaper 
capital financing. 
 
 
 
Question No: 57 ( Marks: 5 ) 
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What is long-term financing? Explain the factors that can affect the decision of a manager while 
deciding about long term financing? 
Long term financing is a kind of financing which is provided for a period of more than one year. 
Permanent Financing comes in two forms: 

• Long-term Loans - Bonds It has Low Risk for Firm but has High Cost normally more than one year. 
• Common Equity or Stock its Less Risk for Firm but Highest Cost. 

If a company is using long-term financing it has higher cost of financing due high interest cost of long term 
loans despite high cost we have low risk, due to surety of access to money for a longer period. Current liabilities 
as a source of financing are not reliable as you have no surety whether you will have same amount of money 
available next month for financing or not. 
 
Question No: 55 ( Marks: 3 ) 
If capital structure changes from equity to debt then what will be the effect on capital structure. 
Firm will become leveraged firm. Debt equity ratio will increase earning per share is also increase. There will 
be a tax saving on interest expenses payable on debt. 
 
Question No: 56 ( Marks: 5 ) 
How are dividends paid, and how do companies decide on dividend payments? 
Dividend are paid in the following ways 
1) Declaration date 

Dividend Declare in two ways 
 Stable dividend per share policy 
 Constant dividend payout ratio 

2) Date of record 
3) Ex –dividend date 
4) Date of payment 
Decision on dividend payment 
 Cash dividend: if funds are available with the company then dividend paid in cash 
 Stock dividend : if the funds are not available with the company then stock dividend is paid to 

shareholders in the form of additional shares 
 

Question No: 57 ( Marks: 5 ) 
Write a note on capital structure of organizations and cost of capital. 
Capital structure of the company comprises on the following components 

1. equity capital 
2. debt 
3. preferred shares 
4. retained earning 

Cost of capital comprises of the following 
1. cost of equity capital i.e. Ke 
2. after tax cost of debt i.e Kd 
3. cost of preference share i.e Kp 
4. cost of retained earning i.e. Kr 

When multiply these costs of capital with their waits and add up, its becomes weighted average cost of capital 
 
Question No: 55 ( Marks: 3 ) 
Write a short note on real asset markets and also give some examples. 
The real asset market where the real physical asset are traded .for example, you have wheat market, cotton 
market, where real material change hands. 
Examples: Gold Market, Property (land, house) 
 
Question No: 56 ( Marks: 5 ) 
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Company XYZ wants to issue more Common Stock of Face Value Rs 12. Next Year the Dividend is 
expected to be Rs. 3 per share assuming a Dividend Growth Rate of 10% pa. The Lawyer’s fee and Stock 
Brokers’ Commissions will cost Rs 1 per share. Investors are confident about Company ABC so the 
Common Share is floated at a Market Price of Rs 18 (i.e. Premium of Rs 6). If the Capital Structure of 
Company ABC is entirely Common Equity, then what is the Company’s WACC? Use New Stock 
Issuance Approach to calculate the results. 

DIV1 = 2 
G= 10% 
Lawyer fee and comm. = 1 Rs 
Po = 16 

Capital structure is equity base 100% 
As company is 100 equity it means Unlevearged Company so it’s WACC will be required rate of return on 
equity. 
 
Required ROR for Common Stock using Gordon’s Formula 

r = (DIV1/Po) + g 
Po = market price = 18 
Div1 = Next Dividend = 3 
G = growth rate = 10% 
r = (3/18)+10% = 26.66% 

Now If company wanted to issue the stock via new float then it has to pay the lawyer fee and broker 
commission which 1 Rs. 

Net proceed = 18 – 1 = 17 
r = (3/17)+10% = 27.64% 

 
Question No: 57 ( Marks: 5 ) 
Why may payout decisions be used by management to signal the prospects of the firm? Give answer in 
bulleted form. 
 If a company selected the high pay out policy without the cash flow to back it up. 
 They will find that it ultimately has to either reduce the investments or turn to capital markets for 

additional debt or equity financing. 
 As it is costly, managers will not increase dividends unless they are confident that the firm will get enough 

cash to pay them. 
 It is main reason that we say that there is an information signal attached to dividends payout policy. 
 So any change in the dividend payout policy send signals of a change in the firm's prospects. 
 Investors take it positively that a company plans to repurchase its stock. 
 If they are worried that the company has more cash than it can profitably employ, they may be pleased to 

see the cash given back to the shareholders. 
 
Question No: 50 ( Marks: 3 ) 
Management Buyouts is a form of buyouts. Explain this term in your own words. 
Management buyouts are similar in all major legal aspects to any other acquisition of a company. The particular 
nature of the MBO lies in the position of the buyers as managers of the company, and the practical 
consequences that follow from that. In particular, the due diligence process is likely to be limited as the buyers 
already have full knowledge of the company available to them. The seller is also unlikely to give any but the 
most basic warranties to the management, on the basis that the management know more about the company than 
the sellers do and therefore the sellers should not have to warrant the state of the company. 
 
 
 
 
Question No: 51 ( Marks: 5 ) 
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Company XYZ wants to issue more Common Stock of Face Value Rs 12. Next Year the Dividend is 
expected to be Rs. 3 per share assuming a Dividend Growth Rate of 10% pa. 
The Lawyer’s fee and Stock Brokers’ Commissions will cost Rs 1 per share. Investors are confident about 
Company ABC so the Common Share is floated at a Market Price of Rs 18 (i.e. Premium of Rs 6). 
If the Capital Structure of Company ABC is entirely Common Equity, then what is the Company’s 
WACC? Use New Stock Issuance Approach to calculate the results. 

DIVI = 3 
Po = 18 
g = 10% 
 
r = (DIV1/Po) + g 
r = 3/18 + 0.10 
r = 0.1666 + 0.1 
r = 0.2666 *100 
r = 26.67% 
 
Net Proceeds = Flotation Price - Flotation Costs 
Net Proceeds = 18 – 1 
Net Proceeds = 17 

 
DIVI = 3 
NP = 17 
g = 10% 
 
r =(DIV1/NP) + g 
r = 3/17 + 0.10 
r = 0.176 + 0.1 
r = 0.276 *100 
r = 27.64% 

 
Question No: 52 ( Marks: 5 ) 
What is the purpose of residual dividend model and what is the procedure to be followed while using this 
model? 
Residual Dividend Model 
• Residual Dividend Model: Best Practical Model for numerical calculations of optimal Dividend Policy. Sets 
Long-Term Target Dividend Payout Ratio from which to back-calculate short-term Dividends. 
• Steps in Residual Dividend Model (RDM): 

– Forecast Capital Budget, Earnings, Cash Flows (for next 5 years) 
• Conservatism: To be on safe side, underestimate the Free Cash Flows 

– Determine Target optimal Capital Structure (or Practically Speaking, “Range” for Debt Ratio) and forecast 
required Equity (for next 5 years) 

– Use Retained Earnings (internal capital) to finance most of the required Equity because 

– RE is less costly than external financing (higher transaction costs). Retained earnings cost less than loans 
to acquire finance. 

– Leftover or “Residual” Earnings can be safely paid Out as Dividends in Long Term. 

– Then divide this into Small Yet Regular (may be quarterly) and Steadily Increasing Dividend Payouts. 
 
Question No: 49 ( Marks: 3 ) 
Why do firms need to invest in net working capital? 
There is a need to invest in net working capital because net working capital represents the surplus working 
capital left with the company after payment of current liabilities; hence more net working capital means 
company has surplus money for its day to day operations 
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Question No: 50 ( Marks: 3 ) 
What kind of dividend policy is the best one for a firm? (Give answer in bulleted from only) 
Most managers believe the best dividend policy is one that minimizes the weighted average cost of capital. 
 This policy should provide stable payments. 
 This policy should maintain investor’s confidence. 
 This policy should give good signals to investors about the ability of the firm to maintain and increase its 

wealth 
 It should be conservative enough to hold the uncertainty of future payments to a minimum. Cyclical firms 

should pay low dividends regularly, and an “extra dividend” when economic condition are favorable and 
profits are high 

 
Question No: 51 ( Marks: 5 ) 
What are the advantages and disadvantages of raising capital through equity financing? 
Advantages 
The right business angels or venture capitalists can lead and steer the business to profits and growth. They can 
add precious value to the existing project and with their expertise and experience they can provide valuable 
suggestions and advice not to mention the contacts. They can aid in decision making and planning of strategies. 
The investors would be equally concerned and responsible since it is their money at stake and any progress 
would reflect in their equity value. 
Disadvantages 
Rising of equity finance is a time consuming task and also very expensive. All in all you need to spend valuable 
time satisfying their background checks, project understanding and convincing them to risk their capital in your 
business. Moreover, once they are in they exercise certain control over the management of the business mostly 
due to their investment rights in the business. Equity finance leads to dilution of ownership and the legal and 
regulatory rules associated with finance is very cumbersome and delicate. You need to allocate precious time 
into explaining the progress of your business to the financers so that they can monitor it. 
 
Question No: 53 ( Marks: 5 ) 
Economists categorize mergers into four types. Explain these types with the help of examples. 
4 Specific Types of Mergers: 

• Horizontal Merger: merger of 2 competitors - can lead to Monopoly 
• Vertical Merger: merger of a supplier with a buyer 
• Co generic Merger: merger of firms in same industry 
• Conglomerate Merger: merger of firms in unrelated industries 
 

Question No: 55 ( Marks: 3 ) 
If interest tax shields are valuable, why don't all taxpaying firms borrow as much as possible? 
Tax shield give us benefit up to certain level but as leverage increases Firm becomes more Risky so Lenders 
and Banks Charge Higher Interest Rates and Greater Chance of Bankruptcy. 
 
Question No: 49 ( Marks: 3 ) 
Where do firms invest excess funds until they are needed to pay bills? 
Solution:- 
Firms can invest idle cash in the money market, the market of short term finance assets. These assets tend to be 
short term, low risk, and highly liquid, making them ideal instruments in which to invest funds for short period 
for the time before cash needed. 
 
