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

18ACCAF9 - FINANCIAL MANAGEMENT 
Set No: 3

Time: Max.Marks: 100

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

COI
BTL

1.

PKA Co is a European company that sells goods solely
within Europe. The recently-appointed financial
manager of PKA Co has been investigating working
capital management objectives and the working capital
management of thecompany, and has gathered the
following information about the inventory policy and
accounts receivable. Inventory management The current
policy is to order 100,000 units when the inventory
level falls to 35,000 units. Forecast demand to meet
production requirements during the next year is 625,000
units. The cost of placing and processing an order is
$250, while the cost of holding a unit in stores is $0.50
per unit per year. Both costs are expected to be constant
during the next year. Orders are received two weeks
after being placed with the supplier. You should assume
a 50-week year and that demand is constant throughout
the year. Accounts receivable management Customers
are allowed 30 days’ credit, but the financial statements
of PKA Co show that the average accounts receivable
period in the last financial year was 75 days. This is in
line with the industry average. The financial manager
also noted that bad debts as a percentage of sales, which
are all on credit, increased in the last financial year
from 5% to 8%. The accounts receivables department is
currently short staffed. a. What is the economic order
quantity? b. What is the current minimum inventory
level at PKA Co?

choice
Q-2 10Marks CO1 2 2

2.

Grabbit Quick Co achieves current annual sales of
$1,800,000. The cost of sales is 80% of this amount, but
bad debts average 1% of total sales, and the annual
profit is as follows. $ Sales 1,800,000 Less cost of sales
1,440,000 360,000 Less bad debts 18,000 Profit
342,000 The current debt collection period is one
month, and the management consider that, if credit
terms were eased (Option A), the effects would be as
follows. Present policy Option A Additional sales (%) –
25% Average collection period 1 month 2 months Bad
debts (% of sales) 1% 3% The company requires a 20%
return on its investments. The costs of sales are 75%
variable and 25% fixed. Assume there would be no
increase in fixed costs from the extra revenue and that
there would be no increase in average inventories or
accounts payable. Which is the preferable policy,
Option A or the present one?

10Marks CO1 2 2
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3. Extracts from the recent financial statements of Bold
Co are given below. $'000 Revenue 21,300 Cost of
sales 16,400 Gross profit 4,900 $'000 $'000 Non-current
assets 3,000 Current assets Inventory 4,500 Trade
receivables 3,500 8,000 Total assets 11,000 Equity
Ordinary shares 1,000 Reserves 1,000 2,000 Non-
current liabilities Bonds 3,000 Current liabilities Trade
payables 3,000 Overdraft 3,000 6,000 Total equity and
liabilities 11,000 A factor has offered to manage the
trade receivables of Bold Co in a servicing and factor-
financing agreement. The factor expects to reduce the
average trade receivables period of Bold Co from its
current level to 35 days; to reduce bad debts from 0.9%
of revenue to 0.6% of revenue; and to save Bold Co
$40,000 per year in administration costs. The factor
would also make an advance to Bold Co of 80% of the
revised book value of trade receivables. The interest
rate on the advance would be 2% higher than the 7%
that Bold Co currently pays on its overdraft. The factor
would charge a fee of 0.75% of revenue on a with-
recourse basis, or a fee of 1.25% of revenue on a
nonrecourse basis. Assume that there are 365 working
days in each year and that all sales and supplies are on
credit.Required

choice
Q-4

15Marks CO1 2 2

4.

The finance director of Widnor Co has been looking to
improve the company’s working capital management.
Widnor Co has revenue from credit sales of
$26,750,000 per year and although its terms of trade
require all credit customers to settle outstanding
invoices within 40 days, on average customers have
been taking longer. Approximately 1% of credit sales
turn into bad debts which are not recovered. Trade
receivables currently stand at $4,458,000 and Widnor
Co has a cost of short-term finance of 5% per year.The
finance director is considering a proposal from a
factoring company, Nokfe Co, which was invited to
tender to manage the sales ledger of Widnor Co on a
with-recourse basis. Nokfe Co believes that it can use
its expertise to reduce average trade receivables days to
35 days, while cutting bad debts by 70% and reducing
administration costs by $50,000 per year. A condition
of the factoring agreement is that the company would
also advance Widnor Co 80% of the value of invoices
raised at an interest rate of 7% per year. Nokfe Co
would charge an annual fee of 0.75% of credit
sales.Assume that there are 360 days in each
year.Required (a) Advise whether the factor’s offer is
financially acceptable to Widnor Co.(b) Discuss how
risks arising from granting credit to foreign customers
can be managed and reduced.

