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Diploma in Financial Management – Module B
Paper DB1 incorporating subject areas: Financial Strategy and Risk Management June 2008 Answers

Section A

1 B The first statement only is correct.

2 B The weighted average cost of capital is:

Capital Weight Cost Weighted cost
Ordinary shares 1/3 12·0 4·0
Loan capital 2/3 6·0 4·0

––––
8·0
––––

3 D Both statements are false. Warrant holders have the option to exercise the warrants at a specified future date and no dividends
are received from warrants.

4 D The conversion value for $100 nominal value of bonds is:
20 x $4·50 = $90

The bonds were issued at $105 and so the conversion premium is:
$(105 – 90) = $15 for 20 shares.

The conversion premium, expressed as a percentage of conversion value, is:
$15/$90 = 17%

5 B The first statement is correct as share price movements follow a random path. The second statement is incorrect.

6 B EOQ = √(2 x 9,600 x 5)/60
= 40 units

Annual costs ignoring discount:
(9,600 x $50) + (40/2 x $60) + (9,600/40 x $5) = $482,400

Annual cost with discount:
(9,600 x $48) + (80/2 x $60) + (9,600/80 x $5) = $463,800

7 C Statements 2 and 3 are correct and statements 1 and 4 are incorrect. Retained earnings will attract a similar cost to equity
share capital. An invoice discounter does not undertake to collect receivables on behalf of the client.

8 B Value per share following scrip issue
$28m/2·5m = $11·20

Value per share following stock split
$11·20/2 = $5·60

Shares held by individual [{1,000 + (0·25 x 1,000)} x 2]
= 2,500

9 A Methods 1 and 2 allow the investing public to participate. Methods 3 and 4 do not.
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10 C Dividend per share = EPS/Dividend cover
= $0·20/2·0
= $0·10

Share price = DPS/Dividend yield
= $0·10/0·04
= $2·50

Price/earnings ratio = Share price/EPS
= $2·50/$0·20
= 12·5 times

11 C 8·0 = X + 0·6(10 – X)
X = 5·0
Y = 5·0 + 1·5(10·0 – 5·0)
Y = 12·5%

12 B The nominations committee must comprise a majority of independent, non-executives. The audit committee should consist
entirely of independent non-executive directors.

13 A As Pechora Co is invoiced in euros, it would not be exposed to currency risk. As the euro strengthened against the US$, Kama
Co would gain from the currency movement.

14 A Both statements are correct. European-style options can only be exercised at the expiry date. The intrinsic value of a call
option is the higher of the current market price minus the exercise price and zero. For an out-of-the-money option the latter
figure will apply.

15 B Kd = 5% x 100/78
= 6·4%

Ke = 12% + [(12% – 6·4%) x 624/1,680]
= 14·1%

16 C Statement 1 is false. Smaller companies should have at least two non-executive directors. Statement 2 is correct.

17 A Total intrinsic value $(1·95 – 1·92) x 45,000 = $1,350
Total time value = $[0·10 – 0·03] x 45,000 = $3,150

18 C Statement 1 is false. The expected cost of equity in a geared company will equal the cost of equity in a similar ungeared
company plus a risk premium. Statement 2 is true.

19 B %
Company borrows at LIBOR + 45b.p. 5·95
Borrowing fixed at 5·70 + 45b.p. 6·15

–––––
Compensation payment to FRA bank 0·20

–––––

20 C Statement 1 is false. The residual theory states that dividends should be paid only when investment opportunities are
exhausted. Statement 2 is true.
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Section B

1 (a) Operating synergies arise from economies of scale or the benefits of greater market power and may include labour cost savings
and cheaper prices negotiated from suppliers. In the case of Jurua Co, the trade payables represent approximately 35% of
the cost of sales. By combining the two companies, these may be paid more quickly, thereby improving the quality of the
supply chain and increasing the opportunity to benefit from discounts for prompt payment. Financial synergies arising from
enlargement may include greater borrowing power as well as possible tax benefits through the ability to offset accumulated
losses in the acquired company against tax liabilities of the buying company.

