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

PROFESSIONAL LEVEL-IV 
SUBJECT: 401. FINANCIAL MANAGEMENT 

  

 

Time: Three hours                 Full Marks: 100 

  All questions are to be attempted. 
  Show computations, where necessary. 
  Answer must be brief, relevant, neat and clean. 
  Start answering each question from a fresh sheet. 

 

Q. No. 1 
(a)  Evaluate the following statement: 

Managers should not focus on the current stock value because doing so will lead to an 
overemphasis on short-term profits at the expense of long-term profits.  

(b)  Explain the assumptions of net operating income approach (NOI) theory of capital structure. 
(c)  Why is preference share called a hybrid source of finance? Explain its types. 
(d)  Assume newly formed Corporation ABC needs to raise Tk. 10 million in capital so it can buy office  

buildings and the equipment needed to conduct its business. The company issues and sells 
600,000 shares of stock at Tk. 10 each to raise the first Tk. 6,000,000.  Because shareholders 
expect a return of 6% on their investment, the cost of equity is 6%. Corporation ABC then sells 
40,000 bonds for Tk. 100 each to raise the other Tk. 4,000,000 in capital. The people who bought 
those bonds expect a 5% return, so ABC's cost of debt is 5%. Corporation ABC's total market 
value is now (Tk. 6,000,000 equity + Tk. 4,000,000 debt) = Tk. 10 million and its corporate tax rate 
is 35%. Calculate Corporation ABC's weighted average cost of capital (WACC). 

[Marks: (4+3+4+4) = 15] 
Q. No. 2 
(a)  Suppose a certain stock currently sells for Tk. 30 per share. If a put option and a call 

option are available with Tk. 30 exercise prices, which do you think will sell for more, the 
put or the call? Explain.  

(b)  Suppose a company in which you own stock has attracted two takeover offers. Would if 
ever make sense for your company’s management to favor the lower offer? Does the form 
of payment affect your answer at all? 

(c)  Assume the spot exchange rates between Bangladesh Taka (BDT) and US Dollar (USD) 
is 80:1 and 2 year interest rates in Bangladesh and the US are 9% and 7% respectively. 
Also assume that you have the borrowing capacity of USD 4,000 or equivalent BDT. 

Required: 
(i)  Based  on the above information, calculate the 2 years forward exchange rate of BDT per USD. 
(ii)  If the 2 year forward exchange rate in the market turns to be BDT 81.2 per USD, how 

much can you profit from arbitraging? 
(iii)  How would your strategy change if the forward exchange rate turns to be BDT 77.50 per USD? 

How much would be the profit from arbitraging if your borrowing capacity remains same? 
[Marks: (3+3+9) = 15] 

Q. No. 3 
(a)  ‘Primary market and secondary market are complementary to each other’. Substantiate your 

views with the roles of primary market and secondary market and their interdependence. 
(b)  The CAPM was estimated for a certain period in the market. The actual returns of two 

portfolios are as follows: 
Portfolio A: Actual return =14% Beta=0.8  
Portfolio B: Actual return =20% Beta=1.2 
The equation of the CAPM is R1=0.07+0.10 Beta 
Based on the above information, comment on the portfolio performance.    

http://www.investinganswers.com/node/2862
http://www.investinganswers.com/node/5749
http://www.investinganswers.com/node/5068
http://www.investinganswers.com/node/2011
http://www.investinganswers.com/node/5150
http://www.investinganswers.com/node/4904
http://www.investinganswers.com/node/779
http://www.investinganswers.com/node/779
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(c)  Robin holds a two-stock portfolio. Stock AA has a standard deviation of return of 0.6 and 
BB has a standard deviation of 0.4. The correlation coefficient of the two stock return is 
0.25. Robin holds equal amount of two stocks. What would be the risk if Robin holds  
i. 60% of AA and 40% of BB 
ii. 70% of AA and 30% of BB 
Which composition is best suited to investment based on the risk level? 