 
Question No: 50 ( Marks: 3 ) 
What problems a firm can face if it faces a shortfall or surplus of inventories. 
Following are the Problems related to shortfall and surplus of inventories faces by any firm. 
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• Shortfall in Inventories: interruptions in production and loss or sales orders 
• Surplus Inventories: high carrying costs, wastage, and depreciation 

 
Question No: 51 ( Marks: 5 ) 
Compare aggressive working capital financing with conservative working capital financing. 
Aggressive 

• Maximum Short-term financing at low cost (but risk of non-renewal) 
• Use short-term financing for Temporary Current Assets and even partly to buy Permanent Current 
Inventory 

– Conservative 
• Maximum Long-term financing. Safe but higher interest costs. 
• Use long-term financing for Fixed Assets, entire Permanent Assets, and even part of Temporary 
Current Assets 

 
Question No: 52 ( Marks: 5 ) 
Ahmad Corporation, a small business man, provided the following information about the production level: 
Fixed operating cost = Rs. 2,500, Sale price per unit is Rs.10 and its operating variable cost per unit is Rs. 5. 

a) You are required to calculate the breakeven quantity from the above information. 
b) If variable cost has changed and it is increased up to Rs. 6 then what will be the effect of this change on Break 

even quantity. 
a) Sales per unit - variable per unit = Contribution margin per unit 

10 – 5 = Contribution margin per unit 
Contribution margin in units = 5 
 
Break even in unit = Fixed Cost / Contribution margin per unit 
Break even in units = 2500 / 5 
Break even in units = 500 
 

b) Sales per unit - variable per unit = Contribution margin per unit 
10 – 6 = Contribution margin per unit 
Contribution margin in units = 4 
 
Break even in unit = Fixed Cost / Contribution margin per unit 
Break even in units = 2500 / 4 
Break even in units = 625 

 
Question No: 53 ( Marks: 5 ) 
ABC Corporation expects to have the following data during the coming year. 

Assets Rs.    200,000    Interest rate    8% 
Debt/Assets, book value    65%  Tax rate     40% 
EBIT Rs.    25,000 

Required: 
What is the firm's expected ROE? 

Return on equity = net profit / equity 
As debt / asset = 65% 
So 65% = debt / asset 
Debt = 65% * 200,000 = 130,000 

 
If debt ( 130,000) is 65% then 35% would be equity 

( 130,000 / 0.65 ) * 0.35 = 70,000 = equity 
 
EBIT       =   25000 
Less interest payment 8% of 130,000  = ( 10400) 
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     14600 

Less tax @40% of 14600       = (5840) 
NET INCOME        = 8760 
 
ROE= ( 8760 / 70,000 ) * 100 

= 12.5 % 
 
Question No: 56 ( Marks: 5 ) 
There are different methods to raise capital within the organization. Briefly explain the advantages of 
equity financing into the business. 
Equity financing gives the flexibility we don’t need to pay fix amount. In case of bond or debt we need to pay 
fixed interest in case of failure there is threat of Defaulter. Mostly the advantages of equity finance are reaped 
by the small business enterprises. In some case debt rate is too high that time equity help you to get cheaper 
capital financing. 
 
Question No: 57 ( Marks: 5 ) 
What is long-term financing? Explain the factors that can affect the decision of a manager while deciding 
about long term financing? 
Long term financing is a kind of financing which is provided for a period of more than one year. 
Permanent Financing comes in two forms: 
 Long-term Loans - Bonds It has Low Risk for Firm but has High Cost normally more than one year. 
 Common Equity or Stock its Less Risk for Firm but Highest Cost. 

If a company is using long-term financing it has higher cost of financing due high interest cost of long term 
loans despite high cost we have low risk, due to surety of access to money for a longer period. Current liabilities 
as a source of financing are not reliable as you have no surety whether you will have same amount of Money 
available next month for financing or not. 
 
Question No: 58 ( Marks: 10 ) 
What is a credit policy and what factors an organization should consider while designing its credit policy 
and how can a firm use 5/10, net 30 basis and carrying charges in its credit policy? 
Credit Policy: It is the credit adjusted given to customer based upon payment history. 
Factors considered for credit: 

Assessment of Credit-worthiness of each credit customer 
Minimize duration of credit and Value. 
Give incentives to Customers to pay cash and to pay quickly 

Suppose if someone pays later then last date of payment he/she will pay extra 1% etc. 
“Sell on 5/10.net 30 basis” 
30 basis Means customer will pay full cash value within 30 days. 5/10.net means 5% discount for customers 
who will pay within 10 days. It will be like incentive to customer who will pay early. Impost some extra charge 
in the form of carry charges in case of later payment 
 
Question No: 59 ( Marks: 10 ) 
Firms A and B are identical except their use of debt and the interest rates they pay. Firm A has more 
debt and thus must pay a higher interest rate.  
Requirement: 
Based on the data given below, how much higher or lower will be the A's ROE that of B, i.e., what is 
ROEA - ROEB? 
 
 
 

Applicable to Both Firms   Firm A's Data   Firm LD's Data 
Assets      Rs. 3,000,000   Debt ratio    70%   Debt ratio    20% 
EBIT      Rs.500, 000   Int. rate        12%   Int. rate         0% 
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Tax rate    35% 

 
For company A 20% leverage so equity will be 30% of 3,000,000 = 900000 

EBIT =         500,000 
Interest (12% of 500,000) =       (6000) 
EBT          494,000 
Tax (35% of EBT)        (148200) 
Net income         345,800 

Expected ROE (=NI/Equity) 345,800/ (900000) = 38.42% 
 

For company B 20% leverage so equity will be 80% of 3,000,000 = 2400000 
EBIT =        500,000 
Interest (10% of 500,000) =        (5000) 
EBT         495,000 
Tax (35% of EBT)       (148500) 
Net income        346,500 
Expected ROE (=NI/Equity) 346500/ (2400000) = 14.43% 

 
ROEA – ROEB = 38.42 – 14.43 

=23.99% 

Question No: 49 ( Marks: 3 ) 
"Lease is just like Collateralized Loan". Explain this statement. 
It is just like a Collateralized Loan (where the leased asset is the collateral). 
Lease Contract is just as serious as a loan agreement. Failure to pay lease rental is just like failure to pay 
interest. Can bankrupt the Lessee (Borrower). Lessor (Lender or Leasing Company) can seize the leased asset 
and, if the claim is larger, also demand up to 1 year lease rental. 
– The two parties of lease agreement are: 

• Lessor (Leasing Company) 
• Lessee 

 
Question No: 50 ( Marks: 3 ) 
From the given information calculate the Net income. EBIT is Rs. 50, 000, fraction of debt in capital 
structure is 20, return on debt is 10%, amount of debt is Rs. 20, 000 and tax rate is 35%. 

Expected EBIT    50000 
Less Interest (10% on Debt)   (2000) 
EBT      48000 
Less Tax (35% on EBIT)   (16800) 
Net Income     31200 

 
Question No: 51 ( Marks: 5 ) 
Differentiate stock splits from stock dividends. 
Stock Dividends 
– Used to control the share price if it rises too fast. Brings share price down to within an 
“Optimal Price Range” so that more investors can afford to trade in it and trading volume rises. This is a 
commonly held belief. 
– Payment in the form of stock to existing shareholders. Can be declared frequently. 
– Example: Company offers 10% stock dividend to all shareholders. Means that if you own 100 shares than 
company will give you 10 more shares free of cost. 
Number of shares increases but Total Value of Firm is unchanged. 
Stock Splits 
– Also used to control share price if it rises too fast. Number of shares outstanding increase. 

– Used to increase “Float” 
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 Example: Company with 1000 shares outstanding to outside shareholders declares 2- for-1 Stock Split. 
Means that the number of shares outstanding will increase to 2000 shares (i.e. 100% increase). Number of 
shares rises but Firm Value unchanged 
 
Question No: 52 ( Marks: 5 ) 
Aamir Corporation has a capital structure of debt and equity with the percentage of 40 and 60 
respectively. Tax rate for the company is 35%. On company’s outstanding bonds it pays 9%. Aamir has 
calculated the WACC for his company is 9.96%. What would be the cost of equity capital of Aamir 
Corporation? 

40% Debt 
60% Common equity 
rd = 9% 
T = 35% 
WACC = 9.96% 
rs = ? 

 
WACC = (wd)(rd)(1 – T) + (wc)(rs) 
0.0996 = (0.4)(0.09)(1 – 0.35) + (0.6) * rs 
0.0996 = 0.0234 + 0.6 * rs 
0.0762= 0.6 * rs 
rs = 12.7%. 

 
Question No: 53 ( Marks: 5 ) 
What is Operating Lease? Explain with the help of example. 
Operating Lease (or Service Lease) 
– Operating Lease offers Financing AND MAINTENANCE: often the Lessor is the 
Supplier / Vendor of the Asset i.e. IBM 
– Operating Lease is NOT FULLY AMORTIZED AND IS CANCELLABLE 
• Example: Car rental company (Lessor) charges you Rs.1000 per day for renting out a new Honda Civic with 
driver. You can lease the car for 2 days. You will pay the Lessor Rs.2000. BUT; the value of the car might be 
Rs.1 million. Lessor does NOT expect you to pay that entire amount for using the car for just 2 days. The car 
rental company will service and maintain the car in good condition so it can rent it out to other people. This 
way, they can recover the value of the car from 1000 days of lease rent (= value / daily rental = 1,000,000 / 
1000)!! This is the Payback Period (without taking their maintenance costs and profit margin). You can Cancel 
the lease and return the car after 1 day. 
Now you just have to pay Rs.1000. 
– Other Examples of Operating Lease: IBM for Computer Hardware, Boeing for Airplanes 
By not fully amortizing operating lease means the leasing company does not expect to recover the whole 
amount or value of asset from you. 
 
Question No: 58 ( Marks: 10 ) 
What are the factors affecting signaling theory? (Give the answer in bulleted form only with brief 
description) 
 This theory consider that all Investors not have equal amount of information. 
 All investors are not rational. 
 Insider have more information compare to general public 
 A Firm’s Owners & Managers (Insiders) know more about it than Ordinary outside Investors. 
 When manage or owner knows that there are better chances of high cash flow or some project which can 

bring good profit or earning. They try to finance the capital via debt or bond. They avoid use the equity 
issuance. Because they don’t wanted to share the profit with number share holders. They take capital via 
debt by paying small amount of interest by this they can earn huge profits. 
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 When Firm’s Outlook looks bad or some risky project, then Managers will choose to raise capital by 

Issuing Equity by doing this they will be able to share the Likely Losses amongst more Shareholders. If 
they took 

 Debt and couldn’t repay it, they might Default and be forced to go Bankrupt. 
 By doing this investor also get signal that if companies is financing its capital via debt then likely it will be 

some good prospect in the company. 
 By looking at these practices by management we can so mangers are in a better position to decide about 

the firm. 
 
