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CMA JUNE-2020 EXAMINATION 
STRATEGIC LEVEL 

SUBJECT: FINANCIAL STRATEGY 
 

Model Solution 

Solution of the Q. No. 1 

(a) Cost of money: The interaction of the providers’ supply and the users’ demand determines the 
cost (or price) of money, which is the rate users pay to providers. For debt, we call this price the 
interest rate. For equity, we call it the cost of equity, and it consists of the dividends and capital 
gains stockholders expect. Keep in mind that the “price” of money is a cost from a user’s 
perspective but a return from the provider’s point of view.  

 Fundamental factors that affect the cost of money: The four most fundamental factors affecting 
the cost of money are (1) production opportunities, (2) time preferences for consumption, (3) 
risk, and (4) inflation. 

(b) Free cash flow (FCF) is the amount of cash that is available for distribution to all investors, 
including shareholders and debt-holders. There are five good uses for FCF: i) Pay interest to 
debt-holders, keeping in mind that the net cost to the company is the after-tax interest expense; 
ii) Repay debt-holders; that is, pay off some of the debt; iii) Pay dividends to shareholders; iv) 
Repurchase stock from shareholders; and v) Buy short-term investments or other non-operating 
assets. 

(c) A body of theory called the Efficient Markets Hypothesis (EMH) asserts that (1) stocks are 
always in equilibrium and (2) it is impossible for an investor to “beat the market” and 
consistently earn a higher rate of return than is justified by the stock’s risk. In brief, as per the 
EMH stock prices reflect any new development of the company. Three form of efficiency: weak-
form of efficiency, semi-strong form of efficiency and strong-form of efficiency. 

(d) Four common mistakes that managers should avoid: Never base the cost of debt on the 
coupon rate on a firm’s existing debt; When estimating the market risk premium for the CAPM 
method, never use the historical average return on stocks in conjunction with the current return 
on T-bonds; Never use the current book value capital structure to obtain the weights when 
estimating the WACC; and Always remember that capital components are funds that come from 
investors. 

(e) Given, 

Debt (Wd) = 0.40 

Interest rate of debt (Rd) = 9% 

Tax Rate = 0.32 

Equity (We) = 0.60 

Cost of equity capital (Re) =  

WACC = (Wd) (Rd) (1- T) + (We) (Re) 

» 10% = 0.40 × 9% (1-0.32) + 0.60 (Re) 

» 10% = 2.4480% + 0.60 (Re) 

» Re= 7.55200.60 % 

Therefore Re = 12.5867% 

Cost of equity capital is 12.5867% 

(f) The modified internal rate of return is a financial measure of an investment’s attractiveness. It is 

used in capital budgeting to rank alternatives investment of equal size. While there are several 

problems with IRR, MIRR resolves two of them. Firstly, IRR assumes that interim positive cash 

flows are reinvestment at the same rate of return as that of the project that generated them. 

This is usually an unrealistic scenario & a more likely situation is that the funds will be 

reinvested at a rate closer to the firms cost of capital. The IRR therefore often gives an unduly 

optimistic picture of the project under study. Secondly, more than one IRR can be found for 
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project with alternating positive & negative cash flows which leads to confusion & ambiguity. 

MIRR finds only one value. 

(g) 

 Company A Company B 

Rf (Risk Free Rate) 5 5 

Rm – Rf (Average 
Market Risk Premium) 

6 6 

Beta 1.3 1.2 

Ke = Rf + β(Rm – Rf) (5 +( 1.3 X 6) = 12.8% (5 +( 1.2 X 6) = 12.2% 

(h) 

• Initial Outlay ÷ Annuity Amount    
             100      ÷  59.17 = 1.6901 
From PV of Annuity table for two periods 
IRR is 12% 

