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B.Com - Odd Sem : End Semester Exam 
Academic Year:2020-2021 

18ACCAF9 - FINANCIAL MANAGEMENT 
Set No: 1

Time: Max.Marks: 100

S.NO Answer All Questions Choice Options Marks CO CO
BTL

COI
BTL

1.

Summary financial information for ABC Co is given below,
covering the last two years. 20X8 20X7 STATEMENT OF
PROFIT OR LOSS (EXTRACT) $’000 $’000 Revenue 74,521
68,000 Cost of sales 28,256 25,772 Salaries and wages 20,027
19,562 Other costs 11,489 9,160 Profit before interest and tax
14,749 13,506 Interest 1,553 1,863 Tax 4,347 3,726 Profit after
interest and tax 8,849 7,917 Dividends payable 4,800 3,100
20X8 20X7 STATEMENT OF FINANCIAL POSITION
(EXTRACT) $’000 $’000 Shareholders’ funds 39,900 35,087
Long term debt 14,000 17,500 53,900 52,587 Other
information Number of shares in issue (‘000) 14,000 14,000
P/E ratio (average for year) ABC Co 14.0 13.0 Industry 15.2
15.0 Shareholders’ investment EPS $0.63 $0.57 Share price
$8.82 $7.41 Dividend per share $0.34 $0.22 a. What is the net
profit margin And shareholder return for 2008 and What is the
percentage increase in return on capital (ROCE) for ABC Co
between 20X7 and 20X8? b. What is the percentage increase in
return on capital (ROCE) for ABC Co between 20X7 and
20X8?

choice
Q-2 10Marks CO1 2 2

2.

The annual demand for an item of inventory is 125 units. The
item costs $200 a unit to purchase, the holding cost for one unit
for one year is 15% of the unit cost and ordering costs are $300
an order. The supplier offers a 3% discount for orders of 60
units or more, and a discount of 5% for orders of 90 units or
more. What is the cost-minimising order size?

10Marks CO1 2 2

3.

APX Co achieved a revenue of $16 million in the year that has
just ended and expects revenue growth of 8.4% in thenext
year.The financial statements of APX Co for the year that has
just ended contain the following statement of
financialposition:$m $m Non-current assets 22.0 Current assets
Inventory 2.4 Trade receivables 2.2 4.6 Total assets 26.6
Equity finance: $m $m Ordinary shares 5.0 Reserves 7.5 12.5
Long-term bank loan 10.0 22.5 Current liabilities Trade
payables 1.9 Overdraft 2.2 4.1 Total equity and liabilities 26.6
The long-term bank loan has a fixed annual interest rate of 8%
per year. APX Co pays taxation at an annual rate of30% per
year. The long-term bank loan has a fixed annual interest rate
of 8% per year. APX Co pays taxation at an annual rate of30%
per year. The following accounting ratios have been forecast
for the next year: Gross profit margin : 30% Operating profit
margin : 20% Dividend payout ratio : 50% Inventory turnover
period : 110 days Trade receivables period : 65 days Trade
payables period : 75 days Overdraft interest in the next year is
forecast to be $140,000. No change is expected in the level of
non-currentassets and depreciation should be ignored.
Required (a) Prepare the following forecast financial
statements for APX Co using the information provided:

choice
Q-4 15Marks CO1 2 2

4. The current assets and liabilities of CSZ Co at the end of 15Marks CO1 2 2
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March 20X4 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
20X4, CSZ Co had sales of $40 million, all on credit, while
cost of sales was $26 million. For the year to end of March
20X5, 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 20X5: 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 20X4 and discuss whether a working capital cycle
should be positive or negative. (b) Analyse and compare the
current asset and current liability positions for March 20X4
and March 20X5, and discuss how the working capital
financing policy of CSZ Co would have changed.

5.

Elsie is considering the manufacture of a new product which
would involve the use of both a new machine (costing
$150,000) and an existing machine, which cost $80,000 two
years ago and has a current net book value of $60,000. There is
sufficient capacity on this machine, which has so far been
underutilised. Annual sales of the product would be 5,000
units, selling at $32 per unit. Unit costs would be as follows. $
Direct labour (4 hours at $2 per hour) 8 Direct materials 7
Fixed costs including depreciation 9 24 The project would
have a five-year life, after which the new machine would have
a net residual value of $10,000. Because direct labour is
continually in short supply, labour resources would have to be
diverted from other work which currently earns a contribution
of $1.50 per direct labour hour. The fixed overhead absorption
rate would be $2.25 per hour ($9 per unit) but actual
expenditure on fixed overhead would not alter.Working capital
requirements would be $10,000 in the first year, rising to
$15,000 in the second year and remaining at this level until the
end of the project, when it will all be recovered. The
company's cost of capital is 20%. Ignore taxation.You are
required to identify the relevant cash flows for the decision as
to whether or not the project is worthwhile.

choice
Q-6 10Marks CO2 2 2

6.

