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THE INSTITUTE OF COST AND MANAGEMENT ACCOUNTANTS OF BANGLADESH 
CMA DEEMBER, 2018 EXAMINATION 

STRATEGIC LEVEL 
SUBJECT: F3. FINANCIAL STRATEGY 

 

Model Solution  

Solution to the question No. 1 

 

(b) According to M&M Proposition II (no taxes), the cost of equity is: 
RE = RA + (RA - RD) * (D/ E) 

  = 16% + (16% - 13%) * 2 
  = 22% 
 

(c)  Because the expected return on the market is 16 percent, the market risk premium is 16% - 
8% = 8%. The first stock has a beta of 0.7, so its expected return is 8% + 0.7 * 8% = 13.6%. 
For the second stock, notice that the risk premium is 24% - 8% = 16%. 

 
Because this is twice as large as the market risk premium, the beta must be exactly equal to 
2. We can verify this using the CAPM: 
E(Ri) = Rf+ [E(RM )- Rf] * βi 
24%   = 8% +(16% - 8%) *βi 
βi= 16% / 8% 

     = 2.0 

(d)   The ex-right price of share = [(75x4)+(60x1)]/5 = Tk.72 

(e)  9.9% 

(f)  Various reasons include:  

(1) Anticipated gains may be smaller than thought;  

(2) Bidding firms are typically much larger, so any gains are spread thinly across shares; (3) 
Management may not be acting in the shareholders’ best interest with many acquisitions;  
(4) Competition in the market for takeovers may force prices for target firms up to the zero 
NPV level; and  

(5) Market participants may have already discounted the gains from the merger before it is 
announced. 

 
(g)  Future Spot rate = [$1.72(1.03)/£1(1.04)] =$1.7035/£1 

 
(h)  We first need the turnover ratios. Note that we use the average values for all balance sheet 

items and that we base the inventory and payables turnover measures on cost of goods sold: 
Inventory turnover = 11,375/ [(1,273+1,401)/2] = 8.51 times 
Receivables turnover = 14,750 / [(3,782 +3,368)/ 2] = 4.13 times 
Payables turnover = 11,375 / [(1,795+2,025)/2] = 5.96 times 

 
We can now calculate the various periods: 
Inventory period = 365 days/ 8.51 times = 42.89 days 
Receivables period = 365 days / 4.13 times = 88.38 days 
Payables period = 365 days/ 5.96 times = 61.24 days 

 
So, the time it takes to acquire inventory and sell it is about 43 days. Collection takes another 
88 days, and the operating cycle is thus 43+ 88 = 131 days.  

 
The cash cycle is thus 131 days less the payables period: 131- 61 = 70 days. 
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Solution to the question No. 2 

(b) (i) 
To answer, we can calculate the break-even EBIT. At any EBIT above this, the increased financial 
leverage will increase EPS. Under the old capital structure, the interest bill is 80 million * 0.09 = 
7,200,000. There are 10 million shares of stock; so, ignoring taxes, EPS is (EBIT - 7.2 million) / 10 
million. 
 
Under the new capital structure, the interest expense will be 125 million * .09 = 11.25 million. 
Furthermore, the debt rises by 45 million. This amount is sufficient to repurchase 45 million / 45 = 
1 million shares of stock, leaving 9 million outstanding. EPS is thus (EBIT - 11.25 million) / 9 
million. 
 
Now that we know how to calculate EPS under both scenarios, we set the two calculations equal 
to each other and solve for the break-even EBIT: 

(EBIT - 7.2 million) / 10 million = (EBIT - 11.25 million) / 9 million 
EBIT - 7.2 million = 1.11 * (EBIT - 11.25 million) 
EBIT = 47,700,000 

Verify that, in either case, EPS is 4.05 when EBIT is 47.7 million. 
 
ii.  
With no debt, G’s WACC is 17 percent. This is also the unlevered cost of capital. The after tax 
cash flow is 10,000 * (1 - .35) = 6,500, so the value is just VU = 6,500/ 0.17 = 38,235. 
 
After the debt issue, G will be worth the original 38,235 plus the present value of the tax shield. 
According to M&M Proposition I with taxes, the present value of the tax shield is TC *D, or 0.35 
*15,000 = 5,250; so the firm is worth 38,235 +5,250 = 43,485. 
 

(c)  
(i) From the BAT model, we know that the target cash balance is: 

C*=  (2T *F)/R 

     =  (2*240,000 *100)/ 0.12 

     =   400,000,000 
      = 20,000 
 
The average cash balance will be C*/2 = 20,000/ 2 = 10,000. The opportunity cost of holding 
10,000 when the going rate is 12 percent is 10,000 *0.12 = 1,200. There will be 240,000/ 20,000 = 
12 orders during the year, so the order cost, or trading cost, is also 12 * 100 = 1,200. The total 
cost is thus 2,400. If 15,000 is held, the average balance is 7,500. Verify that the opportunity, 
trading, and total costs in this case are 900, 1,600, and 2,500, respectively. If 25,000 is held, these 
numbers are 1,500, 960, and 2,460, respectively. 

