UNIVERSITI SAINS MALAYSIA

Second Semester Final Examination
Academic Session 1995/96

April 1996
AGWS518 - FINANCIAL MANAGEMENT

Time : [3 hours]

INSTRUCTION

Please make sure that this examination paper consists of TEN (10) pr'ihted pages before you
begin.

There are SIX (6) questions here. Answer FIVE (5) questions only.
Question ONE (1) is compulsory. In addition answer any FOUR (4) questions.
1. The 1995 balance sheet and income statement for the Damansura Company are shown

below.

Damansura Company: . ' '
Balance Sheet as of December 31, 1995 (Thousand RM)

Cash , RM 80 Accounts payable = RM 160

Accounts receivable 240 Accruals 40
Inventories © 720 Notes payable 252
Total current assets RM 1040 "Total current liab " RM = 452
Fixed assets 3200 Long term debt 1244
R S T Tétaldebt 0 1696
Common stock 1605

_ Retained earning$ 939

Total assets RM 4240 Total liab & equity RM 4240
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Damansura Company: Income statement for December 31, 1995 (Thousand RM)

Sales RM 8000

Operating cost 7450
EBIT RM 550
Interest 150
EBIT RM 400
Taxes (40%) _160
Net Income : RM 240

Per Share Data

Common stock price RM 16.96
Earnings per share (EPS) RM 1.60
Dividends per share (DPS) . RM  1.04 oy
a. The firm operated at full capacity in 1995. It expects sales to increase by 20

percent during 1996-and expects 1996 dividends per share to increase to
RM1.10. Use the constant ratio method to determine how much outside
financing is required, developing the firm’s pro forma balance sheet and
income statement and use AFN as the balancing item.

b. If the firm must maintain a current ratio of 2.3 and a debt ratio of 40 percent,
how much financing, after the first pass; will be obtained using notes payable,
long-term debt and common stock? .

c. Make the second-pass financial statements incorporating financial feedbacks,
using the ratios in Part b. Assume that the interest rate on debt averages 10
percent.

[20 marks]
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Susan Wong, the owner of Susan’s Fashion Designs, is planning to request a
line of credit from her bank. She has estimated the following sales forecasts
for the firm for parts of 1994 and 1995:

May 1994 RM180,000
June ' -180,000
July 360,000
August 540,000
September 720,000
October 360,000
November - 360,000
December 90,000

January 1995 180,000

Collection estimates obtained from the credit and collection department are as
follows:- o : :

Collections within the month of sale 10%
Collections the month following the sale 75%
Collections the second month following the sale 15%

Payments for labour and raw materials are typically made during the month
following the one in which these costs have been incurred. Total labour and
raw materials costs are estimated for each month as follows:

May 1994 RM 90,000
June 90,000 -
July 126,000
August : 882,000
September - 306,000
October 234,000
November 162,000
December 90,000

.4/
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General and administrative salaries will amount to approximately RM27,000 a month;
lease payments under long-term lease contracts will be RM9,000 a month;
depreciation charges will be RM36,000 a month; miscellaneous expenses will be
RM2,700 a month; income tax payments of RM63,000 will be due in both September
and December; and a progress payment of RM 180,000 on a new design studio must
be paid in October. Cash on hand on July 1 will amount to RM132,000, and a
minimum cash balance of RM90,000 will be maintained throughout the cash budget
period.

a. Prepare a monthly cash budget for the last six months of 1994,

b. Prepare an estimate of the required financing for each month during the
period.

c. Susan produces on a seasonal basis, just ahead of sales. Without making any

calculations, discuss how the company’s current ratio and debt ratio would
vary during the year assuming all financial requirements were met by short-
term bank loans. Could changes in these ratios affect the firm’s ability to
obtain bank credit?

[20 marks]

a. Define each of the following terms:

i Aging schedule; days sales outstanding

ii) Credit policy; credit period; credit standard; collection policy
iii)  Working capital

iv)  Economic Order Quantity

b. What are the four elements in a firm’s credit policy? To what extent can firms

set their own credit policies as opposed to having to accept policies that are
dictated by "the competition"?

C. What is the days sales collection (DSO) for a firm whose sales are
RM2,880,000 per year and whose accounts receivable are RM312,000? (use
360 days per year). Is it true that if this firm sells on term of 3/10, net 40, its
customers probably will all pay on time?

d. Why are inventory safety stocks required?

e. Why is good inventory management essential to a firm’s success?

[20 marks]
...5/-
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Robert Goh and John Carl are senior vice presidents of the KL Mutual Fund. They
are co-directors of the company’s pension fund management division, with Goh
having responsibility for fixed income securities and Carl being responsible for equity
investments. A major new client, the Tiger Group has requested that KL Mutual Fund
present an investment seminar to the their people and Carl, who will make the actual
presentation have asked you to help them by answering the following questions.

a. What are the key feature‘s of a bond?

b. How is the value of any asset whose value is based on expected future cash
flows determined?

C. How is the value of a bond determined? What is the Qalue of a one-year ,
RM1,000 par value bond with a 10 percent annual coupon if its required rate
of return is 10 percent? What is the value of a similar 10-year bond?

d. What is price risk? Which bond in part ¢ has more price risk, the one-year
bond or the 10-year bond?

e. What is reinvestment rate risk? Which bond in part ¢ has higher reinvestment
rate risk, assuming a 10-year investment horizon?

{20 marks]

On January 1, the total market value of the TS Company was RM60 million. During
the year, the company plans to raise and invest RM30 million in new projects. The
firm’s present market value capital structure, shown below, is considered to be
optimal. Assume that there is no short-term debt.

Debt RM30,000,000
Common equity RM30.000,000
Total capital RM60,000,000

New bonds have an 8 percent coupon rate and they will be sold at par. Common
stock, currently selling at RM30 a share, can be sold to net the company RM27 a
share. Stockholders required rate of return is estimated to be 12 percent, consisting
of a dividend yield of 4 percent and an expected constant growth rate of 8 percent.
(The next expected dividend is RM1.20, so RM1.20/RM30 = 4%). Retained earnings
for the year are estimated to be RM3 million. The marginal corporate tax rate is 40
percent.
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To maintain the present capital structure, how much of the new investment
must be financed by common equlty?

How much of the needed new common equlty funds must be generated
internally? Extemally? S

Calculate the cost of retained earmngs and new common equlty

At what level of capital expenditures will the ﬁrm s Welghted Average Cost
of Capital (WACC) increase? '

Calculate the firm’s WACC using the cost of retained earnings.

[20 marks]

Discuss the following:

The Efficient Market Hypothesis. ”

The term structure of interest rates. .

Modigliani and Miller-Theery of the irrelevance of capitel structure.
Capital Asset Pricing Model.

Portfolio Theory.

[20 marks]
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