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CMA DECEMBER, 2018 EXAMINATION 
STRATEGIC LEVEL 

SUBJECT: F3. FINANCIAL STRATEGY 

Time Allocated: Three hours          Total Marks: 100 

 

Instructions to Candidates  

There are three sections (that is A, B & C) in this paper. You are required to answer 

ALL questions. 

Answers should be properly structured, relevant and computations need to be 

shown wherever necessary. 

Math tables and formulae are provided on pages 8 to 9. 

You are strongly advised to carefully read ALL the question requirements before 

attempting the question concerned (that is all parts and/or sub-questions).  

ALL answers must be written in the answer book. Answers written on the question 

paper will not be submitted for marking. 

Start answering each question from a fresh sheet. Your answers should be clearly 

numbered with the sub-question number then ruled off, so that the markers know 

which sub-question you are answering. 

Section No of questions in 
the Section 

No of sub-
questions in the 

Section 

Marks allocation 

A 01 08 20% 

B 01 05 40% 

C 02 02 40% 

 

TURN OVER 



Page 2 of 8 
 

SECTION A – 20 MARKS  
This section consists of 1 question and 8 sub-questions.  
You are advised to spend no longer than 36 minutes on this section. Section will carry 20 marks 
and one sub-question will carry 2.5 marks each. 

 
QUESTION 01  
(a)  Comment briefly on the following statement “Financial managers need only concentrate on 

meeting the needs of shareholders by maximizing earnings per share – no other group 
matters.” 

[Marks: 2½] 
(b)  The MMH has a WACC of 16 percent. Its cost of debt is 13 percent. If MMH‟s debt equity 

ratio is 2, what is its cost of equity capital? Ignore taxes in your answer.[Use the M&M 
Proposition II (no taxes)] 

[Marks: 2½]  
(c)  Suppose the risk-free rate is 8 percent. The expected return on the market is 16 percent. If 

a particular stock has a beta of 0.7, what is its expected return based on the CAPM? If 
another stock has an expected return of 24 percent, what must its beta be? 

[Marks: 2½] 
(d)  Golden Harvest Company, whose shares currently sell at Tk. 75 each, plans to make a 

rights issue of one share at Tk. 60 for every four existing shares. What is the theoretical 
ex-rights price of the shares after the issue? 

[Marks: 2½] 
(e)  An all-equity financed company distributes 80% of its earnings each year and reinvests the 

balance. The return on its projects is a constant 15% per annum. If the company‟s current 
market capitalization is Tk. 1.5 million and its earnings are Tk. 125,000, what is the 
required rate of return for the ordinary shareholder? 

[Marks: 2½] 
(f)  Acquiring firm stockholders seem to benefit little from takeovers. Why is this finding a 

puzzle? What are some of the reasons offered for it? 
[Marks: 2½] 

(g)  The US dollar and British pound are currently trading $1.72/£1. Inflation in the US is 
expected to grow at 3% annually, but at 4% annually in the UK. Predict the future spot rate 
in a year‟s time. 

[Marks: 2½] 
(h)  Consider the following financial statement information for the ABC Company:  
 

Item Beginning Ending 

Inventory 1,273 1,401 

Accounts receivable 3,782 3,368 

Accounts payable 1,795 2,025 

Net sales 14,750  

Cost of goods sold      11,375  

Required: Calculate the operating and cash cycles.  

[Marks: 2½] 
 

END OF SECTION A 
 

SECTION B Starts on page 3 
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SECTION B– 40 MARKS 

This section consists of 1 question and 5 sub-questions.  

You are advised to spend no longer than 14.4 minutes on each sub-question in this section. 

Section will carry 40 marks and one sub-question will carry 8 marks each. 

 
QUESTION 02 
(a)  Minicorp is a mining company. Its mission is to „maximize profits for shareholders whilst 

recognizing its responsibilities to society‟. It is considering a mining opportunity abroad in a 
remote country area where there is widespread poverty. The mining work will destroy local 
vegetation and may pollute the immediate water supply for some years to come. The 
company directors believe that permission for the mining work is likely to be granted by the 
government as there are few people or animals living in the area and the company will be 
providing much needed jobs. 
Required: 
(i)  Identify the likely stakeholders in the company‟s decision.  
(ii)  Consider their possible objectives and describe three likely conflicts in those 

objectives. 
[Marks: (4+4) = 8] 

(b)  (i)  Suppose the BDJ Corporation has decided in favor of a capital restructuring that 
involves increasing its existing 80 million in debt to125 million. The interest rate on 
the debt is 9 percent and is not expected to change. The firm currently has 10 million 
shares outstanding, and the price per share is 45. If the restructuring is expected to 
increase the ROE, what is the minimum level for EBIT that BDJ‟s management must 
be expecting? Ignore taxes in your answer. 

(ii)  G Company expects an EBIT of 10,000 every year forever. G can borrow at 7 
percent. Suppose G currently has no debt, and its cost of equity is 17 percent. If the 
corporate tax rate is 35 percent, what is the value of the firm? What will the value be 
if G borrows 15,000 and uses the proceeds to repurchase stock? [Use the M&M 
Proposition I (with corporate taxes)] 

[Marks: (4+4) = 8] 
(c)  (i)  Calculate the target cash balance using the BAT model: Annual interest rate 12%; 

Fixed order cost 100; Total cash needed 240,000.  What are the opportunity cost of 
holding cash, the trading cost, and the total cost? What would these be if 15,000 
were held instead? If 25,000 were held? 

