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FINANCING DECISIONS
- CAPITAL STRUCTURE

LEARNING OUTCOMES

 State the meaning and significance of capital structure.

 Discuss the various capital structure theories i.e. Net Income Approach,  Traditional

Approach,  Net  Operating  Income (NOI)  Approach,  Modigliani  and  Miller  (MM)

Approach, Trade- off Theory and Pecking Order Theory.

 Describe  concepts  and  factors  for  designing  an  optimal capital structure.

 Discuss essential features of capital structure of an entity.

 Discuss optimal capital structure.

 Analyse  the  relationship  between  the  performance  of  a company and its impact

on the earnings of the shareholders i.e. EBIT-EPS analysis.

 Discuss the meaning, causes and consequences of over and under capitalisation to an

entity.
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SUMMARY

 Capital Structure: Capital structure refers to the mix of a firm’s capitalisation (i.e.
mix  of  long  term  sources  of funds  such  as  debentures, preference share capital,
equity share capital and retained  earnings for meeting total capital requirement).
While choosing a suitable financing pattern, certain factors like cost, risk,  control,
flexibility and other considerations like nature of industry, competition in the
industry etc. should be considered

 Capital Structure Theories: The following approaches explain the relationship
between cost of capital, capital structure and value of the firm:
Net income approach
Net operating income approach
Modigliani-Miller approach
Traditional approach
Trade-off Theory
Pecking Order Theory

 Optimal  Capital  Structure  (EBIT-EPS  Analysis): The  basic  objective  of financial
management is to design an appropriate capital structure which can provide the
highest earnings per share (EPS) over the firm’s expected range of earnings  before
interest  and  taxes  (EBIT).  PS  measures  a  firm’s  performance for the investors.
The level of EBIT varies from year to year and represents the success of a firm’s
operations. EBIT-EPS analysis is a vital tool for designing the optimal capital
structure of a firm. The objective of this analysis is to find the EBIT level that will
equate EPS regardless of the financing plan chosen.

 Over  Capitalisation  : It  is  a  situation  where  a  firm  has  more  capital  than  it
needs or in other words assets are worth less than its issued share capital, and
earnings are insufficient to pay dividend and interest.

 Under Capitalisation : It is just reverse of over-capitalisation. It is a state, when its
actual capitalization is lower than its proper capitalization as warranted by its
earning capacity
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PRACTICAL PROBLEMS

 MULTIPLE CHOICE QUESTIONS

1. Which of the following statements is false in the context of explaining the concept of
capital structure of a firm:
a. It resembles the arrangements of the various parts of a building
b. It represents the relation between fixed assets and current assets
c. Combinations of various long-terms sources
d. The relation between equity and debt

2. The  assumptions  of  M-M  hypothesis  of  capital  structure  do  not  include  the
following;
a. Capital markets are imperfect
b. Investors have homogeneous expectations
c. All firms can be classified into homogeneous risk classes
d. The dividend-payout ratio is cent percent, and there is no corporate tax

3. Which of the following is irrelevant for optimal capital structure?
a. Flexibility,
b. Solvency,
c. Liquidity,
d. Control.

4. Financial Structure refer to
a. All Financial resources,
b. Short-term funds,
c. Long-term funds
d. None of these.

5. An EBIT-EPS indifference analysis chart is used for
a. Evaluating the effects of business risk on EPS
b. Examining EPS results for alternative financial plans at varying EBIT levels
c. Determining the impact of a change in sales on EBIT
d. Showing the changes in EPS quality over time
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6. The term “capital structure” means
a. Long-term debt, preferred stock, and equity shares.
b. Current assets and current liabilities.
c. Net working capital
d. Shareholders’ equity.

7. The cost of monitoring management is considered to be a (an):
a. Bankruptcy cost.
b. Transaction cost.
c. Agency cost.
d. Institutional cost.

8. The traditional approach towards the valuation of a firm assumes:
a. That the overall capitalization rate changes in financial leverage.
b. That there is an optimum capital structure.
c. That total risk is not changed with the changes in the capital structure.
d. That markets are perfect.

9. Market values are often used in computing the weighted average cost of capital
because
a. This is the simplest way to do the calculation.
b. This is consistent with the goal of maximizing shareholder value.
c. This is required by SEBI.
d. This is a very common mistake.

10. A firm’s optimal capital structure:
a. Is the debt-equity ratio that results in the minimum possible weighted average cost

of capital.
b. 40 percent debt and 60 percent equity.
c. When the debt-equity ratio is .50.
d. When Cost of equity is minimum

ANSWERS

1. b 2. a

3. b 4. a

5. b 6. a

7. c 8. b

9. b 10. a
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 ILLUSTRATIONS

Source : ICAI, SM (New) - (From Question No. 1 - 9 )

Question 1

Rupa  Ltd.'s EBIT  is ` 5,00,000.  The  company  has  10%,  20  lakh  debentures.  The
equity capitalization rate i.e. Ke is 16%.

You are required to calculate:
i. Market value of equity and value of firm
ii. Overall cost of capital.

Answer :

i. Statement showing value of  firm
`

EBIT 5,00,000
Less: Interest on debentures (10% of ` 20,00,000) (2,00,000)
Earnings available for equity holders i.e. Net Income (NI) 3,00,000
Equity capitalization rate (Ke) 16%

Market value of equity (S) =
e

NI 3,00,000 100
K 16.00

   
 

18,75,000

Market value of debt (D) 20,00,000
Total value of firm (V) = S + D 38,75,000

ii. Overall cost of capital = EBIT 5,00,000 12.90%
Value of firm 38,75,000

 

Question 2

Indra Ltd. has EBIT of ` 1,00,000. The company makes use of debt and equity capital. The
firm has 10% debentures of ` 5,00,000 and the firm’s equity capitalization rate is 15%.

You are required to compute:
i. Current value of the firm
ii. Overall cost of capital.
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Answer :

i. Calculation of total value of the firm
`

EBIT 1,00,000
Less: Interest (@10% on ` 5,00,000) 50,000
Earnings available for equity holders 50,000
Equity capitalization rate i.e. Ke 15%

Value of equity holders  = Earnings available for equity holders
Value of equity (S)

= 50,000 3,33,333
0.15

`

Value of Debt (given) D = 5,00,000
Total value of the firm V = D + S (5,00,000 + 3,33,333) = 8,33,333

ii. Overall cost of capital = o e e d
S D EBITK K K K or
V V V
        
   

= 3, 33, 333 5,00,0000.15 0.10
8, 33, 333 8, 33, 333
      
   

=  1 50,000 + 50,000] = 12,00%
8,33,333

Question 3

Amita Ltd’s operating income is ` 5,00,000. The firm’s cost of debt is 10% and currently the
firm employs ` 15,00,000 of debt. The overall cost of capital of the firm is 15%.

You are required to determine:
i. Total value of the firm.
ii. Cost of equity.

Answer :

i. Statement showing value of the firm
`

Net operating income/EBIT 5,00,000
Less: Interest on debentures (10% of ` 15,00,000) (1,50,000)
Earnings available for equity holders 3,50,000
Total cost of capital (K0) (given) 15%

Value of the firm V =
0

EBIT 5,00,000
K 0.15

 33,33,333
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ii. Calculation of cost of equity
`

Market value of debt (D) 15,00,000
Market value of equity (s) S = V − D = `33,33,333 – `15,00,000 18,33,333

Ke = Earnings available for equity holders
Value of equity (S)

Or, = EBIT - Interest paid on debt
Market value of equity

= 3,50, 000 19.09%
18,33,333


`
`

Or

K0 = e d
S DK K
V V
      
   

K0 = 0 d
V DK K
S S
      
   

=  1 (0.15 × 33,33, 333) - 0 (0.10  15,00,0000)
18,33,333



= 1 [5,00,000 - 1,50, 000] = 19.09%
18,33,333

Question 4

Alpha Limited and Beta Limited are identical except for capital structures. Alpha Ltd. has
50 per cent debt and 50 per cent equity, whereas Beta Ltd. has 20 per cent debt and 80 per
cent equity. (All percentages are in market-value terms). The borrowing rate for both
companies is 8 per cent in a no-tax world, and capital markets are assumed to be perfect.

a. (i)  If  you  own  2 per  cent  of  the  shares  of  Alpha  Ltd.,  what  is  your  return  if  the
company has net operating income of `3,60,000 and the overall capitalisation rate of the
company, K0 is 18 per cent? (ii) What is the implied required rate of return on equity?

b. Beta Ltd. has the same net operating income as Alpha Ltd. (i) What is the implied
required equity return of Beta Ltd.? (ii) Why does it differ from that of Alpha Ltd.?
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Ke = Earnings available for equity holders
Value of equity (S)

Or, = EBIT - Interest paid on debt
Market value of equity

= 3,50, 000 19.09%
18,33,333


`
`

Or

K0 = e d
S DK K
V V
      
   

K0 = 0 d
V DK K
S S
      
   

=  1 (0.15 × 33,33, 333) - 0 (0.10  15,00,0000)
18,33,333



= 1 [5,00,000 - 1,50, 000] = 19.09%
18,33,333

Question 4

Alpha Limited and Beta Limited are identical except for capital structures. Alpha Ltd. has
50 per cent debt and 50 per cent equity, whereas Beta Ltd. has 20 per cent debt and 80 per
cent equity. (All percentages are in market-value terms). The borrowing rate for both
companies is 8 per cent in a no-tax world, and capital markets are assumed to be perfect.

a. (i)  If  you  own  2 per  cent  of  the  shares  of  Alpha  Ltd.,  what  is  your  return  if  the
company has net operating income of `3,60,000 and the overall capitalisation rate of the
company, K0 is 18 per cent? (ii) What is the implied required rate of return on equity?

b. Beta Ltd. has the same net operating income as Alpha Ltd. (i) What is the implied
required equity return of Beta Ltd.? (ii) Why does it differ from that of Alpha Ltd.?
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Answer :

a. Value of the Alpha Ltd. =
0

NOI 3,60,000 20,00,000
K 18%
 
`

`

i. Return on Shares on Alpha Ltd.
`

Value of the company 20,00,000
Market value of debt (50%) 10,00,000
Market value of shares (50%) 10,00,000

`

Net operating income 3,60,000
Interest on debt (8% × `10,00,000) 80,000
Earnings available to shareholders 2,80,000
Return on 2% shares (2% × ` 2,80,000) 5,600

ii. Implied required rate of return on equity = 2, 80, 000 = 28%
10, 00, 000
`
`

b. i. Calculation of Implied rate of return
`

Total value of company 20,00,000
Market value of debt (20% × `20,00,000) 4,00,000
Market value of equity (80% × `20,00,000) 16,00,000

`

Net operating income 3,60,000
Interest on debt (8%× `4,00,000) 32,000
Earnings available to shareholders 3,28,000

Implied required rate of return on equity =  3,28,000 20.5%
16,00,000


`
`

ii. It is lower than the Alpha Ltd. because Beta Ltd. uses less debt in its capital structure.
As the equity capitalisation is a linear function of the debt-to-equity ratio when we
use the net operating income approach, the decline in required equity return offsets
exactly the disadvantage of not employing so much in the way of “cheaper” debt
funds.
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Question 5

There  are  two  company  N  Ltd.  and  M  Ltd.,  having  same  earnings  before  interest
and taxes i.e. EBIT of ` 20,000. M Ltd. is a levered company having a debt of `1,00,000 @
7% rate of interest. The cost of equity of N Ltd. is 10% and of M Ltd. is 11.50%.
Find out how arbitrage process will be carried on?

Answer :

Company
M Ltd. N Ltd.

EBIT (NOI) ` 20,000 ` 20,000
Debt (D) ` 1,00,000 -
Ke 11.50% 10%
Kd 7% -

Value of equity (S) = NOI - Interest
Cost of equity

SM = 20, 000 - 7, 000 =  1,13,043
11.50%

`

SN = 20, 000  2,00,000
10%

`

VM =  1,13,043 + 1,00,000 {V = S + D} = ` 2,13,043
VN = ` 2,00,000

Arbitrage Process
If you have 10% shares of M Ltd., your value of investment in equity shares is 10% of
`1,13,043 i.e. ` 11,304.30 and return will be 10% of (`20,000 – `7,000) = ` 1,300.
Alternate Strategy will be:
Sell your 10% share of levered firm for ` 11,304.30 and borrow 10% of levered firms debt i.e.
10% of ` 1,00,000 and invest the money i.e. 10% in unlevered firms stock:
Total resources /Money we have = `11,304.30 + `10,000 = `21,304.3 and you invest 10% of
`2,00,000 = ` 20,000
Surplus cash available with you is = `21,304.3 – `20,000 = ` 1,304.3
Your return = 10% EBIT of unlevered firm – Interest to be paid on borrowed funds
i.e. = 10% of ` 20,000 – 7% of ` 10,000 = `2,000 – `700 = ` 1,300
i.e. your return is same i.e. ` 1,300 which you are getting from N Ltd.  before investing in M
Ltd. but still you have ` 1,304.3 excess money available with you. Hence, you are better off
by doing arbitrage.
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Question 6

There are two companies U Ltd. and L Ltd., having same NOI of `20,000 except that L Ltd.
is a levered company having a debt of `1,00,000 @ 7% and cost of equity of U Ltd. & L Ltd.
are 10% and 18% respectively.
Show how arbitrage process will work.