Stock X has a beta of 0.5, stock Y has a beta of 1.0, and stock Z has a beta of 1.25. The risk free rate is 
10% and the expected market return is 18%. 

a) __ Find the expected return on stock X 
b) __ Find the expected return on stock Y 
c) __ Find the expected return on stock Z 
d) __ Suppose that you construct a portfolio consisting of 40% X, 20% Y and 40% Z. What is 

the beta of the portfolio? 
 
A        rM = 18% 

rRF = 10% 
 = 0.5 

r = rRF + ( rM + rRF )  
= 10% + (18%-10%) 0.5 
= 10% + 4% 
= 14% 
 

     b.        rM = 18% 
      rRF = 10% 

 = 1.00 
r = rRF + ( rM + rRF )  

= 10% + (18%-10%) 1.00 
= 10% + 8% 
= 18% 

 
c.   rM = 18% 

rRF = 10% 
       = 1.25 
r = rRF + ( rM + rRF ) _ 

= 10% + (18%-10%) 1.25 
= 10% + 10% 
= 20% 

 
d. Beta of portfolio = _P = X ________Y + Z___ 
 
 
 
The ABC company is in the 35% marginal tax bracket. The current market value of the firm is Rs. 12 
million. If there are no costs to bankruptcy: 
__ What will be ABC’ annual tax savings from interest deductions be if it issues Rs. 2 million of five years 
bonds at 12 % interest rate? 
What will be the value of the firm? 

Annual Coupon payment each yr = 12% of 2,000,000 
= 2000000 x 12/100 
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= 24000 

Tax saving for 5 yrs = 5 (35 % of 24000) 
= 5 (24000 x 35/100) 
= 5 x 8400 
= 42000 
 

What will ABC’ annual tax savings from interest deductions be if it issues Rs. 2 million of seven years 
bonds at 12 % interest rate? What will be the value of the firm? 

 Annual Coupon payment each yr = 12% of 2,000,000 
= 2000000 x 12/100 
= 24000 

Tax saving for 7 yrs = 7 (35 % of 24000) 
= 7 (24000 x 35/100) 
= 7 x 8400 
= 58800 

 
Question No: 55 ( Marks: 3 ) 
Tax shield for the calculation of cost of debt but not for the calculation of the equity stock. Why? Give 
reason. 
Because you can get tax exemption on the interest payment, in case of debt financing. But you are not entitled 
for any Tax shield in case of equity. Rd (1- T) 
 
Question No: 56 ( Marks: 5 ) 
Ahsan Enterprises, an all-equity firm, is considering a proposal of new capital investment. Analysis has 
indicated that the proposed investment has a beta of 0.5 and will generate an expected return of 7%. The 
firm currently has a required return of 10.75% and a beta of 1.25. The investment, if undertaken, will 
double the firm's total assets. 
Requirement: 
If rRF is 7% and the market risk premium is 3%, should the firm undertake the investment? 

Beta = .5 
Expected Rate of return = 7% 
Required rate of return = 10.75 
Beta = 1.25% 

Ahsan Enterprises uses only equity capital, so its cost of equity is also its corporate cost of capital, or WACC. 
WACC = 10.75 % 

“The investment, if undertaken, will double the firm's total assets” tells us that exactly same amount will be 
injected So after the injection of new investment with beta of .5, impact on overall beta will be 

.5 * (1.25) + .5*(.5) = .875 
Now we will calculate the Required Rate of return with new beta 
RR = WACC = risk free rate of return + (Market rate of return - risk free rate of return)*beta 

WACC = 7% + (7% - 3%)*.875 = 10.50% 
= .5*10.50 + .5*7 = 

Due to new investment cost of capital reduced from 10.75% to 10.50% 
Overall expected rate of return must be more then 10.50% but new investment is giving us the expected rate of 
return of 7% 
Now we will see expected return after injection of new investment 

.5(10.75)+ .5(7) = 8.87% as it is less then 10.50 so we should drop it. 
 
 
 
 
Question No: 59 ( Marks: 10 ) 
Explain the following conditions: 
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· IRR <WACC 
· IRR >WACC> SML 
· IRR <SML 
· IRR <WACC< SML 

IRR <WACC 
You should not invest in this project as rate of return is less then WACC. In other words your returns are less 
the cost of capital.  
IRR >WACC> SML  
We should take this project as its rate of rerun is higher then the WACC and it offers better return then an 
efficient market offers. Due to IRR is higher then SML 
IRR <SML 
It is showing rate of return which is lower than SML we should not invest in such project because it is not 
giving as much return as efficient market is returns 
IRR <WACC< SML 
IRR lower than WACC and SML company should not invest as IRR is not enough to cover the WACC ( not 
enough to cover the cost of capital) plus its returns are lower then returns offered by efficient market. 
 
BC industries have a beta of 1.5. The risk free rate is 8% and the expected return on the market portfolio 
is 13 %.  The company presently pays a dividend of $5 a share, and investors expect it to experience a 
growth in dividends of 10 percent per  annum for many years to come. 
a. What is the stock’s required rate of return according to the CAPM? 
b. What is the stock’s present market price per share, assuming this required return? 
  
A) Beta  = 5% 

 Rf = 8% 
R m= 13%  

Required rate of return =  Rf + (Rm – Rf) * beta  
Required rate of return = 8%+(13%-8%)*1.5 = 15.5% 
  
B) G = 10% 

Div1 = 5  
 Re = (Div1/ Po)+ g 
 Re = (5/Po)+ 10% 
15.5% - 10% = 5/Po 
Po = 5/15.5%    
     = 32.50 Rs 



Financial Management_MGT201 

11th Week of Lectures 

Lecture No 32 to 34 

Final Term_ Important Notes 

Explanation noted by me has shown with  &   symbols. 

Lecture No 32: 

23 January 2016_Monday_9:17pm 12:03pm with chunks of breaks.. 

Recap of WACC, Business Risk, & Leverage: 

 WACC % = r
D 

 X
D 

+ r
E 

 X
E 

 + r
P 

 X
P 

.  

                  (Debt + Common Equity + Preferred Equity) 
- Where “r” is ACTUAL COST which can be calculated from 

REQUIRED ROR after accounting for Taxes & Transaction Costs. 

- Equity Capital:  If Not Enough Retained Earnings then Equity Capital 

must be financed by New Stock Issuance which is more costly. 

 

 We calculate required rate of return (ROR) for a bond using the 

bond pricing equation Present Value (PV) and solving it by try and 

error for the R value. We did this when we calculating the yield to 

maturity YTM that the case for debt. 

  required rate of return (ROR) for Equity we use Gordon formula 

for Common Equity in order to calculate Required Rate of Return.  

 There are 2 ways to generate new Equity; 

i) we can use either retained earnings which are the saving that 

the company has accumulated over its life in the form of net 

income that has been collected in the history of the company.  

ii) Or you can issue new stock/ new Common Equity.  

Naturally if company does not have an enough retained 

earnings then it has to issue new stock.  

The Disadvantage with issuing new stock is, that it is Time 

consuming and it is costly.   

 

 Total Risk Faced by FIRM 



- Total Risk = Business Risk + Financial Risk 

Standard Deviation of ROE (Levered Firm ABC)  =  Standard 

Deviation (if Firm ABC is Un-Levered) + Financial Risk (from Debt)\ 

 

 Risk of a stock = Diversifiable risk + Market risk 

 Total Risk or Standalone Risk is same thing. 

 ROE Risk is used to calculate overall rate of return for a firm.  

 Unlevered firm is the firm which is 100% Equity and no debt  

 Business Risk is the Risk that caused by the assets operation business 

itself and there is both a specific aspect to the risk as well market risk.  

 

 

 

- Business Risk (from Operations except Debt) 

Uncertainty & Fluctuations in Prices & Costs. Specific & Market 

Causes. 

Higher Operating Leverage (OL = Fixed Costs / Total Costs) 

Higher Mean ROE WHEN FIRM’S SALES > 

BREAKEVEN POINT 
Higher Fixed Costs means Higher Breakeven Point and More 

Chances of Operating Loss.  Risk of Large Drop in Return on 

Equity  <ROE> so Higher Risk. 

 

 The higher the operating leverage of a firm the higher its Business 

Risk and large fall in the ROE (Return On Equity). 

 Leverage concept means magnification. It amplifies in largest the 

effects.   

 Effect is: Small change in the sales of a company can lead to a very 

large change in the operating profit or loss and very large change 

In the Return On Equity (ROE).  

  

- Financial Risk (from Debt, Bonds, or Loan)  

Created when you take Loan or Debt or Financial Leverage (FL = 

Debt / (Debt + Equity) 
Financial Risk = Std Dev of ROE (Levered) - Std Dev of ROE (Un-

levered) 

Example: If Total Risk = 30% and Business Risk = 20% then 

Financial Risk = 30% - 20% = 10% 

 



 Causes of financial risk are debt when a firm takes on loans and 

accessible amount on borrowing it is more prone to financial risk.  

 Leverage concept means magnification. It amplifies in largest the 

effects.   

Effect is: Small change in the EBIT or earnings before interest or 

taxation can lead to a very large change or effect on ROE of the firm. 

 

Financial Leverage Concept: 

• Created when you take Loan or Debt or Financial Leverage (FL). 

• Financial Leverage (%) =Debt /Total Assets =D/A = Debt / Debt + Equity = 

D / (D+E) 

• If Firm has Rs 1000 of Total Assets and Rs 500 Debt then it has 50% 

(=50/1000) Financial Leverage 

• Practically, Firms increase Financial Leverage by: 

– Issuing New Debt (ie. Taking New Loans and Increase Debt)   OR 

– Replacing Equity with New Debt ( Increasing Debt AND DECREASING 

EQUITY too) 

Financial Leverage 

Impact on Risk & Return of Firm: 

• Financial Leverage (or Debt Financing) Generally Increases Overall Risk & 

Return of a Firm: 

• Increases Return (Mean ROE):  

– When EBIT /Total Assets > Interest Cost then Financial Leverage is 

Good.  Small Increase in EBIT can create much LARGER Increase in 

ROE. 

