SHORT THEORY QUESTIONS (Give precise answers): 6*3 = 18 Marks
ST Question 1: (a) If the carrying cost is high and shortage cost is low, what type of current 
asset policy is more appropriate for a firm in the context of its short-term financial management? 
Why? (b) A firm intends to use short term funding (e.g. short-term credit line) to finance its long-
term assets. What are the advantages and disadvantages with such a policy?
a) A restrictive short-term financing policy is optimal because has a low ratio of current 
assets to sales and relies on the use of short-term liabilities
b) Advantages:
Lower interest rates: you pay less interest on short-term loans because of the 
lower interest rate and shorter amount of time you’ll be paying interest.
Alternative lenders: provides businesses the opportunity to get short-term loans 
which help to keep interest rates low because of the competition among lenders
Disadvantages:
Increased risk and cost:
oCan be expensive to use short term loans to pay for long term projects 
because long term loans have a fixed current interest rate
oTherefore, if u make many short-term loans to finance long term projects, 
you may have to pay higher interest rate with each loan, which will 
increas
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ST Question 3: Discuss three defensive techniques used in the context of M&A. What are the 
advantages and disadvantages of such techniques?
1. Divestitures:
Means to sell, spinoff or shutdown a business unit, a division, or asset to another company. The 
advantage of a divestiture is first maintaining strategic focus. It provides cash to purchase or 
improve assets that can enhance profitability. Also, if you divest assets with low profitability it 
frees up internal assets which the company can use to strengthen its other businesses. Another 
advantage is it provides operational transparency for companies with large business activities and
multiple lenders and investors. Focusing on increasing transparency, freed resources help drive a 
higher overall value for the remaining company. A disadvantage of divestitures is the negative 
impact on a company’ costs structure. If a company spreads its fixed assets to 2 or more business 
units, the remaining business units must now absorb those costs. Another disadvantage includes 
contractual obligations. The contracts must either go with the divested business or modify to 
remove references.
2. Going private and Leverage Buyout’s:
When existing management buys the firm, through borrowed funds or debt, from the 
shareholders and makes it private. If the buyout is financed with a lot of debt, it’s considered a 
leveraged buyout. The extra debt provides a tax deduction for the new owners, while at the same 
time turning the previous managers into owners. This reduces the agency costs of equity. An 
advantage of a leveraged buyout is the increase management commitment and effort because 
they have greater equity stake in the company. After a leveraged buyout, management realize 
substantial financial gains from enhanced performance. Due to higher stake, management tends 
to improve their productivity and loyalty. The disadvantages of a leveraged buyout are if the 
company’s cash flow and sale of assets are insufficient to meet interest payments from its high 
debts. In this case, the buyout may not be successful, and the company may go bankrupt. Another
disadvantage is paying high interest rates on leveraged buyout debts can ruin a company’s credit 
rating
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3. Standstill agreements:
It is a contract that contains provisions that govern how a bidder of a company can purchase, 
dispose of, or vote stock of the target company. Moreover, a standstill agreement can either stall 
or stop the process of a hostile takeover is the parties cannot negotiate a friendly deal. The 
agreement is important because the bidder will have access to the target company’s confidential 
financial information. An advantages of standstill agreements will result in increased market 
shares, acquiring new skills, and spreading risks by diversifying. The disadvantages are it 
includes high cost involved with the takeover, results in upset customers and suppliers, and 
problems of integration because of the switch in management

Problem Solving Questions
Problem 1 (12 Marks)
Following table presents pre-tax dollar return on three stocks between dividends and capital gain.
Each stock is priced at $200.
Expected Capital Gain ($) Expected Dividend ($)
Stock ABC 0 20
Stock XYZ 15 15
Stock LMN 25 0
Part A: What are the expected net returns on each stock to follow three categories of 
investors? Current tax law suggests that capital gain tax is applied on the 50% of capital gains.
Pension Fund: It does not pay tax on either capital gain or dividend income. 
Canadian Provincial Corporation: It does not may tax on intercompany dividend income. But,
it pays tax at a combined federal and provincial rate of 24 percent. 
Individual investor: Pays a federal marginal tax rate of 30 percent and a provincial marginal tax
rate of 15 percent.
The gross-up for dividend tax credits is 20 percent. The federal dividend tax credit is 12 percent 
of the grossed-up dividend, and the provincial dividend tax credit is 5 percent of grossed-up 
dividend. There is no grossing-up for capital gain tax.
Stock Pension CPC Individual
ABC 10% 10% 6.64%
XYZ 15% 14.1% 10.79%
LMN 12.5% 11% 9.69%
Part B: Which stock will give best return to each investor?
Stock XYZ offers the best return for each type of investor.
Part C: 
Suppose, next year following changes take place with respect to dividend tax credit. 
Individual investor pays a federal marginal tax rate of 22 percent and a provincial marginal tax 
rate of 11 percent.
The gross-up for dividend tax credits is 20 percent. The federal dividend tax credit is 15 percent 
of the grossed-up dividend, and the provincial dividend tax credit is 7 percent of grossed-up 
dividend. There is no grossing-up for capital gain tax.