Answer :

Company
U Ltd. L Ltd.

NOI ` 20,000 ` 20,000
Debt capital - ` 1,00,000
Kd - 7%
Ke 10% 18%

Value of equity capital (s) =
e

EBIT Interest
K

 
 
 

`2,00,000
20,000

0.10
 
 
 

` 72,222
20,000 7,000

0.18
 

 
 

Total value of the firm V = S + D ` 2,00,000 ` 1,72,222
(` 72,222 +`1,00,000)

Assume you have 10% shares of unlevered firm i.e. investment of 10% of ` 2,00,000 =
`20,000 and Return @ 10% on ` 20,000. Investment will be 10% of earnings available for
equity i.e. 10% × 20,000 = ` 2,000.

Alternative strategy:
Sell your shares in unlevered firm for ` 20,000 and buy 10% shares of levered firm’s equity
plus debt
i.e. 10% equity of levered firm =  7,222
10% debt of levered firm = 10,000
Total investment = 17,222
Your resources are ` 20,000
Surplus cash available = Surplus – Investment = 20,000 – 17,222 = ` 2,778
Your return on investment is:
7% on debt of ` 10,000 =    700
10% on equity i.e. 10% of earnings available for equity holders i.e. (10% × 13,000) =  1,300
Total return = 2,000

i.e. in both the cases the return received is ` 2,000 and still you have excess cash of ` 2,778.
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Hence, you are better off i.e you will start selling unlevered company shares and buy
levered company’s shares thereby pushing down the value of shares of unlevered firm and
increasing the value of levered firm till equilibrium is reached.

Question 7

Suppose  that  a  firm  has  an  all  equity  capital  structure  consisting  of  100,000  ordinary
shares of `10 per share. The firm wants to raise `250,000 to finance its investments and is
considering three alternative methods of financing – (i) to issue 25,000 ordinary shares at
`10 each, (ii) to borrow `2,50,000 at 8 per cent rate of interest, (iii) to issue 2,500 preference
shares of `100 each at an 8 per cent rate of dividend. If the firm’s earnings before interest
and taxes after additional investment are `3,12,500 and the tax rate is 50 per cent, the effect
on the earnings per share under the three financing alternatives will be as follows:

Table: EPS under alternative financing favorable EBIT:

Particulars
Equity

Financing(`)
Debt

Financing (`)
Preference

Financing  (`)
EBIT 3,12,000 3,12,550 3,12,550
Less: Interest 0 20,000 0
PBT 3,12,500 2,92,500 3,12,500
Less: Taxes 1,56,250 1,46,250 1,56,250
PAT 1,56,250 1,46,250 1,56,250
Less: Preference dividend 0 0 20,000
Earning available to ordinary
shareholders

1,56,250 1,46,250 1,36,250

Shares outstanding 1,25,000 1,00,000 1,00,000
EPS 1.25 1.46 1.36

The firm is able to maximize the earnings per share when it uses debt financing. Though
the rate of preference dividend is equal to the rate of interest, EPS is high in case of debt
financing because interest charges are tax deductible while preference dividends are  not.
With  increasing  levels  of  EBIT,  EPS  will  increase  at  a  faster  rate  with  a  high degree
of leverage.

However, if a company is not able to earn a rate of return on its assets higher than the
interest rate (or the preference dividend rate), debt (or preference financing) will have an
adverse impact on EPS. Suppose the firm in illustration above has an EBIT of `75,000/-,
then EPS under different methods will be as follows:
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Table: EPS under alternative financing methods: Unfavourable EBIT:

Particulars
Equity

Financing(`)
Debt

Financing (`)
Preference

Financing  (`)
EBIT 75,000 75,000 75,000
Less: Interest 0 20,000 0
PBT 75,000 55,000 75,000
Less: Taxes 37,000 27,500 37,500
PAT 37,500 1,46,250 1,56,250
Less: Preference dividend 0 0 20,000
Earning available to ordinary
shareholders

1,56,250 27,500 17,500

Shares outstanding 1,25,000 1,00,000 1,00,000
EPS 0.30 0.27 0.17

It is obvious that under unfavourable conditions, i.e. when the rate of return on the total
assets is less than the cost of debt, the earnings per share will fall with the degree of
leverage.

Question 8

Best of Luck Ltd., a profit making company, has a paid-up capital of ` 100 lakhs consisting
of 10 lakhs ordinary shares of ` 10 each. Currently, it is earning an annual pre-tax profit of `
60 lakhs. The company’s shares are listed and are quoted in the range of ` 50 to ` 80. The
management wants to diversify production and has approved a project which will cost ` 50
lakhs and which is expected to yield a pre-tax income of ` 40 lakhs per annum. To  raise
this additional capital, the following options are  under consideration  of  the management:

a. To issue equity share capital for the entire additional amount. It is expected that the new
shares (face value of ` 10) can be sold at a premium of ` 15.

b. To issue 16% non-convertible debentures of ` 100 each for the entire amount.
c. To issue equity capital for ` 25 lakhs (face value of ` 10) and 16% non-convertible

debentures for the balance amount. In this case, the company can issue shares at a
premium of ` 40 each.

You  are  required  to  advise  the  management  as  to  how  the  additional  capital  can  be
raised, keeping in mind that the management wants to maximise the earnings per share to
maintain its goodwill. The company is paying income tax at 50%.

CA INTER FINANCIAL MANAGEMENT

SANJAY SARAF SIR 193

Table: EPS under alternative financing methods: Unfavourable EBIT:

Particulars
Equity

Financing(`)
Debt

Financing (`)
Preference

Financing  (`)
EBIT 75,000 75,000 75,000
Less: Interest 0 20,000 0
PBT 75,000 55,000 75,000
Less: Taxes 37,000 27,500 37,500
PAT 37,500 1,46,250 1,56,250
Less: Preference dividend 0 0 20,000
Earning available to ordinary
shareholders

1,56,250 27,500 17,500

Shares outstanding 1,25,000 1,00,000 1,00,000
EPS 0.30 0.27 0.17

It is obvious that under unfavourable conditions, i.e. when the rate of return on the total
assets is less than the cost of debt, the earnings per share will fall with the degree of
leverage.

Question 8

Best of Luck Ltd., a profit making company, has a paid-up capital of ` 100 lakhs consisting
of 10 lakhs ordinary shares of ` 10 each. Currently, it is earning an annual pre-tax profit of `
60 lakhs. The company’s shares are listed and are quoted in the range of ` 50 to ` 80. The
management wants to diversify production and has approved a project which will cost ` 50
lakhs and which is expected to yield a pre-tax income of ` 40 lakhs per annum. To  raise
this additional capital, the following options are  under consideration  of  the management:

a. To issue equity share capital for the entire additional amount. It is expected that the new
shares (face value of ` 10) can be sold at a premium of ` 15.

b. To issue 16% non-convertible debentures of ` 100 each for the entire amount.
c. To issue equity capital for ` 25 lakhs (face value of ` 10) and 16% non-convertible

debentures for the balance amount. In this case, the company can issue shares at a
premium of ` 40 each.

You  are  required  to  advise  the  management  as  to  how  the  additional  capital  can  be
raised, keeping in mind that the management wants to maximise the earnings per share to
maintain its goodwill. The company is paying income tax at 50%.
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Table: EPS under alternative financing methods: Unfavourable EBIT:

Particulars
Equity

Financing(`)
Debt

Financing (`)
Preference

Financing  (`)
EBIT 75,000 75,000 75,000
Less: Interest 0 20,000 0
PBT 75,000 55,000 75,000
Less: Taxes 37,000 27,500 37,500
PAT 37,500 1,46,250 1,56,250
Less: Preference dividend 0 0 20,000
Earning available to ordinary
shareholders

1,56,250 27,500 17,500

Shares outstanding 1,25,000 1,00,000 1,00,000
EPS 0.30 0.27 0.17

It is obvious that under unfavourable conditions, i.e. when the rate of return on the total
assets is less than the cost of debt, the earnings per share will fall with the degree of
leverage.
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Answer :

Calculation of Earnings per share under the three options:
Particulars Options

Option I:
Issue Equity
shares only

Option II:
Issue 16%

Debentures only

Option III:
Issue Equity

Shares and 16%
Debentures of
equal amount

Number of Equity Shares (nos):
- Existing 10,00,000 10,00,000 10,00,000
- Newly issued 2,00,000

 
50,00,000

10 15
 
   

`
`

- 50,000
25,00,000

10 40
 
  
`
`

Total 12,00,000 10,00,000 10,50,000
16% Debentures ` - 50,00,000 25,00,000

` ` `

Profit Before Interest and Tax:
- Existing pre-tax profit 60,00,000 60,00,000 60,00,000
- From new projects 40,00,000 40,00,000 40,00,000

1,00,00,000 1,00,00,000 1,00,00,000
Less: Interest on 16% - 8,00,000 4,00,000

Debentures (16% `50,00,000) (16%×`25,00,000)
Profit Before Tax 1,00,00,000 92,00,000 96,00,000
Tax at 50% 50,00,000 46,00,000 48,00,000
Profit After Tax 50,00,000 46,00,000 48,00,000
Earnings Per Share (EPS) 4.17 4.60 4.57

PAT
No. of Shares
 
 
 

50,00,000
12,00,000
 
 
 

` 46,00,000
10,00,000
 
 
 

` 48,00,000
10,50,000
 
 
 

`

Advise: Option II i.e. issue of 16% Debentures is most suitable to maximize the earnings per
share.
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Question 9

Shahji Steels  Limited  requires ` 25,00,000  for  a  new  plant.  This  plant  is  expected  to
yield earnings before interest and taxes of ` 5,00,000. While deciding about the financial
plan, the company considers the objective of maximizing earnings per share. It has three
alternatives to finance the project - by raising debt of ` 2,50,000 or ` 10,00,000  or  15,00,000
and the balance, in each case, by issuing equity shares. The company’s share is currently
selling at ` 150, but is expected to decline to ` 125 in case the funds are borrowed in excess
of ` 10,00,000. The funds can be borrowed at the rate of 10 percent upto ` 2,50,000, at 15
percent over ` 2,50,000 and upto ` 10,00,000 and at 20 percent over ` 10,00,000. The tax rate
applicable to the company is 50 percent. Which form of financing should the company
choose?

Answer :

Plan I  =  Raising Debt of ` 2.5 lakh + Equity of ` 22.5 lakh.
Plan II  =  Raising Debt of ` 10 lakh + Equity of ` 15 lakh.
Plan III  =  Raising Debt of ` 15 lakh + Equity of ` 10 lakh.

Calculation of Earnings per share (EPS):

Particulars
Financial Plans

Plan I (`) Plan II (`) Plan III (`)
Expected EBIT 5,00,000 5,00,000 5,00,000
Less: Interest (a) (25,000) (1,37,500) (2,37,500)
Earnings before taxes 4,75,000 3,62,500 2,62,500
Less: Taxes @ 50% (2,37,500) (1,81,250) (1,31,250)
Earnings after taxes (EAT) 2,37,500 1,81,250 1,31,250
Number of shares (b) 15,000 10,000 8,000
Earnings per share (EPS) 15.83 18.13 16.41

Financing Plan II (i.e. Raising debt of `10 lakh and issue of equity share capital of `15 lakh)
is the option which maximises the earnings per share.
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Working Notes:

a. Calculation of interest on Debt.
Plan I (`2,50,000 x10%) ` 25,000
Plan II (`2,50,000 x 10%) ` 25,000

(`7,50,000 x 15%) `1,12,500 `1,37,500
Plan III (`2,50,000 x 10%) ` 25,000

(`7,50,000 x 15%) `1,12,500
(`5,00,000 x 20%) `1,00,000 `2,37,500

b. Number of equity shares to be issued

Plan I = 22,50,000 =15,000 shares
150 (Market price of share)

`
`

Plan II = 15,00,000 10,000 shares
150


`
`

Plan III = 10,00,000 8,000 shares
125


`
`
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 PRACTICE QUESTIONS

Source : ICAI, SM (New) - (From Question No. 1 - 5 )

Question 1

Ganesha Limited is setting up a project with a capital outlay of ` 60,00,000. It has two
alternatives in financing the project cost.
Alternative-I : 100% equity finance by issuing equity shares of ` 10 each
Alternative-II : Debt-equity ratio 2:1 (issuing equity shares of ` 10 each)
The  rate  of  interest  payable  on  the  debts  is  18%  p.a.  The  corporate  tax  rate  is 40%.
Calculate  the  indifference  point  between  the  two  alternative  methods  of financing.