CMA JUNE, 2018 EXAMINATION 
PROFESSIONAL LEVEL-IV 
SUBJECT: 401. FINANCIAL MANAGEMENT 

Q. No. 3(cont’d…) 

(d)  Pragati real estate company has future plans to enter into new business, say in Hospitality 
Sector in 2019 for building Premier Hotels at all metros of Bangladesh at an estimated 
project cost of Tk.3,800 million. Now, the company has approached you to suggest them 
the options for mobilizing long term sources of finance. The company can manage around 
40% of the total project cost from its own funds and other credit sources but the balance 
has to be mobilized from other sources, say through Shares & Debentures/Bonds. Now, in 
your assumed role as financial advisor, you are required to design, prepare and present a 
Comprehensive Report to the above company, duly incorporating your suggestions on the 
various options and methods for raising finance through Shares (various types) and 
Debentures/Bonds (various types). The report must also suggest action steps the firm 
should take in the above exercise and each of your suggestions must be justified with 
valid points. Any required data can be assumed but the same has to be mentioned in your 
report. 

[Marks: (4+5+5+6) = 20] 
Q. No. 4      

Furniture magnate Carl Thompson couldn’t believe the amount of pressure security analysts could 
put on a firm. 

The Glen Mount Furniture Company was a leading manufacturer of fine home furnishings and 
distributed its product directly to department stores, independent home furnishing retailers, and a few 
regional furniture chains. The firm specialized in bedroom, dining room, and living room furniture and 
had three plants in North Carolina and two in Virginia. Its home office was in High Point, North 
Carolina. 

In a recent presentation to the Atlanta chapter of the Financial Analysts Federation, Carl 
Thompson barely had taken a bite out of his salad when two analysts from Smith Barney, Harris 
Upham & Co., a stock brokerage firm, began asking questions. They were particularly concerned 
about Glen Mount’s growth rate in earnings per share. 

Carl was aware that security analysts considered earnings performance to be important, but he was 
somewhat distressed by the fact that this seemed to be their overriding concern. It bothered him that 
the firm had just spent over $10 million to develop exciting new product lines, modernize production 
facilities, and expand distribution capabilities, and yet all the questions seemed to deal with near 
term earnings performance. He felt that he would eventually have an opportunity to discuss the 
above-mentioned management initiatives and their impact on the company for the next decade, 
but current earnings per share seemed to gather the attention of the analysts. 

Carl knew only too well from past experience that the earnings performance of the firm would affect 
the company’s price-earnings ratio and its market value. Furthermore, before Carl became president 
of Glen Mount Furniture Company, he had attended a six-week Executive Development Program at 
the Harvard Business School in which he heard a number of professors stress the importance of the 
goal of stockholder wealth maximization. He often wondered if other items were not equally 
important to the company, such as community service (the firm donated $60,000 a year to a local 
university to help supplement faculty salaries for outstanding professors). He also had a sense of 
pride that his firm provided employment to over 500 people in the area. He was not sure that the 
security analysts would consider these items to be of particular importance. 

With all of these thoughts in mind, his upcoming meeting with Chief Financial Officer Barbara 
Bainesworth became particularly important. 
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When Barbara arrived, she had a number of financial documents to review for the purpose of 
making key decisions. In Figure 1, she showed the earnings performance of the company over the 
last five years. Figure 2 provided a current balance sheet, and Figure 3 represented an 
abbreviated income statement for 2015. 
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CMA JUNE, 2018 EXAMINATION 
PROFESSIONAL LEVEL-IV 
SUBJECT: 401. FINANCIAL MANAGEMENT 

Q. No. 4(cont’d…) 

The firm was considering buying back 625,000 shares of stock outstanding at $16 per share. 
This would represent $10 million in total. The funds to purchase the shares would be acquired 
from a new bond issue that would carry an interest rate of 11.25 percent. The bond would have 
a 15-year life. The firm was in a 34 percent tax bracket. 
 

 

Figure 1 Earnings per share for the last five years 

Year 1st Quarter 2nd Quarter 3rd Quarter 4th Quarter Yearly Total 

2011 ...................................................................................  $.23 $.25 $.19 $.34 $1.01 

2012 ...................................................................................  .26  .28  .27  .41  1.22  

2013 ...................................................................................  .34  .36  .33  .48  1.51  

2014 ...................................................................................  .35  .37  .34  .49  1.55  

2015 ...................................................................................  .35  .36  .36  .49  1.56  

 
GLEN MOUNT FURNITURE COMPANY 

Balance Sheet 
December 31, 2015 

 
Figure 2 :  
Assets 

Current assets:   

