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Section A – This ONE question is compulsory and MUST be attempted

1 Mlima Co is a private company involved in aluminium mining. About eight years ago, the company was bought out
by its management and employees through a leveraged buyout (LBO). Due to high metal prices worldwide, the
company has been growing successfully since the LBO. However, because the company has significant debt
borrowings with strict restrictive covenants and high interest levels, it has had to reject a number of profitable projects.
The company has currently two bonds in issue, as follows:

A 16% secured bond with a nominal value of $80m, which is redeemable at par in five years. An early redemption
option is available on this bond, giving Mlima Co the option to redeem the bond at par immediately if it wants to; and

A 13% unsecured bond with a nominal value of $40m, which is redeemable at par in ten years.

Mlima Co’s Board of Directors (BoD) has been exploring the idea of redeeming both bonds to provide it with more
flexibility when making future investment decisions. To do so, the BoD has decided to consider a public listing of the
company on a major stock exchange. It is intended that a total of 100 million shares will be issued in the newly-listed
company. From the total shares, 20% will be sold to the public, 10% will be offered to the holders of the unsecured
bond in exchange for redeeming the bond through an equity-for-debt swap, and the remaining 70% of the equity will
remain in the hands of the current owners. The secured bond would be paid out of the funds raised from the listing.

The details of the possible listing and the distribution of equity were published in national newspapers recently. As a
result, potential investors suggested that due to the small proportion of shares offered to the public and for other
reasons, the shares should be offered at a substantial discount of as much as 20% below the expected share price
on the day of the listing. 

Mlima Co, financial information
It is expected that after the listing, deployment of new strategies and greater financial flexibility will boost Mlima Co’s
future sales revenue and, for the next four years, the annual growth rate will be 120% of the previous two years’
average growth rate. After the four years, the annual growth rate of the free cash flows to the company will be 3·5%,
for the foreseeable future. Operating profit margins are expected to be maintained in the future. Although it can be
assumed that the current tax-allowable depreciation is equivalent to the amount of investment needed to maintain the
current level of operations, the company will require an additional investment in assets of 30c per $1 increase in sales
revenue for the next four years.

Extracts from Mlima Co’s past three years’ Statement of Profit or Loss

Year ended 31 May 2013 31 May 2012 31 May 2011
$ million $ million $ million

Sales revenue 389·1 366·3 344·7
–––––– –––––– ––––––

Operating profit 58·4 54·9 51·7
Net interest costs 17·5 17·7 18·0

–––––– –––––– ––––––
Profit before tax 40·9 37·2 33·7
Taxation 10·2 9·3 8·4

–––––– –––––– ––––––
Profit after tax 30·7 27·9 25·3

–––––– –––––– ––––––

Once listed, Mlima Co will be able to borrow future debt at an interest rate of 7%, which is only 3% higher than the
risk-free rate of return. It has no plans to raise any new debt after listing, but any future debt will carry considerably
fewer restrictive covenants. However, these plans do not take into consideration the Bahari project (see below).

Bahari Project
Bahari is a small country with agriculture as its main economic activity. A recent geological survey concluded that
there may be a rich deposit of copper available to be mined in the north-east of the country. This area is currently
occupied by subsistence farmers, who would have to be relocated to other parts of the country. When the results of
the survey were announced, some farmers protested that the proposed new farmland where they would be moved to
was less fertile and that their communities were being broken up. However, the protesters were intimidated and
violently put down by the government, and the state-controlled media stopped reporting about them. Soon afterwards,
their protests were ignored and forgotten. 

In a meeting between the Bahari government and Mlima Co’s BoD, the Bahari government offered Mlima Co exclusive
rights to mine the copper. It is expected that there are enough deposits to last at least 15 years. Initial estimates
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suggest that the project will generate free cash flows of $4 million in the first year, rising by 100% per year in each
of the next two years, and then by 15% in each of the two years after that. The free cash flows are then expected to
stabilise at the year-five level for the remaining 10 years. 