Answer :

Calculation of Indifference point between the two alternatives of financing

Alternative-I By issue of 6,00,000 equity shares of `10 each amounting to `60 lakhs. No
financial charges are involved.

Alternative-II By raising the funds in the following way:
Debt   = ` 40 lakhs
Equity = ` 20 lakhs (2,00,000 equity shares of `10 each)

Interest payable on debt = 1840,00,000 7,20,000
100
 ` `

The difference point between the two alternatives is calculated by:
     1 2

1 2

EBIT I 1 T EBIT I 1 T
E E
   



Where,
EBIT   = Earnings before interest and taxes
I1 = Interest charges in Alternative-I
I2 = Interest charges in Alternative-II
T   = Tax rate
E1 = No. of Equity shares in Alternative-I
E2 = No. of Equity shares in Alternative-II
Putting the values, the break-even point would be as follows:
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(EBIT - 0) (1 - 0.40) (EBIT - 7,20,000) (1 - 0.40)
6,00,000  2,00,000



(EBIT) (0.60) (EBIT - 7,20,000) (0.60)
6,00,000 2,00,000



EBIT (0.60) 0.60 (EBIT - 7,20,000)
3 1



EBIT = 3EBIT-21,60,000
-2 EBIT = -21,60,000

21,60,000EBIT =
2

EBIT = `10,80,000
Therefore, at EBIT of `10,80,000 earnings per share for the two alternatives is equal.

Question 2

Ganapati Limited is considering three financing plans. The key information is as follows:
a. Total investment to be raised ` 2,00,000
b. Plans of Financing Proportion:

Plans Equity Debt Preference Shares
A 100% - -
B 50% 50% -
C 50% - 50%

c. Cost of debt 8%
Cost of preference shares 8%

d. Tax rate 50%
e. Equity shares of the face value of ` 10 each will be issued at a premium of ` 10 per share.
f. Expected EBIT is ` 80,000.

You are required to determine for each plan: -
i. Earnings per share (EPS)
ii. The financial break-even point.
iii. Indicate if any of the plans dominate and compute the EBIT range among the plans for

indifference.
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Answer :

i. Computation of Earnings per share (EPS)
Plans A B C

Earnings before interest and tax
(EBIT)

80,000 80,000 80,000

Less: Interest charges -- (8,000)
(8% × `1 lakh)

--

Earnings before tax (EBT) 80,000 72,000 80,000
Less: Tax (@ 50%) (40,000) (36,000) (40,000)
Earnings after tax (EAT) 40,000 36,000 40,000
Less: Preference Dividend -- -- (8,000)

(8% × `1 lakh)
Earnings available for Equity
shareholders (A)

40,000 36,000 32,000

No. of Equity shares (B) 10,000
(`2 lakh ÷ `20)

5,000
(`1 lakh ÷ `20)

5,000
(`1 lakh ÷ `20)

EPS ` [(A) ÷ (B)] 4 7.20 6.40

ii. Calculation of Financial Break-even point
Financial break-even point is the earnings which are equal to the fixed finance charges
and preference dividend.
Plan A :  Under  this  plan  there  is  no  interest  or  preference  dividend payment
hence, the Financial Break-even point will be zero.
Plan B :  Under  this  plan  there  is  an  interest  payment  of `8,000  and  no preference
dividend, hence, the Financial Break-even point will be `8,000 (Interest charges).
Plan C :  Under  this  plan  there  is  no  interest  payment  but  an  after tax  preference
dividend  of `8,000  is  paid.  Hence,  the Financial  Break-even  point  will  be  before
tax  earnings  of `16,000 (i.e. `8,000 ÷ 0.5 = `16,000.)

iii. Computation of indifference point between the plans.
The indifference between two alternative methods of financing is calculated by applying
the following formula.
     1 2

1 2

EBIT I 1 T EBIT I 1 T
E E
   



Where,
EBIT  =  Earnings before interest and tax.
I1 =  Fixed charges (interest or pref. dividend) under Alternative
I2 =  Fixed charges (interest or pref. dividend) under Alternative
T = Tax rate
E1 =  No. of equity shares in Alternative 1
E2 =  No. of equity shares in Alternative 2
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Earnings before interest and tax
(EBIT)

80,000 80,000 80,000

Less: Interest charges -- (8,000)
(8% × `1 lakh)

--

Earnings before tax (EBT) 80,000 72,000 80,000
Less: Tax (@ 50%) (40,000) (36,000) (40,000)
Earnings after tax (EAT) 40,000 36,000 40,000
Less: Preference Dividend -- -- (8,000)

(8% × `1 lakh)
Earnings available for Equity
shareholders (A)

40,000 36,000 32,000

No. of Equity shares (B) 10,000
(`2 lakh ÷ `20)

5,000
(`1 lakh ÷ `20)

5,000
(`1 lakh ÷ `20)

EPS ` [(A) ÷ (B)] 4 7.20 6.40

ii. Calculation of Financial Break-even point
Financial break-even point is the earnings which are equal to the fixed finance charges
and preference dividend.
Plan A :  Under  this  plan  there  is  no  interest  or  preference  dividend payment
hence, the Financial Break-even point will be zero.
Plan B :  Under  this  plan  there  is  an  interest  payment  of `8,000  and  no preference
dividend, hence, the Financial Break-even point will be `8,000 (Interest charges).
Plan C :  Under  this  plan  there  is  no  interest  payment  but  an  after tax  preference
dividend  of `8,000  is  paid.  Hence,  the Financial  Break-even  point  will  be  before
tax  earnings  of `16,000 (i.e. `8,000 ÷ 0.5 = `16,000.)

iii. Computation of indifference point between the plans.
The indifference between two alternative methods of financing is calculated by applying
the following formula.
     1 2

1 2

EBIT I 1 T EBIT I 1 T
E E
   



Where,
EBIT  =  Earnings before interest and tax.
I1 =  Fixed charges (interest or pref. dividend) under Alternative
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E1 =  No. of equity shares in Alternative 1
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Now, we can calculate indifference point between different plans of financing.

i. Indifference point where EBIT of Plan A and Plan B is equal.
  EBIT 0 1 0.5

10,000
  (EBIT - 8, 000) (1 - 0.5)

5, 000
0.5 EBIT (5,000) =  (0.5 EBIT – 4,000) (10,000)

0.5 EBIT =  EBIT – 8,000
0.5 EBIT =  8,000
EBIT = `16,000

ii. Indifference point where EBIT of Plan A and Plan C is equal.
  EBIT 0 1 0.5

10,000
  (EBIT - 0) (1 - 0.5) - 8,000

5,000
0.5 EBIT
10, 000

0.5 EBIT - 8,000
5,000

0.25 EBIT =  0.5 EBIT – 8,000
0.25 EBIT =  8,000
EBIT = ` 32,000

iii. Indifference point where EBIT of Plan B and Plan C is equal.
  EBIT 8,000 1 0.5

5,000
  (EBIT - 0)(1 - 0.5) - 8,000

5,000
0.5 EBIT – 4,000    =  0.5 EBIT – 8,000
There is no indifference point between the financial plans B and C.
It can be seen that Financial Plan B dominates Plan C. Since, the financial break even
point of the former is only `8,000 but in case of latter it is `16,000.

Question 3

Yoyo  Limited  presently  has `36,00,000  in  debt  outstanding  bearing  an  interest rate of
10 per cent. It wishes to finance a `40,00,000 expansion programme and is considering three
alternatives: additional debt at 12 per cent interest, preference shares  with  an  11  per  cent
dividend,  and  the  issue  of  equity  shares  at `16  per share. The company presently has
8,00,000 shares outstanding and is in a 40 per cent tax bracket.
a. If earnings before interest and taxes are presently `15,00,000, what would be earnings

per share for the three alternatives, assuming no immediate increase in profitability?
b. Develop an indifference chart for these alternatives. What are the approximate

indifference points? To check one of these points, what is the indifference point
mathematically between debt and common?
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c. Which alternative do you prefer? How much would EBIT need to increase before the
next alternative would be best?

Answer :

a.

Particulars

Alternatives
Alternative–I :

Take additional
Debt

(`)

Alternative- II:
Issue 11%
Preference

Shares
(`)

Alternative- III:
Issue further
Equity Shares

(`)
EBIT 15,00,000 15,00,000 15,00,000
Interest on Debts:

– on existing debt @10% (3,60,000) (3,60,000) (3,60,000)
– on new debt @ 12% (4,80,000) -- --

Profit before taxes 6,60,000 11,40,000 11,40,000
Taxes @ 40% (2,64,000) (4,56,000) (4,56,000)
Profit after taxes 3,96,000 6,84,000 6,84,000
Preference shares -- (4,40,000) --
Earnings available to equity
Shareholders

3,96,000 2,44,000 6,84,000

Number of shares 8,00,000 8,00,000 10,50,000
Earnings per share 0.495 0.305 0.651
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b. Approximate  indifference  points:  Debt  and  equity  shares, `24  lakhs, preference
and  equity  shares, `33 lakhs in EBIT; Debt dominates preferred by the same margin
throughout, there is no difference point. Mathematically, the indifference point between
debt and equity shares is (in thousands):
EBIT * - 840

800
` EBIT * - 360

1,050
`

EBIT* (1,050) – ` 840(1,050) = EBIT* (800) – `360 (800)
250EBIT* = `5,94,000
EBIT* = `2,376
Note that for the debt alternative, the total before-tax interest is `840, and this is the
intercept on the horizontal axis. For the preferred stock alternative, we divide `440 by
(1-0.40) to get `733. When this is added to `360 in interest on existing debt, the intercept
becomes `1,093.

c. For  the  present  EBIT  level,  equity  shares  are  clearly  preferable.  EBIT  would need
to increase by `2,376 -`1,500 = `876 before an indifference point with debt is reached.
One would want to be comfortably above this indifference point before a strong case for
debt should be made. The lower the probability that actual EBIT  will  fall  below  the
indifference point, the stronger the case that can be made for debt, all other things
remain the same.

Question 4

Alpha Limited requires funds amounting to `80 lakh for its new project. To raise the funds,
the company has following two alternatives:
i. To issue Equity Shares of `100 each (at par) amounting to `60 lakh and borrow the

balance amount at the interest of 12% p.a.; or
ii. To issue Equity Shares of `100 each (at par) and 12% Debentures in equal proportion.
The Income-tax rate is 30%.
Find out the point of indifference between the available two modes of financing and state
which option will be beneficial in different situations.

Answer :

i. Amount   = `80,00,000
Plan I   =  Equity of `60,00,000 + Debt of `20,00,000
Plan II  =  Equity of `40,00,000 + 12% Debentures of `40,00,000

Plan I : Interest Payable on Loan
= 12% × `20,00,000 = `2,40,000
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Plan II: Interest Payable on Debentures
= 12% × `40,00,000 = `4,80,000

Computation of Point of Indifference
     1 2

1 2

EBIT I 1 T EBIT I 1 T
E E
   



(EBIT - 2,40,000) (1- 0.3)
60, 000
` (EBIT - 4,48,000) (1 - 0.3)

40,000


`

2 (EBIT – `2,40,000) = 3 (EBIT – `4,80,000)

2 EBIT – `4,80,000 =   3 EBIT – `14,40,000

2 EBIT – 3 EBIT = - `14,40,000 + `4,80,000

EBIT = `9,60,000

ii. Earnings per share (EPS) under Two Situations for both the Plans
Situation A (EBIT is assumed to be ` 9,50,000)

Particulars Plan I Plan II
EBIT 9,50,000 9,50,000
Less: Interest @ 12% (2,40,000) (4,80,000)
EBT 7,10,000 4,70,000
Less: Taxes @ 30% (2,13,000) (1,41,000)
EAT 4,97,000 3,29,000
No. of Equity Shares 60,000 40,000
EPS 8.28 8.23

Comment: In Situation  A,  when  expected  EBIT  is  less  than  the  EBIT  at indifference
point then, Plan I is more viable as it has higher EPS. The advantage of EPS would be
available from the use of equity capital and not debt capital.

Situation A (EBIT is assumed to be ` 9,70,000)
Particulars Plan I Plan II

EBIT 9,70,000 9,70,000
Less: Interest @ 12% (2,40,000) (4,80,000)
EBT 7,30,000 4,90,000
Less: Taxes @ 30% (2,19,000) (1,47,000)
EAT 5,11,000 3,43,000
No. of Equity Shares 60,000 40,000
EPS 8.52 8.58
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Comment:  In  Situation  B,  when  expected  EBIT  is  more  than  the  EBIT  at
indifference point then, Plan II is more viable as it has higher EPS.  The use of fixed-cost
source of funds would be beneficial from the EPS viewpoint. In this case, financial
leverage would be favourable.