15Marks CO1 2 2

5.

(a) Find the IRR of the project given below and state
whether the project should be accepted if the company
requires a minimum return of 17%. Time $ 0
Investment (4,000) 1 Receipts 1,200 2 " 1,410 3 " 1,875
4 " 1,150 (b) Advantages and disadvantages of IRR

choice
Q-6 10Marks CO2 2 2

6. A company operates a machine which has the following
costs and resale values over its four-year life. Purchase

10Marks CO2 2 2
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cost: $25,000 Year 1 Year 2 Year 3 Year 4 $ $ $ $
Running costs (cash expenses) 7,500 11,000 12,500
15,000 Resale value (end of year) 15,000 10,000 7,500
2,500 The organisation's cost of capital is 10%. You are
required to assess how frequently the asset should be
replaced.

7.

Basril Co is reviewing investment proposals that have
been submitted by divisional managers. The investment
funds of the company are limited to $800,000 in the
current year. Details of three possible investments, none
of which can be delayed, are given below. Project 1 An
investment of $300,000 in work station assessments.
Each assessment would be on an individual employee
basis and would lead to savings in labour costs from
increased efficiency and from reduced absenteeism due
to work-related illness. Savings in labour costs from
these assessments in money terms are expected to be as
follows: Year 1 2 3 4 5 Cash flows ($'000) 85 90 95 100
95 Project 2 An investment of $450,000 in individual
workstations for staff that is expected to reduce
administration costs by $140,800 per annum in money
terms for the next five years. Project 3 An investment of
$400,000 in new ticket machines. Net cash savings of
$120,000 per annum are expected in current price terms
and these are expected to increase by 3.6% per annum
due to inflation during the five-year life of the
machines.Basril Co has a money cost of capital of 12%
and taxation should be ignored. Required (a) Determine
the best way for Basril Co to invest the available funds
and calculate the resultant NPV: • on the assumption
that each of the three projects is divisible; • on the
assumption that none of the projects are divisible.

choice
Q-8 15Marks CO2 2 2

8.
a.What does beta measure, and what do betas of 0.5, 1
and 1.5 mean? b. What factors determine the level of
beta which a company may have?

15Marks CO2 2 2

9.

(a) A company has outstanding $660,000 of 8% bonds
on which the interest is payable annually on 31
December. The debt is due for redemption at par on 1
January 20X6. The market price of the bonds at 28
December 20X2 was $95. Ignoring any question of
personal taxation, what do you estimate to be the
current cost of debt? (b) If the pre-tax cost of debt rises
to 12%, what effect will this have on the market price?

choice
Q-10 10Marks CO3 2 2

10.

A company's debt:equity ratio, by market values, is 2:5.
The corporate debt, which is assumed to be risk free,
yields 11% before tax. The beta value of the company's
equity is currently 1.1. The average returns on stock
market equity are 16%. The company is now proposing
to invest in a project which would involve
diversification into a new industry, and the following
information is available about this industry. (a) Average
beta coefficient of equity capital = 1.59 (b) Average
debt:equity ratio in the industry = 1:2 (by market value)
The rate of corporation tax is 30%. What would be a
suitable cost of capital to apply to the project?

10Marks CO3 2 2

11. $m $m $m Assets Non-current assets 101 Current assets choice 15Marks CO3 2 2
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Inventory 11 Trade receivables 21 Cash 10 42 Total
assets 143 Equity and liabilities Ordinary share capital
50 Preference share capital 25 Retained earnings 19
Total equity 94 Non-current liabilities Long-term
borrowings 20 Current liabilities Trade payables 22
Other payables 7 Total current liabilities 29 Total
liabilities 49 000 Total equity and liabilities 143 NN Co
has a cost of equity of 12%. The ordinary shares of the
company have a nominal value of 50 cents per shareand
an ex div market value of $8.30 per share. The long-
term borrowings of NN Co consist of 7% bonds that are
redeemable in six years’ time at their nominalvalue of
$100 per bond. The current ex interest market price of
the bonds is $103.50. The preference shares of NN Co
have a nominal value of 50 cents per share and pay an
annual dividend of 8%. Theex div market value of the
preference shares is 67 cents per share.NN Co pay
profit tax at an annual rate of 25% per year. Required
(a) Calculate the weighted average after-tax cost of
capital of NN Co.

Q-12

12.