The cost of the project, payable at the start, is expected to be $150 million, comprising machinery, working capital
and the mining rights fee payable to the Bahari government. None of these costs is expected to be recoverable at the
end of the project’s 15-year life. 

The Bahari government has offered Mlima Co a subsidised loan over 15 years for the full $150 million at an interest
rate of 3% instead of Mlima Co’s normal borrowing rate of 7%. The interest payable is allowable for taxation purposes.
It can be assumed that Mlima Co’s business risk is not expected to change as a result of undertaking the Bahari
project.

At the conclusion of the meeting between the Bahari government and Mlima Co’s BoD, the president of Bahari
commented that working together would be like old times when he and Mlima Co’s chief executive officer (CEO) used
to run a business together.

Other Information
Mlima Co’s closest competitor is Ziwa Co, a listed company which mines metals worldwide. Mlima Co’s directors are
of the opinion that after listing Mlima Co’s cost of capital should be based on Ziwa Co’s ungeared cost of equity. Ziwa
Co’s cost of capital is estimated at 9·4%, its geared cost of equity is estimated at 16·83% and its pre-tax cost of debt
is estimated at 4·76%. These costs are based on a capital structure comprising of 200 million shares, trading at $7
each, and $1,700 million 5% irredeemable bonds, trading at $105 per $100. Both Ziwa Co and Mlima Co pay tax
at an annual rate of 25% on their taxable profits.

It can be assumed that all cash flows will be in $ instead of the Bahari currency and therefore Mlima Co does not
have to take account of any foreign exchange exposure from this venture.

Required:

(a) Prepare a report for the Board of Directors (BoD) of Mlima Co that:

(i) Explains why Mlima Co’s directors are of the opinion that Mlima Co’s cost of capital should be based on
Ziwa Co’s ungeared cost of equity and, showing relevant calculations, estimate an appropriate cost of
capital for Mlima Co; (7 marks)

(ii) Estimates Mlima Co’s value without undertaking the Bahari project and then with the Bahari project.
The valuations should use the free cash flow methodology and the cost of capital calculated in part (i).
Include relevant calculations; (14 marks)

(iii) Advises the BoD whether or not the unsecured bond holders are likely to accept the equity-for-debt swap
offer. Include relevant calculations; (5 marks)

(iv) Advises the BoD on the listing and the possible share price range, if a total of 100 million shares are
issued. The advice should also include: 

– A discussion of the assumptions made in estimating the share price range; 
– In addition to the reasons mentioned in the scenario above, a brief explanation of other possible

reasons for changing its status from a private company to a listed one; and
– An assessment of the possible reasons for issuing the share price at a discount for the initial listing;

(12 marks)

Professional marks will be awarded in part (a) for the format, structure and presentation of the report.
(4 marks)

(b) Discuss the possible impact on, and response of, Mlima Co to the following ethical issues, with respect to
the Bahari project:

(i) The relocation of the farmers; and 
(ii) The relationship between the Bahari president and Mlima Co’s chief executive officer.

Note: The total marks will be split equally between each part. (8 marks)

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

2 Hav Co is a publicly listed company involved in the production of highly technical and sophisticated electronic
components for complex machinery. It has a number of diverse and popular products, an active research and
development department, significant cash reserves and a highly talented management who are very good in getting
products to market quickly.

A new industry that Hav Co is looking to venture into is biotechnology, which has been expanding rapidly and there
are strong indications that this recent growth is set to continue. However, Hav Co has limited experience in this
industry. Therefore it believes that the best and quickest way to expand would be through acquiring a company
already operating in this industry sector.

Strand Co is a private company operating in the biotechnology industry and is owned by a consortium of business
angels and company managers. The owner-managers are highly skilled scientists who have developed a number of
technically complex products, but have found it difficult to commercialise them. They have also been increasingly
constrained by the lack of funds to develop their innovative products further.

