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Strategic Level 

FSV – 402 Financial Strategy & Valuation 

Instructions to Candidates: 

1. Time Allowed :  Reading & software handling – 30 minutes. 

      Writing - Three (3) hours. 

2. Total  : 100 Marks 

3. This paper consists of two Parts.  

Part-1:   Question no. 01 (Compulsory).  

Part- II:  Question no. 02 – 05 (Select any 03 questions). 

4. Answer only four (04) questions including Question No. 01 

5. The answers should be in English language. 

6. Begin each answer on a separate sheet/tab in the MYexam platform. Do 

not duplicate question numbers in writing pad. 

7. Save your answers using save button. 

8. Workings can be given on same sheet/tab. 

9. Formulars are given on the ‘Template’’ to be refer. 

10. Only non-programmable calculators are permitted to use. 
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PART – I 
Compulsory 

 

 

QUESTION NO.01   

 

(A) 

General Machinery PLC produces a component for heavy machinery that sells at 

Rs.500,000/- per unit. General Machinery’s total fixed operating cost is 

Rs.100,000,000/- per year and total variable cost per unit is Rs.450,000/-. The 

company produces and sells 2500 components and sell each year. EBIT of the 

company for the current financial year is Rs.55,000,000/- and its assets are 

Rs.250,000,000/-. General Machinery PLC can change its production process by 

adding Rs.20,000,000/- to its assets and Rs.2,500,000/- to fixed operating costs. 

This change would; 
 

(1) reduce variable costs per unit by Rs.25,000/-.  

(2) increase output by 100 units. 

 

However, the sales price on all units would be lowered to Rs.20,000/- by 

permitting sales of the additional output. General Machinery operates in a tax-free 

country. The cost of capital of General Machinery is 12% and the company does 

not have debt capital. 
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(B) 

Care Point PLC is trying to determine its optimal capital structure, which now 

consists of only debt and equity. The company does not currently use preferred 

stock in its capital structure and it does not plan to do so in the future. Its treasury 

staff has consulted with investment bankers. Based on the discussions with the 

investment bankers, the treasury staff has created the following table showing the 

firm’s debt cost at different levels of debt. 

Debt-to-
Capital 

ratio (Wd) 

equity-to-
Capital 

ratio (We) 

Debt-to-
equity ratio 

(d/e) 

Bond 
rating 

Before-tax 
Cost of 

Debt (Kd) 

Beta 

0.0 1.0 0.00 A 7% 1.1 

0.2 0.8 0.25 BB 9% 1.2 

0.5 0.5 1.00 B 11% 1.3 

0.6 0.4 1.50 C 12% 1.5 

0.8 0.2 4.00 D 18% 1.7 

 

You are required to: 

 

1.1. Discuss in brief the alternative sources of funds available to General 

Machinery to raise funds other than borrowing.    

(03 Marks) 

1.2. Advice whether the company should go for the change. Justify your 

answer with calculations.  

(Hint: Total Contribution= (Price per unit – Variable cost per unit) x units 

sold).  

     (05 Marks) 

1.3. Assess the value of General Machinery, after considering that the 

company will raise necessary funds of Rs.20 Mn. for the change of its 

operation process, from its bankers as a long-term debt at 10% interest 

cost.   

       (05 Marks)  
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CarePoint PLC uses the CAPM to estimate its cost of equity (Ke) and the risk-free 

rate of return is 5%. The market risk premium is 6%, and the applicable corporate 

tax rate is 28%.  

 

 

 

(C) 

ABS Finance PLC has prepared the following income statement for the year 2019; 

  

              Rs. Mn 

Sales 25,300 

Operating costs including depreciation 18,240 

EBIT 7,060 

Interest (230) 

EBT    6,830 

Taxes (40%)    2,732 

Net income    4,098 

  

 

 

You are required to: 

 

1.4.  Recommend the optimal capital structure (debt to capital ratio) for 

CarePoint PLC.                      

                      (04 Marks) 

1.5.   Assess the impact of increased business risk on the firm’s target capital 

structure. if managers of CarePoint PLC’ anticipate an increase in the 

company’s business risk in future.    

(03 Marks) 
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The Finance Manager of ABS Finance PLC is planning of having an appropriate 

dividend payout ratio for the company. The company has 400,000 shares of 

common stock and its shares are currently trading at Rs.37/- per share. The 

dividend payout ratio of ABS Finance PLC for the year 2018 was 35%. 

 

 

 

(D) 

Paxer (Pvt) Ltd is a courier service operating in Sri Lanka. The company has 

estimated the following dividend payments for the next five years while 

maintaining a 40% dividend payout ratio. 