(Note:  The  problem  can  also  be  worked  out  assuming  any  other  figure  of EBIT
which  is  more  than  9,60,000  and  any  other  figure  less  than  9,60,000. Alternatively,
the  answer  may  also  be  based  on the  factors/governing  the capital structure like
the cost, risk, control, etc. Principles).

Question 5

One-third of the total market value of Sanghmani Limited consists of loan stock, which has
a cost of 10 per cent. Another company, Samsui Limited, is identical in every respect to
Sanghmani Limited, except that its capital structure is all-equity, and  its  cost  of  equity  is
16  per  cent.  According  to  Modigliani  and  Miller,  if  we ignored taxation and tax relief
on debt capital, what would be the cost of equity of Sanghmani Limited?

Answer :

Here  we  are  assuming  that  MM  Approach  1958:  Without  tax,  where  capital structure
has no relevance with the value of company and accordingly overall cost of capital of both
levered as well as unlevered company is same.  Therefore, the two companies should have
similar WACCs. Because Samsui Limited is all-equity financed,  its  WACC  is  the  same  as
its  cost  of  equity  finance,  i.e.  16  per  cent.  It follows that Sanghmani Limited should
have WACC equal to 16 per cent also.
Therefore, Cost of equity in Sanghmani Ltd. (levered company) will be calculated as
follows:

o e d
2 1K K K
3 3
    = 16% (i.e. equal to WACC of Samsui Ltd.)

Or, 16% = e
2 1K
3 3
   

Or, Ke = 19
Source : ICAI, Compilation (Old) - (From Question No. 6 - 11 )

Question 6

D Ltd. is foreseeing a growth rate of 12% per annum in the next two years.  The growth rate
is likely to be 10% for the third and fourth year.  After that the growth rate is expected to
stabilise at 8% per annum.  If the last dividend was ` 1.50 per share and the investor’s
required rate of return is 16%, determine the current value of equity share of the company.
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The P.V. factors at 16%
Year 1 2 3 4
P.V. Factor .862 .743 .641 .552

Answer :

The current value of equity share of D Ltd. is sum of the following:
i. Presently value (PV) of dividends payments during 1-4 years; and
ii. Present  value  (PV)  of  expected  market  price  at  the  end  of  the  fourth  year  based

on constant growth rate of 8 per cent.

PV of dividends – year 1-4
Year Dividend PV factor at 16% Total PV (in `)

1 1.50(1 + 0.12)=1.68 0.862 1.45
2 1.68 (1+0.12)= 1.88 0.743 1.40
3 1.88 (1 + 0.10)=2.07 0.641 1.33
4 2.07 (1 + 0.10)= 2.28 0.552 1.26

Total 5.44

Present value of the market price (P4 ): end of the fourth year –
P4 = D5 / (Ke-g) = ` 2.28 (1.08) / (16% - 8%) = ` 30.78
PV of ` 30.78 = ` 30.78 0.552 = ` 16.99

Hence,
Value of equity shares ` 5.44 + ` 16.99 = ` 22.43

Question 7

A Company needs ` 31,25,000 for the construction of new plant. The following three plans
are feasible
I. The Company may issue 3,12,500 equity shares at ` 10 per share.
II. The Company may issue 1,56,250 ordinary equity shares at ` 10 per share and 15,625

debentures of Rs,. 100 denomination bearing a 8% rate of interest.
III.The  Company  may  issue  1,56,250  equity  shares  at ` 10  per  share  and  15,625

preference shares at ` 100 epr share bearing a 8% rate of dividend.
i. if  the  Company's  earnings  before  interest  and  taxes are ` 62,500, ` 1,25,000, `

2,50,000, ` 3,75,000  and ` 6,25,000,  what  are  the  earnings  per  share    under
each of three financial plans ?  Assume a Corporate Income tax rate of 40%.

ii. Which alternative would you recommend and why?
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iii. Determine the EBIT-EPS indifference points by formulae between Financing Plan I
and Plan II and Plan I and Plan III.

Answer :

i. Computation of EPS under three-financial plans.
Plan I: Equity Financing
EBIT ` 62,500 ` 1,25,000 ` 2,50,000 ` 3,75,000 ` 6,25,000
Interest 0 0 0 0 0
EBT ` 62,500 ` 1,25,000 ` 2,50,000 ` 3,75,000 ` 6,25,000
Less: Taxes 40% 25,000 50,000 1,00,000 1,50,000 2,50,000
PAT ` 37,500 ` 75,000 ` 1,50,000 ` 2,25,000 ` 3,75,000
No. of equity shares 3,12,500 3,12,500 3,12,500 3,12,500 3,12,500
EPS ` 0.12 0.24 0.48 0.72 1.20

Plan  II:  Debt – Equity Mix
EBIT ` 62,500 ` 1,25,000 ` 2,50,000 ` 3,75,000 ` 6,25,000
Less : Interest 1,25,000 1,25,000 1,25,000 1,25,000 1,25,000
EBT (62,500) 0 1,25,000 2,50,000 5,00,000
Less: Taxes 40% 25,000* 0 50,000 1,00,000 2,00,000
PAT (37,500) 0 75,000 1,50,000 3,00,000
No. of equity shares 1,56,250 1,56,250 1,56,250 1,56,250 1,56,250
EPS (` 0.24) 0 0.48 0.96 1.92

* The Company will be able to set off losses against other profits.  If the Company has
no profits from operations, losses will be carried forward.

Plan III  : Preference Shares – Equity Mix
EBIT ` 62,500 ` 1,25,000 ` 2,50,000 ` 3,75,000 ` 6,25,000
Less : Interest 0 0 0 0 0
EBT 62,500 1,25,000 2,50,000 3,75,000 6,25,000
Less: Taxes 40% 25,000 50,000 1,00,000 1,50,000 2,50,000
PAT 37,500 75,000 1,50,000 2,25,000 3,75,000
Less: Pref. dividend 1,25,000 1,25,000 1,25,000 1,25,000 1,25,000
PAT for  ordinary
shareholders

(87,500) (50,000) 25,000 1,00,000 2,50,000

No. of Equity shares 1,56,250 1,56,250 1,56,250 1,56,250 1,56,250
EPS (0.56) (0.32) 0.16 0.64 1.60
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ii. The choice of the financing plan will depend on the state of economic conditions. If the
company’s sales are increasing, the EPS will be maximum under Plan II: Debt – Equity
Mix.  Under favourable economic conditions, debt financing gives more benefit due to
tax shield availability than equity or preference financing.

iii. EBIT – EPS Indifference Point : Plan I and Plan II

 (EBIT *-  1,25,000) 1 0.40EBIT * (1 - 0.40)
3,12,500 1,56,250

 


EBIT* = 3,12,500 1,25,000
3,12,500 - 1,56,250



= ` 2,50,000

EBIT – EPS Indifference Point: Plan I and Plan III
   c c

1 2

EBIT* 1 - T EBIT * 1 T Pref.Div.
N N

 


= 3,12,500 1,25,000
3,12,500 - 1,56,250 1 0.4




= ` 4,16,666.67

Question 8

There are two firms P and Q which are identical except P does not use any debt in its
capital structure while Q has ` 8,00,000, 9% debentures in its capital structure. Both the
firms have earnings  before  interest  and  tax  of ` 2,60,000  p.a.  and  the  capitalization
rate  is  10%. Assuming  the  corporate  tax  of  30%,  calculate  the  value  of  these  firms
according  to  MM Hypothesis.

Answer :

Calculation of Value of Firms P and Q according to MM Hypothesis
Market Value of Firm P (Unlevered)
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Market Value of Firm Q (Levered)
VE = Vu + DT
= ` 18,20,000 + (8,00,000 × 0.30)
= ` 18,20,000 + 2,40,000 = ` 20,60,000

Question 9

The  management  of  Z  Company  Ltd.  wants  to  raise  its  funds  from market to  meet
out  the financial demands of its long-term projects. The company has various
combinations  of proposals to raise its funds.  You are given the following proposals of the
company:
i.

Proposals % of Equity % of Debts % of Preference shares
P 100 - -
Q 50 50 -
R 50 - 50

ii. Cost of debt – 10%
Cost of preference shares – 10%

iii. Tax rate – 50%
iv. Equity  shares  of  the  face  value  of ` 10  each  will  be  issued  at  a  premium  of ` 10

per share.
v. Total investment to be raised ` 40,00,000.
vi. Expected earnings before interest and tax ` 18,00,000.

From  the  above  proposals  the  management  wants  to  take  advice  from  you  for
appropriate plan after computing the following:
 Earnings per share
 Financial break-even-point
 Compute the  EBIT range  among the  plans for  indifference.  Also  indicate  if  any

of the plans dominate.
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= ` 18,20,000 + (8,00,000 × 0.30)
= ` 18,20,000 + 2,40,000 = ` 20,60,000

Question 9

The  management  of  Z  Company  Ltd.  wants  to  raise  its  funds  from market to  meet
out  the financial demands of its long-term projects. The company has various
combinations  of proposals to raise its funds.  You are given the following proposals of the
company:
i.

Proposals % of Equity % of Debts % of Preference shares
P 100 - -
Q 50 50 -
R 50 - 50

ii. Cost of debt – 10%
Cost of preference shares – 10%

iii. Tax rate – 50%
iv. Equity  shares  of  the  face  value  of ` 10  each  will  be  issued  at  a  premium  of ` 10

per share.
v. Total investment to be raised ` 40,00,000.
vi. Expected earnings before interest and tax ` 18,00,000.

From  the  above  proposals  the  management  wants  to  take  advice  from  you  for
appropriate plan after computing the following:
 Earnings per share
 Financial break-even-point
 Compute the  EBIT range  among the  plans for  indifference.  Also  indicate  if  any

of the plans dominate.
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Answer :

i. Computation of Earnings per Share (EPS)

Plans
P Q R
` ` `

Earnings before interest & tax (EBIT) 18,00,000 18,00,000 18,00,000
Less: Interest charges - 2,00,000 -
Earnings before tax (EBT) 18,00,000 16,00,000 18,00,000
Less : Tax @ 50% 9,00,000 8,00,000 9,00,000
Earnings after tax (EAT) 9,00,000 8,00,000 9,00,000
Less : Preference share dividend - - 2,00,000
Earnings available for equity shareholders 9,00,000 8,00,000 7,00,000
No. of shares 2,00,000 1,00,000 1,00,000
E.P.S (`) 4.5 8 7

ii. Computation of Financial Break-even Points
Proposal ‘P’   = 0
Proposal ‘Q’ = ` 2,00,000 (Interest charges)
Proposal R  = Earnings  required  for  payment  of  preference  share dividend

i.e. ` 2,00,000 ÷ 0.5 (Tax Rate) = ` 4,00,000

iii. Computation of Indifference Point between the Proposals

The indifference point      1 2

1 2

EBIT l 1 T EBIT l 1 T
E E
   



Where,
EBIT = Earnings before interest and tax
l1 = Fixed Charges (Interest) under Proposal ‘P’
l2 = Fixed charges (Interest) under Proposal ‘Q’
T = Tax Rate
E1 = Number of Equity shares in Proposal P
E2 = Number of Equity shares in Proposal Q

Combination of Proposals

a. Indifference point where EBIT of proposal “P” and proposal ‘Q’ is equal
(EBIT - 0)(1- .5) (EBIT - 2,00,000)(1- 0.5)

2,00,000 1,00,000


.5 EBIT (1,00,000) = (.5 EBIT -1,00,000) 2,00,000
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.5 EBIT = EBIT – 2,00,000
EBIT = ` 4,00,000

b. Indifference point where EBIT of proposal ‘P’ and Proposal ‘R’ is equal:

1 2

(EBIT -1)(1- T) (EBIT - 12)(1 - T)
E E

 - Preference share dividend

(EBIT - 0)(1 - .5) (EBIT - 0)(1 - .5) - 2,00,000
2,00,000 1,00,000



.25 EBIT = 0.5 EBIT -2,00,000
EBIT = 2,00,000 ÷ 0.25 = ` 8,00,000

c. Indifference point where EBIT of proposal ‘Q’ and proposal ‘R’ are equal
(EBIT - 2,00,000)(1 - 0.5) (EBIT - 0)(1 - 0.5) - 2,00,000

1,00,000 1,00,000


.5 EBIT -1,00,000 = .5 EBIT – 2,00,000
There is no indifference point between proposal ‘Q’ and proposal ‘R’

Analysis: It can be seen that Financial proposal ‘Q’ dominates proposal ‘R’, since the
financial break-even-point of the former is only ` 2,00,000 but in case of latter, it is `
4,00,000.