Discussions have taken place about the possibility of Strand Co being acquired by Hav Co. Strand Co’s managers have
indicated that the consortium of owners is happy for the negotiations to proceed. If Strand Co is acquired, it is
expected that its managers would continue to run the Strand Co part of the larger combined company.

Strand Co is of the opinion that most of its value is in its intangible assets, comprising intellectual capital. Therefore,
the premium payable on acquisition should be based on the present value to infinity of the after tax excess earnings
the company has generated in the past three years, over the average return on capital employed of the
biotechnological industry. However, Hav Co is of the opinion that the premium should be assessed on synergy benefits
created by the acquisition and the changes in value, due to the changes in the price-to-earnings (PE) ratio before and
after the acquisition.

Given below are extracts of financial information for Hav Co for 2013 and Strand Co for 2011, 2012 and 2013:

Hav Co Strand Co
Year ended 30 April 2013 2013 2012 2011

$ million $ million $ million $ million
Earnings before tax 1,980 397 370 352

Non-current assets 3,965 882 838 801
Current assets 968 210 208 198

Share capital (25c/share) 600 300 300 300
Reserves 2,479 183 166 159
Non-current liabilities 1,500 400 400 400
Current liabilities 354 209 180 140

The current average PE ratio of the biotechnology industry is 16·4 times and it has been estimated that Strand Co’s
PE ratio is 10% higher than this. However, it is thought that the PE ratio of the combined company would fall to 14·5
times after the acquisition. The annual after tax earnings will increase by $140 million due to synergy benefits
resulting from combining the two companies.

Both companies pay tax at 20% per annum and Strand Co’s annual cost of capital is estimated at 7%. Hav Co’s
current share price is $9·24 per share. The biotechnology industry’s pre-tax return on capital employed is currently
estimated to be 20% per annum.

Hav Co has proposed to pay for the acquisition using one of the following three methods: 

(i) A cash offer of $5·72 for each Strand Co share; or
(ii) A cash offer of $1·33 for each Strand Co share plus one Hav Co share for every two Strand Co shares; or
(iii) A cash offer of $1·25 for each Strand Co share plus one $100 3% convertible bond for every $5 nominal value

of Strand Co shares. In six years, the bond can be converted into 12 Hav Co shares or redeemed at par.
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Required:

(a) Distinguish between the different types of synergy and discuss possible sources of synergy based on the
above scenario. (9 marks)

(b) Based on the two different opinions expressed by Hav Co and Strand Co, calculate the maximum acquisition
premium payable in each case. (6 marks)

(c) Calculate the percentage premium per share that Strand Co’s shareholders will receive under each
acquisition payment method and justify, with explanations, which payment method would be most
acceptable to them. (10 marks)

(25 marks)
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3 Kenduri Co is a large multinational company based in the UK with a number of subsidiary companies around the
world. Currently, foreign exchange exposure as a result of transactions between Kenduri Co and its subsidiary
companies is managed by each company individually. Kenduri Co is considering whether or not to manage the foreign
exchange exposure using multilateral netting from the UK, with the Sterling Pound (£) as the base currency. If
multilateral netting is undertaken, spot mid-rates would be used.

The following cash flows are due in three months between Kenduri Co and three of its subsidiary companies. The
subsidiary companies are Lakama Co, based in the United States (currency US$), Jaia Co, based in Canada (currency
CAD) and Gochiso Co, based in Japan (currency JPY).

Owed by Owed to Amount
Kenduri Co Lakama Co US$ 4·5 million
Kenduri Co Jaia Co CAD 1·1 million
Gochiso Co Jaia Co CAD 3·2 million
Gochiso Co Lakama Co US$ 1·4 million
Jaia Co Lakama Co US$ 1·5 million
Jaia Co Kenduri Co CAD 3·4 million
Lakama Co Gochiso Co JPY 320 million
Lakama Co Kenduri Co US$ 2·1 million

Exchange rates available to Kenduri Co

US$/£1 CAD/£1 JPY/£1
Spot 1·5938–1·5962 1·5690–1·5710 131·91–133·59
3-month forward 1·5996–1·6037 1·5652–1·5678 129·15–131·05