A company is considering a project involving the outlay of
$300,000 which it estimates will generate cash flows over its
two-year life at the probabilities shown in the following table.
Cash flows for project Year 1 Cash flow Probability $ 100,000
0.25 200,000 0.50 300,000 0.25 1.00 Year 2 If cash flow in
Year 1 is: there is a probability of: that the cash flow in Year 2
will be: $ $ 100,000 0.25 Nil 0.50 100,000 0.25 200,000 1.00
200,000 0.25 100,000 0.50 200,000 0.25 300,000 1.00 300,000
0.25 200,000 0.50 300,000 0.25 350,000 1.00 The company's
cost of capital for this type of project is 10% DCF. You are
required to calculate the expected value (EV) of the project's
NPV and the probability that the NPV will be negative.

10Marks CO2 2 2

7. Project E 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. The project has a life of four years. Information
relating to the future cash flows of this project are 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)

choice
Q-8

15Marks CO2 2 2
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260 280 295 320 Fixed costs ($'000) 750 750 750 750 These
forecasts are before taking into 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. The initial investment for Project E
is $5,000,000. Required (a) Calculate the nominal after-tax net
present value of Project E and comment on the financial
acceptability of this project.

8.

Warden Co plans to buy a new machine. The cost of the
machine, payable immediately, is $800,000 and the machine
has an expected life of five years. Additional investment in
working capital of $90,000 will be required at the start of the
first year of operation. At the end of five years, the machine
will be sold for scrap, with the scrap value expected to be 5%
of the initial purchase cost of the machine. The machine will
not be replaced. Production and sales from the new machine
are expected to be 100,000 units per year. Each unit can be sold
for $16 per unit and will incur variable costs of $11 per unit.
Incremental fixed costs arising from the operation of the
machine will be $160,000 per year. Warden Co has an after-tax
cost of capital of 11% which it uses as a discount rate in
investment appraisal. The company pays profit tax one year in
arrears at an annual rate of 30% per year. Tax allowable
depreciation and inflation should be ignored. Required (a)
Calculate the net present value of investing in the new machine
and advise whether the investment is financially acceptable. (b)
Calculate the internal rate of return of investing in the new
machine and advise whether the investment is financially
acceptable.

15Marks CO2 2 2

9.

Timothy Co is planning to invest in new machinery costing
$10 million. The revenues and costs arising from the
investment are as follows. $'000 Sales 2,500 Variable cost of
sales 1,100 Other variable operating expenses 200 Other fixed
operating expenses including tax-allowable depreciation 120
The purchase of the machinery will be financed solely by an
issue of 7% bonds, repayable in 20X9. Timothy's budgeted
statement of profit or loss for the year ended, and statement of
financial position at,31 December 20X4 before taking into
account the effects of the new investment are set out below.
STATEMENT OF PROFIT OR LOSS 20X4 $'000 Sales
16,000 Cost of sales (100% variable) 9,600 Gross profit 6,400
Other operating expenses (50% variable) 2,800 Profit before
interest and tax 3,600 Interest 800 Profit before tax 2,800 Tax
(30%) 840 Profit after tax 1,960 Dividends (Dividend cover is
constant 2:1) 980 Retained earnings 980 STATEMENT OF
FINANCIAL POSITION $'000 $'000 Non-current assets
25,000 Current assets 10,000 Total assets 35,000 Equity share
capital and reserves 24,000 10% bonds 20X8 8,000 Current
liabilities 3,000 Total liabilities 11,000 Total equity and
liabilities 35,000 Required Demonstrate the effects of the new
investment on: (a) Operational gearing (b) Financial gearing

choice
Q-10 10Marks CO3 2 2

10. Panda is all-equity financed. It wishes to invest in a project
with an estimated beta of 1.5. The project has significantly

10Marks CO3 2 2
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different business risk characteristics from Panda's current
operations. The project requires an outlay of $10,000 and will
generate expected returns of $12,000. The market rate of return
is 12% and the risk-free rate of return is 6%. Required
(a)Estimate the minimum return that Panda will require from
the project and assess whether the project is worthwhile, based
on the figures you are given. (b) Limitations of using CAPM in
investment decisions

11.

Bar Co is a stock exchange listed company that is concerned
by its current level of debt finance. It plans to make a rights
issue and to use the funds raised to pay off some of its debt.
The rights issue will be at a 20% discount to its current ex-
dividend share price of $7.50 per share and Bar Co plans to
raise $90 million. Bar Co believes that paying off some of its
debt will not affect its price/earnings ratio, which is expected
to remain constant. Statement of profit or loss information $m
Revenue 472 Cost of sales 423 Profit before interest and tax 49
Interest 10 Profit before tax 39 Tax 12 Profit after tax 27
Statement of financial position information $m Equity
Ordinary shares ($1 nominal) 60 Retained earnings 80 140
Long-term liabilities 8% bonds ($100 nominal) 125 265 The
8% bonds are currently trading at $112.50 per $100 bond and
bondholders have agreed that they will allow Bar Co to buy
back the bonds at this market value. Bar Co pays tax at a rate
of 30% per year. Required (a) Calculate and discuss whether
using the cash raised by the rights issue to buy back bonds is
likely to be financially acceptable to the shareholders of Bar
Co, commenting in your answer on the belief that the current
price/earnings ratio will remain constant. (b) Discuss the
dangers to a company of a high level of gearing, including in
your answer an explanation of the following terms: (i)
Business risk; (ii) Financial risk.

choice
Q-12 15Marks CO3 2 2

12.