– If Equity (and number of shares) Reduced then Return (NI) per Share 

Increases 



• Increases Risk (Standard Deviation in ROE): Fixed Interest Dues so Higher 

Chances of Losses, No Dividends for Shareholders.  Possibility of Large Drop 

in ROE.  Possibly Default.  More Risk Transferred to Stockholders. 

– If Equity (and number of shares) Reduced then Risk per Share 

Increases. 

Capital Structure Theory: 

• Financial Leverage (FL = D / (D+E)): 

– Increases Overall Return (Mean ROE) when EBIT/Total Assets > 

Interest (or Cost of Debt then Leverage is Good because small 

Increase in EBIT causes much LARGER Increase in ROE. 

– Increases Overall RISK (Standard Deviation of ROE) of FIRM. 

Leverage will always MAGNIFY or AMPLIFY a small change in EBIT 

into a LARGER change in ROE. 

• Fundamental Principle in Risk-Return:  Rational Investors in Efficient 

Markets will only take Extra Risk if they are Compensated by Sufficient 

Extra Return. 

• Should the Management of a Firm undertake Financial Leverage?  If So, 

then how much Debt should a Firm have? 

– Answer provided by Capital Structure Theory  

 How do we know financial leverage is Good or not? 

Answer is Capital Structure Theory… 

Modigliani - Miller: 

Fathers of Corporate Finance 

•  “Cost of Capital, Corporate Finance, and The Theory of Investment” - 
Revolutionary Article Published by Professors Modigliani & Miller in 
American Economic Review in June 1958.  Won Nobel Prize. 
 
 



• “Pure M-M” (or Modigliani-Miller) Model - IDEAL CASE: 
– Major Assumptions:   

No Taxes, No Bankruptcy Costs, Efficient Markets, Equal 
Information Available to All Investors 

 But these assumptions are not true in real world. The conclusion of 

Modigliani and Miller is not correctly accurate but they give us very 

important inside to impact of debt and capital structure on the value of 

firm on investments decisions.   

 

– Major Conclusions:   
• Capital Structure has NO AFFECT on VALUE of a 

FIRM!  Capital Structure is Irrelevant! 
 Under this ideal condition conclusion is 
correct.. 

 

• It does NOT matter how a firm finances its 
operations, how much debt it has because it 
has NO bearing on a Firm’s Overall Value as 
calculated using NPV! 
 This is only true under the ideal conditions 
and assumptions of mod and miller made.  
Naturally its ideal situation that applies in real 
world theory.  
 

• Corporate Financing & Capital Structure 
Decisions have no bearing on Investment (or 
Capital Budgeting) Decisions. 

              This is assumption that is going by… 

 

• Capital Budgeting can be carried out without 
knowing the exact Capital Structure of a Firm - 
you can assume 100% Equity (Un-levered) 
Firm. 

 

 

 



Modified MM - With Taxes 

The first change or modification that made by the mod and miller theory was to 

include the effects of taxes. 

• Modigliani-Miller (With Corporate Tax) 
- In most countries, a FIRM’s Interest Payments to Bond Holders are 

NOT Taxed.  But Dividend Payments to Equity Holders are Taxed. 

- Based on CORPORATE TAXES, FIRMS should prefer to raise 

Capital using DEBT Financing. 
 

 These modifications are done by themselves (Mod and miller).and 

conclusion came up with is that, the most countries around the world 

cooperate the tax or tax the company have to pay by the government 

favors the raising of capital form of debt. WHY?? 

 Coz, the interest rate that the companies pay on debt is tax deductible.  

 Therefore, interest represents tax saving or tax shield or tax shelter. 

 Whereas the Equity and dividends paid on Equity do not lead to any 

Tax saving as far as tax goes.    

 So, from the companies or firms point of view there is a saving 

associated with capital that raise in form of debt or loan.  

 So, firms based on tax cooperation’s would prefer issue debt rather 

than Equity.   

  

• Merton-Miller (With Personal Tax) 
- In most countries, INVESTORS pay a higher Personal Income Tax on 

Interest Income from Bonds than on Dividend Income from Equity (or 

Stocks). 

- Based on PERSONAL TAXES, INVESTORS should prefer to 

invest in STOCKS (or Equity).   
 

 In most countries around the world, individual investors pay more 

personal tax on income from debt in the form of interest then they do 

on income in the form of capital gains equity or in the form of 

dividend income from equity.   

 So, from Investors point of view they would prefer to give or invest 

their money in Equity.  

 Now, this is a difference which capital is better depending on whether 

you’re looking at the firm cooperative taxes or looking at the 

individual investors and personal taxes.  



 

• Uncertain Conclusion:  Difficult to determine Net Effect.  But, practically 

speaking, Corporate Tax Effect is generally stronger so Based on Taxes 

alone, Firms should prefer Debt. 

 

   The NET RESULT of this opposing we see is that when we see 

both tax Cooperate Tax and Personal Tax into consideration the NET 

EFFECT is generally speaking, it is better for firm to issue debt in 

terms of taxes because the tax saving from the interest payments are 

more important than the Tax saving for the investors from the income 

from equity.    

 

 

 

Lecture No. 33_ Capital Structure 

27 January 2016, Friday 

Miller Modigliani- MM Theory 

& Other Theories  
 

Recap of WACC, Business Risk, & Leverage 

WACC % = rD  XD + rE  XE  + rP  XP . (Debt,Common Equity, 

Preferred Equity) 

Where “r” is ACTUAL COST which can be calculated from 

REQUIRED ROR after accounting for Taxes & Transaction 

Costs. 

Use Net Proceeds (NP = Market Price – Transaction 

Costs) instead of Market Price (Po) when calculating rD 

and rE. 

Two ways to calculate Cost of Equity rE:  (1) Use 

Gordon’s Formula:  rE = (DIV 1 / Po) + g or (2) Use 

CAPM Theory:  rE = rRF + (rM – rRF) x Beta 



 

Equity Capital:  If Not Enough Retained Earnings then Equity 

Capital must be financed by New Stock Issuance which is more 

costly. 
 

 

 

 

 

 

 

 

 

 

Total Risk Faced by FIRM 

Total Stand Alone Risk of Firm = Business Risk + Financial Risk 

Standard Deviation of ROE (if Firm is Levered) = Standard 

Deviation of ROE (if Firm is Un-Levered) + Financial Risk 

(from Debt) 

Note:  Stand Alone Risk of Stock = Diversifiable (or Company 

Specific) Risk + Market Risk 

 

 A firm has 2 general ways to raise equity.  

It either converted retained earnings which are basically saving of 

income that has been collected over the years. And convert that 

into common equity and issue common shares against it OR 

company can issue fresh equity. And sale common stock in open 

market.   
 

 Business Risk (from Operations and Assets but not Debt) 

Uncertainty & Fluctuations in Prices & Costs. Specific & 

Market Causes. 

 Higher Operating Leverage (OL= Fixed Costs / Total 

Cost) 

 Bunsiness risk is associate with the fluctuation and 

changes in the prices and costs associated with the 

operation of a business. 

 Business risk increases with Operating Leverage.  



 Leverage is the phenomena that magnifies or larges 

effects.  

 Operating Leverage in larges its effects of changings in 

sales. So, a small changes in sales can lead to a large 

change in the earnings of the company OR in the ROE 

(Return On Equity) for the shareholders.  

 Operating Leverage = Fix costs / Total Cost. 
 

 

 

- Good when FIRM’S SALES > BREAKEVEN 

POINT. Small increase in sales can lead to large 

increase in ROE. 

   Operating Leverage can be good or bad. It’s like a knife. 

You can use a knife in good way or in a negative way. 

Similarly, Operating Leverage is good provided that the 

firm has a healthy amount of sales. If the sales of the firm 

are HIGHER than Breakeven Point the Operating 

Leverage can be beneficial. Coz, small increases in sales 

can lead to large increases in the return equity in the 

shareholders.  

 

- Bad if Sales < Breakeven Point. Higher Fixed Costs 

means Higher Breakeven Point and More Chances of 

Operating Loss.  Risk of Large Drop in Return on 

Equity  <ROE> so Higher Risk. 

 When operating leverage increases the average point of 

equity it also increases the overall amount of RISK. Coz, it 

is in larges the effect of sales on Return On Equity and 

whenever there is larger in its effects and larger spread of 

variation then Risk Increases.   
 

Financial Risk (from Debt, Bonds, or Loan ie. Leverage)  

Created when you take Loan or Debt or Financial Leverage 

(FL = Debt / (Debt + Equity)) 



• Financial Risk is created when you take Loan or Debt or Issue Bonds ie. 
Financial Leverage (FL).  FL = Debt / (Debt + Equity).  FL magnifies small 
changes in EBIT (and sales) into large changes in ROE. 

• Financial Risk = Standard Deviation of ROE (if Firm is Levered) - Standard 
Deviation of ROE (if Firm is Un-levered) 

• Financial Leverage (Debt Financing) 
– FL =Debt / Total Assets =D/ A = Debt / (Debt+Equity) =D/(D+E) 
– Good if it Increases Overall Return (Mean ROE) when EBIT/Total 

Assets > Interest (or Cost of Debt then Leverage is Good because 
small Increase in EBIT causes much LARGER Increase in ROE. 

– Bad when it Increases Financial Risk and therefore the Overall RISK 
(Standard Deviation of ROE) of FIRM. Leverage will always MAGNIFY 
or AMPLIFY a small change in EBIT into a LARGER change in ROE. 

 

 

 Financial Risk is created by Debt. When a company 

takes loan or when it takes or borrows money it takes on 

Financial Risk.  

 Financial Risk is Proportional to Financial Leverage. 

 Financial Leverage is defined as the ratio of the debt to 

the total asset of the company.  In other words, (FL = Debt 

/ (Debt + Equity)) 

 Financial Leverage also have a Magnifying effects.  

 And in this case small changes in the earning or EBITS of 

company can lead to a large changes in the ROE for the 

shareholders.  

 Financial Leverage either Good or Bad depending on the 

health of the company.  

 If the company is healthy and overall returns measured by 

EBIT / Total Assets > cost of debt or interest then 

Financial Leverage can be POSITIVE OR can be 

helpful. 

 In this case small increase in EBIT can lead to large 

increase in the ROE. However, increase in financial 

Leverage not only increase the ROE it also increases the 



RISK or uncertainty in the ROE. It increases the Standard 

Deviation to the ROE as well.  