•  
i.          Cost of Capital is 10% - Yes, Accept 

ii. Cost of Capital is 12% - Yes, Accept 

iii. Cost of Capital is 14% - No, Reject 
 

Solution of the Q. No. 2 
 
(a) EBIT    Tk.5,000,000 

Interest        1,000,000 

EBT     Tk.4,000,000 

Taxes (40%)        1,600,000 

Net income   Tk.2,400,000 𝑁𝐶𝐹 =  𝑁𝐼 +  𝐷𝐸𝑃 𝑎𝑛𝑑 𝐴𝑀𝑂𝑅𝑇 =  𝑇𝑘. 2,400,000 +  𝑇𝑘. 1,000,000 =  𝑇𝑘. 3,400,000 𝑁𝑂𝑃𝐴𝑇 =  𝐸𝐵𝐼𝑇 ×  (1 –  𝑇)  =  𝑇𝑘. 5,000,000 × (1 −  0.40)  =  𝑇𝑘. 3,000,000 𝑁𝑂𝑊𝐶 =  (𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑎𝑠𝑠𝑒𝑡𝑠 −  𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠)  =  (𝐶𝑎𝑠ℎ +  𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑟𝑒𝑐𝑒𝑖𝑣𝑎𝑏𝑙𝑒 +  𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦) – (𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑝𝑎𝑦𝑎𝑏𝑙𝑒 +  𝐴𝑐𝑐𝑟𝑢𝑎𝑙𝑠)  =  (𝑇𝑘. 14,000,000 –  𝑇𝑘. 4,000,000)  =  𝑇𝑘. 10,000,000 𝑇𝑜𝑡𝑎𝑙 𝑛𝑒𝑡 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑐𝑎𝑝𝑖𝑡𝑎𝑙 =  𝑁𝑂𝑊𝐶 +  𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑙𝑜𝑛𝑔 − 𝑡𝑒𝑟𝑚 𝑎𝑠𝑠𝑒𝑡𝑠 =  𝑇𝑘. 10,000,000 +  𝑇𝑘. 15,000,000)  =  𝑇𝑘. 25,000,000 𝐹𝐶𝐹 =  𝑁𝑂𝑃𝐴𝑇 −  𝑁𝑒𝑡 𝑖𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡 𝑖𝑛 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑐𝑎𝑝𝑖𝑡𝑎𝑙 =  𝑇𝑘. 3,000,000 – (𝑇𝑘. 25,000,000 –  𝑇𝑘. 24,000,000) =  𝑇𝑘. 2,000,000. 
 

(b) Component costs are as follows: 

Debt at rd = 9%: 

  rd (1 – T) = 9% × 0.60 = 5.4% 

Preferred with F = 5%: 

  rps= Preferred dividend / (Pps– F) = Tk.9 / Tk.100 (0.95) = 9.5%   

Common with DCF: 

  rs= D1/P0+ g = Tk.3.922/Tk.60 + 6% = 12:5% 

Common with CAPM: 

  rs= 6% + 1.3(5%)= 12.5% 

WACC =wdrd(1 – T)+wpsrps+wsrs= 0.25×9%(1 –0.4)+0.15×9.5%+0.60×12.5%= 10.275% 
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(c) (i) PV = Equated Annual Installment X PVIFA5%, 4 
        1 – 1.05-4 

PVIFA5%, 4 = =3.5460 
                          0.05   
R = 10m ÷ 3.5460 = £2.82m approx... 
Annual loan payment required: £2.82m 
Break-up of interest and principal payments (£ millions): 

Year Opening Balance of Loan Interest at 5% Principal Repayment 

1 10.000 0.500 2.320 

2 7.680 0.384 2.436 

3 5.244 0.262 2.558 

4 2.686 0.134 2.686 

Total  1.280 10.000 

 
(ii) The before-tax cash flows for the lessor will be as under: 

Month 0 1-48 

Cost of equipment (10.000)  

Lease rental 0.223 0.223 per month 

Total cash flow (9.777) 0.223 per month 

 
The rate of return earned by the lessor is the IRR of these cash flows. 
Try 4.8% (i.e. 0.4% per month): 
 
  1 – 1.004-48 

Monthly PVIFA0.4%, 48  =  =43.5942 
  0.004   
NPV = (0.223 x 43.5942) – 9.777 = 9.7215 – 9.777 = -0.0555m  

This is negative, so try a lower rate, say 4.2% (i.e. 0.35% per month): 

   1 – 1.0035-48 

Monthly PVIFA0.35%, 48 =   =44.1138 
   0.0035   

NPV = (0.223 x 44.1138) – 9.777 = 9.8374 – 9.777 = 0.0604m  
Using interpolation, monthly IRR = [(0.0604 ÷ 0.1159) x 0.05] + 0.35 = approximately 0.376% before 
tax. 

