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Section A – BOTH questions are compulsory and MUST be attempted

1 Coeden Co is a listed company operating in the hospitality and leisure industry. Coeden Co’s board of directors met
recently to discuss a new strategy for the business. The proposal put forward was to sell all the hotel properties that
Coeden Co owns and rent them back on a long-term rental agreement. Coeden Co would then focus solely on the
provision of hotel services at these properties under its popular brand name. The proposal stated that the funds raised
from the sale of the hotel properties would be used to pay off 70% of the outstanding non-current liabilities and the
remaining funds would be retained for future investments.

The board of directors are of the opinion that reducing the level of debt in Coeden Co will reduce the company’s risk
and therefore its cost of capital. If the proposal is undertaken and Coeden Co focuses exclusively on the provision of
hotel services, it can be assumed that the current market value of equity will remain unchanged after implementing
the proposal.

Coeden Co Financial Information

Extract from the most recent Statement of Financial Position

$’000
Non-current assets (re-valued recently) 42,560
Current assets 26,840

–––––––
Total assets 69,400

–––––––

Share capital (25c per share par value) 3,250
Reserves 21,780
Non-current liabilities (5·2% redeemable bonds) 42,000
Current liabilities 2,370

–––––––
Total capital and liabilities 69,400

–––––––

Coeden Co’s latest free cash flow to equity of $2,600,000 was estimated after taking into account taxation, interest
and reinvestment in assets to continue with the current level of business. It can be assumed that the annual
reinvestment in assets required to continue with the current level of business is equivalent to the annual amount of
depreciation. Over the past few years, Coeden Co has consistently used 40% of its free cash flow to equity on new
investments while distributing the remaining 60%. The market value of equity calculated on the basis of the free cash
flow to equity model provides a reasonable estimate of the current market value of Coeden Co.

The bonds are redeemable at par in three years and pay the coupon on an annual basis. Although the bonds are not
traded, it is estimated that Coeden Co’s current debt credit rating is BBB but would improve to A+ if the non-current
liabilities are reduced by 70%.

Other Information

Coeden Co’s current equity beta is 1·1 and it can be assumed that debt beta is 0. The risk free rate is estimated to
be 4% and the market risk premium is estimated to be 6%. 

There is no beta available for companies offering just hotel services, since most companies own their own buildings.
The average asset beta for property companies has been estimated at 0·4. It has been estimated that the hotel
services business accounts for approximately 60% of the current value of Coeden Co and the property company
business accounts for the remaining 40%. 

Coeden Co’s corporation tax rate is 20%. The three-year borrowing credit spread on A+ rated bonds is 60 basis points
and 90 basis points on BBB rated bonds, over the risk free rate of interest.
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Required:

(a) Calculate, and comment on, Coeden Co’s cost of equity and weighted average cost of capital before and after
implementing the proposal. Briefly explain any assumptions made. (20 marks)

(b) Discuss the validity of the assumption that the market value of equity will remain unchanged after the
implementation of the proposal. (5 marks)

(c) As an alternative to selling the hotel properties, the board of directors is considering a demerger of the hotel
services and a separate property company which would own the hotel properties. The property company would
take over 70% of Coeden Co’s long-term debt and pay Coeden Co cash for the balance of the property value. 

Required:

Explain what a demerger is, and the possible benefits and drawbacks of pursuing the demerger option as
opposed to selling the hotel properties. (8 marks)

(33 marks)
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2 Lignum Co, a large listed company, manufactures agricultural machines and equipment for different markets around
the world. Although its main manufacturing base is in France and it uses the Euro (€) as its base currency, it also
has a few subsidiary companies around the world. Lignum Co’s treasury division is considering how to approach the
following three cases of foreign exchange exposure that it faces.

Case One

Lignum Co regularly trades with companies based in Zuhait, a small country in South America whose currency is the
Zupesos (ZP). It recently sold machinery for ZP140 million, which it is about to deliver to a company based there. It
is expecting full payment for the machinery in four months. Although there are no exchange traded derivative products
available for the Zupesos, Medes Bank has offered Lignum Co a choice of two over-the-counter derivative products.

The first derivative product is an over-the-counter forward rate determined on the basis of the Zuhait base rate of 8·5%
plus 25 basis points and the French base rate of 2·2% less 30 basis points. 

Alternatively, with the second derivative product Lignum Co can purchase either Euro call or put options from Medes
Bank at an exercise price equivalent to the current spot exchange rate of ZP142 per €1. The option premiums offered
are: ZP7 per €1 for the call option or ZP5 per €1 for the put option. 

The premium cost is payable in full at the commencement of the option contract. Lignum Co can borrow money at
the base rate plus 150 basis points and invest money at the base rate minus 100 basis points in France.

Case Two

Namel Co is Lignum Co’s subsidiary company based in Maram, a small country in Asia, whose currency is the Maram
Ringit (MR). The current pegged exchange rate between the Maram Ringit and the Euro is MR35 per €1. Due to
economic difficulties in Maram over the last couple of years, it is very likely that the Maram Ringit will devalue by
20% imminently. Namel Co is concerned about the impact of the devaluation on its Statement of Financial Position.