The statement of financial position of BKB Co provides the
following information: $m $mEquity finance Ordinary shares
($1 nominal value) 25 Reserves 15 40 Non-current liabilities
7% Convertible bonds ($100 nominal value) 20 5% Preference
shares ($1 nominal value) 10 30 Current liabilities Trade
payables 10 Overdraft 15 25 Total liabilities 95 BKB Co has an
equity beta of 1.2 and the ex-dividend market value of the
company's equity is $125 million. The exinterest market value
of the convertible bonds is $21 million and the ex-dividend
market value of the preference shares is $6.25 million. The
convertible bonds of BKB Co have a conversion ratio of 19
ordinary shares per bond. The conversion date and redemption
date are both on the same date in five years' time. The current
ordinary share price of BKB Co is expected to increase by 4%
per year for the foreseeable future. The overdraft has a variable
interest rate which is currently 6% per year and BKB Co
expects this to increase in the near future. The overdraft has not
changed in size over the last financial year, although one year
ago the overdraft interest rate was 4% per year. The company's
bank will not allow the overdraft to increase from its current
level. The equity risk premium is 5% per year and the risk-free
rate of return is 4% per year. BKB Co pays profit tax at an
annual rate of 30% per year.

15Marks CO3 2 2

13. Ruffin Company is considering the acquisition of 100% of
Tread, a private company.It is expected that if the takeover bid
is successful, it will be necessary to invest $6 million
immediately in capital equipment which will qualify for capital
allowances at an annual rate of 25% by the straight-line
method. This equipment will have no expected residual value.It

choice
Q-14

10Marks CO4 2 2
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is expected that annual cash profits of the acquired company
would be $1 million in the first year, rising to $2 million in the
second year, $3 million in the third year and $4 million in the
fourth and subsequent years.Taxation is 30% and is payable in
the same year as the profits to which they relate.The cost of
capital for evaluating the acquisition is 14%. Required What is
the maximum price that Ruffin Company should offer to
acquire the whole of Tread?

14.

A UK company expects to receive $600,000 in six months’
time from a customer. It intends to convert these dollars into
sterling.The current spot rate for the dollar against sterling
(GBP/USD) is 1.8800. The sixmonth interest rates are 5% per
year for sterling and 3.5% per year for the US dollar. Required
(a) Show how the company can create a money market hedge
for its exposure to a fall in the value of the dollar . (b) Estimate
what the exchange rate should be for a six-month forward
contract,GBP/USD.

10Marks CO4 2 2

15.

(a) Entity A has an AA credit rating and Entity B has a BBB-
credit rating. Both companies want to raise the same amount of
long-term debt capital. Entity A wants to borrow at a floating
rate of interest and Entity B wants to borrow at a fixed rate.
They are able to borrow at the following rates: Fixed rate
Floating Entity A 6.35% LIBOR + 0.75% Entity B 7.25%
LIBOR + 1.25% A bank has identified an opportunity to
arrange interest rate swaps with the companies. It would expect
to receive a profit margin on the arrangement of 0.10% of the
notional principal amount in the swap. The remaining benefits
of the credit arbitrage should be shared equally between the
two entities. Required Explain how the interest rate swaps
might be arranged, and show the effective interest rate that will
be paid by each entity as a result of the swap. (b) What is
currency swaps and benefits of Currency Swaps

choice
Q-16 15Marks CO4 2 2

16.

PZK Co, whose home currency is the dollar, trades regularly
with customers in a number of different countries. The
company expects to receive €1,200,000 in six months’ time
from a foreign customer. Current exchange rates in the home
country of PZK Co are as follows: Spot exchange rate:
4•1780–4•2080 euros per $ Six-month forward exchange rate:
4•2302–4•2606 euros per $ Twelve-month forward exchange
rate: 4•2825–4•3132 euros per $ (a) Required: (i) Calculate the
loss or gain compared to its current dollar value which PZK Co
will incur by taking out a forward exchange contract on the
future euro receipt, and explain why taking out a forward
exchange contract may be preferred by PZK Co to not hedging
the future euro receipt. (4 marks) (ii) If the interest rate in the
home country of PZK Co is 4% per year, calculate the annual
interest rate in the foreign customer’s country implied by the
spot exchange rate and the twelve-month forward exchange
rate. (b) Discuss whether PZK Co should avoid exchange rate
risk by invoicing foreign customers in dollars

15Marks CO4 2 2
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