Question 10

X Ltd. is considering the following two alternative financing plans:
Plan - I Plan - II
` `

Equity shares of ` 10 each 4,00,000 4,00,000
12% Debentures 2,00,000 -
Preference Shares of ` 100 each - 2,00,000

6,00,000 6,00,000
The indifference point between the plans is ` 2,40,000. Corporate tax rate is 30%. Calculate
the rate of dividend on preference shares.

Answer :

Computation of Rate of Preference Dividend
EBIT = 2,40,000
Tax rate = 30%
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1 2

(EBIT - Interest)  (1- Tax rate) EBIT (1- Tax rate) - Preference Dividend
No. of Equity Shares (N ) No. of Equity Shares (N )



(2,40,000 - 24,000) (1- 0.30) 2,40,000 (1- 0.30) - Preference Dividend
40,000 40,000



2,16,000 (1- 0.30) 1,68,000 - Preference Dividend
40,000 40,000



1,51,200    = 1,68,000 – Preference Dividend
Preference Dividend   = 1,68,000 – 1,51,200
Preference Dividend   = 16,800

Preference Dividend 16,800Rate of Dividend  100 100 8.4%
Preference Share Capital 2,00,000
    

Question 11

'A'  Ltd.  and  'B'  Ltd.  are  identical  in  every  respect  except  capital  structure.  'A'  Ltd.
does  not employ debts in its capital structure whereas  'B' Ltd. employs 12% Debentures
amounting to ` 10 lakhs. Assuming that :

i. All assumptions of M-M model are met;
ii. Income-tax rate is 30%;
iii. EBIT is ` 2,50,000 and
iv. The Equity capitalization rate of ‘A' Ltd. is 20%.

Calculate  the  value  of  both  the  companies  and  also  find  out  the  Weighted  Average
Cost  of Capital for both the companies.

Answer :

i. Calculation of Value of Firms ‘A Ltd.’ and ‘B Ltd’ according to MM Hypothesis
Market Value of ‘A Ltd’ (Unlevered)

 
u

e

EBIT 1 t
V

K




=  2,50,000 1 - 0.30
20%

= 1,75,000 8,75,000
20%



Market Value of ‘B Ltd.’ (Levered)
VE = Vu + DT
= 8,75,000 + (10,00,000  0.30)
= 8,75,000 + 3,00,000 = ` 11,75,000
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ii. Computation of Weighted Average Cost of Capital (WACC)
WACC of ‘A Ltd.’ = 20% (Ke =Ko)
WACC of ‘B Ltd.’

B Ltd.
EBIT 2,50,000
Interest to Debt holders (1,20,000)
EBT 1,30,000
Taxes @ 30% (39,000)
Income available to Equity Shareholders 91,000
Total Value of Firm 11,75,000
Less: Market Value of Debt (10,00,000)
Market Value of Equity 1,75,000
Ke = 91,000 / 1,75,000 0.52

For Computation of WACC B. Ltd
Component of Costs Amount Weight Cost of

Capital
WACC

Equity 1,75,000 0.149 0.52 0.0775
Debt 10,00,000 0.851 0.084* 0.0715

11,75,000 0.1490

Kd = 12% (1- 0.3) = 12% x 0.7 = 8.4%
WACC = 14.90%

Source : ICAI, PM (Old) - (From Question No. 12 - 16 )

Question 12

Calculate the level of earnings before interest and tax (EBIT) at which the EPS indifference
point between the following financing alternatives will occur.
i. Equity share capital of ` 6,00,000 and 12% debentures of ` 4,00,000.

Or
ii. Equity share capital of ` 4,00,000, 14% preference share capital of ` 2,00,000 and 12%

debentures of ` 4,00,000.
Assume the corporate tax rate is 35% and par value of equity share is ` 10 in each case.
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Answer :

Computation of level of earnings before interest and tax (EBIT)
In case alternative (i) is accepted, then the EPS of the firm would be:

Alternative (i)
(EBIT - Interest) (1 - tax rate)EPS

No. of equity shares


= (EBIT - 0.12  4,00,000) (1 - 0.35)
60,000 shares
 `

In case the alternative (ii) is accepted, then the EPS of the firm would be

Alternative (ii)
(EBIT - 0.12  4,00,000) (1 - 0.35) - (0.14  2,00,000)EPS

40,000 shares
 


` `

In order to determine the indifference level of EBIT, the EPS under the two alternative plans
should be equated as follows:
(EBIT - 0.12  4,00,000) (1 - 0.35)

60,000 shares
 ` = (EBIT - 0.12  4,00,000) (1 - 0.35) - (0.14  2,00,000)

40,000 shares
 ` `

Or, 0.65 EBIT - 31,200
3
` = 0.65 EBIT - 59,200

2
`

Or  1.30EBIT - ` 62,400 =   1.95 EBIT - `1,77,600
Or  (1.95 - 1.30) EBIT = `1,77,600 - `62,400 = `1,15,200

Or EBIT = 1,15,200
0.65

`

Or EBIT = ` 1,77,231

Question 13

A new project is under consideration in Zip Ltd., which requires a capital investment of
` 4.50 crores. Interest  on term loan  is  12%  and  Corporate Tax rate  is  50%.  If the  Debt
Equity ratio insisted by the financing agencies is 2 : 1, calculate the point of indifference for
the project.

Answer :

The capital investment can be financed in two ways i.e.
i. By issuing equity shares only worth `4.5 crore or
ii. By raising capital through taking a term loan of ` 3 crores and ` 1.50 crores through

issuing equity shares (as the company has to comply with the 2 : 1 Debt Equity ratio
insisted by financing agencies).

In first option interest will be Zero and in second option the interest will be ` 36,00,000
Point of Indifference between the above two alternatives
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40,000 shares
 ` `
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3
` = 0.65 EBIT - 59,200

2
`

Or  1.30EBIT - ` 62,400 =   1.95 EBIT - `1,77,600
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0.65

`

Or EBIT = ` 1,77,231

Question 13

A new project is under consideration in Zip Ltd., which requires a capital investment of
` 4.50 crores. Interest  on term loan  is  12%  and  Corporate Tax rate  is  50%.  If the  Debt
Equity ratio insisted by the financing agencies is 2 : 1, calculate the point of indifference for
the project.

Answer :

The capital investment can be financed in two ways i.e.
i. By issuing equity shares only worth `4.5 crore or
ii. By raising capital through taking a term loan of ` 3 crores and ` 1.50 crores through

issuing equity shares (as the company has to comply with the 2 : 1 Debt Equity ratio
insisted by financing agencies).

In first option interest will be Zero and in second option the interest will be ` 36,00,000
Point of Indifference between the above two alternatives
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= 1 2

1 2

EBIT  × (1- t) (EBIT  - Interest) × (1- t)
No.of equity shares (N ) No.of equity shares (N )



Or = EBIT(1- 0.50) (EBIT - 36,00,000) × (1- 0.50)
45,00,000 shares 15,00,000 shares


`

Or, 0.5 EBIT =   1.5 EBIT – ` 54,00,000
EBIT = ` 54,00,000

EBIT at point of Indifference will be ` 54 Lakhs.

(The face value of the equity shares is assumed as `10 per share. However, indifference
point will be same irrespective of face value per share).

Question 14

Z Ltd.’s operating income (before interest and tax) is ` 9,00,000.  The firm’s cost of debt is 10
per cent and currently firm employs ` 30,00,000 of debt.  The overall cost of capital of firm
is 12 per cent.

Required:
Calculate cost of equity.

Answer :

Value of a firm (V) =
0

EBIT 9,00,000or, 75,00,000
Overall cost of capital(K ) 0.12

 
`

`

Market value of equity (S) = Value of the firm (V) – Value of Debts (D)
= ` 75,00,000 – `30,00,000 = ` 45,00,000

Overall Cost of Capital (K0) = e d
S DK K
V V
      
   

Question 15

RES Ltd. is an all equity financed company with a market value of ` 25,00,000 and cost of
equity (Ke) 21%. The company wants to buyback equity shares worth ` 5,00,000 by issuing
and raising 15% perpetual debt of the same amount.  Rate of tax may be taken as 30%.
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After the capital restructuring and applying MM Model (with taxes), you are required to
calculate:
i. Market value of RES Ltd.
ii. Cost of Equity (Ke)
iii. Weighted average cost of capital (using market weights) and comment on it.

Answer :

Value of a company (V) = Value of equity (S) + Value of debt (D)

` 25,00,000 =
e

Net Income (NI) 5,00,000
K

`

Or, Net Income (NI) =  0.21 (`25,00,000 – `5,00,000)
Market Value of Equity = 25,00,000
Ke = 21%

e

Net income (NI) for equity- holders Market Value of Equity
K



Net income (NI) for equity holders
0.21

= 25,00,000

Net income for equity holders = 5,25,000
EBIT= 5,25,000/0.7 = 7,50,000

All
Equity

Debt and
Equity

EBIT 7,50,000 7,50,000
Interest to Debt - holders - 75,000
EBT 7,50,000 6,75,000
Taxes @ 30% 2,25,000 2,02,500
Income available to Equity Shareholders 5,25,000 4,72,500
Income  to  debt  holders  plus  income available to shareholders 5,25,000 5,47,500

Present value of tax-shield benefits = ` 5,00,000 × 0.30 = `1,50,000
i. Value of Restructured firm

= ` 25,00,000 + ` 1,50,000   = ` 26,50,000

ii. Cost of Equity (Ke)
Total Value = ` 26,50,000
Less: Value of Debt = ` 5,00,000
Value of Equity = ` 21,50,000

e
4,72,500K 0.219 21.98%
21,50,000
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iii. WACC (on market value weight)
Cost of Debt (after tax) = 15% (1- 0.3) = 0.15 (0.70) = 0.105 = 10.5%

Components of Costs Amount Cost of Capital(%) Weight WACC(%)
Equity 21,50,000 21.98 0.81 17.80
Debt 5,00,000 10.50 0.19 2.00

26,50,000 19.80

Comment: At present the company is all equity financed. So, Ke = Ko i.e. 21%. However
after restructuring, the Ko would be reduced to 19.80% and Ke would increase from 21%
to 21.98%.

Question 16

A  Company  earns  a  profit  of ` 3,00,000  per  annum  after  meeting  its  Interest  liability
of ` 1,20,000 on 12% debentures. The Tax rate is 50%. The number of Equity Shares of ` 10
each are 80,000 and the retained earnings amount to ` 12,00,000. The company proposes to
take up an expansion scheme for which a sum of ` 4,00,000 is required. It is anticipated that
after expansion, the company will be able to achieve the same return on investment as at
present. The funds required for expansion can be raised either through debt at the rate of
12% or by issuing Equity Shares at par.

Required:
i. Compute the Earnings per Share (EPS), if:
 The additional funds were raised as debt
 The additional funds were raised by issue of equity shares.

ii. Advise the company as to which source of finance is preferable.

Answer :

Working Notes:

1. Capital employed before expansion plan:
(`)

Equity shares (`10 × 80,000 shares) 8,00,000
Debentures {(` 1,20,000/12)  100} 10,00,000
Retained earnings 12,00,000
Total capital employed 30,00,000
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2. Earnings before the payment of interest and tax (EBIT):
(`)

Profit (EBT) 3,00,000
Interest 1,20,000
EBIT 4,20,000

3. Return on Capital Employed (ROCE):

4. Earnings before interest and tax (EBIT) after expansion scheme:
After expansion, capital employed = ` 30,00,000 + `4,00,000 = ` 34,00,000
Desired EBIT = 14%  `34,00,000 = `4,76,000

i. Computation of Earnings Per Share (EPS) under the following options:
Present

situation
Expansion scheme

Additional funds  raised as
Debt Equity

(`) (`) (`)
Earnings  before Interest  and Tax (EBIT) 4,20,000 4,76,000 476,000
Less: Interest

- Old capital 1,20,000 1,20,000 1,20,000
- New capital -- 48,000

(`4,00,000  12%)
--

Earnings before Tax (EBT) 3,00,000 3,08,000 3,56,000
Less: Tax (50% of EBT) 1,50,000 1,54,000 1,78,000
PAT 1,50,000 1,54,000 1,78,000
No. of shares outstanding 80,000 80,000 1,20,000
Earnings per Share (EPS) 1.875 1.925 1.48

ii. Advise to the Company:  When the expansion scheme is financed by additional debt,
the EPS is higher. Hence, the company should finance the expansion scheme by raising
debt.
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 OTHER PROBLEMS

Question 1

M Ltd. belongs to a risk class for which the capitalization rate is 10%. It has 25,000
outstanding shares and the current market price is Rs. 100. It expects a net profit of Rs.
2,50,000 for the year and the Board is considering dividend of Rs. 5 per share.