 

Year 
2020 

(paid) 
2021 2022 2023 2024 2025 

dividend payments  

(Rs. million) 
180 200 240 260 270 282 

 

 

You are required to: 

 

1.6.  Calculate the dividend per share of ABS Finance PLC for the year 2019, 

assuming that the company requires to maintain the same dividend 

payout ratio as year 2018.                                                          

(02 Marks) 

1.7. Advise whether you will recommend purchasing shares of ABS Finance 

PLC, If ABS Finance PLC maintains dividend payout ratio as 35% and 

industry price earnings ratio of 4.5.     

(04 Marks) 

1.8. Describe other factors, which should be considered in determining the 

dividend payout ratio of a company, in addition to last paid dividend.                                                                                                      

(02 Marks) 
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The company expects that its dividend will constantly grow at 4% after the year 

2025. 

Following are extracts from latest internal management reports of Paxer.  

Item Book value (Rs. million) Market value (Rs. 

million) 

Long-term Debt  350 350 

Equity 2800 ? 

 

Cost of equity is 12% and after-tax cost of debt is 7%. Applicable corporate tax rate 

is 30%.  Paxer is having 100 million shares. 

 

 

 
 
 
 

You are required to: 

 

1.9.   Assess the firm value of Paxer.          

                                (05 Marks) 

1.10. Paxer is currently considering a proposed acquisition of a competitor, 

Speed Deliver (Pvt) Ltd, at the amount of Rs. 160 million. Speed Delivery 

has Earning Per Share of Rs.5/- with 5 million shares with market value 

of Rs.150 million. 

Assess post-merger equity value of Paxer, if acquirer’s Price Earnings 

Ratio applies to the merged firm. 

(04 Marks) 

1.11. Evaluate merging outcome by calculating synergy accrue due to the 

merger. 

     (03 Marks) 

     [Total 40 Marks] 
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PART - II 
Answer any three (03) questions from Part -II. 

 

QUESTION NO.02 

 

(A) 

Mr. Lakshitha has graduated from University of Moratuwa with a B.Sc degree in 

engineering. Just after his higher education, he registered a new company called 

Agro Machine (Pvt) Ltd. He is planning to launch a new machine, which can be used 

to harvest potatoes with a minimum damage to the crop. Agro Machine (Pvt) Ltd. 

plans to commercialize this machine in Sri Lanka and expects to maximize market 

value of his ownership in the company. Mr. Lakshitha plans to hire few managers 

look after the operations of the business for his new venture considering the 

increasing demand exists for this kind of innovation.  

 

 

You are required to: 

 

2.1. Discuss why Mr. Lakshitha is interested to maximize the market value of 

Agro Machine shares. 

(05 marks) 

2.2. Compare the different sources of capital available for a new business like 

Agro Machine (Pvt) Ltd with their advantages and disadvantages for a 

new business like Agro Machine.                                

(05 marks) 

2.3. As a startup company, Agro Machine is at introduction stage of life cycle, 

analyze issues faced by such companies in managing finance. 

(05 marks)                            

2.4. Discuss the problems encountered by a company, when its ownership 

and management is separated. Advice Mr. Lakshitha how to overcome 

those problems. 

(05 marks) 

[Total 20 Marks] 
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QUESTION NO. 03 

 

(A) 

Suppose XYZ issued a bond with a 10-year maturity, Rs.1,000/- par value, with 

semiannual   coupons at 10%.    

 

 

 

 

 

 

(B) 

Fitech Corporation is a rapidly growing company. This company has not paid 

dividends previously, because the company financial policy is to retain all of its 

earnings to reinvest in growth. However, investors of Fitech expect the company 

to start paying dividends, starting with the first dividend of Rs.2/- per share after 

2 years from today. The dividend should grow at a rate of 50% per year, during 

year 3 and year 4. After the year 4, dividend should grow at a constant rate of 5% 

per year. 

 

 

You are required to: 

 

3.1.  Assess the bond price at which the bond would be selling, if interest rate 

of a similar bond declines to 6%, after two years when the bond was 

issued.  

(05 Marks) 

3.2.  Analyze the price of the bond; assume, similar to part 3.1 interest rates 

fell to 6% after two years of the issue date and the interest rate will be 

remained constant at 6% for the next 8 years.  

(04 Marks) 
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QUESTION NO.04 

 

(A) 

“Signing a merger or acquisition deal is only the first step of merging. The ultimate 

goal is to generate revenue growth and maximize value creation. However, most 

mergers and acquisitions fail, destroying value instead of creating value”.  

 

 

 

 

 

You are required to: 

 

3.3. Assess the value of the stock today, if the required rate of return on the 

stock is 12%.  

(06 Marks) 

3.4. Evaluate the change in stock price, if the company continues reinvesting 

the retained earnings, while maintaining the constant dividend of Rs.2/- 

per share.  

(03 Marks) 

3.5. Describe the present value of dividend growth in Fitech Corporation. 

comparing the outcome of above two dividend policies.                     