 

Modigliani - Miller: 

Fathers of Corporate Finance 

 “Cost of Capital, Corporate Finance, and The Theory of 

Investment” - Revolutionary Article Published by Professors 

Modigliani & Miller in American Economic Review in June 

1958.  Won Nobel Prize later. 

 Financial leverage goes to increase the average ROE for 

the shareholders but it increases the RISK. So, question is, 

Is Leverage/Debt is good or bad? And how much it is 

good or bad?  

 To answer of this question starting talking about Capital 

Structure Theory.  
 

 “Pure M-M” (or Modigliani-Miller) Model – Case of an 

IDEAL FINANCIAL WORLD: 

- Major Assumptions of Pure MM Theory:  No 

Taxes, No Bankruptcy Costs, Equal Information, 

Efficient Markets 

 They assumed a world where no taxes, no bankruptcy 

costs and all of the investors and shareholders and 

managers in the market has same amount of information. 

These are major assumption which they made. Therefore, 

the results are not exactly accurate.  

 They were aware of these effects. But they have 

important consequences and understanding impact of 

the capital structure in debt on investment decisions and 

the value of firm.  

 

- Major Conclusions of Pure MM Theory:   

 According to Pure MM Theory, Capital Structure has 

NO AFFECT on VALUE of a FIRM  !  It only affects 



the way a Firm decides to distribute or split its cash 

outflows between the Equity Holders and the Debt 

Holders. 

 Capital Structure or amount of debt or borrowing that a 

firm takes has absolutely no impacts on the VALUE of a 

FIRM b. In other words, whether the firms has 10% debt 

or 90% debt on capital structure   

 According to the MM theory based on IDEAL condition 

has no bearing on the value of firm. And this result was 

surprising to us we just said that increasing debt and value 

of risk of a firm.  

 MM Theory said that Amount of firm has no bearing on 

the valuation of that firm based on the NPV formula. How 

can this be??  

 Well, according to this theory, the value of a firm is 

derived from   

 Value of a firm/ value of a real assets(working assets) that 

are in operation or in business that value, that fair value or 

the intrinsic value is based on the future cash flows that is 

generated by this real assets.   
  

 It does NOT matter how a firm finances its operations, 

how much debt it has because is has NO bearing on a 

Firm’s Overall Value of Firm 

- Value of Firm can be calculated using NPV 

Formulas from Capital Budgeting 

- Value of Firm = Price of One Share x Number 

of Shares Outstanding 

 According to Pure MM Theory, Corporate Financing & 

Capital Structure Decisions have no bearing on 

Investment (or Capital Budgeting) Decisions. 

 Capital Budgeting can be carried out without knowing 

the exact Capital Structure of a Firm - you can assume 

100% Equity (Un-levered) Firm when analyzing Project 

Investment Decisions and Capital Budgeting. 



 

 

MM theory was not implementing on the real world cases, where taxes 

are exists, not every investor are rational/smart and not everybody have 

equal knowledge in the corporate. 

So, changes had to happened by MM in their theory.  

1st modification was with taxes.  

 

1_ Modified MM - With Taxes 

 
• Modigliani-Miller (With Corporate Tax) 

– In most countries, a FIRM’s Interest Payments to Bond 
Holders are NOT Taxed.  Therefore, Interest Expenses 
(shown on P/L Statement) provide Tax Shield or Tax 
Shelter.  However, Dividend Payments to Equity Holders 
ARE Taxed. 

– Based on CORPORATE TAXES, FIRMS should prefer to raise 
Capital using DEBT Financing. 

 Most countries around the world, the corporate tax that firms and 
companies pay to the government favor DEBT rather than 
EQUITY. WHY? Coz, whenever a firm takes on debt the interest 
rate that paid is Tax Deductible. Firms do not pay tax on the 
interest that the pay to the bondholders or to the landers. This is 
a tax saving.  

 Company raises capital through debts then it saves tax because 
of the interest payments that is mixed. Which is known as tax 
shield or tax shelter.  

 However, if the company issues equity and it pays dividends then 
those dividends are not tax deductible. So, there is no tax 
advantage associative with the dividends that a company pays to 
its shareholder.  

  Therefore, according to the Corporate Tax Law around the world, 
company could prefer to raise money through debt rather than 
equity.  

 

• Merton-Miller (With Personal Tax) 



– In most countries, INVESTORS pay a higher Personal 
Income Tax on Interest Income from Bonds than on 
Dividend Income from Equity (or Stocks). 

– Based on PERSONAL TAXES, INVESTORS should prefer to 
invest in STOCKS (or Equity).   

 In this case, the individual person have to pay personal taxes. So, 
in such case situation become inverse.  

 Individual investors of firm receives income form of interest from 
investments on debt then it pays a HIGHER personal income tax. 
Then on the income that is received in the form of dividend from 
equity. In other words, personal taxes in most countries around 
the world for interest income is HIGHER than the personal tax on 
dividend income from equity or capital gains which is increases 
the price of the share.  

 So, according to the personal tax laws most individual investors 
would prefer to invest their money in equity.  
 

• Impact of Taxes is Uncertain:  Difficult to determine Net Effect of Taxes 
on Optimal Capital Structure.  But, practically speaking, Corporate Tax 
Effect is generally greater and so Based on Taxes alone, Firms should 
prefer to raise capital in the form of Debt. 
 Impact on personal tax and corporate tax are contradictory to each 

other.  

 The net effect in generally is that Corporate taxes are more 

important and generally taking on both corporate and personally 

taxes into consideration. Companies would buying large prefer to 

raise money in the form of debt.    

 

2_ Modified MM - With Bankruptcy Cost 
 

• Bankruptcy:  when a Firm is forced to close down because of 
continual Losses and Net Cash Outflows, or Default on 
Interest Payments. 

• Bankruptcy Costs Real Money - Companies Do Not Die in 
Peace ! Fees paid to Lawyers and Accountants, possible 
penalties and Legal Claims by Suppliers, Buyers, & Partner 



Firms, and Loss on Sale of Assets because Firm is forced to 
quickly Liquidate its Assets and repay the Debt Holders (such 
as Banks) first. 

• Even the THREAT or RUMOR of Bankruptcy can create 
problems for a Firm. Suppliers refuse to supply raw materials 
and cancel Trade Credit facilities.  Banks demand higher 
Interest Rates.  Customers cancel Purchase Orders so sales 
fall. 

• If Firm is EXCESSIVELY LEVERAGED (or has a Lot of Debt) then 
there is a HIGHER Chance of Bankruptcy. 

• For Certain Types of Firms, Debt is More Likely to Cause 
Bankruptcy: 

– Firms with High Operating Leverage or high Fixed Costs 

– Firms with Non-Liquid Assets that are difficult to sell 
quickly for cash 

– Firms whose EBIT (or Earnings) Fluctuate a Lot  
 

Tradeoff  Theory of Capital Structure 

With Tax & Bankruptcy 

 Trade off theory Is mix and couple of changes in the Pure 

MM theory by taking into the consideration both taxes and 

bankruptcy.  

 
• Decision regarding how much Debt (or Financial Leverage) is 

based on Tradeoff between the Advantage of Debt & 
Disadvantage of Debt. 

– Advantage of Debt over Equity:  Interest Payments 
are Not Taxed.  Known as Interest Tax Saving or Tax 
Shield or Tax Shelter 

– Disadvantage of Too Much Debt: Firm becomes 
more Risky so Lenders and Banks Charge Higher 
Interest Rates and Greater Chance of Bankruptcy 

• When 100% Equity Firm adds a Small Amount of Debt, the 
Value of its Stock Goes Up at first because Total Return 
Increases.   
Total Return = Net Income (paid to Equity Holders) + Interest 
(paid to Debt Holders).   



But if the Firm keeps adding too much debt then the Chance 
of Bankruptcy will Offset the Initial Benefit and the Stock 
Value will Fall. 
 As a firm gradually increases the percent of debt capital 

structure. So, as the firm become more and more 

Leveraged. 
 

• Value of Firm = Price of One Share  x  Number of Shares 
Outstanding 
 It’s the rough calculation for the value of firm.   

 
• A range for the Optimal Capital Structure or Debt/Equity Mix 

can be calculated in theory.  This is where the Firm has 
Maximum Value and Minimum WACC.  Practically speaking it 
varies across industries and companies.  Optimal D/E can 
range from 20/80 to 70/30 and keeps changing with time 
depending on the firm’s financial health and growth 
strategy.  

 Trades off theory tells us there is some optimal or best 
capital structure there is some value or percentage that is 
ideal for particular firm at the particular time.   

 
Signaling Theory of Capital Structure 
Improvement on Tradeoff Theory 

•  Signaling Theory:  Practically speaking, NOT all Investors have equal 
amount of information.  A Firm’s Owners & Managers (Insiders) know more 
about it than Ordinary Outside Investors. 

• Signaling Theory:  “Insiders (Managers & Owners) Know Better” 

– When Firm’s Future genuinely looks Good (ie. High 
forecasted Cash Flows, Earnings, NI, ROE…) then Managers 
will Choose to raise financing through Debt (or Bonds or 
Loan) because they do not want to share the Financial Gain 
with More Shareholders.  Rather They Prefer to Take On 
Debt and pay a small interest to the Debt Holders. There is 
almost no risk of Default. 

– When Firm’s Outlook looks Bad, then Managers will 
Choose to raise capital by Issuing Equity (or Stock) to be 
able to share the Likely Losses amongst more Shareholders 



(Owners).  If they took Debt and couldn’t repay it, they 
might Default and be forced to go Bankrupt. 

 Managers know better kab debt lena hai kab equity. Coz, he see 
real picture of the financial environment within a corporation 
rather than an out sider.   

 So, based on the real picture he can assume better that next 2,3 
years mein lose hoga ya company will go to up in growth. Agr 
company k up Janay ki indications paye ga to who debt lay ga. 
however, shareholder na honay ki wjay say profit k liay zyada 
shareholders nahi hongay.  

 Or agr he feels company will go down till next some year..he will 
take equity. However, shareholders ki tadad zyada ho or company 
ka lose zyada say zyada shareholders mein divide ho jaye.  

  

 

 

Signaling Theory – Conclusions: 

 

• Practically speaking, Firms should maintain LESS Leverage 
than the Optimal Level from Tradeoff Theory. 

