Corporate Finance
Dec 2026 Examination


Q1 XYZ Ltd., a growing mid-tier manufacturing company in India, needs to fund a major modernization of its production facility. The company currently has strong internal reserves but not enough to fund the entire project alone.
The board of directors is divided on how to raise the remaining capital. The conservative promoters want to avoid issuing new equity shares at all costs to prevent dilution of their voting control. Conversely, the risk-averse directors are highly concerned about taking on long-term debt, citing the cyclical nature of the manufacturing industry and the volatile Indian economic environment.
Assuming the role of the CFO, apply your knowledge of corporate finance frameworks to structure a qualitative financing recommendation for XYZ Ltd.:
1. Apply the Pecking Order Theory to establish and explain the exact sequence
of funding sources XYZ Ltd. should utilize for this modernization.
2. Apply the Trade-Off Theory to explain the specific qualitative relationship between the cost of capital and financial risk if XYZ Ltd. relies heavily on long- term debt.
3. Based on your theoretical application in Tasks 1 and 2, explain how you would balance the promoters' fear of control dilution with the board's fear of interest burden.
4. Provide a descriptive, theory-backed recommendation for an optimal capital structure mix for this project.(10 Marks)
Ans 1.
Introduction
XYZ Ltd. needs fresh capital to modernize its production facility, but its own board is divided on how to raise it. The promoters want to avoid new equity entirely to protect their voting control, while other directors worry that heavy long-term debt could be risky given how cyclical the manufacturing industry can be. Two established corporate finance frameworks offer a clear way through this disagreement. The Pecking Order Theory explains which funding sources a company should naturally prefer first, while the Trade-Off Theory explains how rising debt affects both the cost of capital and financial risk together. Applying both frameworks can help structure a financing plan that genuinely balances the promoters' concerns with the board's 
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Q2 (A) A corporate project requires an initial investment of Rs.115,000 and promises to generate cash inflows of Rs.40,000, Rs.50,000, and Rs.60,000 at the end of years 1, 2, and 3, respectively. However, due to client liquidity risks, there is a 15% probability each year that the payment will be delayed by one year.
In the event of a delay, no money is received that year; the delayed payment is instead received at the end of the following year alongside that year's regular cash flow. The contract stipulates that no compensatory interest is paid for any delayed payments. The company's required rate of return (discount rate) is 8% per annum.
Part A: Calculate the Expected Net Present Value (ENPV) of this project. Show all working steps, including the adjusted timeline of expected cash flows based on the probability of delay.
Part B: Based on your findings in Part A, evaluate whether the board of directors should approve this project. In your evaluation:
1. State your final recommendation and justify it using your calculated ENPV.
2. Critique the contractual term that "no compensatory interest is paid for the delay." As a financial advisor to the board, explain how this specific clause distorts the true risk-adjusted return of the project.
3. Propose one financial safeguard or contract renegotiation you would require before giving this project final approval.(5 Marks)
Ans 2(A).
Introduction
This project promises steady cash inflows over three years, but each payment carries a genuine chance of being delayed due to client liquidity risk. Since a delayed payment moves to the following year without compensation, the true expected value is lower than its cash flows suggest at first glance. Calculating an expected Net Present Value gives the board a realistic basis for the approval decision.
Concept and Application
Building the Expected Cash Flow for Each Year



Q2 (B) Company ABC has the following market values and costs for its capital:
- Equity: Rs.30,00,000 (Cost: 14%)
- Debt (Secured): Rs.20,00,000 (Cost: 7%)
- Debt (Unsecured): Rs.10,00,000 (Cost: 10%)
- Preference Shares: Rs.5,00,000 (Cost: 9%)
The corporate tax rate is 25%.
The CFO is proposing a capital restructuring plan to completely refinance the unsecured debt. Under this plan, the firm will issue new preference shares worth Rs.10,00,000 at a cost of 11% to pay off the Rs.10,00,000 of unsecured debt.
Part A: Calculate the new Weighted Average Cost of Capital (WACC) after this refinancing is complete. You must detail the adjustments to the capital structure, the new weights, and the correct after-tax component costs.
Part B: Based on your calculations in Part A, evaluate the CFO's refinancing strategy. In your evaluation:
1. Explain how the loss of the debt tax shield impacts the firm's overall cost of capital.
2. State your final recommendation on whether the board should approve or reject this refinancing plan, justifying your decision mathematically. (Assume the company's pre-refinancing WACC was 9.92%). (5 Marks)
Ans 2(B).
Introduction
Company ABC's CFO wants to refinance its unsecured debt by issuing new preference shares, restructuring the capital base. Since this swap replaces tax-deductible debt with capital carrying no tax benefit, it can genuinely change the cost of capital. Recalculating the WACC shows whether the plan actually helps or hurts the company.
Concept and Application
Weighted Average Cost of Capital
The Weighted Average Cost of Capital blends the cost of every financing source a company 