Given below is an extract from the current Statement of Financial Position of Namel Co.

MR ’000
Non-current assets 179,574
Current assets 146,622

––––––––
Total assets 326,196

––––––––

Share capital and reserves 102,788
Non-current liabilities 132,237
Current liabilities 91,171

––––––––
Total capital and liabilities 326,196

––––––––

The current assets consist of inventories, receivables and cash. Receivables account for 40% of the current assets.
All the receivables relate to sales made to Lignum Co in Euro. About 70% of the current liabilities consist of payables
relating to raw material inventory purchased from Lignum Co and payable in Euro. 80% of the non-current liabilities
consist of a Euro loan and the balance are borrowings sourced from financial institutions in Maram.

Case Three

Lignum Co manufactures a range of farming vehicles in France which it sells within the European Union to countries
which use the Euro. Over the previous few years, it has found that its sales revenue from these products has been
declining and the sales director is of the opinion that this is entirely due to the strength of the Euro. Lignum Co’s
biggest competitor in these products is based in the USA and US$ rate has changed from almost parity with the Euro
three years ago, to the current value of US$1·47 for €1. The agreed opinion is that the US$ will probably continue
to depreciate against the Euro, but possibly at a slower rate, for the foreseeable future.

4

Page 389



Required:

Prepare a report for Lignum Co’s treasury division that:

(i) Briefly explains the type of currency exposure Lignum Co faces for each of the above cases; (3 marks)

(ii) Recommends which of the two derivative products Lignum Co should use to manage its exposure in case one
and advises on alternative hedging strategies that could be used. Show all relevant calculations; (9 marks)

(iii) Computes the gain or loss on Namel Co’s Statement of Financial Position, due to the devaluation of the
Maram Ringit in case two, and discusses whether and how this exposure should be managed; (8 marks)

(iv) Discusses how the exposure in case three can be managed. (3 marks)

Professional marks will be awarded in question 2 for the structure and presentation of the report. (4 marks)

(27 marks)
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Section B – TWO questions ONLY to be attempted

3 Sigra Co is a listed company producing confectionary products which it sells around the world. It wants to acquire
Dentro Co, an unlisted company producing high quality, luxury chocolates. Sigra Co proposes to pay for the acquisition
using one of the following three methods: 

Method 1
A cash offer of $5·00 per Dentro Co share; or

Method 2
An offer of three of its shares for two of Dentro Co’s shares; or

Method 3
An offer of a 2% coupon bond in exchange for 16 Dentro Co’s shares. The bond will be redeemed in three years at
its par value of $100.

Extracts from the latest financial statements of both companies are as follows:

Sigra Co Dentro Co
$’000 $’000

Sales revenue 44,210 4,680
––––––– ––––––

Profit before tax 6,190 780
Taxation (1,240) (155)

––––––– ––––––
Profit after tax 4,950 625
Dividends (2,700) (275)

––––––– ––––––
Retained earnings for the year 2,250 350

––––––– ––––––

Non-current assets 22,450 3,350
Current assets 3,450 247

Non-current liabilities 9,700 873
Current liabilities 3,600 436

Share capital (40c per share) 4,400 500
Reserves 8,200 1,788

Sigra Co’s current share price is $3·60 per share and it has estimated that Dentro Co’s price to earnings ratio is 12·5%
higher than Sigra Co’s current price to earnings ratio. Sigra Co’s non-current liabilities include a 6% bond redeemable
in three years at par which is currently trading at $104 per $100 par value.

Sigra Co estimates that it could achieve synergy savings of 30% of Dentro Co’s estimated equity value by eliminating
duplicated administrative functions, selling excess non-current assets and through reducing the workforce numbers,
if the acquisition were successful.

Required:

(a) Estimate the percentage gain on a Dentro Co share under each of the above three payment methods.
Comment on the answers obtained. (16 marks)

(b) In relation to the acquisition, the board of directors of Sigra Co are considering the following two proposals:

Proposal 1
Once Sigra Co has obtained agreement from a significant majority of the shareholders, it will enforce the
remaining minority shareholders to sell their shares; and

Proposal 2
Sigra Co will offer an extra 3 cents per share, in addition to the bid price, to 30% of the shareholders of Dentro
Co on a first-come, first-serve basis, as an added incentive to make the acquisition proceed more quickly.
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Required:

With reference to the key aspects of the global regulatory framework for mergers and acquisitions, briefly
discuss the above proposals. (4 marks)

(20 marks)
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4 Arbore Co is a large listed company with many autonomous departments operating as investment centres. It sets
investment limits for each department based on a three-year cycle. Projects selected by departments would have to
fall within the investment limits set for each of the three years. All departments would be required to maintain a capital
investment monitoring system, and report on their findings annually to Arbore Co’s board of directors.