M Ltd. requires to raise Rs. 5,00,000  for an approved investment expenditure. Analyse,
how the MM approach affects the value of M Ltd. if dividends are paid or not paid.

Source : ICAI, MTP I (New)
Answer :

A. When dividend is paid
a. Price per share at the end of year 1

 1
1100 5 P

1.10
 `

110 = Rs. 5 + P1

P1 = 105
b. Amount required to be raised from issue of new shares

Rs.5,00,000 – (Rs.2,50,000 – Rs.1,25,000)
Rs.5,00,000 – Rs.1,25,000 = Rs.3,75,000

c. Number of additional shares to be issued
3,75,000 75,000 shares or say 3,572 shares

105 21


d. Value of M Ltd.
(Number of shares × Expected Price per share)
i.e., (25,000 + 3,572) × Rs.105 = Rs.30,00,060

B. When dividend is not paid
a. Price per share at the end of year 1

1P100
1.10


P1 = 110
b. Amount required to be raised from issue of new shares

Rs.5,00,000 – 2,50,000 = 2,50,000
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c. Number of additional shares to be issued
2,50,000 25,000 shares or say 2,273 shares.

110 11


d. Value of M Ltd.,
(25,000 + 2273) × Rs.110
= Rs.30,00,030
Whether dividend is paid or not, the value remains the same.

Question 2

Stopgo Ltd, an all equity financed company, is considering the repurchase of ` 200 lakhs
equity and to replace it with 15% debentures of the same amount. Current market Value of
the  company  is ` 1140  lakhs  and  it's  cost  of  capital  is  20%.  It's  Earnings  before
Interest and Taxes (EBIT) are expected to remain  constant in future. It's entire earnings are
distributed as dividend. Applicable tax rate is 30 per cent.
You are required to calculate the impact on the following  on account of the change in the
capital structure as per Modigliani and Miller (MM) Hypothesis:
i. The market value of the company
ii. It's cost of capital, and
iii. It’s cost of equity

Source : ICAI, May 2018 Question Paper
Answer :

Working Note :

e

Net income (NI) for equity - holders  = Market Value of Equity
K

Net income (NI) for equity holders = 1,140 lakhs
0.20

`

Therefore, Net Income to equity–holders = ` 228 lakhs
EBIT = ` 228 lakhs / 0.7 = ` 325.70 lakhs

All Equity
(` In lakhs)

Debt of Equity
(` In lakhs)

EBIT 325.70 325.70
Interest on `200 lakhs @ 15% -- 30.00
EBT 325.70 295.70
Tax @ 30 % 97.70 88.70
Income available to equity holders 228 207
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equity and to replace it with 15% debentures of the same amount. Current market Value of
the  company  is ` 1140  lakhs  and  it's  cost  of  capital  is  20%.  It's  Earnings  before
Interest and Taxes (EBIT) are expected to remain  constant in future. It's entire earnings are
distributed as dividend. Applicable tax rate is 30 per cent.
You are required to calculate the impact on the following  on account of the change in the
capital structure as per Modigliani and Miller (MM) Hypothesis:
i. The market value of the company
ii. It's cost of capital, and
iii. It’s cost of equity

Source : ICAI, May 2018 Question Paper
Answer :

Working Note :

e

Net income (NI) for equity - holders  = Market Value of Equity
K

Net income (NI) for equity holders = 1,140 lakhs
0.20

`

Therefore, Net Income to equity–holders = ` 228 lakhs
EBIT = ` 228 lakhs / 0.7 = ` 325.70 lakhs

All Equity
(` In lakhs)

Debt of Equity
(` In lakhs)

EBIT 325.70 325.70
Interest on `200 lakhs @ 15% -- 30.00
EBT 325.70 295.70
Tax @ 30 % 97.70 88.70
Income available to equity holders 228 207

CA INTER FINANCIAL MANAGEMENT

SANJAY SARAF SIR 219

c. Number of additional shares to be issued
2,50,000 25,000 shares or say 2,273 shares.

110 11


d. Value of M Ltd.,
(25,000 + 2273) × Rs.110
= Rs.30,00,030
Whether dividend is paid or not, the value remains the same.

Question 2

Stopgo Ltd, an all equity financed company, is considering the repurchase of ` 200 lakhs
equity and to replace it with 15% debentures of the same amount. Current market Value of
the  company  is ` 1140  lakhs  and  it's  cost  of  capital  is  20%.  It's  Earnings  before
Interest and Taxes (EBIT) are expected to remain  constant in future. It's entire earnings are
distributed as dividend. Applicable tax rate is 30 per cent.
You are required to calculate the impact on the following  on account of the change in the
capital structure as per Modigliani and Miller (MM) Hypothesis:
i. The market value of the company
ii. It's cost of capital, and
iii. It’s cost of equity

Source : ICAI, May 2018 Question Paper
Answer :

Working Note :

e

Net income (NI) for equity - holders  = Market Value of Equity
K

Net income (NI) for equity holders = 1,140 lakhs
0.20

`

Therefore, Net Income to equity–holders = ` 228 lakhs
EBIT = ` 228 lakhs / 0.7 = ` 325.70 lakhs

All Equity
(` In lakhs)

Debt of Equity
(` In lakhs)

EBIT 325.70 325.70
Interest on `200 lakhs @ 15% -- 30.00
EBT 325.70 295.70
Tax @ 30 % 97.70 88.70
Income available to equity holders 228 207



FINANCING  DECISIONS- CAPITAL STRUCTURE

SANJAY SARAF SIR 220

i. Market value of levered firm = Value of unlevered firm + Tax Advantage
= ` 1,140 lakhs + (`200 lakhs x 0.3)
= ` 1,200 lakhs

The impact is that the market value of the company has increased by ` 60 lakhs (`1,200
lakhs – ` 1,140 lakhs)
Calculation of Cost of Equity
Ke =  (Net Income to equity holders / Equity Value ) X 100

=  (207 lakhs / 1200 lakhs – 200 lakhs ) X 100
= (207/ 1000) X 100
= 20.7 %

ii. Cost of Capital

Components Amount
(` In lakhs)

Cost of Capital % Weight WACC %

Equity 1000 20.7 83.33 17.25
Debt 200 (15% X 0.7) =10.5 16.67 1.75

1200 19.00

The impact is that the WACC has fallen by 1% (20% - 19%) due to the benefit of tax relief
on debt interest payment.

iii. Cost of Equity is 20.7% [As calculated in point (i)]
The  impact  is  that  cost  of  equity  has  risen  by  0.7%  i.e.  20.7% - 20%  due  to  the
presence of financial risk.
Further,  Cost of  Capital and  Cost  of  equity  can  also  be calculated  with the help  of
formulas as below, though there will be no change in final answers.
Cost of Capital (Ko) = Keu(1-tL)
Where,
Keu = Cost of equity in an unlevered company
t = Tax rate

DebtL
Debt Equity




So, Cost of capital = 0.19 or 19%
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Where,
Keu = Cost of equity in an unlevered company
Kd = Cost of debt
t      = Tax rate

Ke = 0.20 + 0.007 = 0.207 or 20.7%
So, Cost of Equity = 20.70%

Question 3

Sun Ltd. is considering two financing plans.
Details of which are as under:
i. Fund's requirement – ` 100 Lakhs
ii. Financial Plan

Plan Equity Debt
I 100% -
II 25% 75%

iii. Cost of debt – 12% p.a.
iv. Tax Rate – 30%
v. Equity Share ` 10 each, issued at a premium of ` 15 per share
vi. Expected Earnings before Interest and Taxes (EBIT) ` 40 Lakhs

You are required to compute:
i. EPS in each of the plan
ii. The Financial Break Even Point
iii. Indifference point between Plan I and II

Source : ICAI, May 2018 Question Paper
Answer :

i. Computation of Earnings Per Share (EPS)
Plans I (`) II (`)

Earnings before interest & tax (EBIT) 40,00,000 40,00,000
Less: Interest charges (12% of `75 lakh) -- (9,00,000)
Earnings before tax (EBT) 40,00,000 31,00,000
Less: Tax @ 30% (12,00,000) (9,30,000)
Earnings after tax (EAT) 28,00,000 21,70,000
No. of equity shares (@ `10+`15) 4,00,000 1,00,000
E.P.S (`) 7.00 21.70
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ii. Computation of Financial Break-even Points
Plan ‘I’ = 0 – Under this plan there is no interest payment, hence the financial break -
even point will be zero.
Plan  ‘II’  = ` 9,00,000 - Under  this  plan  there  is  an  interest  payment  of `9,00,000,
hence the financial break -even point will be `9 lakhs

iii. Computation of Indifference Point between Plan I and Plan II:
Indifference point is a point where EBIT of Plan-I and Plan-II are equal.  This can be
calculated by applying the following formula:
{(EBIT –I1 ) (1- T)} / E1 = {(EBIT –I2 ) (1- T)} / E2

EBIT(1- 0.3) (EBIT - 9,00,000)(1- 0.3)
4,00,000shares 1,00,000shares


`

Or, 2.8 EBIT – 25,20,000 = 0.7EBIT
Or, 2.1EBIT = 25,20,000

EBIT =12,00,000

Question 4

Company P and Q are identical in all respects including risk factors except for debt/equity,
company P having issued 10% debentures of ` 18 lakhs while company Q is unlevered.
Both the companies earn 20% before interest and taxes on their total assets of ` 30 lakhs.
Assuming a tax rate of 50% and capitalization rate of 15% from an all-equity company.

Required:
Calculate the value of companies’ P and Q using
i. Net Income Approach and
ii. Net Operating Income Approach.

Source : ICAI, RTP May 2018(New)
Answer :

i. Valuation under Net Income Approach
Particulars P

Amount (`)
Q

Amount (`)
Earnings before Interest & Tax (EBIT)
(20% of ` 30,00,000)

6,00,000 6,00,000

Less: Interest (10% of ` 18,00,000) 1,80,000
Earnings before Tax (EBT) 4,20,000 6,00,000
Less: Tax @ 50% 2,10,000 3,00,000
Earnings after Tax (EAT)
(available to equity holders) 2,10,000 3,00,000
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Value of equity (capitalized @ 15%) 14,00,000
(2,10,000 × 100/15)

20,00,000
(3,00,000 × 100/15)

Add: Total Value of debt 18,00,000 Nil
Total Value of Company 32,00,000 20,00,000

ii. Valuation of Companies under Net Operating Income Approach
Particulars P

Amount (`)
Q

Amount (`)
Capitalisation of earnings at 15%

20,00,000 20,00,000

Less: Value of debt
{18,00,000 (1 – 0.5)}

9,00,000 Nil

Value of equity 11,00,000 20,00,000
Add: Total Value of debt 18,00,000 Nil
Total Value of Company 29,00,000 20,00,000

Question 5

The Modern Chemicals Ltd. requires Rs. 25,00,000 for a new plant. This plant is expected to
yield earnings before interest and  taxes of  Rs. 5,00,000.  While  deciding about  the
financial plan,  the company  considers  the  objective  of  maximising  earnings  per  share.
It  has  three  alternatives  to finance  the  project- by  raising  debt  of  Rs.  2,50,000 or  Rs.
10,00,000  or  Rs.  15,00,000  and  the balance,  in  each  case,  by  issuing  equity  shares.  The
company’s    share  is  currently  selling  at   Rs.  150,  but  is  expected  to  decline  to  Rs.
125  in  case  the  funds  are  borrowed in  excess  of   Rs.  10,00,000.  The  funds  can  be
borrowed  at  the  rate  of  10%  upto  Rs.  2,50,000,   at  15%  over  Rs. 2,50,000 and upto Rs.
10,00,000 and at 20% over Rs. 10,00,000. The tax rate applicable to the company is 50%.
Which form of financing should the company choose?

Source : ICAI, MTP II (Old)
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Answer :

Calculation of Earnings per share for three alternatives to finance the project

Particulars

Alternatives
I II III

To raise debt of
Rs.2,50,000 and

equity of ` 22,50,000

To raise debt of  Rs.
10,00,000 and equity
of ` 15,00,000

To raise debt of Rs.
15,00,000 and equity

of ` 10,00,000
` ` `

Earnings  before
interest and tax

5,00,000 5,00,000 5,00,000

Less: Interest on debt
at the rate of

25,000
(10% on  Rs. 2,50,000)

1,37,500
(10% on  Rs. 2,50,000)
(15% on  Rs. 7,50,000)

2,37,500
(10% on  Rs. 2,50,000)
(15% on  Rs. 7,50,000)
(20% on  Rs. 5,00,000)

Earnings before tax 4,75,000 3,62,500 2,62,500
Less: Tax (@ 50%) 2,37,500 1,81,250 1,31,250
Earnings after tax:
(A)

2,37,500 1,81,250 1,31,250

Number of shares :
(B)
(Refer to working note)

15,000 10,000 8,000

Earnings per share :
(A)/(B)

15.833 18.125 16.406

So, the earning per share (EPS) is higher in alternative II i.e. if the company finance the
project by raising debt of Rs. 10,00,000 and issue equity shares of Rs. 15,00,000. Therefore
the company should choose this alternative to finance the project.