This is the periodic rate of return per month. The effective annual rate  
would be: 1.0037612 – 1 = 4.6%. 

This is lower than the rate of interest on the bank loan. 

(d)(i) Difference between fixed exchange rate and flexible exchange rate 

Fixed Exchange Rate: The exchange rate which the government sets and maintains as the official 
exchange rate, called fixed exchange rate. A set price will be determined against a major world 
currency. In order to maintain the local exchange rate, the central bank buys and sells its own 
currency on the foreign exchange market in return for the currency to which it is pegged. 

Flexible Exchange Rate:A flexible exchange rate is determined by the private market through 
supply and demand. A flexible rate is often termed “self-correcting,” as any differences in supply and 
demand will automatically be corrected in the market. A flexible exchange rate is constantly 
changing. 

(ii) Difference between Leading and Lagging 

Leading is the payment of an obligation before due date. It is attractive for the company. This 
technique is used when there is apprehension that in future foreign currency will be dearer. 
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Lagging is delaying the payment of an obligation past due date. There is possibility to incur loss due 
to increase in exchange rate. 

The purpose of these techniques is for the company to take advantage of expected devaluation or 
revaluation of the appropriate currencies. Lead and lag payments are particularly useful when 
forward contracts are not possible. This technique is used when there is apprehension that in future 
foreign currency will be cheaper. 

(iii) Difference between forward exchange contract and future contract: 

Future Contracts: Futures contracts are exchange-traded and therefore are standardized contracts. 
These contracts have clearing houses that guarantee the transactions, which drastically lowers the 
probability of default to almost never. Futures contracts are marked-to-market daily, which means 
that daily changes are settled day by day until the end of the contract. 

Forward Contracts: Forward contracts are private agreements between two parties and are not as 
rigid in their stated terms and conditions. Because forward contracts are private agreements, there is 
always a chance that a party may default on its side of the agreement, settlement of these contracts 
occurs at the end of the contract. 

(e) (i) A call option gives its owner the right to buy the underlying asset at a predetermined price at a 
future date. 

The striking price (also called the exercise price) is the price stated in the option contract at which the 
call (put) owner can buy (sell) the underlying asset up to the expiration date, the final calendar date 
on which the option can be traded. 

Selling a call option is riskier than buying a call option. This is because the maximum loss for selling 
a call option is unlimited if the underlying stock price keeps soaring. 

The advantage to buying a call option is that it gives the underlying asset its limited risk. For a call 
option the most a purchaser can lose is the initial investment, the option premium. 

So far as the buyer of call is concerned, he is not obliged to buy share if it is available in the market 
at a price below exercise price. 

So it is wrong to say that buying a call option is risky because the holder commits to purchase a 
share at a later date. 

(ii) a. Growth Rate (g) = Retention Ratio (RR) × ROE 
                           = (1 –DP Ratio) × ROE 

                                      = (1 -0.75) × 12% 
                                      = 3% 
 
Share value = Do× (1 + g) /Ke –g 
                    = 1.5 × (1 + 0.03) / 0.10 – 0.03 
                    = Tk. 22.07 
 
PE Ratio = MPS / EPS 
               = 22.07 / 2 
               =11 times 
 
(ii) b) Growth Rate (g) = Retention Ration (RR) × ROE 

                           = 0.40× 12% 
                           = 4.8% 
 

Share value = Do× (1 + g) /Ke –g 

                   = 1.5 × (1 + 0.048) / 0.10 – 0.048 
                   = Tk. 30.23 
 
PE Ratio = MPS / EPS 
               = 30.23 / 2 
               =15 times 
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Solution of the Q. No. 3 

a. Several reasons have been proposed to justify mergers. Among the more prominent are(1) tax 
considerations, (2) risk reduction, (3) control, (4) purchase of assets at below replacement cost, 
(5) synergy, and (6) globalization. Control and synergy are the best fit factors for potential 
merger in the case. Through merger, the company would achieve a greater market share and 
hence an increased control over the market. Moreover, the strength of the acquired firm would 
enhance the strength of acquiring firm and help them achieving the synergy.  

b. In a friendly merger, the managements of both firms approve the merger, whereas in a hostile 
merger, the target firm’s management opposes it. 

