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CMA JUNE-2019 EXAMINATION 
PROFESSIONAL LEVEL –IV 

SUBJECT: 401. FINANCIAL MANAGEMENT  
 

 
 

Model Solution  
Solution to the question No. 1 
(a)   

Major Decisions:  
• Capital budgeting 
• Capital structure 
• Working capital management 

 
Capital budgeting 

• What is the optimal firm size? 
• What specific assets should be acquired? 
• What assets (if any) should be reduced or eliminated? 

Capital structure 
• What is the best type of financing?  
• What is the best financing mix? 
• How will the funds be physically acquired? 

 
Working capital management 

• How do we manage existing assets efficiently? 
• Greater emphasis on current asset management than fixed asset management  
• How much cash and inventory should be kept on hand? 
• Should credit terms be extended? If so, what are the conditions? 
• How is short-term financing acquired? 

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

C* =  (2T x F)/R 

     =  (2 x 240,000 x 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 x 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 x 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.  

 
(c)  

No, I don’t agree with the statement.  
Profit maximization means maximizing a firm’s earnings after taxes (EAT), which is earnings 
after taxes (EAT) divided by the number of common shares outstanding.  Maximization of 
earnings per share is not a fully appropriate goal because it does not specify the timing or 
duration of expected returns.  The time pattern of returns must be consider in analyzing the 
investment projects. Another shortcoming of the objective of maximizing earnings per share is 
that risk is not considered. 
Wealth maximization is superior to the profit maximization since wealth is precisely defined as 
net present value and it accounts for time value of money and risk. The market price of a 
firm’s stock represents the focal judgment of all market participants as to the value of the 
particular firm. 
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It takes into account present and expected future earnings per share, the timing, duration, and 
the risk of these earnings; the dividend policy of the firm; and other factors that bear on the 
market price of the stock.  
The market price serves as a barometer for business performance; it indicates how well 
management is doing on behalf of its shareholders. 

 
What are the potential problems and limitations of financial ratio analysis?  
 

 Comparison with industry averages is difficult for a conglomerate firm that operates in 
many different divisions. 

 ―Average‖ performance is not necessarily good, perhaps the firm should aim higher. 
 Seasonal factors can distort ratios. 
 ―Window dressing‖ techniques can make statements and ratios look better. 
 Different operating and accounting practices can distort comparisons. 
 Sometimes it is hard to tell if a ratio is ―good‖ or ―bad‖. 
 Difficult to tell whether a company is, on balance, in strong or weak position. 
 There is no underlying theory, so there is no way to know which ratios are most 

relevant. 
 Benchmarking is difficult for diversified firms. 
 Globalization and international competition makes comparison more difficult because of 

differences in accounting regulations. 
 Firms use varying accounting procedures. 
 Firms have different fiscal years. 
 Extraordinary, or one-time, events 

(d)   
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 x (EBIT - 11.25 million) 
EBIT = 47,700,000 
Verify that, in either case, EPS is 4.05 when EBIT is 47.7 million. 

(e) 
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 = 43 days 
Receivables period = 365 days / 4.13 times = 88 days 
Payables period = 365 days/ 5.96 times = 61 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.  
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The cash cycle is thus 131 days less the payables period: 131- 61 = 70 days. 
 

 
Solution to the question No. 2 

(b)  
We can summarize the relevant information as follows: 

Base Case   Lower Bound  Upper Bound 
Unit sales  500  475  525 
Price per unit  2,500  2,375  2,625 
Variable cost per unit  1,500  1,425  1,575 
Fixed cost per year  200,000  190,000  210,000 
 
Depreciation is 150,000 per year; knowing this, we can calculate the cash flows under each 
scenario. Remember that we assign high costs and low prices and volume for the worst 
case and just the opposite for the best case: 
 

 Unit Sales Unit Price Unit Variable Cost Fixed Costs* Cash Flow 

Base case 500 2,500 1,500 200,000 249,000** 

Best case 525 2,625 1,425 190,000 341,400 

Worst case 475 2,375 1,575 210,000 163,200 
 

 *assuming that depreciation is not included in fixed costs. 

 ** [{{(2,500-1,500)*500}-(2,00,000+1,50.000)}*(1-0.34)]+1,50,000 = 2,49,000; best case and worst case were calculated based on same  

                        calculation. 

