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ALL FOUR questions are compulsory and MUST be attempted

1 BRT Co has developed a new confectionery line that can be sold for $5·00 per box and that is expected to have
continuing popularity for many years. The Finance Director has proposed that investment in the new product should
be evaluated over a four-year time-horizon, even though sales would continue after the fourth year, on the grounds
that cash flows after four years are too uncertain to be included in the evaluation. The variable and fixed costs (both
in current price terms) will depend on sales volume, as follows.

Sales volume (boxes) less than 1 million 1–1·9 million 2–2·9 million 3–3·9 million
Variable cost ($ per box) 2·80 3·00 3·00 3·05
Total fixed costs ($) 1 million 1·8 million 2·8 million 3·8 million

Forecast sales volumes are as follows.

Year 1 2 3 4
Demand (boxes) 0·7 million 1·6 million 2·1 million 3·0 million

The production equipment for the new confectionery line would cost $2 million and an additional initial investment
of $750,000 would be needed for working capital. Capital allowances (tax-allowable depreciation) on a 25%
reducing balance basis could be claimed on the cost of equipment. Profit tax of 30% per year will be payable one
year in arrears. A balancing allowance would be claimed in the fourth year of operation.

The average general level of inflation is expected to be 3% per year and selling price, variable costs, fixed costs and
working capital would all experience inflation of this level. BRT Co uses a nominal after-tax cost of capital of 12% to
appraise new investment projects.

Required:

(a) Assuming that production only lasts for four years, calculate the net present value of investing in the new
product using a nominal terms approach and advise on its financial acceptability (work to the nearest
$1,000). (13 marks)

(b) Comment briefly on the proposal to use a four-year time horizon, and calculate and discuss a value that could
be placed on after-tax cash flows arising after the fourth year of operation, using a perpetuity approach.
Assume, for this part of the question only, that before-tax cash flows and profit tax are constant from year
five onwards, and that capital allowances and working capital can be ignored. (5 marks)

(c) Discuss THREE ways of incorporating risk into the investment appraisal process. (7 marks)

(25 marks)
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2 The finance director of AQR Co has heard that the market value of the company will increase if the weighted average
cost of capital of the company is decreased. The company, which is listed on a stock exchange, has 100 million
shares in issue and the current ex div ordinary share price is $2·50 per share. AQR Co also has in issue bonds with
a book value of $60 million and their current ex interest market price is $104 per $100 bond. The current after-tax
cost of debt of AQR Co is 7% and the tax rate is 30%.

The recent dividends per share of the company are as follows.

Year 2006 2007 2008 2009 2010
Dividend per share (cents) 19·38 20·20 20·41 21·02 21·80

The finance director proposes to decrease the weighted average cost of capital of AQR Co, and hence increase its
market value, by issuing $40 million of bonds at their par value of $100 per bond. These bonds would pay annual
interest of 8% before tax and would be redeemed at a 5% premium to par after 10 years.

Required:

(a) Calculate the market value after-tax weighted average cost of capital of AQR Co in the following
circumstances:

(i) before the new issue of bonds takes place;
(ii) after the new issue of bonds takes place.

Comment on your findings. (12 marks)

(b) Identify and discuss briefly the factors that influence the market value of traded bonds. (5 marks)

(c) Discuss the director’s view that issuing traded bonds will decrease the weighted average cost of capital of
AQR Co and thereby increase the market value of the company. (8 marks)

(25 marks)
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3 The following financial information relates to YNM Co, which has a cost of equity of 12%. Assume that it is now 
31 March 2011 and that the ordinary share price of YNM Co is $4·17 per share. YNM Co has been experiencing
trading difficulties due to a continuing depressed level of economic activity:

Income statement information for recent years ending 31 March

2009 2010 2011
$m $m $m

Profit before interest and tax 29·3 26·6 25·3
Finance charges (interest) 4·8 5·3 5·5