Tinep Co is planning to raise funds for an expansion of
existing business activities and in preparation for this
the company has decided to calculate its weighted
average cost of capital. Tinep Co has the following
capital structure: $m $m Equity Ordinary shares 200
Reserves 650 850 Non-current liabilities Loan notes
200 1,050 The ordinary shares of Tinep Co have a
nominal value of 50 cents per share and are currently
trading on the stock market on an ex dividend basis at
$5.85 per share. Tinep Co has an equity beta of 1.15.
The loan notes have a nominal value of $100 and are
currently trading on the stock market on an ex interest
basis at $103.50 per loan note. The interest on the loan
notes is 6% per year before tax and they will be
redeemed in six years' time at a 6% premium to their
nominal value. The risk-free rate of return is 4% per
year and the equity risk premium is 6% per year. Tinep
Co pays corporation tax at an annual rate of 25% per
year. Required (a) Calculate the market value weighted
average cost of capital and the book value weighted
average cost of capital of Tinep Co, and comment
briefly on any difference between the two values. (b)
Discuss the factors to be considered by Tinep Co in
choosing to raise funds via a rights issue.

15Marks CO3 2 2

13. A company will need to borrow 8 million euros from
the end of May. It is now January. The company is
concerned about the risk of a rise in the euribor rate (the
benchmark interest rate for the euro) and it wishes to
hedge its position with futures. The current spot euribor
rate is 3.50% (for both three months and six months)
and the current June euribor futures price is the same,
96.50. Required: (a) How should the company hedge its
interest rate exposure if it plans to borrow the 8 million
euros for (1) three months or (2) six months? (b)
Suppose that in May when the company borrows the 8
million euros, the three-month and six-month spot
euribor rate is 4.25% and the June futures price is the

choice
Q-14

10Marks CO4 2 2
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same, 95.75 (100 – 4.25). Calculate the effective annual
interest rate that the company has secured with its
futures hedge if it borrows the 8 million euros for (1)
three months or (2) six months.

14.

(a) A UK company expects to pay $750,000 to a
supplier in three months’ time. The following exchange
rates are available for the dollar against sterling
(GBP/USD): Spot 1.8570 – 1.8580 3 months forward
1.8535 – 1.8543 The company is concerned about a
possible increase in the value of the dollar during the
next three months, and would like to hedge its FX risk.
Required Explain how the exposure to currency risk
might be hedged, and the amount that the UK company
will have to pay in sterling in three months’ time to
settle its liability. (b) A German company expects to
receive US$450,000 from a customer in two months’
time. It is concerned about the risk of a fall in the value
of the dollar in the next two months, and would like to
hedge the currency risk using a forward contract. The
following rates are available for the dollar against the
euro (EUR/USD): Spot 1.3015 – 1.3025 2 months
forward 25c – 18c premium Required Calculate the
company’s income in euros from settlement of the
forward contract in two months’ time.

10Marks CO4 2 2

15.

Expo Co is an importer/exporter of textiles and textile
machinery. It is based in the US but trades Extensively
with countries throughout Europe. The company is
about to invoice a European customer for €750,000,
payable in three months' time. Expo's treasurer is
considering two methods of hedging the exchange risk.
These are: Method 1: Borrow Euros now, converting
the loan into dollars and repaying the Euro loan from
the expected receipt in three months' time. Method 2:
Enter into a 3-month forward exchange contract with
the company's bank to sell €750,000. The spot rate of
exchange is €0.7834 = $1. The 3-month forward rate of
exchange is €0.7688 = $1. Annual interest rates for 3
months' borrowing in: Euros is 3% for investing in
dollars, 5%. Required (a) Advise the treasurer on: (i)
Which of the two methods is the most financially
advantageous for Expo, and (ii) The factors to consider
before deciding whether to hedge the risk using the
foreign currency Markets Include relevant calculations
in your advice. (b) Advise the treasurer on other
methods to hedge exchange rate risk.

choice
Q-16 15Marks CO4 2 2

16.

(a) Describe the various forms of market efficiency and
explain whether it is possible for institutions to
outperform the market. (b) A US company buys goods
worth €720,000 from a German company payable in 30
days. The US company wants to hedge against the €
strengthening against the dollar.Current spot is $0.9215
– $0.9221 per €1 and the € futures rate is $0.9245 per
€1.The standard size of a three-month € futures contract
is €125,000.In 30 days' time the spot is $0.9345 –
$0.9351 per €1. Closing futures price will be $0.9367
per €1.Evaluate the hedge

15Marks CO4 2 2
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