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ALL FOUR questions are compulsory and MUST be attempted

1 The Board of OAP Co has decided to limit investment funds to $10 million for the next year and is preparing its capital
budget. The company is considering five projects, as follows:

Initial investment Net present value
Project A $2,500,000 $1,000,000
Project B $2,200,000 $1,550,000
Project C $2,600,000 $1,350,000
Project D $1,900,000 $1,500,000
Project E $5,000,000 To be calculated

All five projects have a project life of four years. Projects A, B, C and D are divisible, and Projects B and D are mutually
exclusive. All net present values are in nominal, after-tax terms.

Project E
This is a strategically important project which the Board of OAP Co have decided must be undertaken in order for the
company to remain competitive, regardless of its financial acceptability. Information relating to the future cash flows
of this project is as follows:

Year 1 2 3 4
Sales volume (units) 12,000 13,000 10,000 10,000
Selling price ($/unit) 450 475 500 570
Variable cost ($/unit) 260 280 295 320
Fixed costs ($000) 750 750 750 750

These forecasts are before taking account of selling price inflation of 5·0% per year, variable cost inflation of 6·0%
per year and fixed cost inflation of 3·5% per year. The fixed costs are incremental fixed costs which are associated
with Project E. At the end of four years, machinery from the project will be sold for scrap with a value of $400,000.
Tax allowable depreciation on the initial investment cost of Project E is available on a 25% reducing balance basis
and OAP Co pays corporation tax of 28% per year, one year in arrears. A balancing charge or allowance is available
at the end of the fourth year of operation.

OAP Co has a nominal after-tax cost of capital of 13% per year.

Required:

(a) Calculate the nominal after-tax net present value of Project E and comment on the financial acceptability of
this project. (14 marks)

(b) Calculate the maximum net present value which can be obtained from investing the fund of $10 million,
assuming here that the nominal after-tax NPV of Project E is zero. (5 marks)

(c) Discuss the reasons why the Board of OAP Co may have decided to limit investment funds for the next year.
(6 marks)

(25 marks)
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2 The current assets and current liabilities of CSZ Co at the end of March 2014 are as follows:

$000 $000
Inventory 5,700
Trade receivables 6,575 12,275

––––––
Trade payables 2,137
Overdraft 4,682 6,819

–––––– –––––––
Net current assets 5,456

–––––––

For the year to end of March 2014, CSZ Co had domestic and foreign sales of $40 million, all on credit, while cost
of sales was $26 million. Trade payables related to both domestic and foreign suppliers.

For the year to end of March 2015, CSZ Co has forecast that credit sales will remain at $40 million while cost of
sales will fall to 60% of sales. The company expects current assets to consist of inventory and trade receivables, and
current liabilities to consist of trade payables and the company’s overdraft.

CSZ Co also plans to achieve the following target working capital ratio values for the year to the end of March 2015:

Inventory days: 60 days
Trade receivables days: 75 days
Trade payables days: 55 days
Current ratio: 1·4 times

Required:

(a) Calculate the working capital cycle (cash collection cycle) of CSZ Co at the end of March 2014 and discuss
whether a working capital cycle should be positive or negative. (6 marks)

(b) Calculate the target quick ratio (acid test ratio) and the target ratio of sales to net working capital of CSZ Co
at the end of March 2015. (5 marks)

(c) Analyse and compare the current asset and current liability positions for March 2014 and March 2015, and
discuss how the working capital financing policy of CSZ Co would have changed. (8 marks)

(d) Briefly discuss THREE internal methods which could be used by CSZ Co to manage foreign currency
transaction risk arising from its continuing business activities. (6 marks)

(25 marks)
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3 The equity beta of Fence Co is 0·9 and the company has issued 10 million ordinary shares. The market value of each
ordinary share is $7·50. The company is also financed by 7% bonds with a nominal value of $100 per bond, which
will be redeemed in seven years’ time at nominal value. The bonds have a total nominal value of $14 million. Interest
on the bonds has just been paid and the current market value of each bond is $107·14.

Fence Co plans to invest in a project which is different to its existing business operations and has identified a company
in the same business area as the project, Hex Co. The equity beta of Hex Co is 1·2 and the company has an equity
market value of $54 million. The market value of the debt of Hex Co is $12 million.

The risk-free rate of return is 4% per year and the average return on the stock market is 11% per year. Both companies
pay corporation tax at a rate of 20% per year.

Required:

(a) Calculate the current weighted average cost of capital of Fence Co. (7 marks)

(b) Calculate a cost of equity which could be used in appraising the new project. (4 marks)

(c) Explain the difference between systematic and unsystematic risk in relation to portfolio theory and the capital
asset pricing model. (6 marks)

(d) Discuss the differences between weak form, semi-strong form and strong form capital market efficiency, and
discuss the significance of the efficient market hypothesis (EMH) for the financial manager. (8 marks)

(25 marks)
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4 The following financial information relates to MFZ Co, a listed company:

Year 2014 2013 2012
Profit before interest and tax ($m) 18·3 17·7 17·1
Profit after tax ($m) 12·8 12·4 12·0
Dividends ($m) 5·1 5·1 4·8
Equity market value ($m) 56·4 55·2 54·0

MFZ Co has 12 million ordinary shares in issue and has not issued any new shares in the period under review. The
company is financed entirely by equity, and is considering investing $9·2 million of new finance in order to expand
existing business operations. This new finance could be either long-term debt finance or new equity via a rights issue.
The rights issue price would be at a 20% discount to the current share price. Issue costs of $200,000 would have
to be met from the cash raised, whether the new finance was equity or debt.

The annual report of MFZ Co states that the company has three financial objectives:

Objective 1: To achieve growth in profit before interest and tax of 4% per year
Objective 2: To achieve growth in earnings per share of 3·5% per year
Objective 3: To achieve total shareholder return of 5% per year

MFZ Co has a cost of equity of 12% per year.

Required:

(a) Analyse and discuss the extent to which MFZ Co has achieved each of its stated objectives. (7 marks)

(b) Calculate the total equity market value of MFZ Co for 2014 using the dividend growth model and briefly
discuss why the dividend growth model value may differ from the current equity market value. (5 marks)

(c) Calculate the theoretical ex rights price per share for the proposed rights issue. (5 marks)

(d) Discuss the sources and characteristics of long-term debt finance which may be available to MFZ Co.
(8 marks)

(25 marks)
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