Working Note:
Alternatives

I II III
Equity financing : (A) Rs. 22,50,000 Rs. 15,00,000 Rs. 10,00,000
Market price per share : (B) Rs. 150 Rs. 150 Rs. 125
Number of equity share : (A)/(B) 15,000 10,000 8,000
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Working Note:
Alternatives

I II III
Equity financing : (A) Rs. 22,50,000 Rs. 15,00,000 Rs. 10,00,000
Market price per share : (B) Rs. 150 Rs. 150 Rs. 125
Number of equity share : (A)/(B) 15,000 10,000 8,000
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Answer :

Calculation of Earnings per share for three alternatives to finance the project

Particulars
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I II III
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equity of ` 22,50,000
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10,00,000 and equity
of ` 15,00,000
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15,00,000 and equity

of ` 10,00,000
` ` `

Earnings  before
interest and tax

5,00,000 5,00,000 5,00,000
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25,000
(10% on  Rs. 2,50,000)
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(10% on  Rs. 2,50,000)
(15% on  Rs. 7,50,000)

2,37,500
(10% on  Rs. 2,50,000)
(15% on  Rs. 7,50,000)
(20% on  Rs. 5,00,000)
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Question 6

The following current data are available concerning Theta Limited:
Share issued `10,000
Market price per share `20
Interest rate 12%
Tax Rate 46%
Expected EBIT `15,000

The company requires an additional `50,000 for the coming year.

You are required to determine:
i. Which financing option (debt or equity issue) will give higher EPS for the expected

EBIT?
ii. What is indifference level of EBIT for the two alternatives?
iii. What is EPS for that EBIT?

Source : ICAI, RTP November 2013(Old)
Answer :

i. Computation  of  Earnings  Per  Share  (EPS)  for  the  Expected  Earnings  Before
Interest and Taxes(EBIT) for the Expected EBIT.

Debt (`) Equity (`)
Expected earnings before interest & tax 15,000 15,000
Less: Interest (12% of ` 50,000) 6,000 -
Earnings before tax (EBT) 9,000 15,000
Less: Tax (@ 46%) of EBT (`9000  46%) 4,140 6,900
Earnings available to equity shareholder: (A) 4,860 8,100
Number of shares issued: (B) 10,000 12,500

(Refer to working note)
Earnings per shares: (A) / (B) 0.486 0.648

Conclusion: Earnings per share is higher when the company raises additional funds by
issue of equity shares.

Working note
Number of new shares to be issued:
Amount required: (i) ` 50,000
Market price per share (ii) ` 20
No. of new shares to be issued: (i) / (ii) 2,500
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ii. Computation of indifference level of EBIT for the two alternatives

or,  EBIT  = ` 30,000
Therefore, Indifference level of EBIT for two alternatives is `30,000.

iii. The EPS for the EBIT at the indifference level.

= `1.296 per share

Question 7

The earnings of Alpha Limited were ` 3 per share in year 1.  They increased over a 10  year
period  to ` 4.02.  You  are  required  to  compute  the  rate  of  growth or compound
annual rate of growth of the earnings per share.

Source : ICAI, RTP May 2014(Old)
Answer :

Compound Annual Rate of Growth in Earnings per Share
Fn = P × FVIFi, n

n
i ,n

FFVIF
P


i ,10
4.02FVIF 1.340

3
 
`
`

An FVIF of 1.340 at 10 years is at 3 percent interest.  The compound annual rate of growth
in earnings per share is, therefore, 3 percent.

Question 8

The following figures of Theta Limited are presented as under:
` `

Earnings before Interest and Tax 23,00,000
Less: Debenture Interest @ 8% 80,000
Long Term Loan Interest @ 11% 2,20,000 3,00,000

20,00,000
Less: Income Tax 10,00,000
Earnings after tax 10,00,000
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No. of Equity Shares of ` 10 each 5,00,000
EPS ` 2
Market Price of Share ` 20
P/E Ratio 10

The company has undistributed reserves and surplus of ` 20 lakhs.  It is in need of ` 30
lakhs  to pay off debentures and modernise its plants. It seeks your advice on the following
alternative modes of raising finance.
Alternative 1 - Raising entire amount as term loan from banks @ 12%.
Alternative 2 - Raising  part  of  the  funds  by  issue  of  1,00,000  shares  of ` 20  each and
the rest by term loan at 12 percent.
The  company  expects  to  improve  its  rate  of  return  by 2  percent  as  a  result  of
modernisation, but P/E ratio is likely to go down to 8 if the entire amount is raised as term
loan.
i. Advise the company on the financial plan to be selected.
ii. If  it  is  assumed  that  there  will  be  no  change  in  the  P/E  ratio  if  either  of  the

two alternatives is adopted, would your advice still hold good?
Source : ICAI, RTP May 2014(Old)

Answer :

Working Notes:

i. Capital Employed
`

Equity Capital (5,00,000 shares of ` 10 each) 50,00,000
Debentures (` 80,000×100/8) 10,00,000
Term Loan (` 2,20,000×100/11) 20,00,000
Reserves and Surplus 20,00,000
Total Capital Employed 1,00,00,000

ii. Rate of Return
Earnings before Interest and Tax  = ` 23,00,000

Rate of Return on Capital Employed = 23,00,000 100 23%
1,00,00,000
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iii. Expected Rate of Return after Modernisation = 23% + 2% = 25%
Alternative 1: Raise Entire Amount as Term Loan
Original Capital Employed 1,00,00,000
Less: Debentures 10,00,000

90,00,000
Add: Additional Term Loan 30,00,000
Revised Capital Employed 1,20,00,000

`

EBIT  on  Revised  Capital  Employed  (@  25%  on ` 120 lakhs) 30,00,000
Less: Interest

Existing Term Loan (@11%) 2,20,000
New Term Loan (@12%) 3,60,000 5,80,000

24,20,000
Less: Income Tax (@ 50%) 12,10,000
Earnings after Tax (EAT) 12,10,000

Market  Price  per  ShareP/E Ratio 8
EPS

 

Market  Price8
 2.42


`

Market Price = ` 19.36

Alternative 2:  Raising Part by Issue of Equity Shares and Rest by Term Loan
`

Earnings  before  Interest  and  Tax  (@  25%  on Revised
Capital Employed i.e., ` 120 lakhs) 30,00,000

Less: Interest
Existing Term Loan @ 11% 2,20,000
New Term Loan @ 12% 1,20,000 3,40,000

26,60,000
Less: Income Tax @ 50% 13,30,000
Earnings after Tax 13,30,000

P/E Ratio = 10
Market Price = ` 22.17
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Advise:
i. From  the  above  computations  it  is  observed  that  the  market  price  of  Equity

Shares  is  maximised  under  Alternative  2.    Hence  this  alternative  should  be
selected.

ii. If, under the two alternatives, the P/E ratio remains constant at 10, the market price
under Alternative 1 would be ` 24.20.  Then Alternative 1 would be better than
Alternative 2.

Question 9

Theta Limited has a total capitalization of ` 10 Lakhs consisting entirely of equity shares of
` 50 each.  It wishes to raise another ` 5 lakhs for expansion through one of its two possible
financial plans.
1. All equity shares of ` 50 each.
2. All debentures carrying 9% interest.
The present level of EBIT is ` 1,40,000 and Income tax rate is 50%.
Calculate EBIT level at which earnings per share would remain the same irrespective of
raising funds through equity shares or debentures.

Source : ICAI, RTP November 2014(Old)
Answer :

Computation of Level of EBIT where EPS will be Equal for Both Alternatives
The  level  of  EBIT  where  EPS  will  be  equal  under  both  the  alternatives  can  be
ascertained by the following equation:

In  Alternative  1,  there  will  be  no  fixed  interest  liability,  Equity  shares=
20,000+10,000=30,000.

In  Alternative  2,  debentures  of ` 5  lakhs  carrying  9%  interest  will  be  used.
Debentures interest will be:
9 × 5,00,000 45,000

100
`

Substituting the values in the above equation:

or
X  =  1,35,000
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At EBIT level of ` 1,35,000 earnings per share in both cases will be equal:
Calculation of EPS

Alternative 1 Alternative 2
Equity Shares (A) 30,000 20,000
Debentures 0 5,00,000
EBIT `1,35,000 `1,35,000
Interest 0 45,000

`1,35,000 90,000
Less: Income Tax @ 50% 67,500 45,000
Earnings after Tax (B) 67,500 45,000

BEPS 2.25
A
 

Question 10

Akash Limited provides you the following information:
(`)

Profit (EBIT) 2,80,000
Less: Interest on Debenture @ 10% 40,000
EBT 2,40,000
Less Income Tax @ 50% 1,20,000

1,20,000
No. of Equity Shares ( ` 10 each) 30,000
Earnings per share (EPS) 4
Price /EPS (PE) Ratio 10

The company has reserves and surplus of ` 7,00,000 and required ` 4,00,000 further for
modernisation.  Return  on  Capital  Employed  (ROCE)  is  constant.  Debt  (Debt/  Debt  +
Equity) Ratio higher than 40% will bring the P/E Ratio down to 8 and increase the interest
rate on additional  debts to 12%. You are required to ascertain the probable price of the
share.
i. If the additional capital are raised as debt; and
ii. If the amount is raised by issuing equity shares at ruling market price.
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Earnings after Tax (B) 67,500 45,000

BEPS 2.25
A
 

Question 10
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(`)
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Answer :

Ascertainment of probable price of shares of Akash limited

Particulars

Plan-I Plan-II

If ` 4,00,000 is
raised as debt

(`)

If ` 4,00,000 is
raised by issuing

equity shares
(`)

Earnings Before Interest and Tax (EBIT)
{20% of new capital i.e. 20% of (`14,00,000 +
`4,00,000)}
(Refer working note1)

3,60,000 3,60,000

Less: Interest on old debentures
(10% of `4,00,000)

(40,000) (40,000)

Less: Interest on new debt
(12% of `4,00,000)

(48,000) --

Earnings Before Tax (EBT) 2,72,000 3,20,000
Less: Tax @ 50% (1,36,000) 1,60,000
Earnings for equity shareholders (EAT) 1,36,000 1,60,000
No. of Equity Shares
(refer working note 2)

30,000 40,000

Earnings per Share (EPS) 4.53 4.00
Price/ Earnings (P/E) Ratio
(refer working note 3)

8 10

Probable Price Per Share (PE Ratio × EPS) ` 36.24 ` 40

Working Notes:
1. Calculation of existing Return of Capital Employed (ROCE):

(`)
Equity Share capital (30,000 shares × `10) 3,00,000

10% Debentures
4,00,000

Reserves and Surplus 7,00,000
Total Capital Employed 14,00,000

Earnings before interest and tax (EBIT) (given) 2,80,000

20%
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2. Number of Equity Shares to be issued in Plan-II:

Thus, after the issue total number of shares = 30,000+ 10,000 = 40,000 shares

3. Debt/Equity Ratio if ` 4,00,000 is raised as debt:

As the debt equity ratio is more than 40% the P/E ratio will be brought down to 8 in
Plan-I

Question 11

The following is an extract from the financial statements of Zeta Limited:
Amount (`lakhs)

Operating Profit 105.0
Less: Interest on Debentures 33.0
Earnings before Taxes 72.0
Less: Income Tax (35%) 25.2
Earnings after Taxes 46.8
Equity Share Capital (shares of ` 10 each) 200.0
Reserves and Surplus 100.0
15% Non-Convertible Debentures (of ` 100 each) 220.0q

520.0

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

You are required to calculate:
a. The earnings per share.
b. The percentage cost of capital to the company for debentures and the equity.

Source : ICAI, RTP May 2014(Old)
Answer :

a. EPS = EAT/Number of shares = ` 46.8 lakhs / 20 lakhs = ` 2.34
b.

i. Cost of Debentures (book value) = ` 33 lakhs (1 – 0.35) / ` 220 lakhs = 9.75 per cent
ii. Cost of Debentures (market value) = ` 15 (1 – 0.35) / ` 93.75 = 10.4 per cent
iii. Cost of Equity (earnings-approach) = EPS/MPS = ` 2.34/` 12 = 19.5 per cent.