(b) Net assets (book value method)

(i) Po = Net assets at balance sheet values/No of ordinary shares
= $64·5m/40m
= $1·61

(ii) Po = Net assets at realisable values/No of ordinary shares
= [$m(95·6 + 6·5 + 5·2 + 14·2 + 0·9 + 13·6) – (37·6 + 11·0)]/40m
= $2·19

(iii) Po = Do(1 + g)/(r – g)
Where:
Do = current dividend
g = expected annual growth in dividends
r = required rate of return

= $0·05(1 + 0·04)/(0·08 – 0·04)
= $1·3

(iv) Po = P/E ratio x Earnings per share (EPS)
= 11·5 x $0·25*
= $2·88

*EPS is calculated as follows:
EPS = $10m/40m

= $0·25

(c) The net asset (book value) basis will usually provide a conservative share value. Accounting conventions, such as historic
cost and money measurement, often result in balance sheet figures that are below the current value of the net assets held
and/or the omission of certain valuable resources (e.g. goodwill) from the balance sheet.

The net asset (realisation) method will also usually result in a conservative share value. The value of a company as a going
concern normally exceeds the value of its net assets. This may be due, once again, to the fact that certain resources are
omitted from the valuation process. It may also be due to the fact that the value in use of assets often exceeds their realisable
values.

The dividend growth model depends on the accuracy of the predictions made concerning future dividends. It is, however,
normally very difficult to predict earnings and dividends over time. Where a company pays no dividends, this method cannot
be applied.

The P/E ratio method may provide the most valid measure and may be used as a basis for future negotiation. Its main strength
is that it takes account of the market valuations of similar businesses in the same industry. There is, however, an assumption
that Jurua Co has the same risk and growth characteristics as the industry average, which may not be the case.

(Examiner’s note: Other answers to this part of the question may have been acceptable.)
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2 (a) The operating cash cycle is calculated as follows:

No of days
Average inventory holding period
Average inventories held

=
(180 + 210)/2

90–––––––––––––––––––––– ––––––––––––––
Average daily cost of sales 790/365
Add
Average settlement period for receivables
Average level of receivables

=
(330 + 365)/2

83––––––––––––––––––––––– ––––––––––––––
––––Average daily credit sales 1,520/365
173

Less
Average settlement period for payables
Average level of payables

=
(120 + 75)/2

43––––––––––––––––––––––––– ––––––––––––––
––––Average daily credit purchases 820*/365
130
––––––––

*Credit purchases are calculated as follows:
(790 + 210 – 180) = 820

(b) If the settlement period for payables was maintained at 55 days throughout the year, the reduction in the trade payables at
the year end can be calculated as follows:

$000
Trade payables at year end 75·0
Trade payables at year end, assuming a 55-day credit-period 
taken [820 x (55/365)] 123·6

–––––
Decrease in payments 48·6

–––––

The bank overdraft would be reduced by the same amount. Thus, the bank 
overdraft would be (415·0 – 48·6) = $366,400

––––––––––––––––––––

(c) By delaying payments to trade payables by a further 12 days (i.e. 55 days – 43 days), the company will forgo a 2%
settlement discount. The approximate cost of this policy can be calculated as follows:

[{2/(100 – 2)} x (365/12)] = 62·1%

This is a very high cost to incur for the benefits obtained. In addition to these costs, there is a risk that, by delaying payments,
suppliers may retaliate by giving lower priority for future supplies, providing less prompt delivery and charging interest on
overdue accounts.

(d) The company may be able to reduce the operating cash cycle without any great difficulty by reducing its inventories.
Inventories represent an average of 90 days sales during the year and only a fairly small reduction in the holding period would
be needed to keep within the overdraft limit. For example, a reduction in the inventory holding period by 10 days would
release [(10/90) x {($180 + $210)/2}] = $21,700, which would be enough to keep within the overdraft limit.