 
(ii)  

a. Q*  =  √2SO   =  √2(2000)8  =  462 units 
               C               .15 

b.   total cost:  (Q/2)C + (S/Q)O 
Ordering once: (2000/2) (.15) + (2000/2000) 8 = 150 + 8 = 158 
Ordering 4 times: (500/2) (.15) + (2000/500) 8 = 37.50+32 = 69.50 

 
(d) 

Project NPV Investment PI 

A 100,000 50,000 100,000/50,000 = 2 

B (50,000) 10,000 (50,000)/10,000 = (-5) 

C 40,000 10,000 40,000/10,000 = 4 

D 45,000 15,000 45,000/15,000 = 3 
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B will be rejected, as the NPV is negative. As a result, the calculation of the profitability index is 
unnecessary here since there is only one project (A) that can be mixed with either C or D.  
C and 80% (40,000/50,000) of Project A = NPV 40,000 + NPV 80,000 = NPV 120,000 
D and 70% (35,000/50,000) of Project A = NPV 45,000 + NPV 70,000 = NPV 115,000 
Therefore, the optimal plan is to do Project C and 80% of Project A. 
 
(e)  
(i) 
We start off with the SML approach. Based on the information given, the expected return on W’s 
common stock is: 

Re = Rf + β * (Rm - Rf) 
= 6% +0.80 *6% 
= 10.80% 
 

We now use the dividend growth model. The projected dividend D1 is D0*(1 +g) = 1.20 *1.08 
=1.296, so the expected return using this approach is: 

Re = D1/P0 +g 
= 1.296/45 +.08 
= 10.88% 

 
Because these two estimates, 10.80 percent and 10.88 percent, are fairly close, we will average 
them. W’s cost of equity is approximately 10.84 percent. 
 
(ii)  
Because the target debt–equity ratio is .50, W uses 0.50 in debt for every 1 in equity. In other 
words, W’s target capital structure is 1/ 3 debt and 2/ 3 equity. 
 
The WACC is thus: 

WACC = (E/ V) * R E + (D / V) * R D * (1 -T C ) 
= 2/3 * 10.84% +1/ 3 *9% * (1 - 0.35) 
= 9.177% 

 
(iii)  
Because W uses both debt and equity to finance its operations, we first need the weighted 
average flotation cost. As in the previous problem, the percentage of equity financing is 2/ 3, so 
the weighted average cost is: 

fA= (E/V) * f E +(D/ V) *f D 
= 2/3 * 16% +1/3 *2% 
    = 11.33% 

If W needs 30 million after flotation costs, then the true cost of the project is 30 million/ (1- f A ) = 
30 million / 0.8867 = 33.83 million. 
 
 
Solution to the question No. 3 

(i)  
EBIT Taka 4,000,000 
Interest (Taka 2,000,000 * 0.10) 200,000 
Earnings before taxes (EBT) 3,800,000 
Taxes (35%) 1,330,000 
Net income 2,470,000 
 
EPS =Taka 2,470,000/600,000 =Taka 4.12 
P0 =Taka 4.12/0.15 =Taka 27.47 
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(ii) 
Equity = 600,000 =Taka 10 =Taka 6,000,000 
Debt =Taka 2,000,000 
Total capital =Taka 8,000,000 
WACC =wdrd(1 -T) +wcrs 
= (2/8)(10%)(1 - 0.35) + (6/8)(15%) 
= 1.63% + 11.25% 
= 12.88% 
 
(iii)  
EBIT Taka 4,000,000 
Interest (Taka 10,000,000 = 0.12) 1,200,000 
Earnings before taxes (EBT) 2,800,000 
Taxes (35%) 980,000 
Net income 1,820,000 
 
Shares bought and retired: 
Change of N = change of Debt/P0 =Taka 8,000,000/Taka 27.47 = 291,227 
 
New outstanding shares: 
N1 = N0 – change of N = 600,000 - 291,227 = 308,773 
 
New EPS: 
EPS =Taka 1,820,000/308,773 =Taka5.89 
 
New price per share: 
P0 =Taka 5.89/0.17 =Taka 34.65 versus Taka 27.47 
 
Therefore, GM should change its capital structure. 
 
(iv)  
In this case, the company’s net income would be higher by (0.12 -0.10) (Taka 2,000,000) (1 -0.35) 
=Taka 26,000 because its interest charges would be lower.  
 
The new price would be 

P0= ((Taka1,820,000+Taka26,000)/308,773)/0.17 =Taka35.17 
 
In the first case, in which debt had to be refunded, the bondholders were compensated for the 
increased risk of the higher debt position. In the second case, the old bondholders were not 
compensated; their 10 percent coupon perpetual bonds would now be worth 
 

Taka 100/0.12 =Taka 833.33 
 
or Taka 1,666,667 in total, down from the old Taka 2 million, or a loss of Taka 333,333. The 
stockholders would have a gain of  

(Taka 35.17 – Taka 34.65)(308,773) =Taka 160,562  
 
This gain would, of course, be at the expense of the old bondholders. (There is no reason to think 
that bondholders’ losses would exactly offset stockholders’ gains.) 
 