(ii) A flower shop is trying to determine the optimal order quantity of the wicker baskets 
that it places many of its arrangements in. The store thinks it will sell 2000 of these 
baskets over the next year. The baskets cost the shop Taka 2.00 each. The carrying 
costs of the baskets is Taka 0.15 each per year. It costs the shop Taka 8.00 to order. 
(a)  What is the economic order quantity? 
(b)  What is the total cost for ordering the baskets once a year?  Four times a year? 

[Marks: (4+4) = 8] 
 (d)  A firm has identified four possible projects, all of which are divisible: 

Project Initial investment NPV 
A 50,000 100,000 
B 10,000 (50,000) 
C 10,000 40,000 
D 15,000 45,000 

All must be started immediately but the firm has only Tk. 50,000 available for investment 
and project C and D are mutually exclusive. 
Required: Determine the optimal project selection. 

[Marks: 8] 
SECTION B Continues on page 4 
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(e)  Suppose stock in W Corporation has a beta of 0.80. The market risk premium is 6 percent, 
and the risk-free rate is 6 percent. W‟s last dividend was 1.20 per share, and the dividend 
is expected to grow at 8 percent indefinitely. The stock currently sells for 45 per share.  

Required:  

(i)  What is W‟s cost of equity capital? 
(ii)  In addition to the information given in the above problem, suppose W has a target 

debt–equity ratio of 50 percent. Its cost of debt is 9 percent before taxes. If the tax 
rate is 35 percent, what is the WACC? 

(iii)  Suppose in the above problem W is seeking 30 million for a new project. The 
necessary funds will have to be raised externally. W‟s flotation costs for selling debt 
and equity are 2 percent and 16 percent, respectively. If flotation costs are 
considered, what is the true cost of the new project? 

[Marks: (4+2+2) = 8] 
 

 
END OF SECTION B 

 
 

SECTION C Starts on the page 5 
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Section C- 40 Marks 

This section consists of 2 questions. 

You are advised to spend no longer than 36 minutes on each question in this section. Section 

will carry 40 marks and allocation of marks for each sub-question is indicated next to the sub-

question. 
 

QUESTION 03 

GM Inc., a producer of turbine generators, is in this situation: EBIT =Taka 4 million; tax rate = T 
= 35%; debt outstanding = D =Taka 2 million; rd= 10%; rs= 15%; shares of stock outstanding = 
N0 = 600,000; and book value per share = Taka 10. Because GM‟s product market is stable and 
the company expects no growth, all earnings are paid out as dividends. The debt consists of 
perpetual bonds. 

Required:  

(i)  What are GM‟s earnings per share (EPS) and its price per share (P0)? 
(ii)  What is GM‟s weighted average cost of capital (WACC)? 
(iii)  GM can increase its debt by Taka8 million, to a total of Taka10 million, using the new debt 

to buy back and retire some of its shares at the current price. Its interest rate on debt will 
be 12 percent (it will have to call and refund the old debt), and its cost of equity will rise 
from 15 to 17 percent. EBIT will remain constant. Should GM change its capital structure? 

(iv)  If GM did not have to refund the Taka2 million of old debt, how would this affect things? 
Assume that the new and the still outstanding debt are equally risky, with rd = 12%, but 
that the coupon rate on the old debt is 10 percent. 

(v)  What is GM‟s TIE coverage ratio under the original situation and under the conditions in 
part (iii) of this question? 

[Marks: (3+2+5+5+5) = 20] 
QUESTION 04 

Country T and Country V are separated by sea but linked by a rail tunnel. They have different 
currencies (T$ and V$ respectively) but are part of the same Trade Group which promotes free 
trade between its members and has authority over membership countries in matters relating to 
competition.  

TNL is a public listed company, based in Country T, which owns and operates the rail link 
between Country T and Country V. Trains that travel through the tunnel carry passengers, cars 
and other vehicles such as trucks.  

TNL was first listed on 1 June 2009 by offer for sale of 100 million ordinary shares to the public 
at a price of T$ 3.70. Today, 21 November 2018, the share price is just T$ 2.95. The fall in the 
share price since 2009 is largely the result of disappointing growth and market concerns about 
TNL‟s ability to renegotiate bank borrowings that are shortly due for repayment. The ordinary 
shares are held by a large number of individual shareholders as well as by large institutions and 
pension funds. The number of shares in issue remains unchanged since 2009.  

Debt funding is in the form of bank borrowings from a consortium of 10 banks to a total principal 
value of T$ 190 million. The borrowings were taken out on 1 June 2009 and have a 10 year 
term. New borrowings are currently being negotiated to finance the repayment of the original 
borrowings on 1 June 2019.  

There is strong price competition between TNL and two independent ferry companies, TT and 
VV which are based in Countries T and V respectively. Prices are generally low for travel by 
ferry since ferries are less convenient as they operate less frequently and have longer journey 
times than the rail tunnel link. TT has incurred losses in the past two years.  

 
SECTION C Continues on page 6 
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The board of TNL has approached ferry company TT with a view to acquiring it. The directors of 
TT are opposed to the bid and have referred the bid to the regional competition authorities of 
both Country T and the Trade Group. 

Required: 

(i)  Discuss the possible reasons why TNL may wish to acquire TT. 

(ii)  Explain why the competition authorities in Country T and in the Trade Group might be 
concerned about the proposed acquisition. 

(iii)  Advise TNL on the factors that the banks are likely to consider when deciding whether or 
not to renew the loans made to TNL. 

(iv)  Recommend TNL other appropriate sources of finance that should be considered. 

[Marks: (5+3+6+6) = 20] 
 

     

 
*END OF THE EXAM PAPER* 
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