• Firms Should Save Some Reserve Debt Financing Capacity in 
case they find a Great Project or Investment Opportunity. 
They should finance the Project using Debt for 2 reasons: 

– they don’t have to share the Financial Gains with 
more shareholders  AND 

– they give the Right Signal to the Market of Investors 
about the good health of their Firm ! 

– Debt Financing brings Financial Discipline and 
tighter cash control on some Managers that waste 
Shareholders’ money 

• News of New Equity Financing:  Signals bad news. Investors 
will sell stock and Market Price (Po) of Stock will fall.  
Therefore, Required ROR ( r = DIV/Po + g) will Rise and WACC 
will Increase. Now more difficult for Projects and Investments 



to meet this Firm’s Capital Budgeting Criterion by showing 

positive NPV (= Sum of {Cash Flows / (1+r)
t
 }. 

 

 

 A firm that is healthy decide to issue new equity, then it 

can force a situation there by it increases its 

WACC(Weighted Average Cost of Capital) and its is force 

to reject projects that are good but that do not meet its 

minimum required rate of return criteria based on the 

WACC.  

 

 

Lecture No. 34 

12:35pm, 29 January 2016, Sunday 

Recap of WACC & Firm Risk: 
• WACC % = r

D 
 X

D 
+ r

E 
 X

E 
 + r

P 
 X

P 
.    3 Basic Forms of Raising Capital:  D=Debt, 

E=Common Equity, & P=Preferred Equity.  Uses Required ROR’s adjusted by 
Taxes and Transaction Costs. “x” represent fractions of MARKET VALUES of 
Debt or Equity.  Should NOT use the Book Values from Financial Statements 
used in Financial Accounting. 

– Two Ways to Raise Equity Capital:  (1) Retained Earnings which is 
cheap way to raise equity AND (2) New Stock Issue which is more 
costly 

– Two Ways to Calculate rE (Required ROR on Equity):  (1) Gordon’s 
Formula for Stock Pricing : rE = (DIV1/Po) + g   AND (2) CAPM Theory / 
SML :  rE = rRF + (rM – rRF)Beta 

• Total Stand Alone Risk of Firm = Business Risk + Financial Risk 
• Business Risk = Standard Deviation of ROE of Un-levered Firm 

– Operating Leverage (OL) = Fixed Cost / Total Cost.  OL increases 
Business Risk.  Small Change in Sales Causes Large Change in  
Operating Income & ROE.  OL can be Good when Sales > Breakeven. 

 



 Operating leverage can be good provided that companies’ sales 
are higher than breakeven points. 

 In any case operating leverage will generally always increase the 
level of risk.  

 

• Financial Risk = Total Risk for Levered Firm - Business Risk 
– Financial Leverage = Market Value of Debt / Market Value of Total 

Assets = D / (D+E): FL increases Financial Risk.  Small Change in EBIT 
Causes Large Change in ROE.  FL can be Good when EBIT/Assets > 
Interest. 

– Leverage Rises. Financial Distress & Higher chance of Bankruptcy. 
Banks charge Higher Interest Rates. Higher Cost of Debt. Higher 
Risk. Higher Beta. Higher Required Return on Equity ( r

E 
). Higher 

Cost of Equity.   
 

 Capital structure ki ibteda WACC(Weighted Average Cost of 

Capital) say ki jo k bht basic concept hai.  

 Jab ksi or country say koi real asset(tangible, pen glasses or any 

kind of touchable thing) apni country mein lai jati hai purchase kr 

k to mind mein uski average cost hi hoti hai. Then we want to 

purchase same thing with high cost than average cost. 

 Same like companies and firms sarmaya jama krti hein investors 

say, chahay wo debt holders hon ya stockholders company k, jab 

koi firm sarmaya akhatha kr rhi hoti hai to then usko ye hisab 

lagana hota hai k whats the Price of that thing/real asset which 

it have to pay? And this one is the basic Question.  Jahan bhi who 

company sarmaya laga rhi hai uski rate of return is say zyada honi 

chahiaye otherwise there is no benefit.     

 

NOTE:  

 Couldn’t take Last lectures (35 to 45), make it by urself. 
I just noted roughly. So, If you find any mistake in notes anywhere then kindly 
must make Correction and Share on forum with file name. However, students 
could get that correction while download these files.  
Regards!  
Malika Eman. 
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Explanation noted by me has shown with  &   symbols. 

Lecture No 23: 

06 Dec 2015_Friday_8:35pm 9:06pm 

Recap of Portfolio Risk & Return: 

• Total Risk = Diversifiable Risk(unique or company specific risk) + Market 

Risk(systematic risk) 

• Total Stock Return = Dividend Yield + Capital Gain Yield 

• 7 Stocks are a good number for diversification.  40 Stocks are enough for 

eliminating Company Risk & Minimizing Total Risk 

 If u invest many stocks which are not correlated to each other than it is 

possible to reduce overall risk for your investments as a whole. We call 

these investments different stocks a portfolio or a Collection of stocks. 

• 2-Stock Portfolio’s Expected Return = rP * =  xA rA  + xB rB 

• Interpreting 2-Stock Portfolio Risk Formula:  

 

 We will read this formula as, 

Sigma p = square root of the variance, Xa square Sigma a square + Xb 

square Sigma b square + 2 multiply by Xa Xb  Sigma A Sigma b Row ab.  

•  



           

3-Stock Portfolio Risk Formula 

3x3 Matrix Approach 

 

 

 

 

 

 

 

 

 

 Sigma and Covariance mathematical signs are not showing in formula. 

So, consult lecture 23, PPT no 3 for complete picture. 

• To compute the Portfolio Variance for a 3-Stock Portfolio, just add up all the terms in every box.  

To compute the Portfolio Risk (Standard Deviation), simply take the Square Root of the Variance.  

You can extend this Matrix Approach to calculate the Risk for a Portfolio consisting of any 

number of stocks. 

• Terms in Boxes on Diagonal (Top Left to Bottom Right) are called “VARIANCE” terms associated 

with individual magnitude of risk for each stock. 

• Terms in all other (or NON-DIAGONAL) Boxes are called “COVARIANCE” terms which account for 

affect of one stock’s movement on another stock’s movement. 

•  Matrix for Calculating Portfolio Risk:   

Covariance Terms (Non-Diagonal Boxes) measures  

(1) Magnitude of movement (Standard Deviation) and  

 Stock A Stock B Stock C 

Stock  

A 

XA
2      

A
2 XA

 XB    A   B     AB XA
 XC    A   C     AC 

Stock  

B 

XB
 XA    B   A     BA XB

2       
B

2 XB
 XC    B   C     BC 

Stock  

C 

XC
 XA    C   A     CA XC

 XB    C   B     CB XC
2      

C
2 

 

 



(2) Closeness of movement (Correlation Coefficient) between any two 

stocks in the portfolio. 

• 3-Stock Portfolio Risk Formula:  Use 3x3 Matrix Approach which is 

extendible to any   n-sized Portfolio. 

• Efficient Portfolio Maps:  Efficient Portfolios with Risk-Return values that 

match Theoretical Probability estimates. 

• If 2-Stock Portfolio with Negative Correlation then Characteristic Reverse 

Envelope or “Hook Shaped” Efficient Frontier Curve. Possible to increase 

Returns and at same time reduce Risk !!!  

 It is ideal, coz the main objective is to maximize the return and minimize 

the risk. 

 This hook shaped curve shows visually that responsible to reduce the 

risk and at the same time increase the returns.  

• Covariance Term represents tendency of any 2 stocks to move together. 

 

CML & Optimal Mix for a Portfolio: 

• T-Bill Portfolio (or Risk-Free Portfolio):  Assume that it is available to 

EVERY INVESTOR to Borrow and/or Lend Money at the same interest rate 

rRF .  Investors would prefer to Invest in Risk-Free T-Bill Portfolio whenever 

its Coefficient of Variation ( = Risk / Expected Return) is better than their 

own Portfolio’s.  Whenever Stock Portfolio’s return is less than rRF  then 

Investors will switch to the T-Bill Portfolio. 

• Point of Tangency of the CML Line (which starts at the Risk Free Return on 

the Y-axis) and the Efficient Frontier is the Optimal Mix for the Portfolio. For 

example 50% Stock A, 30% Stock B, and 20% Stock C. 

• According to the Portfolio Theory, Efficient Portfolios are Fully Diversified 

and they must lie on the CML Line.  



 It’s very important to remember that according to the portfolio theory, 

CML line represent the combination of all possible efficient and fully 

diversified portfolios in the market. 

• CML Equation :  rP* = rRF + [(rM - rRF) / σM] σP 

 Short term means.. 
rRF= risk free rate of return 
rM = expected rate of return for the market of all possible stock 
σM = risk of the market 
σP = risk of stock portfolio 

 The Portfolio theory is based on probability and the whole issues arise 

because the expected future rate of return of the stocks is not certain 

and there are many possible different future expected rate of returns 

that are possible and there is perhaps a probability or likely hood attach 

to with of each possible outcomes.   

 

Portfolio Return, Risk, & Beta: 

• The Expected Return on an Investment in a Common Share is not 

guaranteed or certain.  The Price and Dividend can vary so we can guess 

what the Possible future Returns (or Outcomes) might be and assign 

probabilities to each. 

• Uncertainty about Future Expected Return on Investment gives rise to 

Probability Distribution of Possible Outcomes.  This gives rise to a Spread 

of Possible Future Returns which is a measure of the Risk or Uncertainty or 

Standard Deviation. 

 

 The distribution of possible outcomes for the expected rate of return 

gives rise to a variance and a spread and the risk would define as 

standard deviation which is the simply the Square root of the variance.  

 



• When you mix many Investments in the form of a Combination or Portfolio 

then the relative Weightage or Fraction of each investment will affect the 

Overall Portfolio Expected Return and Risk.  Furthermore, the individual risk 

of every investment affects the risk of every other investment in the 

portfolio! 

 

 When we talk about expected return on single stock then we are saying 

that it is the combination of the dividend yield and capital gain yield  

 

 When we talk about expected return on portfolio then we can use the 

expected rate of return for each of the stock in that portfolio and give it 

a proportional amount weighted based on the faction of the investment 

in a particular stock compare to total value of the portfolio.  

Market Risk & Portfolio Theory: 

• Rational Investors keep a Diversified Portfolio (of at least 7 and ideally 

more than 40 Different Un-correlated Stocks). 