(v)  
TIE = EBIT/ I 
Original TIE = Taka 4,000,000/ Taka 200,000 = 20 times 
New TIE = Taka 4,000,000/ Taka 1,200,000 = 3.33 times 
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Solution to the question No. 4 

(i) TNL may wish to acquire TT in order to:  
• Gain economies of scale/synergistic benefits. For example, TNL and TT could share the same 
booking internet site and/or combine some head office and administrative functions.  
• Increase market power. By offering ferry services as well as rail services, TNL will have 
increased influence over ferry prices in addition to rail prices. This increase in power could be used 
to its advantage.  
• Increase customer loyalty. Marketing promotions (e.g. frequent traveller schemes) could be 
shared across TNL and TT, reducing marketing costs and increasing customer loyalty and 
convenience by offering a ‘one-stop’ shop for both rail and ferry tickets.  
• Increase market share through cross subsidies or a price war. TNL could offer rail link 
passengers reduced cost ferry tickets or cross subsidize the ferry business by reducing fares for 
the ferries (financed by higher priced rail link tickets) in order to build its market share of the ferry 
business. TNL could use a price war in the ferry business to build market share and destroy 
competition, funded by profits from the rail link business.  
• Obtain tax relief. TNL may be able to make use of tax losses incurred by TT by offsetting losses 
against any profits in TNL.  
• TNL may consider that it has the expertise required to be able to add value to TT and help it 
return to being a profitable business. 
• TNL and TT are both in the transport business but there is still some diversification benefit that 
would reduce the risk of the combined group. 
 
(ii) Competition authorities intervene where it is considered that the bid would have a serious 
effect on competition in the market by giving significant market power to a particular market 
participant or where the bid is contrary to public interest. Country T’s competition authorities may 
be less concerned as the move would give Country T a competitive advantage over Country V. 
The competition authorities of the Trade Group would be particularly interested due to the 
reduction in competition that would arise in a key communication link between two countries in the 
Union. 
 
(iii) Issues that the banks are likely to consider:  
• How will TNL pay back the original borrowings if the banks do not agree to renew the loans?  
• To what extent would the referral to the competition authorities affect TNL – for example, what 
price controls might be imposed and how would that affect TNL’s profitability?  
• What is the likely impact on TNL’s future results of acquiring TT? Would it be likely, in practice, to 
realize synergistic benefits from the acquisition?  
• Can TNL afford to buy TT; how would it be financed? Given that it is likely to be a hostile bid then 
TNL will need to pay a significant premium for TT.  
• TNL’s latest long term cash forecast and the sensitivity of cash flow to other possible government 
intervention (e.g. green taxes) or market prices (e.g. fuel and exchange rates).  
• How do the credit ratings agencies view TNL? Have they put TNL on ‘Negative outlook’ to 
indicate the possibility of a downgrade in the next few months? How should this impact on the 
banks’ willingness to lend and on the interest rate offered?  
• Deterioration in gearing levels – and hence risk.  
Gearing on 1 June 2009: 34% (= 190/(190 + 370))  
Current gearing: 39% (= 190/(295 + 190))  
• Management reputation –What is the background and reputation of the current team?  
• Impact of government assistance. If the tunnel is seen as strategically important for the Country 
might the Government step in and provide support to TNL. This would reduce the banks’ risk. 
 
(iv) Other sources of finance 
Debt financing 
Other forms of debt financing could also be considered such as a bond issue by issue to the public 
or private placement. However, TNL would need to have a sufficiently high rating to be successful 
in issuing a bond. A convertible bond might be more attractive and would typically have a lower 
interest rate, although the long term impact on equity has to be considered.  
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TNL may need to consider other alternatives such as issuing shares or seeking government 
support if the banks are unwilling to renew borrowings and a bond issue is not feasible.  
 
Rights issue 
A rights issue could be undertaken; however, shareholders may not wish to subscribe new capital 
at this point, especially given the recent fall in TNL’s share price, leading to a loss in the value of 
their current investment.  
In any case, the size of the rights issue could present a problem – at a 20% discount shares would 
be issued at T$ 2.36 per share before taking issue costs into account. This equates to 80.5 million 
shares which is an 80.5% increase in the number of shares currently in issue. Shareholders would 
be required to increase their investment in TNL by more than 50% and may not have the available 
funds or the inclination to increase their investment in TNL to that extent.  
It should also be noted that equity is more costly to service than debt and could lead to a reduction 
in the value of the company due to the loss of the tax benefit on debt interest.  
 
Private Equity/Venture Capital  
These organizations more typically provide funds for new companies but private equity consortia 
do occasionally fund established companies to assist with growth that might be riskier than would 
be acceptable to banks or shareholders. The drawback is that they would probably want a 
substantial equity stake and would expect high returns and board presence. 
 
Government funding  
If no private investors are willing to invest in TNL, the company may need to approach the 
government for assistance. It is likely that the tunnel link is considered to be key to Country T’s 
trade position, and so the government may be prepared to step in and offer funding as a last resort 
rather than see the company fail and the rail link cease to operate. However, government funding 
may have conditions attached which might restrict TNL’s future development plans. 
 

 

= THE END = 