At 17 percent, the five year annuity factor is 3.19935, so the NPVs are: 
Base case  NPV = - 750,000 + 3.19935 x 249,000 = 46,638 
Best case   NPV = - 750,000 + 3.19935 x 341,400 = 342,258 
Worst case NPV = - 750,000 + 3.19935 x 163,200 = - 227,866 

 
 (c)  

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 x (1 - .35) = Tk. 6,500, so the value is just VU = 6,500/ 0.17 = 
Tk.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 
x D, or 0.35 x 15,000 = Tk.5,250; so the firm is worth 38,235 +5,250 = Tk.43,485. 

 
(d)  
(i)  We start off with the SML approach. Based on the information given, the expected return 

on W’s common stock is: 
R E = R f + E x (R M - R f) 
= 6% +0.80 x 6% 
= 10.80% 
 
We now use the dividend growth model. The projected dividend is D0 x (1 +g) = 1.20 x 1.08 
=1.296, so the expected return using this approach is: 
R E = D1 /P 0 +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. 
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(ii) 

Because the target debt–equity ratio is .50, W uses 0.50 in debt for every 1 inequity. In 
other words, W’s target capital structure is 1/ 3 debt and 2/ 3 equity. 

 
The WACC is thus: 
WACC = (E/ V) x R E + (D / V) x R D x (1 -T C) 
= 2/3 x 10.84% +1/ 3 x 9% x (1 - 0.35) 
= 9.177% 

 
(iii) 

Because Wuses 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) x f E +(D/ V) x f D 
= 2/3 x 16% +1/3 x 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 

(b) 

(i)   B=Tk. 100(PV factor of 10% for 10 years is 6.71) +Tk. 1,000(1.08)-10 

           =Tk. 671+Tk. 463=Tk. 1134     

(ii) 50×Tk. 30/share=Tk. 1,500 

(iii) Tk. 1,134 the straight value of the bond is minimum value of the bond  regardless of the 

price of the common stock. 

(c)  
The firm needs to net 15 million after paying the 7 percent flotation costs. So the amount 
raised is given by: 
Amount raised = 15 million / 0.93 = Tk.16.129 million 
The total flotation cost is thus Tk.1.129 million. 

 

(d)  

Preferred stock valuation: PS0 = Dprp 

i. PS0= Tk.6.40  0.093 

  PS0= Tk.68.82 

ii. PS0= Tk.6.40  0.105 

  PS0= Tk.60.95 

The investor would lose Tk.7.87 per share (Tk.68.82 - Tk.60.95) because as the required rate 
of return on preferred stock issues increases above the 9.3% return she receives, the value of 
her stock declines. 

(e)  
P0  = PV of dividends during initial growth period 

 +PV of price of stock at end of growth period. 

Steps 1 and 2: Value of cash dividends and PV of annual dividends 

t D0 (1+g)t  Dt 1/(1.14)t PV of Dividends 

1 Tk.3.4 (1+0) Tk.3.40 0.8772 Tk.2.98 

2 3.40 (1+0.05) 3.57 0.7695 2.75 

3 3.57 (1+0.05) 3.75 0.6750   2.53 

4 3.75 (1+0.15) 4.31 0.5921 2.55 

     Tk.10.81 
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Step 3: PV of price of stock at end of initial growth period 

D5 = D4(1+g) = Tk.4.31 (1 + 0.10) = Tk.4.74 

 

P4=[D5 (rs-gc)] 

    =Tk.4.74  (0.14 - 0.10) 

    =Tk.118.50 

PV of stock at end of year 4  

N = 4, I = 14%, FV = Tk.118.5 

PV= FV(PVIF4,14%) = Tk.118.5*(0.5921) = Tk.70.16 

Step 4: Sum of PV of dividends during initial growth period and PV price of stock at 
end of growth period 

P0 = Tk.(10.81+70.16) = Tk.80.97 

The maximum price of Tk.80.97 per share that an investor should pay for Home Place Hotels’ 
common stock. 
 