The Durvo department is considering the following five investment projects with three years of initial investment
expenditure, followed by several years of positive cash inflows. The department’s initial investment expenditure limits
are $9,000,000, $6,000,000 and $5,000,000 for years one, two and three respectively. None of the projects can
be deferred and all projects can be scaled down but not scaled up.

Investment required at start of year
Project Year one Year two Year three Project net 

(Immediately) present value
PDur01 $4,000,000 $1,100,000 $2,400,000 $464,000
PDur02 $800,000 $2,800,000 $3,200,000 $244,000
PDur03 $3,200,000 $3,562,000 $0 $352,000
PDur04 $3,900,000 $0 $200,000 $320,000
PDur05 $2,500,000 $1,200,000 $1,400,000 Not provided

PDur05 project’s annual operating cash flows commence at the end of year four and last for a period of 15 years.
The project generates annual sales of 300,000 units at a selling price of $14 per unit and incurs total annual relevant
costs of $3,230,000. Although the costs and units sold of the project can be predicted with a fair degree of certainty,
there is considerable uncertainty about the unit selling price. The department uses a required rate of return of 11%
for its projects, and inflation can be ignored.

The Durvo department’s managing director is of the opinion that all projects which return a positive net present value
should be accepted and does not understand the reason(s) why Arbore Co imposes capital rationing on its
departments. Furthermore, she is not sure why maintaining a capital investment monitoring system would be
beneficial to the company.

Required:

(a) Calculate the net present value of project PDur05. Calculate and comment on what percentage fall in the
selling price would need to occur before the net present value falls to zero. (6 marks)

(b) Formulate an appropriate capital rationing model, based on the above investment limits, that maximises the
net present value for department Durvo. Finding a solution for the model is not required. (3 marks)

(c) Assume the following output is produced when the capital rationing model in part (b) above is solved:

Category 1: Total Final Value
$1,184,409

Category 2: Adjustable Final Values
Project PDur01: 0·958
Project PDur02: 0·407
Project PDur03: 0·732
Project PDur04: 0·000
Project PDur05: 1·000

Category 3:
Constraints Utilised Slack
Year one: $9,000,000 Year one: $0
Year two: $6,000,000 Year two: $0
Year three: $5,000,000 Year three: $0
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Required:

Explain the figures produced in each of the three output categories. (5 marks)

(d) Provide a brief response to the managing director’s opinions by:

(i) Explaining why Arbore Co may want to impose capital rationing on its departments; (2 marks)

(ii) Explaining the features of a capital investment monitoring system and discussing the benefits of
maintaining such a system. (4 marks)

(20 marks)
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5 Strom Co is a clothing retailer, with stores selling mid-price clothes and clothing accessories throughout Europe. It
sells its own-brand items, which are produced by small manufacturers located in Africa, who work solely for Strom
Co. The recent European sovereign debt crisis has affected a number of countries in the European Union (EU).
Consequently, Strom Co has found trading conditions to be extremely difficult, putting pressure on profits and sales
revenue.

The sovereign debt crisis in Europe resulted in countries finding it increasingly difficult and expensive to issue
government bonds to raise funds. Two main reasons have been put forward to explain why the crisis took place: firstly,
a number of countries continued to borrow excessive funds, because their expenditure exceeded taxation revenues;
and secondly, a number of countries allocated significant sums of money to support their banks following the ‘credit
crunch’ and the banking crisis.

In order to prevent countries defaulting on their debt obligations and being downgraded, the countries in the EU and
the International Monetary Fund (IMF) established a fund to provide financial support to member states threatened
by the risk of default, credit downgrades and excessive borrowing yields. Strict economic conditions known as austerity
measures were imposed on these countries in exchange for receiving financial support.

The austerity measures have affected Strom Co negatively, and the years 2011 and 2012 have been particularly bad,
with sales revenue declining by 15% and profits by 25% in 2011, and remaining at 2011 levels in 2012. On
investigation, Strom Co noted that clothing retailers selling clothes at low prices and at high prices were not affected
as badly as Strom Co or other mid-price retailers. Indeed, the retailers selling low-priced clothes had increased their
profits, and retailers selling luxury, expensive clothes had maintained their profits over the last two to three years.

In order to improve profitability, Strom Co’s board of directors expects to cut costs where possible. A significant fixed
cost relates to quality control, which includes monitoring the working conditions of employees of Strom Co’s clothing
manufacturers, as part of its ethical commitment.

Required:

(a) Explain the role and aims of the International Monetary Fund (IMF) and discuss possible reasons why the
austerity measures imposed on European Union (EU) countries might have affected Strom Co negatively.

(10 marks)

(b) Suggest, giving reasons, why the austerity measures might not have affected clothing retailers at the high
and low price range, as much as the mid-price range retailers like Strom Co. (4 marks)

(c) Discuss the risks to Strom Co of reducing the costs relating to quality control and how the detrimental impact
of such reductions in costs could be decreased. (6 marks)

(20 marks)
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