Cash   $350,000  

Marketable securities    90,000 

Accounts receivable    5,000,000 

Inventory    7,000,000   

Total current assets      12,440,000  

Other Assets:   

Investments    5,000,000 

Fixed Assets:   

Plant and equipment   27,060,000  

Less: Accumulated depreciation     4,000,000   

Net plant and equipment    23,060,000 

Total assets  $40,500,000 

Liabilities and Stockholders’ Equity 

Current liabilities:   

Accounts payable    $4,400,000  

Wages payable    150,000 

Accrued expenses    950,000    

Total current liabilities      5,500,000 

Long-term liabilities:   

Bonds payable, 10.625%    12,000,000 

Stockholders’ equity:   

Common stock, $1 par value, 2,000,000 shares   2,000,000 

Capital in excess of par    8,000,000 

Retained earnings    13,000,000  

Total stockholders’ equity      23,000,000  

Total liabilities and stockholders’ equity  40,500,000  
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CMA JUNE, 2018 EXAMINATION 
PROFESSIONAL LEVEL-IV 
SUBJECT: 401. FINANCIAL MANAGEMENT 

Q. No. 4(cont’d…) 

 
GLEN MOUNT FURNITURE COMPANY 

Abbreviated Income Statement 
For the Year Ended December 31, 2015 

 

Figure 3: 

Sales  $45,000,000 

Less: Fixed Costs ...............................................................  12,900,000 

Less: Variable Costs (58% of sales) ...................................    26,100,000 

Operating income (EBIT) ....................................................  $6,000,000 

Less: Interest    1,275,000  

Earnings before taxes (EBT) ...............................................  $4,725,000 

Less: Taxes (34%) ..............................................................    1,606,500  

Earnings after taxes (EAT) ..................................................  $3,118,500 

Shares  2,000,000 

Earnings per share .............................................................  $1.56 

 

Required: 

i. Project earnings per share for 2016 assuming that sales increase by $500,000. Use 
Figure 3 as the model for the calculation. Further assume that the capital structure is not 
changed. 

ii.  By what percent did earnings per share increase from 2015 to 2016? 

iii.  Now assume that $10 million of debt replaces 625,000 shares of common stock as 
described in the case. The interest on the new debt will be 11.25 percent. What will 
projected earnings per share be for 2016 based on the anticipated sales increase of 
$500,000? 

iv.  Based on your answer to requirement iii, by what percent would earnings per share 
increase from 2015 to 2016? 

v.  Compute the degree of financial leverage (DFL) for the answer to requirement i and for 
the answer to requirement iii. 

vi.  Compute degree of combined leverage (DCL) for the answer to requirement i and the 
answer to requirement iii. 

vii.  What is the total debt to assets ratio as shown in the 2015 balance sheet (Figure 2)? 
What will it be if $10 million worth of stockholders’ equity is replaced with debt? 

viii.  What do you think might happen to the stock price as a result of replacing $10 million 
worth of stockholders’ equity with debt? Consider any relevant factors. 

[Marks: (7 x 3) + 4 = 25] 
Q. No. 5 
 
Modern Kitchenware Co. specializes in the manufacturing and distribution of items used in the 
kitchen. Among its many products are microwave ovens, toasters, electric can openers, etc. Its 
home base is in Kansas City and the firm sells to retailers throughout the U.S. and Canada. Its 
customers range from small retail outlets in strip shopping centers to major customers such as 
Sears and J. C. Penney. In the most recent fiscal year, its sales were $18 million with $2,500,000 in 
after tax profits. 
The firm’s CEO is Beth Graham, who holds a B.A. in economics from St. Louis University. Beth 
has moved up through the ranks as both a product manager and VP of marketing. 
She has implemented an inventory control system that was thought by many to be the finest in 
the kitchen supply industry. The computer-based system kept hourly tabs on inventory in stock 
at Kansas City as well as the ten distribution centers throughout the country. 
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CMA JUNE, 2018 EXAMINATION 
PROFESSIONAL LEVEL-IV 
SUBJECT: 401. FINANCIAL MANAGEMENT 

Q. No. 5(cont’d…) 

Management of Accounts Receivable 

Beth felt a good deal less confident about the firm’s ability to control and manage the level of 
accounts receivable. Historically, the firm shipped out its goods with a 30-day pay period allowed, 
with no cash discount offered. An analysis of current accounts receivable indicated the pattern of 
receivables shown in Table 1. 