Solution to the question No. 4 

(a) 
• Individuals in upper income tax brackets might prefer lower dividend payouts 
• Flotation costs – low payouts can decrease the amount of capital that needs to be raised, 

thereby lowering flotation costs 
• Dividend restrictions – debt contracts might limit the percentage of income that can be paid 

out as dividends 
 
(c)  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.  

 
(d)  

(i) bp= (wA x bA) +(wB x bB) +(wC x bC) +(wD x bD)  

          = (0.20)(0.80) + (0.35)(0.95) + (0.30)(1.50) + (0.15)(1.25) 

= 0.16 + 0.3325 + 0.45 + 0.1875 = 1.13 
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iv. rA = 4% + [0.80 x (10% - 4%)] = 8.8% 

 rB = 4% + [0.95 x (10% - 4%)] = 9.7% 

 rC = 4% + [1.50 x (10% - 4%)] = 13.0% 

 rD = 4% + [1.25 x (10% - 4%)] = 11.5% 

(e) i.  Alpha is the intercept for the characteristic line ( = 0.02). 

 ii.  Beta is the slope of the characteristic line (β = 2). 

 iii.  The systematic risk is β2
i σ

2
m = 22(0.10)2 = 0.04. 

  

iv. The unique risk is σ2
i - β

2
i σ

2
m = 0.402 – 22(0.10)2 = 0.16 – 0.04 = 0.12.   

 

Solution to the question No. 5 

(a) According to Figure 1, there are 113,640,000 shares of National Brands outstanding.  But, A-1 
already owns 5% of them, or 5,682,000, so it will only have to buy the remaining 107,958,000.  
At &55 each, the total price will be $5,937,690,000 (a little over $5.9 billion). 

 
(b) The amount of liquid assets (i.e., cash and equivalents) on hand at National is 

$1,153,000,000.  If A-1 can use this amount to offset the amount of borrowing required, the 
total amount it will have to borrow is 

   $5,937,690,000 – $1,153,000,000 = $4,784,690,000 
 
(c)  After the purchase, A-1’s total debt will consist of: 
 

A-1’s old debt: $1,899,500,000 
National’s debt: $2,110,300,000 
Amount borrowed: $4,784,690,000 
Total: $8,794,490,000 

 
Since all the funds to make the purchase were borrowed, A-1’s total equity remains 
$395,000,000 after the purchase.  Its debt to equity ratio after the purchase, therefore, is: 
 

   $8,794,490,000 / $395,000,000 = 22.26  
   

 This is astonishing.  Such high debt to equity ratios are not normally encountered except in 
financial institutions, such as banks.  (In fact, A-1’s balance sheet resembles that of a bank—
over 75% of its assets are in cash and equivalents, lending credence to the charge that 
corporations such as A-1 aren’t ―real‖ corporations after all, merely shells, or deposit accounts 
used by their owners to make acquisitions.) 

 
Given such a high debt to equity ratio, it is difficult to imagine how Mr. O’Brien could finance the 
purchase of National using debt sources. 

 
(d)  In b, above, we computed that $4,784,690,000 was needed to make the purchase.  If A-1 

issues stock at $13 a share to raise the funds, it will need to issue 368,053,077 new shares. 
 

(e) The total number of shares outstanding at A-1 after the purchase will be the 61,800,000 old 
shares plus 368,053,077 newly issued ones.  Total expected earnings are the $152,000,000 A-
1 originally expected plus $400,000,000 from National.  So, A-1’s EPS after the purchase will 
be: 

 

   ($152,000,000 + $400,000,000) / (61,800,000 + 368,053,077) 
    = 552,000,000 / 429,853,077) = $1.28 
 



Page 7 of 7 
 

(f)  $1.28 represents a 48% decline from A-1’s previous expected EPS of $2.46 (the decline, of 
course, was caused by the fact that National’s P/E is much higher than A-1’s).  A-1’s 
stockholders will not be pleased, unless Mr. O’Brien can convince them that they will be better 
off in the long run (unlikely—National’s growth rate is not high enough), or he has some other 
plan in mind, such as selling off pieces of National at a profit.  National’s stockholders, on the 
other hand, will realize an immediate 15% capital gain.  ($7.12 / $47.88) = 15 percent based on 
the difference between the $55 offer and the current price of $47.88. They may be more 
satisfied, though 15 percent is a relatively small premium. 

 

= THE END = 

 