(02 Marks) 

 [Total 20 Marks] 

 

                  

 

You are required to: 

 

4.1. Briefly describe the factors to be considered in an acquisition decision.   

(03 Marks)  

4.2. Discuss in brief the reasons for failure of mergers and acquisitions.  

(03 Marks) 
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(B) 

Wayanba Ceramic PLC is considering a merger with the Elegant Ceramic Company. 

Elegant Ceramic is also a publicly traded company, and its beta is 1.30. Elegant 

Ceramic has been marginally profitable, so it has paid an average of only 10% in 

taxes during the last several years. In addition, it uses little debt; its target debt 

ratio is just 25% of capital structure, with the cost of debt 8%. If the acquisition 

were made, Wayanba Ceramic would operate Elegant Ceramic as a separate, fully 

owned subsidiary. Wayanba Ceramic would pay taxes on a consolidated basis, and 

the tax rate would therefore increase to 28%. Wayanba Ceramic also would 

increase the debt capitalization in the Elegant Ceramic subsidiary to 40% of capital 

structure immediately and pay 8.5% on the debt. Wayanba Ceramic’s acquisition 

analyst estimates that Elegant Ceramic, if acquired, would generate the following 

free cash flows (in millions of Rupees) in Years 1–5. 

Year Free Cash Flows to 
the firm (Rs million) 

1 1.30 
2 1.50 
3 1.75 
4 2.00 
5 2.12 

 

Free cash flows are projected to grow at a rate of 5% after year 5. These cash flows 

were projected considering the synergy effects as a result of the proposed merger. 

Wayanba Ceramic’s beta is 1.5. The risk-free rate is 7%, and the market risk 

premium is 5.5%. 

 

You are required to: 

 

4.3. Recommend the maximum price, Wayanba Ceramic should pay for 

acquiring total assets of Elegant.      

(10 Marks) 

4.4. Assess (without calculations) impact on the value of subsidiary Elegant, 

if it will operate with 100% equity capital.          

(04 Marks) 

[Total 20 Marks] 

 

       

 



Copyright Reserved 

 

CMA Sri Lanka – November 2020 Examination         Page 11 of 12 

 

QUESTION NO.05 

 

(A) 

Mr Perera, is a trader who is evaluating a forward contract for buying Yen with a 

notional value of Rs.1,000,000/-. The forward contract expires in three months. 

The current spot exchange rate is ¥ 0.57 per Rupee (LKR) and the annually 

compounded risk-free rates are 0.2% for the yen and 5% for the LKR. 

In addition, currently Mr Perera is evaluating a partnership with foreign venture 

in India.  To consider the partnering relationship, the following information is 

provided by foreign partner. 

Year Cash flow in INR Expected Exchange rate 

INR (LKR per INR) 

0 -10,000,000 2.5 

1 2,000,000 2.6 

2 4,000,000 2.65 

3 5,000,000 2.7 

4 6,000,000 2.8 

He requires 17% return on Sri Lankan rupee (LKR) investments. Risk free rate in 

India is 3.5% per annum. 

 

You are required to: 

 

5.1. Comment whether you recommend Mr. Perera to enter the forward 

contract, if current quoted price of the forward contract is ¥ 0.56.  

(04 Marks)  

5.2. Describe other options available for Mr. Perera to hedge foreign 

currency risk.  

(03 Marks) 

5.3. Evaluate the partnering opportunity using the Home Currency 

Approach.     

 (06 Marks) 
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(B) 

The following information was extracted from the balance sheet of the ABC (Pvt) 

Ltd  

Claims Rs. Assets Rs. 

Common stock (1 million 
shares)  

  1,000,000  Fixed assets  50,000,000  

Retained earnings 39,000,000 Current assets 30,000,000 

Long-term debt  30,000,000   

Current liabilities  10,000,000   

Total claims  80,000,000 Total assets 80,000,000 

    

The current liabilities consist of overdraft, and the interest rate on this is 18%. The 

overdraft is used for seasonal financing. The long-term debt consists of 30,000 

bonds, each with a par value of Rs.1,000/- and an annual coupon interest rate of 

8% with a 20-year maturity. The going rate of interest on new long-term debt is 

10%, and this is the present yield to maturity on the bonds. The common stock 

sells at a price of Rs.60/- per share. ABC pays fixed dividend of Rs. 8/- per share. 

 

 

-End of the Question Paper- 

 

 

 

 

You are required to: 

 

5.4. Recommend a suitable discount rate for valuing the company if corporate 

tax rate is 28%. 

(04 Marks)  

5.5. Advice ABC (Pvt) Ltd the sources of capital in priority order if they require 

to raise new capital.    

(03 Marks)  

                              [Total 20 Marks] 

 