–––– –––– ––––
Profit before tax 24·5 21·3 19·8
Taxation expense 7·3 6·4 5·9

–––– –––– ––––
Profit for the period 17·2 14·9 13·9

–––– –––– ––––

Statement of financial position information as at 31 March 2011

$m $m
Ordinary shares, par value $1 19·0
Retained earnings 88·5

––––
Total equity 107·5
8% bonds, redeemable in two years’ time 50·0

–––––
Total equity and non-current liabilities 157·5

–––––

Note: the statement of financial position takes no account of any dividend to be paid. The ordinary share capital of
YNM Co has not changed during the period under consideration and the 8% bonds were issued in 1998.

Dividend and share price information

2008 2009 2010
Total cash dividend paid ($m) 9·5 9·5
Share price at end of year ($/share) 5·94 5·10 4·59

Average data on companies similar to YNM Co:

Interest coverage ratio 10 times
Long-term debt/equity (book value basis) 40%

Financial objective of YNM Co
YNM Co has a declared objective of maximising shareholder wealth.

Dividend decision
YNM Co is considering two alternative dividend choices for the year ending 31 March 2011:

(1) To pay the same total cash dividend as in 2010
(2) To pay no dividend at all for the year ending 31 March 2011

Financing decision
YNM Co is also considering raising $50 million of new debt finance to support existing business operations.
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Required:

(a) Analyse and discuss the recent financial performance and the current financial position of YNM Co,
commenting on:

(i) achievement of the objective of maximising shareholder wealth;
(ii) the two dividend choices;
(iii) the proposal to raise $50 million of new debt finance. (13 marks)

(b) Discuss the following sources of finance that could be suitable for YNM Co, in its current position, to meet
its need for $50m to support existing business operations:

(i) equity finance;
(ii) sale and leaseback. (6 marks)

(c) Explain the nature of a scrip (share) dividend and discuss the advantages and disadvantages to a company
of using scrip dividends to reward shareholders. (6 marks)

(25 marks)
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4 (a) ZPS Co, whose home currency is the dollar, took out a fixed-interest peso bank loan several years ago when peso
interest rates were relatively cheap compared to dollar interest rates. Economic difficulties have now increased
peso interest rates while dollar interest rates have remained relatively stable. ZPS Co must pay interest of
5,000,000 pesos in six months’ time. The following information is available.

Per $
Spot rate: pesos 12·500 – pesos 12·582
Six-month forward rate: pesos 12·805 – pesos 12·889

Interest rates that can be used by ZPS Co:

Borrow Deposit
Peso interest rates: 10·0% per year 7·5% per year
Dollar interest rates: 4·5% per year 3·5% per year

Required:

(i) Explain briefly the relationships between;

(1) exchange rates and interest rates;
(2) exchange rates and inflation rates. (5 marks)

(ii) Calculate whether a forward market hedge or a money market hedge should be used to hedge the
interest payment of 5 million pesos in six months’ time. Assume that ZPS Co would need to borrow any
cash it uses in hedging exchange rate risk. (6 marks)

(b) ZPS Co places monthly orders with a supplier for 10,000 components that are used in its manufacturing
processes. Annual demand is 120,000 components. The current terms are payment in full within 90 days,
which ZPS Co meets, and the cost per component is $7·50. The cost of ordering is $200 per order, while the
cost of holding components in inventory is $1·00 per component per year.

The supplier has offered either a discount of 0·5% for payment in full within 30 days, or a discount of 3·6% on
orders of 30,000 or more components. If the bulk purchase discount is taken, the cost of holding components
in inventory would increase to $2·20 per component per year due to the need for a larger storage facility.

Assume that there are 365 days in the year and that ZPS Co can borrow short-term at 4·5% per year.

Required:

(i) Discuss the factors that influence the formulation of working capital policy; (7 marks)

(ii) Calculate if ZPS Co will benefit financially by accepting the offer of:

(1) the early settlement discount;
(2) the bulk purchase discount. (7 marks)

(25 marks)
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