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ALL FOUR questions are compulsory and MUST be attempted

1 Darn Co has undertaken market research at a cost of $200,000 in order to forecast the future cash flows of an
investment project with an expected life of four years, as follows:

Year 1 2 3 4
Sales revenue ($000) 1,250 2,570 6,890 4,530
Costs ($000) 500 1,000 2,500 1,750

These forecast cash flows are before taking account of general inflation of 4·7% per year. The capital cost of the
investment project, payable at the start of the first year, will be $2,000,000. The investment project will have zero
scrap value at the end of the fourth year. The level of working capital investment at the start of each year is expected
to be 10% of the sales revenue in that year. 

Capital allowances would be available on the capital cost of the investment project on a 25% reducing balance basis.
Darn Co pays tax on profits at an annual rate of 30% per year, with tax being paid one year in arrears. Darn Co has
a nominal (money terms) after-tax cost of capital of 12% per year.

Required:

(a) Calculate the net present value of the investment project in nominal terms and comment on its financial
acceptability. (12 marks)

(b) Calculate the net present value of the investment project in real terms and comment on its financial
acceptability. (7 marks)

(c) Explain ways in which the directors of Darn Co can be encouraged to achieve the objective of maximisation
of shareholder wealth. (6 marks)

(25 marks)
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2 Card Co has in issue 8 million shares with an ex dividend market value of $7·16 per share. A dividend of 62 cents
per share for 2013 has just been paid. The pattern of recent dividends is as follows:

Year 2010 2011 2012 2013
Dividends per share (cents) 55·1 57·9 59·1 62·0

Card Co also has in issue 8·5% bonds redeemable in five years’ time with a total nominal value of $5 million. The
market value of each $100 bond is $103·42. Redemption will be at nominal value.

Card Co is planning to invest a significant amount of money into a joint venture in a new business area. It has
identified a proxy company with a similar business risk to the joint venture. The proxy company has an equity beta
of 1·038 and is financed 75% by equity and 25% by debt, on a market value basis.

The current risk-free rate of return is 4% and the average equity risk premium is 5%. Card Co pays profit tax at a rate
of 30% per year and has an equity beta of 1·6.

Required:

(a) Calculate the cost of equity of Card Co using the dividend growth model. (3 marks)

(b) Discuss whether the dividend growth model or the capital asset pricing model should be used to calculate
the cost of equity. (5 marks)

(c) Calculate the weighted average after-tax cost of capital of Card Co using a cost of equity of 12%.
(5 marks)

(d) Calculate a project-specific cost of equity for Card Co for the planned joint venture. (4 marks)

(e) Discuss whether changing the capital structure of a company can lead to a reduction in its cost of capital
and hence to an increase in the value of the company. (8 marks)

(25 marks)
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3 Plot Co sells both Product P and Product Q, with sales of both products occurring evenly throughout the year.

Product P
The annual demand for Product P is 300,000 units and an order for new inventory is placed each month. Each order
costs $267 to place. The cost of holding Product P in inventory is 10 cents per unit per year. Buffer inventory equal
to 40% of one month’s sales is maintained.

Product Q
The annual demand for Product Q is 456,000 units per year and Plot Co buys in this product at $1 per unit on 
60 days credit. The supplier has offered an early settlement discount of 1% for settlement of invoices within 30 days.

Other information
Plot Co finances working capital with short-term finance costing 5% per year. Assume that there are 365 days in each
year.

Required:

(a) Calculate the following values for Product P:

(i) The total cost of the current ordering policy; (3 marks)

(ii) The total cost of an ordering policy using the economic order quantity; (3 marks)

(iii) The net cost or saving of introducing an ordering policy using the economic order quantity. (1 mark)

(b) Calculate the net value in dollars to Plot Co of accepting the early settlement discount for Product Q.
(5 marks)

(c) Discuss how invoice discounting and factoring can aid the management of trade receivables. (6 marks)

(d) Identify the objectives of working capital management and discuss the central role of working capital
management in financial management. (7 marks)

(25 marks)

4

Page 284



4 Spot Co is considering how to finance the acquisition of a machine costing $750,000 with an operating life of five
years. There are two financing options.

Option 1
The machine could be leased for an annual lease payment of $155,000 per year, payable at the start of each year.

Option 2
The machine could be bought for $750,000 using a bank loan charging interest at an annual rate of 7% per year.
At the end of five years, the machine would have a scrap value of 10% of the purchase price. If the machine is bought,
maintenance costs of $20,000 per year would be incurred.

Taxation must be ignored.

Required:

(a) Evaluate whether Spot Co should use leasing or borrowing as a source of finance, explaining the evaluation
method which you use. (10 marks)

(b) Discuss the attractions of leasing as a source of both short-term and long-term finance. (5 marks)

(c) In Islamic finance, explain briefly the concept of riba (interest) and how returns are made by Islamic financial
instruments. (5 marks)

(d) Discuss briefly the reasons why interest rates may differ between loans of different maturity. (5 marks)

(25 marks)
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