c. Taka in million 

 2015 2016 2017 2018 2019 

Net Sales 
COGS (60%) 
Selling/Admin Expense 

Tk.60.00 
36.00 
4.50 

Tk.90.00 
54.00 
6.00 

Tk.112.50 
67.50 
7.50 

Tk.127.50 
76.50 
9.00 

Tk.139.70 
83.80 
11.00 

EBIT Tk.19.50 Tk.30.00 Tk.37.50 Tk.42.00 Tk.44.90 

NOPAT = EBIT (1 – T) 
Less: Net Investment in Operating 
Capital 

Tk.11.70 
0 

Tk.18.00 
7.50 

Tk.22.50 
6.00 

Tk.25.20 
4.50 

Tk.26.94 
5 

Free Cash Flow Tk.11.70 Tk.10.50 Tk.15.50 Tk.20.70 Tk.21.94 

Interest is a tax deductible item, so, to calculate the tax shield on interest expense, it is separately 
shown.  
d. Conceptually WACC is the appropriate discount rate. 

Here, WACC = 0.2 [9(1 – 0.40)] + 0.8[(7+1.3×4) = 0.2×5.4+0.8×12.2 = 10.84% 

e. Estimated value of the L division’s cash flows beyond 2019, 𝐻𝑉𝑜𝑓 𝐿 𝑖𝑛 2019 =  𝐹𝐶𝐹 2020 𝑊𝐴𝐶𝐶−𝑔  = 𝐹𝐶𝐹 2019 ×(1+𝑔) 𝑊𝐴𝐶𝐶−𝑔 = 21.94 ×(1+0.06) 0.1084−0.06 =  23.2564 0.0484 = Tk.480.504 million 

LL’s value to HHRC’s shareholders, Value = [PV of FCF from 2015 to 2019 + PV of HV of L at 
2019] – value of debt 

 

 2015 2016 2017 2018 2019 

Free Cash Flow Tk.11.70 Tk.10.50 Tk.15.50 Tk.20.70 Tk.21.94 

HV of L     Tk.480.504 

Discount Factor @ 10.84% 0.9022 0.8140 0.7344 0.6625 0.5977 

PV of FCF Tk.10.556 Tk.8.547 Tk.11.383 Tk.13.713 Tk.13.114 

PV of HV - - - - Tk.287.197 

Therefore, 𝐿𝐿’𝑆 𝑣𝑎𝑙𝑢𝑒 𝑡𝑜 𝐻𝐻𝑅𝐶’𝑠 𝑠ℎ𝑎𝑟𝑒ℎ𝑜𝑙𝑑𝑒𝑟𝑠 =  𝑇𝑘. (10.556 + 8.547 + 11.383 + 13.713 +13.114 + 287.197)𝑚𝑖𝑙𝑙𝑖𝑜𝑛 − 𝑇𝑘. 55 𝑚𝑖𝑙𝑙𝑖𝑜𝑛 =  𝑇𝑘. 289.51 𝑚𝑖𝑙𝑙𝑖𝑜𝑛 

If another firm were evaluating the LL as a potential candidate, certainly the value would be 
different to their shareholders. Because, the risk preference and the commensurate risk 
premium would be different which would ultimately makes a different discount rate and 
therefore a different value. 

f. If 20 million shares are outstanding, the value of the company @Tk.11 per share = Tk.(11×20) 
million = Tk.220 million. Since the current market value is lower than the valuation made by the 
acquiring firm, HHRC should make an offer for LL. The maximum offer price per share would 
be = Tk.289.51million ÷ 20 million = Tk.14.48 per share.  

g. Investment bankers are involved with mergers in a number of ways: (1) they help arrange 
mergers, (2) they help target companies develop and implement defensive tactics, (3) they help 
value target companies, (4) they help finance mergers, and (5)they invest in the stocks of 
potential merger candidates. 
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Solution of the Q. No. 4 

For a shareholder holding 1000 shares the value of holding = 1000 x £6.50 = £6,500.  