• When a New Stock is added to the Diversified Portfolio, that New Stock has 

an Incremental Contribution to the Risk and Return of the Portfolio. 

• The New Portfolio Risk and Return can be re-calculated after adding the 

New Stock’s Return & Standard Deviation into the Formulas. 

• Only Kind of Risk which a new stock adds to a fully Diversified Portfolio is 

Market Risk.  

 If the correlation between the different stocks in negative or even if 

coefficient correlation is zero then the Risk Return profile or Graph takes 

on a Hook shaped curve.  

Hook shaped curve allow exactly our main objective. Reduce overall 

portfolio Risk and same time increase the rate of return. Which is ideal.  

 If the correlation between the different stocks in positive then Risk 

Return Relationship is that a way continuous monotonic function which 



is continuously rising as the expected return rises. Risk is also rises with 

this. [This is the fundamental concept in Risk and Return.] 

 

Beta Concept & CAPM: 

• Beta:   Tendency of a Stock to move with the Market (or Portfolio of all  

Stocks in the Stock Market). Building Block of CAPM. 

 Beta measures how much the price or rate of return of a particular stock 

moves relatively to the movement of the overall market or stock 

exchange. 

• Stock Risk vs Stock Beta: 

– Stock Risk: statistical Spread of possible Returns (or Volatility) for 

that Stock  

 We use standard deviation for the stock Risk and standard deviation 

measures the spread or the range of different future expected rate of 

returns for that particular stock.  

– Sock Beta: statistical Spread of possible Returns (or Volatility) for 

that Stock RELATIVE TO THE MARKET IE. SPREAD (or Volatility) OF 

THE FULLY DIVERSIFIED MARKET PORTFOLIO OR  INDEX. 

 Stock beta is measuring the Risk or volatility movement in the stock 

price or in the stock rate of return relatively to the market. 

 The beta is concerned with the market. 

 Beta Coefficients vary in value. Generally speaking the beta is more 

stocks is anywhere between 0.5 to 1.5 2.O. But beta theoretically have 

negative values.  

 

• Beta Coefficients of Individual Stocks are published in “Beta Books” by 

Stock Brokerages & Rating Agencies 



• CAPM:  Capital Asset Pricing Model.  Developed by Professors Sharpe & 

Markowitz.  Won Nobel Prize in 1990. 

 CAMP model is not perfect theory. It have certain assumptions. 

• Market Risk is the only risk that is relevant to a Rational Investor with a 

Diversified Portfolio of Investments.  The Company Specific (or Unique) 

Risk is Diversified Away !  Market Risk is measured in terms of the Standard 

Deviation (or Volatility) of the Market Portfolio or  Index.  

 Only kind of Risk which a new stock adds to a fully diversified portfolio is 

market risk.  

 The Company Specific (or Unique) Risk is Totally Diversified Away if we 

invest in 40 different uncorrelated stocks. 

– Every Stock Market develops an Index comprising of a weighted 

average of the highest-volume shares in that market.  This Index 

represents the relative strength of that Stock Exchange and is 

considered to be close to a Totally Diversified Portfolio.  In reality, 

no such Portfolio exists anywhere  in the world. For example the 

Karachi Stock Exchange has the KSE 100 Index. 

 

Summary: 

 Whenever stock Portfolio’s return is less than r
RF

 then investors will 

switch to the T-Bill Portfolio. 

 According to the portfolio theory, efficient portfolios are fully diversified 

and they must lie on the CML Line. 

CML Equation: 

r
P
* = r

RF 
+ [ (r

M 
- r

RF
) /  Sigma  M ]  Sigma P 

 

 Rational Investors keep a Diversified Portfolio (of at least 7 and ideally 

more than 40 Different Un-correlated Stocks). 



 Market only offers you a price or an extra return based on the market 

risk component of the particular stock. 

 The Company Specific (or Unique) Risk is Totally Diversified Away if we 

invest in 40 different uncorrelated stocks. 

  Only kind of Risk which a new stock adds to a fully diversified portfolio 

is market risk.  

 Beta is useful measure of risk coz, it accounts for the contribution of 

stocks risk relative to the overall market. 

- The value of beta can be negative & positive. But most of the 

time it is positive. 

- Beta value is published in Beta Books.  

- When we are calculate the beta value we compare the extent 

to which the price of stock moves compared to the movement 

in the overall market. Then we can measure the movement 

overall market by using the stock market index. Which is 

developed for most stocks markets around of the world. 

 

 

 

 

 

 

 

 

 

 

 



Lecture No 24: 

10 Dec 2015_Wednesday_1:10am 2:07am 

Recap previous lecture concepts: 

Beta Concept & CAPM: 

BETA: Tendency of a Stock to move with the Stock Market as a whole.   

BETA:  Market Risk Portion of Total Risk.  It is the Building Block of CAPM.  

Total Risk = Diversifiable Risk + Market Risk 

Total Stock Return = Dividend Yield + Capital Gain Yield 

 

Stock Beta Coefficients: 

• Meaning of Beta for Share ABC in Karachi Stock Exch (KSE) 

– If Share A’s Beta = +2.0 then that Share is Twice as risky (or volatile) 

as the KSE Market ie. If the KSE 100 Index moved up 10% in 1 year, 

then based on historical data, the Price of Share B would move up 

20% in 1 year. 

– If Share B’s Beta = +1.0 then that Share is Exactly as risky (or volatile) 

as the KSE Market 

– If Share C’s Beta = +0.5 then that Share is only Half as risky (or 

volatile) as the KSE Market 

– IF you could find a Share D with Beta = -1.0 then that share would be 

exactly as volatile as the KSE Market BUT in the OPPOSITE WAY ie. If 

the KSE 100 Index moved UP 10% then the price of the Share D 

would move DOWN by 10% ! 

• The Beta of most Stocks ranges between + 0.5 and + 1.5 



• The Average Beta for All Stocks = Beta of  Market = + 1.0 Always. 

 

 

 

 

 

 

 

 

 

 

 Rate of return is on Y axis. And return on the market x axis.  

 Start * refers to the Expected part of the rate of return. 

 The slope of the line represents the beta coefficient. 
Slope = Beta = Δ Y / Δ X = % Δ rA* / % Δ rM* 
= A =Risk Relative to Market = (rA* - rRF) / (rM* - rRF) 

 Alpha refers to Company Specific Risk. 
 rA* refers Expected Return on stock A. 
 rM* refers Expected Return on Market. 
  

 
Calculating Portfolio Beta (CAPM): 
There are two ways of calculating portfolio beta 
•   Analyze Historical Data for Portfolio Returns and Market Index Returns like in 
the case of Stock Beta, plot Least Squares Fit Line, and compute Portfolio Line 
Slope or Beta directly. 
•   Use the Published Data for Individual Stock Betas from the “Beta Book” 



Portfolio beta can be calculated as the sample weighted average of the stock 
beta’s in that portfolio. 

 Portfolio Beta = β P = X A β A + XB β B + XC βC +….. 
In the formula 

 βA represents the Beta (or Market Risk) of Stock A. 
 XA represents the Weight of Stock (fractional value of investment in A to 

total 
portfolio value). 

 
• Portfolio Beta (or Market Risk) Formula is a Simple Weighted Average 

UNLIKE the Portfolio Risk Formula !  
P = X +X + 2 (XA XB ABAB ) 

         See this formula clearly in handout page 105. 
 
Portfolio Beta – Example: 

• Complete 2-Stock Investment Portfolio Data: 
           Value  Exp Return (r*)    Tot Risk    Beta 

– Stock A      Rs 30     20%             20%  2.0 
– Stock B      Rs 70     10%              5%  0.5 

Total Value =Rs 100       Correlation Coefficient       = + 0.6 
• Portfolio Mean Expected Return = 13% = rP* 
• Portfolio Risk (Total) = 8.57% =    P (relative to rP*) 
• Portfolio Beta = XaBa + XbBb = (30/100)(2.0) + (70/100)(0.5) = 0.6 + 0.35 = 

+0.95 =    P (relative to Market Risk or Volatility) 
– Means that the Portfolio of A & B is slightly LESS RISKY than the 

Totally Diversified KSE 100 Market Portfolio whose Beta = +1.0 
 
Take Exercises from handout for 2 and 3 stock investment on pg 105. 
 
 
 
 
 
 
 
 
 



Required Rate of Return (CAPM): 
 

• Required ROR vs Expected ROR 
– Expected ROR (r*):  The Most Likely (or Mean) ROR expected in the 

future.  Calculated using Weighted Average Formula and 
Probabilities (what we have been calculating so far). 

 
 It is the rate of return that is Expected in the future base on the 

likelihood of the possible outcomes and probability attach to them. 
 
– Required ROR (r):  Minimum Return that Investors Require from the 

Stock to invest in it.  Varies from individual to individual. Based on 
perceived Risk relative to the Market and Psychological Risk Profile 
of each Investor and Opportunity Cost of Capital.  Average Required 
ROR for all Rational Investors in an Efficient Market can be Estimated 
using the CAPM Theory: Beta and Risk Free Rate of Return. 
 

 However the Required Rate of Return is quite subjective and personal to 
the investors. Coz, this is the rate of return that the investors required 
based on what? Based on his personal or individual risk preference and 
risk profile, based on his personal opportunity cost of capital. 

 Required rate of return or the opportunity cost of capital varies to 
another person. Coz, every individual has the different preference for 
taking risk.  

 However, required rate of return can be linked to the Beta Risk. why’s 
that? Coz, based on the portfolio theory and the capital asset pricing 
model there is directly relationship between risk and return. Means if 
they will take risk they will get extra amount of return. 

 
– Total Rate of Return (ROR) for Single Stock = Dividend Yield + 

Capital Gain.  GORDON’S FORMULA FOR COMMON STOCK PRICING 
OR VALUATION USES  REQUIRED RETURN.  r = DIV/Po + g.  In 
Efficient Markets, Price of Stocks is based on Market Risk (or Beta). 
 
 
 



– How can we calculate the Required Return from the Beta which is a 
measure of Risk ? 

– Based on the SML (Security Market Line)  which is the most 
important part of the CAPM  and is Often Challenged by Critics of 
CAPM.  

 
 SML is very important and critical part of CAMP. 
 If the combination of Risk & Return for any stock does not lie on the SML 

then that stock is not efficiently price. 
 