Note: Cost of debentures based on market value is more appropriate).
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 THEORETICAL QUESTIONS

Source : ICAI, Compilation (Old) - (From Question No. 1 - 13 )

Question 1

Discuss  the  relationship  between the  financial  leverage  and  firms  required  rate  of
return  to equity shareholders as per Modigliani and Miller Proposition II.

Answer :

Relationship  between  the  financial  leverage  and  firm’s  required  rate  of  return  to
equity shareholders with corporate taxes is given by the following relation:

Where,
rE = required rate of return to equity shareholders
r0 = required rate of return for an all equity firm
D = Debt amount in capital structure
E = Equity amount in capital structure
TC = Corporate tax rate
rB = required rate of return to lenders

Question 2

Discuss the major considerations in capital structure planning.

Answer :

Major considerations in capital structure planning
There  are  three  major considerations,  i.e.  risk,  cost  of  capital  and  control,  which  help
the finance  manager  in  determining  the  proportion  in  which  he  can  raise  funds  from
various sources.

Although,  three  factors,  i.e.,  risk,  cost  and  control determine  the  capital  structure  of
a particular business undertaking at a given point of time.
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Risk: The finance manager attempts to design the capital structure in such a manner, so
that risk and cost are the least and the control of the existing management is diluted to the
least extent.  However,  there  are  also  subsidiary  factors  also  like - marketability  of  the
issue, manoeuvrability and flexibility of the capital structure, timing of raising the funds.
Risk is of two kinds, i.e., Financial risk and Business risk. Here we are concerned primarily
with the financial risk. Financial risk also is of two types:
 Risk of cash insolvency
 Risk of variation in the expected earnings available to equity share-holders

Cost  of  Capital: Cost is an  important  consideration  in  capital  structure  decisions.  It  is
obvious that a business should be at least capable of earning enough revenue to meet its
cost of capital and finance its growth. Hence, along with a risk as a factor, the finance
manager has to consider the cost aspect carefully while determining the capital structure.

Control: Along with cost and risk factors, the control aspect is also an important
consideration in  planning  the  capital  structure.  When  a  company  issues  further  equity
shares,  it automatically  dilutes  the  controlling  interest  of  the  present  owners.
Similarly,  preference shareholders  can  have  voting  rights  and  thereby  affect  the
composition  of  the  Board  of Directors, in case dividends on such shares are not paid for
two consecutive years. Financial institutions normally stipulate that they shall have one or
more directors on the Boards. Hence, when the management agrees to raise loans from
financial institutions, by implication it agrees to  forego  a  part  of  its  control  over  the
company.  It  is  obvious,  therefore,  that  decisions concerning capital structure are taken
after keeping the control factor in mind.

Question 3

Explain in brief the assumptions of Modigliani-Miller theory.

Answer :

Assumptions of Modigliani – Miller Theory

a. Capital markets are perfect. All information is freely available and there is no
transaction cost.

b. All investors are rational.
c. No existence of corporate taxes.
d. Firms can be grouped into “Equivalent risk classes” on the basis of their business risk.

Question 4

What is optimum capital structure? Explain.
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Answer :

Optimum  Capital  Structure: Optimum capital structure deals with the issue of right  mix
of debt  and  equity  in  the  long-term  capital  structure  of  a  firm.  According  to  this,  if
a  company takes on debt, the value of the firm increases upto a certain point.  Beyond that
value of the firm will start to decrease.  If the company is unable to pay the debt within the
specified period then it will affect the goodwill of the company in the market. Therefore,
company should select its appropriate capital structure with due consideration of all
factors.

Question 5

Explain the assumptions of Net Operating Income approach (NOI) theory of capital
structure.

Answer :

Assumptions of Net Operating Income (NOI) Theory of Capital Structure
According to NOI approach, there is no relationship between the cost of capital and value
of the firm i.e. the value of the firm is independent of the capital structure of the firm.

Assumptions
a. The corporate income taxes do not exist.
b. e market capitalizes the value of the firm as whole.  Thus the split between debt and

equity is not important.
c. The increase in proportion of debt in capital structure leads to change in risk perception

of the shareholders.
d. The overall cost of capital (Ko) remains constant for all degrees of debt equity mix.

Question 6

Explain the principles of “Trading on equity”.

Answer :

The  term  trading  on  equity  means  debts  are  contracted  and  loans  are  raised  mainly
on  the basis of equity capital.  Those who provide debt have a limited share in the firm’s
earning and hence  want  to  be  protected  in  terms  of  earnings  and  values  represented
by  equity  capital. Since fixed charges do not vary with firms earnings before interest and
tax, a magnified effect is produced on earning per share.  Whether the leverage is
favourable, in the sense, increase in earnings per share more proportionately to the
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increased earnings before interest and tax, depends  on  the  profitability  of  investment
proposal. If the rate of returns on investment exceeds their explicit cost, financial leverage is
said to be positive.

Question 7

Discuss  the  concept  of  Debt-Equity  or  EBIT-EPS  indifference  point,  while
determining  the capital structure of a company.

Answer :

Concept  of  Debt-Equity  or  EBIT-EPS  Indifference  Point  while  Determining  the
Capital Structure of a Company

The  determination  of  optimum  level  of  debt  in  the  capital  structure  of  a  company  is
a formidable  task  and  is  a  major  policy  decision.  It  ensures  that  the  firm  is  able  to
service  its debt  as  well  as  contain  its  interest  cost.  Determination  of  optimum  level
of  debt  involves equalizing between return and risk.

EBIT – EPS  analysis  is  a  widely  used  tool  to  determine  level  of  debt  in  a  firm.
Through  this analysis,  a  comparison  can  be  drawn  for  various  methods  of  financing
by  obtaining indifference point. It is a point to the EBIT level at which EPS remains
unchanged irrespective of  debt-equity  mix.  The  indifference  point  for  the  capital  mix
(equity  share  capital  and  debt) can be determined as follows:

Question 8

What do you understand by Capital structure? How does it differ from Financial
structure?

Answer  :

Meaning of Capital Structure and its Differentiation from Financial Structure
Capital  Structure  refers  to  the  combination  of  debt  and  equity  which  a  company
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entire  left-hand  side  of  the  balance sheet  which  represents  all  the  long-term  and
short-term  sources  of  capital.  Thus,  capital structure is only a part of financial structure.

Question 9

Discuss financial break-even and EBIT-EPS indifference analysis.

Answer :

Financial Break-even and EBIT-EPS Indifference Analysis
Financial  break-even  point  is  the  minimum  level  of  EBIT  needed  to  satisfy  all  the
fixed financial charges i.e. interest and preference dividend.  It denotes the level of EBIT for
which firm’s  EPS  equals  zero.  If  the  EBIT  is  less  than  the  financial  breakeven  point,
then  the  EPS will be negative but if the expected level of EBIT is more than the breakeven
point, then more fixed costs financing instruments can be taken in the capital structure,
otherwise, equity would be preferred.

EBIT-EPS  analysis  is  a  vital  tool  for  designing  the  optimal  capital  structure  of  a
firm.  The objective  of  this  analysis  is  to  find  the  EBIT  level  that  will  equate  EPS
regardless  of  the financing plan chosen.

Where,
EBIT = Indifference point
E1 =  Number of equity shares in Alternative 1
E2 =  Number of equity shares in Alternative 2
I1 =  Interest charges in Alternative 1
12 =  Interest charges in Alternative 2
T  =  Tax-rate
Alternative 1= All equity finance
Alternative 2= Debt-equity finance.

Question 10

What  is  Net  Operating  Income (NOI)  theory  of  capital  structure?  Explain  the
assumptions  of Net Operating Income approach theory of capital structure.
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Answer :

Net Operating Income (NOI) Theory of Capital Structure
According to NOI approach, there is no relationship between the cost of capital and value
of the firm i.e. the value of the firm is independent of the capital structure of the firm.

Assumptions
a. The corporate income taxes do not exist.
b. The market capitalizes the value of the firm as whole.  Thus the split between debt and

equity is not important.
c. The increase in proportion of debt in capital structure leads to change in risk perception

of the shareholders.
d. The overall cost of capital (Ko) remains constant for all degrees of debt equity mix.

Question 11

List the fundamental principles governing capital structure.

Answer :

Fundamental Principles Governing Capital Structure
The fundamental principles are:
i. Cost Principle: According to this principle, an ideal pattern or capital structure is one

that minimises cost of capital structure and maximises earnings per share (EPS).
ii. Risk Principle: According to this principle, reliance is placed more on common equity

for financing  capital  requirements  than  excessive  use  of  debt.  Use  of  more  and
more  debt means  higher  commitment  in  form  of  interest  payout.  This  would  lead
to  erosion  of shareholders value in unfavourable business situation.

iii. Control Principle: While designing a capital structure, the finance manager may also
keep in mind that existing management control and ownership remains undisturbed.

iv. Flexibility  Principle: It  means  that  the  management  chooses  such  a  combination
of sources of financing which it finds easier to adjust according to changes in need of
funds in future too.

v. Other Considerations: Besides above principles, other factors such as nature of
industry, timing of issue and competition in the industry should also be considered.

Question 12

What do you mean by capital structure? State its significance in financing decision.
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Answer :

Concept of Capital Structure and its Significance in Financing Decision
Capital  structure  refers  to  the  mix  of  a  firm’s  capitalisation  i.e.  mix  of long-term
sources  of funds  such  as  debentures,  preference  share  capital,  equity  share  capital
and  retained earnings for meeting its total capital requirement.

Significance in Financing Decision
The capital structure decisions are very important in financial management as they
influence debt – equity mix which ultimately affects shareholders return and risk. These
decisions help in  deciding  the  forms  of  financing  (which  sources  to  be  tapped),  their
actual  requirements (amount to  be  funded)  and  their  relative  proportions  (mix)  in
total  capitalisation.  Therefore, such  a  pattern  of  capital  structure  must  be  chosen
which  minimises  cost  of  capital  and maximises the owners’ return.

Question 13

What is Over-capitalisation? State its causes and consequences.

Answer :

Overcapitalization and its Causes and Consequences
It is a situation where a firm has more capital than it needs or in other words assets are
worth less than its issued share capital, and earnings are insufficient to pay dividend and
interest.

Causes of Over Capitalization
Over-capitalisation arises due to following reasons:
i. Raising  more  money  through  issue  of  shares  or  debentures  than  company  can

employ profitably.
ii. Borrowing huge amount at higher rate than rate at which company can earn.
iii. Excessive payment for the acquisition of fictitious assets such as goodwill etc.
iv. Improper  provision  for  depreciation,  replacement  of  assets  and  distribution  of

dividends at a higher rate.
v. Wrong estimation of earnings and capitalization.

Consequences of Over-Capitalisation
Over-capitalisation results in the following consequences:
i. Considerable reduction in the rate of dividend and interest payments.
ii. Reduction in the market price of shares.
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iii. Resorting to “window dressing”.
iv. Some companies may opt for reorganization. However, sometimes the matter gets

worse and the company may go into liquidation.

Question 14

Explain the risks associated with capital structure.
Source : ICAI, MTP I (Old)

Answer :

There are two risks associated with this principle:
i. Business risk: It is an unavoidable risk because of the environment in which the firm

has to operate and it is represented by the variability of earnings before interest and tax
(EBIT). The variability  in  turn  is  influenced  by  revenues  and  expenses.  Revenues
and  expenses  are affected by demand of firm products, variations in prices and
proportion of fixed cost in total cost.

ii. Financial risk: It is a risk associated with the availability of earnings per share caused
by use of financial leverage. It is the additional risk borne by the shareholders when a
firm uses debt in addition to equity financing.

Generally, a firm should neither be exposed to high degree of business risk and low
degree of financial risk or vice-versa, so that shareholders do not bear a higher risk.

Question 15

“An  EBIT-EPS  indifference  analysis  chart  is  used  for  determining  the  impact  of  a
change in sales on EBIT.” Comment.

Source : ICAI, RTP May 2014 (Old)
Answer :

The  statement  is  incorrect  as  an  EBIT-EPS  indifference  analysis  chart  is  used  for
examining EPS results for alternative financing plans at varying EBIT levels.

Question 16

If  a  company  finds  that  its  cost  of capital  has  changed  does  this  affect  the
profitability of the company?

Source : ICAI, RTP May 2015 (Old)
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Answer :

The answer depends on how the company has been financed.
If  the  company  is  financed  mainly  from  short-term  sources,  it  cannot  ignore  an
increase in interest rates and may choose to switch to long-term financing.  This will be at a
higher rate and profitability will be diminished.

If  the  company  is  financed  mainly  from  long-term  sources,  an  increase  in  interest
rates will not affect its profits directly. However, higher interest rates may depress
economic activity and its profits may fall accordingly.

If the company is financed mainly from retained earnings or equity, an increase in the
required return of shareholders will lead to pressure for higher dividends.  The company
may have insufficient funds to meet such demands.
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