Problem 2 (14 Marks)
Part 2A
The Sky Corp. has two subsidiaries: Subsidiary A and Subsidiary B.
Subsidiary A purchases from suppliers in a quarter are equal to 25 percent of current quarter sales
and 50 percent of the next quarter's forecast sales. The payables period is 60 days. Wages, taxes, 
and other expenses are 25 percent of sales, and interest and dividends are $90 per quarter.
No capital expenditures are planned. (Assumption: 1 year = 360 Days)
Here are the projected quarterly sales:
 
 Q1 Q2 Q3 Q4
Sales $850 $1,100 $950 $880
Sales for the first quarter of the following year are projected at $1000. The sales for the last 
quarter of the previous year were $900. Calculate the company's cash outlays by completing the 
following: 
Q1 Q2 Q3 Q4
Payment of accounts $325 $341.67 $305 $313.33
Wages, taxes, and other expenses $212.50 $275 $237.50 $220
Long-term financing expenses (Interest &
Dividends)
$90 $90 $90 $90
        Total $627.50 $706.67 $632.50 $623.33
Show detail calculations below (as necessary):
Payable each period= 2/3 of last quarter’s order + 1/3 of this quarter
Payable each period= 2/3(0.25)(current sales) + 1/3(0.5)(next period sales)
Payables Q1 = 2/3(0.25)(850) + 1/3(0.5)(1100) = $325
Payables Q2= 2/3(0.25)(1100) + 1/3(0.5)(950) = $341.67
Payables Q3= 2/3(0.25)(950) + 1/3(0.5)(880) = $305
Payables Q4= 2/3(0.25)(880) + 1/3(0.5)(1000) = $313.33

Part 2B
The following is the sales budget for Subsidiary B for the second quarter of 2012: 
  April May June
Sales budget $150,000 $140,000 $135,000
Credit sales are collected as follows: 
  55 percent in the month of the sale.
  25 percent in the month after the sale.
  15 percent in the second month after the sale. Remaining 5% is never collected 
(bad-debt). And the firm write-off this about at the end of three month. In other 
words, the uncollected amount at the end of three month does not feature in accounts 
receivable.  
The accounts receivable balance at the end of the previous quarter was $90,000 ($65,000 of 
which were uncollected March sales).
i. Compute the sales for February.
ii. Compute the sales for March.
iii. Compute the cash collections from sales for each month from April through June.
Show detail calculations below (as necessary):
i) February Sales = ($90,000-65,000)/0.15 = $166,666.67
ii) March Sales = $65k/0.4 = $162,500
iii) Collectionsx= (0.15*sales 2 months ago) + (0.25*last months sales)+(0.55*current 
sales)
April collections = (0.15*166,666.67) + (0.25*162,500)+(0.55*150,000) = $148,125
May collections = (0.15*162,500) + (0.25*150,000)+(0.55*140,000) = $138,875
June collections= (0.15*150,000) + (0.25*140,000)+(0.55*135,000)= $131,750


Problem 3: (2 + 2 + 2 + 2 + 2 + 2 = 12 Marks)
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Big   Food   Inc.   is   planning   to   acquire   Small   Food   Inc.   You   have   collected   the   following
information to do relevant financial analysis.
Big Food Inc: 
Price-earnings ratio: 10
Shares outstanding: 600,000
Total Earning: $1,800,000
Small Food Inc: 
Price-earnings ratio: 7
Shares outstanding: 300,000
Total Earning: $500,000
Small Food Inc. pays out 60% of its Earnings per Share (EPS) as dividend per share. Securities
analysts expect that, with its current stand-alone operations, the earnings and dividends per share
of Small would grow at a constant rate of 5% each year. Big Food management believes that this
acquisition will generate some economies of scale increasing this growth rate to 7% per year.
a. What is the post-acquisition value of Small Food to Big Food?
EPSsf= 500k/300k = 1.67
Price per share= 1.67*7 = $11.67
DPS= EPS*0.6 = 1.67*0.6 = $1.00
RE= (($1*1.05)/11.67) + 0.05 = 0.14
PPS(new g)= ((1*1.07)/0.14-0.07) = $15.29
V= 300k*15.29 = $4,585,714.29 
b. What would Big Food’s synergy gain be from this acquisition? 
Synergy gain= Value to acquirer – pre-merger market value
=$4,585,714.29 – (300k*11.67)
=$1,084,714.29


c. If Big Food were to offer $15 in cash for each share of Small Food, what would the NPV
of the acquisition be?
NPV= value to acquirer – price paid
= $4,585,714.29 – (15*300k)
=$85,714.29
d. What’s the most Big Food should be willing to pay in cash per share for the stock of
Small Food?
Maximum offer price= =$4,585,714.29/300k = $15.28
e. What would be the NPV be if Big Food offered to acquire the outstanding stock of Small
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