(Examiner’s note: Other approaches to answering this part of the question, such as reducing credit periods for customers and
long-term borrowing, would have been acceptable.)

3 (a) Capital investment projects are often closely linked to the strategy and objectives being pursued by a business. These projects
often involve large amounts of resources and may account for a significant proportion of the total resources available to a
business. There is often a considerable opportunity cost involved in making investment outlays and any errors or
misjudgements made can have a major effect on the future performance and financial position of the business.

Once a decision to undertake an investment project is made, it may be irreversible, or at least difficult to reverse without
incurring large losses. Building a custom-designed factory, for example, may prove to have been a mistake and the only
feasible option may be to sell it. The unique features of the factory, however, may make it difficult to sell, unless it is sold
well below its original cost.

(b) Investment decisions can be seen as comprising of the following key stages:

Determining the funds available The funds available may be determined either by the external market or by the management
of the business. In practice, it is usually the latter that will set a limit to the level of investment funds. Feasible investment
opportunities are those that fall within the agreed limit.

Identify profitable investment opportunities Arguably the most important stage in the process is the search for suitable
investment opportunities. This may be done in various ways. It can involve a systematic search of the environment, taking
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into account factors such as changes in technology, consumer tastes and market conditions. It can also involve a search
within the business to identify opportunities for efficiencies. The search for suitable opportunities may involve senior
managers, project teams and individual employees.

Evaluate the investment opportunities Each opportunity identified should be the subject of formal screening. For larger
projects, a business case may have to be prepared which sets out various aspects of the investment such as its relation to
the objectives of the business, the market opportunities to be exploited, the degree of risk, the technical feasibility, the
resources required to support the investment and so on. Information concerning the time scale of the investment, the key
investment stages and the costs of not pursuing the investment should also be considered. The key estimates and
assumptions underpinning the business case should be clearly identified and evaluated.

The investment opportunity must be subject to financial evaluation. Where the objective of the business is to maximise
shareholder wealth, the NPV method of appraisal is most suitable. The risks of the investment should also be taken into
account through techniques such as sensitivity analysis, scenario analysis and so on.

The investment may have promoters within the business and their ability to see the investment through to a successful
conclusion must also be evaluated.

Authorisation of the investment The level of authorisation required will normally vary according to the scale of the investment.
Large investments are likely to require the authorisation of senior management. Where the funds available are insufficient to
cover all of the opportunities proposed, some ranking of proposals will have to be carried out. Not all the investment
opportunities identified are likely to be authorised. Some may be postponed to await further developments, or further
information, and some may be rejected. Where an investment opportunity is rejected, the likely effect on the business and
staff morale must be considered.

Monitoring the investment Once a decision is made to go ahead, the investment must be carefully monitored. For large
investments, regular progress reports should be produced which track variances between actual and forecast figures. Where
necessary, revisions may have to be made to forecast outcomes, completion dates or other critical variables. At the end of the
investment, a post-completion audit may be carried out. This should try to identify where things did not go according to plan
and what lessons may be learned for the future. The audit should also help to ensure that future investment proposals are
not overly optimistic. Managers involved in the preparation of investment project proposals will know that their estimates and
forecasts will be scrutinised at the end of the project.

(Examiner’s note: Other answers to this part of the question may have been acceptable.)

Section C

4 (a) Expected net cash flows

Estimated net Probability of $m
cash flows occurrence

$m
Year 2 4·5 0·2 0·9

5·0 0·4 2·0
6·0 0·4 2·4

––––
5·3

––––
Year 3 5·0 0·3 1·5

6·5 0·4 2·6
8·0 0·3 2·4

––––
6·5

––––
Year 4 5·0 0·2 1·0

7·0 0·6 4·2
9·0 0·2 1·8

––––
7·0

––––
Year 5 2·0 0·5 1·0

2·5 0·4 1·0
3·0 0·1 0·3

––––
2·3

––––
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