In looking over the numbers, Beth felt the customers, on average, were taking over 30 days to 
pay. The receivables were based on average daily credit sales of $54,274 throughout the year. 

Beth called in Al Becker, the chief financial officer, and asked him what he thought the problem 
was. He said that because no cash discount was being offered for early payment, customers were 
sometimes lax in their payment pattern. 

A Potential Cash Discount: Beth told Al to consider the impact of a cash discount on the accounts 
receivable balance of the firm as well as its profitability. 

Following Beth’s instructions, Al evaluated the effect of the three alternative cash discount policies 
shown in Table 2. He ran some pilot studies among customers and determined the results below. 

Ten percent of the customers would take advantage of the 1 percent discount by paying within 

10 days. If the two percent discount were offered, 25 percent would take it, and if the 3 percent 

discount were offered, 60 percent of the customers would take advantage of it. In each case, it 

was assumed that those who do not take the discount would pay at the end of 30 days. 

Table 1.  Accounts Receivables Outstanding, December 2015 

Days Outstanding Amount 

0 – 10 days     20,000 

10 – 20 days   150,000 

20 – 30 days   400,000 

30 – 40 days   650,000 

40 – 50 days   430,000 

50 – 60 days   350,000 

 Total A/R 2,000,000 
 

Table 2.  New Terms for Cash Discounts 

Alternative Terms 

1 1/10, net 30 

2 2/10, net 30 

3 3/10, net 30 

He then computed the new average collection period(s) based on the data in the prior 
paragraph. With an assumption of average daily credit sales remaining at $54,274 per day, he 
also computed the anticipated new accounts receivable balance based on the three different 
cash discount policies. 
He was informed by his corporate treasurer that any freed up funds from accounts receivable 
could be used elsewhere in the corporation to earn a return of 18 percent. 
All this information was reported back to Beth, and she suggested that a thorough analysis be 
conducted of all the implications of the cash discount policies. 
Required: 
(i)  Compute the current average collection period based on the data in Table 1. In doing this, multiply 

the midpoint of the days outstanding, by the weight assigned to that category. For example, the 
midpoint of the second category is 15 days and the category represents 7.5 percent of total 
accounts receivable ($150,000/$2,000,000). Its value is 1.125 days (15 days × .075). After this 
process is followed for all six categories, add up the total to get the average collection period. 
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CMA JUNE, 2018 EXAMINATION 
PROFESSIONAL LEVEL-IV 
SUBJECT: 401. FINANCIAL MANAGEMENT 

Q. No. 5(cont’d…) 

(ii)  Compute the new average collection period based on the terms in Table 2 and the results 
of the pilot study. Use the simplifying assumption that under the new policies all 
customers will pay at the end of the 10th day or the end of the 30th day. 

(iii)  Assuming average daily credit sales remain at $54,274 per day, what will be the new 
accounts receivable balance based on the three new cash discount policies? 

(iv)  Compute the cost of the cash discount based on the three policies under consideration. 
Recall that total credit sales were $18 million. 

(v)  Compute the amount of freed up funds based on the three different cash discount 
policies.  

(vi)  Assuming 18 percent return can be earned on the freed up funds, what is the return that 
can be earned under the three cash discount policies? 

(vii) Determine the actual profitability or loss under the three cash discount policies. Which of 
the three policies is the most profitable? 

(viii)  After looking at all the data, Beth decides to only consider Alternatives 1 and 2. She 
decides that the 2/10, net 30 cash discount could increase credit sales by $1 million. The 
1/10, net 30 is assumed to have no impact on sales. Assume a 9 percent before tax profit 
margin on the new sales*. Also assume the 2 percent cash discount must be subtracted. 
Further, assume the new sales will require a new investment in accounts receivable of 
$27,750. These funds could earn 20% if invested elsewhere. (The 20% is return on 
investment, whereas the 9% referred to above is return on sales.) 
Under the new set of facts, is the 2/10, net 30 policy now superior to the 1/10, net 30 
policy? Which policy should the firm choose? 
 You do not have to include taxes for any of the calculations in this case. 

[Marks: (7 x 3)+4 = 25] 
 

= THE END = 

 

 

 