SML Linear Equation for the Required Return of any Stock A: 
 
                 rA = rRF + (rM - rRF ) β A . 
In the above equation 

 rA = Return that Investors Require from Investment in Stock A. 
 rRF = Risk Free Rate of Return (ie. T-Bill ROR). 
 rM = Return that Investors Require from Investment in an Average Stock 

(or the Market Portfolio of All 
 

Stocks where β M = + 1.0 always). β A = Beta for Stock A. (rM - rRF ) 
β A = Risk Premium or Additional Return in Excess of Risk Free ROR to 
compensate the Investor for the additional Risk. 
 
 
Lecture No 25: 

12 Dec 2015_Thursday_10:46pm pm 

Recap Previous Lecture: 
Important points: 

 Capital asset pricing model is grounded on the fundamental principle 
that the rate of return for a stock and to be more accurate the quite rate 
of return on a stock is directly proportional to the risk premium.   

 Risk premium is the term dependent upon the market risk alone and not 
the total risk. 

 Beta of the stock tendency of the stock price to move with the market.  
 On the graph representation, Y axis is the expected return for the stock 

and on X axis we have expected return from the stock market index. 



 Stock Beta measures the Risk of a Stock RELATIVE TO THE MARKET. 

 Other way of the calculate risk is standard deviation.  
 Stock Beta measures the Risk of a Stock Relative to the market. 

Beta Stock A = % Δ rA* / % Δ rM* = Slope of Regression Line. Regression 
Line uses Experimental Data. 

 The formula that relates beta of the stock to the standard deviation is as 
follows, 
Beta Stock A = Covariance of Stock A with Market / Variance of Market 
= σ A σ M  AM / σ 2 M 
(Covariance Formula based on Probability & Statistical Portfolio Theory) 
Links Stock Beta 
(Market Portion of Risk) to Stock Standard Deviation (Total Single Stock 
Risk). 
 
Simplified formula: 
= σ A  AM / σ M = market risk 
 
Formulas symbols are not showing here correctly, so, concern for correct 
formulas from handout or PPT.  pg 110. 
σ A = 30% (Stock A’s Total Risk or Standard Deviation) 
σ M = 20% (Stock Market Index Standard Deviation or Risk) 
 AM = + 0.8 (Correlation between Stock A and the Market Index) 
Theoretical Beta – Example: 
See this example in handout or PPT. 
 

 We can collect the data on expected return movements on stocks and 
compare that to the expected return movements in the stock market index.  

 If we can’t use conveniently collect data on expected returns then we use 
historical data. 

 Total risk = market risk + company specific risk. 
 This company specific risk is diversifiable component of risk that can be 

remove.  
 Company specific risk/diversifiable risk associated with random events in 

life of the company is in some way proportional to the vertical distance 
between an actual data point and point of on state line that passes through 
data points. 



 If a stock is fully diversified portfolio which has successfully eliminated all of 
the company specific risk.   

 

 

========= 

Lec 15:51, PPT 6, handout 111…left.. 
Again start 2:10pm  

========= 
 
Definition of Total Risk in term of Variances:  
Variances are also a measure of Risk. Because variance is nothing other than the 
standard deviation squared. 
 Standard deviation as the representative of the risk.  

 
TOTAL VARIANCE RISK Formula: 

• Total Risk of Stock A  in terms of Variance ( = Std Dev 2 ) 
– Total Risk = Market Risk  +  Random Specific Unique Risk 

A2 = A2 M2 + A-Error2 
Here, 

 A2(Sigma A square)Is representative of Random Error/Company 
specific Risk.  

 A2 M2(Beta A Square, Sigma M square)Is representative of 
Market Risk 

 A-Error2(Beta A Square, Sigma M square)Is representative of Total 
Risk  

 
Example: 
Concern for exercise PPT slide 7, or handout page 112 
 
Security Market Line (SML) Cornerstone of C.A.P.M:  
 

• Straight Line Model for Beta Risk and Required Return.  Similar to the 
Relationship for the 2-Stock Portfolio with Ro>0. 

 Security market Line provides the relationship between the Beta/Market 
Risk and the Required Rate of Return for the particular Stock.  

 



• Beta Risk is Directly Proportional to Required Return.  The Investors 
require an extra Return which exactly compensates them for the extra Risk 
of the Stock relative to the Market. 

 Required Rate of Return is different from Expected Rate of Return.  
 Expected Rate of Return can be calculated using Probability and the 

forecasted returns for the particular stocks using the weighted average 
formulas.  

 Required rate of return is a function of individual and very subjective and it 
depends on the individual investors and personal risk profile.   
 

• SML Linear Equation for the Required Return of any Stock A: 

         rA  = rRF  +  (rM  - rRF )  A  .  
 
Terms:  

rA  = Return that Investors Require from Investment in Stock A.  
rRF  = Risk Free Rate of Return (ie. T-Bill ROR).  
rM  = Return that Investors Require from Investment in an Average Stock (or  
the Market Portfolio of All Stocks   
where   

 M = + 1.0 always).     

A = Beta for Stock A. (rM  - rRF )     

A = Risk Premium or Additional Return Required in Excess of Risk Free ROR to 
compensate the Investor for the Additional Market Risk of the Stock. 
 
 Risk Premium is the extra rate of return that is required above the risk free 

rate of return in order to compensate the investors for the additional 
market risk of the stock that the yield taking on. 

 Price of stock depend on the market risk of stock.  
 
Required Rate of Return,  
Risk Premium & Market Risk: 
 

• SML Model for Efficient Markets establishes a Straight Line relationship (or 
Direct Proportionality) between a Stock’s Required ROR and its Risk 
Premium.  

• rA  = rRF  +  (rM  - rRF )  A 



• A Stock’s Risk Premium depends on its Market Risk Portion (and NOT the 
Total Risk) 

• In Efficient Markets, Market Price of a Stock is based on Required Return 
which depends on Risk Premium which depends on Stock’s Market Risk 
Component (and NOT the Total Risk). 

 
SML - Numerical Example: 

• Calculate the Required Rate of Return for Stock A given the following data: 

–  A = 2.0  (ie. Stock A is Twice as Risky as the Market) 
– rM  = 20% pa (ie. Market ROR or ROR on a Portfolio consisting of All 

Stocks or ROR on the “Average Stock”) 
– rRF  = 10% pa (ie. T-Bill ROR) 

• SML Equation (assumes Efficient Stock Pricing, Risk, Return) 

     rA  = rRF  +  (rM  - rRF ) A.  
           = 10% +   (20% - 10%) (2.0)   =  30% 
 

• Interpretation of Result: 
– Investors Require a 30% pa Return from Investment in Stock A.  This 

is higher than the Market ROR because the Stock (Beta = 2.0) is 
Riskier than the Market (Beta = 1.0 always). 

– If Required Return (30%) is Higher than Expected Return (20%) it 
means that Stock A is Unlikely to Achieve the Investors’ Requirement 
and Investors will NOT invest in Stock A. 

 

 

NOTE:  

 Couldn’t take Last lectures (35 to 45), make it by urself. 
I just noted roughly. So, If you find any mistake in notes anywhere then kindly 
must make Correction and Share on forum with file name. However, students 
could get that correction while download these files.  
Regards!  
Malika Eman. 
 

 



MGT201 Financial Management 
Final Term Examination – Spring 2005

Time Allowed: 150 Minutes 

INSTRUCTIONS: 

Please read the following instructions carefully before attempting any 
question: 

• All questions are compulsory.  
• This exam consists of 5 Multiple Choice Questions (MCQs) carrying 2 marks 

each, 
5 Short 

questions carrying 5 marks each 
and 

1 Descriptive questions carrying 15 
marks. • You are required to show all the working of short questions as well as descriptive 

question. • This examination is closed book, closed notes, closed neighbors. 
• Do not ask any questions about the contents of this examination from 

anyone. • The use of calculator is allowed. 
• The Use of Financial Tables is allowed. 
• You may wish to pace yourself with your own watch, but the Supervisor will be the 

official timekeeper of the test. 
Failure to comply with the Supervisor's directions will result in your test being cancelled. 
Please comply with supervisor's directions to avoid any unpleasant 
event.

Total Marks: 52      Total Questions: 11 

Question No. 1 Marks : 02

If interest expenses for a firm rise, we know that firm has taken on more 
______________. 

o Financial Leverage
o Operating Leverage
o Fixed Assets
o None of the given options
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Question No. 2               Marks : 05

What is meant by Budget Constraints?

Question No. 3               Marks : 05

What does IRR mean?

Question No. 4 Marks : 02

Capital _____________ is the term that means the size of the capital budget is 
constrained.

o Fractioning
o Rationing
o Budgeting  
o Cost 

Question No. 5 Marks : 05

What are the General Advantages of Leasing from Lessee's (Borrower / user) Point 
of View?

Question No. 6               Marks : 05

What is meant by the Capital Asset Pricing Model (CAPM)?

Question No. 7               Marks : 02

From the given options, select the optimal capital structure for a company: 

o Debt = 40%; Equity = 60%; EPS = Rs.2.95; Stock price = Rs.26.50
o Debt = 50%; Equity = 50%; EPS = Rs.3.05; Stock price = Rs.28.90.
o Debt = 60%; Equity = 40%; EPS = Rs.3.18; Stock price = Rs.31.20.
o Debt = 80%; Equity = 20%; EPS = Rs.3.42; Stock price = Rs.30.40.

Question No. 8 Marks : 15

You have the following information about a company for a 
year: 
Operating Revenue = Rs.100 per unit 
Variable Costs = Rs.50 per unit 



a. Calculate breakeven quantity for the company if fixed cost is Rs.500 and 
interpret the result. 

b. What happens to the breakeven quantity if fixed cost of the company rises 
to Rs.600? Show the calculations and interpret the result. 

c. What will be operating leverage of the firm when fixed cost is Rs.500 and when 
fixed cost is Rs.600 at the breakeven quantity calculated in part (a), show all 
the calculations involved? What conclusion can you draw about the relationship 
between operating leverage and breakeven quantity from your answers?                                        

Question No. 9 Marks : 05

Why do Multinationals do business internationally?

Question No. 10              Marks : 02

A __________ occurs when two firms in totally different industries combine.

o Conglomerate
o Co generic
o Horizontal
o Vertical

Question No. 11              Marks : 02

Worth of one currency in terms of another currency is called __________.

o Euro
o Exchange Rate
o Spot Rate
o Forward Rate


