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INSTRUCTIONS TO CANDIDATES
1.  Answer any FOUR questions.

2. All questions carry equal marks.

3. Questions can be answered in any order.

4. Candidates are allowed to use a non programmable calculator.
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QUESTION 1
(a)  It has been said that: “There is no doubt that compared to large firms, small firms are at a considerable disadvantage in financial markets.”

Discuss the above statement






[15 marks]
(b)  Comment on the desirability of using a bank overdraft instead of a long-term debt to finance investment projects 







[10 marks]
QUESTION 2
Over the past decade, Radnor Ltd has achieved an average annual growth in dividends of approximately 7% and is about to declare a dividend 8% higher than that paid last year.  This level is consistent with expectations contained in recent press comment.

However, Radnor Ltd is offered an opportunity to invest in a project which promises a return above the weighted average cost of capital but which will produce no significant cash flows for about three years.  The only funds available are those which would otherwise be used for the dividend and undertaking the project would entail not paying a dividend at all this year.
The managing director is of the opinion that shareholders deserve some reward and suggests that if the dividend is passed, the company should make a bonus issue of shares to give “a dividend of a capital nature” 

Required 
(a)  Advice Radnor on the major theoretical and practical factors to be considered before arriving at a decision concerning undertaking the project or paying a dividend
    
  [17 marks]
(b) Comment on the Managing Director’s suggestion for rewarding shareholders.     [ 8 marks]
QUESTION 3
“The value of a firm with too much debt in its capital structures is bound to be lower than that of a firm with an optimal capital structure.”

Discuss this statement and comment on its validity



[25 marks]
QUESTION 4
You are the Financial Manager of East Meets West, a company that manufacturers and distributes clothing.  You have estimated the following figures for the coming year.

Sales









$5 600 000

Average receivables







$   506 000

Gross profit margin







25% on sales

Average Inventories:Work in Progress




$   350 000
Finished Goods




$   550 000

Raw Materials





$    220 000

Average payables




$    210 000

Materials costs represents 50% of the total cost of sales.
East Meets West Ltd imports most of its materials from overseas countries.  The high inflation rates overseas caused the company’s cost of materials to rise over recent years.  This has led to a significant deterioration in the company’s margins.

Required
(a)  Calculate the cash operating cycle, to the nearest day



[10 marks]
(b) Suggest four methods of reducing the length of the cash operating cycle
[4 marks]
(c) Critically discuss the limitations of the Economic Order Quantity Model as a way of managing inventory







[4 marks]
(d) Discuss the advantages and disadvantages of using just-in-time inventory management methods









[7 marks]
QUESTION 5
Umunat Ltd is considering investing $50 000 in a new machine with an expected life of five years.  The machine will have no scrap value at the end of five years.  It is expected that 20 000 units will be sold each year at a selling price of $3.00 per unit.  Variable production costs are expected to be $1.65 per unit, while incremental fixed costs, mainly the wages of a maintenance engineer, are expected to be $10 000 per year.  Umunat Ltd uses a discount rate of 12% for investment appraisal purposes and expects investment projects to recover their initial investment within two years. 

Required 
(a)  Explain why risk and uncertainty should be considered in the investment appraisal process











[5 marks]
(b) Calculate and comment on the payback period of the project


[4 marks]
(c) Evaluate the sensitivity of the project’s net present value of a change in the following project variables:
(i)  Sales volume

(ii) Sales price

(iii) Variable








[10 marks]
(d) Discuss the use of sensitivity analysis as a way of evaluating project risk
[6 marks]
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