Normal dividend paid by the company = £0.20 x 1600 = £320m  

Additional special dividend = normal dividend = £320m  

(i)      Special dividend:  

    Current market capitalization 1600m shares x £6.50  = 10,400m  

    Special dividend paid out      = 320m  

    New market capitalization      = 10,080m  

    Ex-dividend share price £10,080m  1600m   = £6.30   

    Special dividend paid to shareholder (£320m/1600m) X 1000 = 200  

    New value of the shareholding 1000 x £6.30   = 6,300  

    Total value (unchanged)      = 6,500  

(ii)      Bonus Issue:  

With a 1 for 4 bonus issue, no cash would leave the company, and the market 
capitalization would remain unchanged at £10,400m. Instead of cash, the shareholders 
would receive 1600/4 = 400m new shares, taking the number of shares to 2000m.  

The share price would come down to £10400m  2000m = £5.20  

The shareholder would receive 1000/4 = 250 new shares.  

Value of the shareholder’s holding would be:  

1250 x £5.20 = £6,500 (unchanged) 
 

(iii) Share Buyback  

Repurchase of 3% of the ordinary share capital means buyback of 0.03 x 1600m = 48m shares. This 
would be at a premium of 10% to the market price, i.e. £6.50 x 1.10 = £7.15. The amount that would 
be paid out for the share repurchase would be 48m x £7.15 = £343.2m. There would be 1600m – 
48m = 1552m shares left in the company.  
Current market capitalization 1600m shares x £6.50  = 10,400.00m  
Cash leaving company for share buyback    = 343.20m  
New market capitalization      = 10,056.80m  

Ex-buyback share price £10056.80m  1552m   = £6.48   
Cash received by shareholder (0.03 x 1000) x £7.15  = 214.50  
New value of the shareholding 970 x £6.48    = 6,285.60  
Total value (unchanged)      = 6,500.10 
 
As the Non-Executive Director has suggested, theoretically the shareholder would indeed be 
unaffected, whichever of the three proposals the company chooses. But the actual share price in 
each case would depend on how the market perceives the company’s announcement and actions. 
Depending on the market reaction, the actual share price will vary from the theoretical figures 
calculated above, causing the shareholder’s holding to either gain or lose in value. 
 
3(b) Discussion should bring out these points:  

 If the company has a lack of positive-NPV investment opportunities, it could create shareholder 
value by returning idle cash to the shareholders for investing at higher return elsewhere – both 
the special dividend and the share buyback would achieve this.  

 Compared to a special dividend, a share buyback has the advantage that it avoids the 
possibility of shareholders starting to expect higher dividend payouts in future years as well.  

 Share buyback would also be preferred by investors in a high-income tax bracket, who may 
benefit by receiving returns in the form of capital gains rather than a cash dividend.  

 Since the bonus issue will increase the ordinary share capital from £800m to £1000m, 
maintaining the existing rate of dividend (as a percentage of the ordinary share capital) would 
increase the annual dividend payout from £320m to £400m. Over the next four years the extra 
dividend received by shareholders would be £320m (i.e. the same amount that would be 
returned to shareholders immediately under the special dividend), but with a smaller immediate 
impact on liquidity. The prospect of a long-term increase in dividend payout may have a positive 
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signaling effect which may, as the CFO suggests, have a more favorable impact on the share 
price.  

 If investment opportunities do arise in future, new capital could be raised in the form of debt. 
Gearing seems to be very low at present, and the replacement of equity with debt (within limits) 
could create shareholder value. Returning equity to the shareholders (through either the special 
dividend or the share buyback) would facilitate this sort of capital restructuring.  

 Share buyback would result in a reduction in the number of shares, which may result in a higher 
EPS figure – arguably, this may have a beneficial impact in imperfect markets, where investor 
irrationality may result in share price increase simply in response to an increase in published 
EPS. Rational investors should recognize that the increase in EPS is simply due to the same 
earnings being divided by a smaller number of shares - i.e. it does not represent any real value 
creation. [Similarly, even though a bonus issue would result in a lower EPS, the reduction in 
EPS would not by itself drive down the share price in a rational market]. 

 The argument that buying back shares at a premium to the market price would create better 
value for shareholders is also flawed – just as the size of discount in a rights issue does not by 
itself have any impact on shareholder value, the size of premium in a share buyback should 
have no impact either. However, if there is a signaling effect that the company’s management 
considers the share to be underpriced in the market, that may result in upward pressure on the 
share price. 

 

 

 

= THE END = 