Currency options available to Kenduri Co
Contract size £62,500, Exercise price quotation: US$/£1, Premium: cents per £1

Call Options Put Options
Exercise price 3-month 6-month 3-month 6-month 

expiry expiry expiry expiry
1·60 1·55 2·25 2·08 2·23
1·62 0·98 1·58 3·42 3·73

It can be assumed that option contracts expire at the end of the relevant month

Annual interest rates available to Kenduri Co and subsidiaries 

Borrowing rate Investing rate
UK 4·0% 2·8%
United States 4·8% 3·1%
Canada 3·4% 2·1%
Japan 2·2% 0·5%

Required:

(a) Advise Kenduri Co on, and recommend, an appropriate hedging strategy for the US$ cash flows it is due to
receive or pay in three months, from Lakama Co. Show all relevant calculations to support the advice given. 

(12 marks)

(b) Calculate, using a tabular format (transactions matrix), the impact of undertaking multilateral netting by
Kenduri Co and its three subsidiary companies for the cash flows due in three months. Briefly discuss why
some governments allow companies to undertake multilateral netting, while others do not. (10 marks)

(c) When examining different currency options and their risk factors, it was noticed that a long call option had
a high gamma value. Explain the possible characteristics of a long call option with a high gamma value.

(3 marks)

(25 marks)
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4 Limni Co is a large company manufacturing hand-held electronic devices such as mobile phones and tablet
computers. The company has been growing rapidly over the last few years, but it also has high research and
development expenditure. It is involved in a number of projects worldwide, developing new and innovative products
and systems in a rapidly changing industry. Due to the nature of the industry, this significant growth in earnings has
never been stable, but has depended largely on the success of the new innovations and competitor actions. However,
in the last two years it seems that the rapid period of growth is slowing, with fewer products coming to market
compared to previous years.

Limni Co has never paid dividends and has financed projects through internally generated funds and with occasional
rights issues of new share capital. It currently has insignificant levels of debt. The retained cash reserves have recently
grown because of a drop in the level of investment in new projects.

The company has an active treasury division which invests spare funds in traded equities, bonds and other financial
instruments; and releases the funds when required for new projects. The division also manages cash flow risk using
money and derivative markets. The treasury division is currently considering investing in three companies with the
following profit after tax (PAT) and dividend history:

Year Company Theta Company Omega Company Kappa
PAT Dividends PAT Dividends PAT Dividends

$000 $000 $000 $000 $000 $000
2013 57,100 22,840 93,300 60,560 162,400 44,100
2012 54,400 21,760 90,600 57,680 141,500 34,200
2011 52,800 21,120 88,000 54,840 108,900 26,300
2010 48,200 19,280 85,400 52,230 105,700 20,250
2009 45,500 18,200 82,900 49,740 78,300 15,700

All of the three companies’ share capital has remained largely unchanged since 2009. 

Recently, Limni Co’s Board of Directors (BoD) came under pressure from the company’s larger shareholders to start
returning some of the funds, currently retained by the company, back to the shareholders. The BoD thinks that the
shareholders have a strong case to ask for repayments. However, it is unsure whether to pay a special, one-off large
dividend from its dividend capacity and retained funds, followed by small annual dividend payments; or to undertake
a periodic share buyback scheme over the next few years.

Limni Co is due to prepare its statement of profit or loss shortly and estimates that the annual sales revenue will be
$600 million, on which its profit before tax is expected to be 23% of sales revenue. It charges depreciation of 25%
on a straight-line basis on its non-current assets of $220 million. It estimates that $67 million investment in current
and non-current assets was spent during the year. It is due to receive $15 million in dividends from its subsidiary
companies, on which annual tax of 20% on average has been paid. Limni Co itself pays annual tax at 26%, and the
tax authorities where Limni Co is based charge tax on dividend remittances made by overseas subsidiary companies,
but give full credit on tax already paid on those remittances. In order to fund the new policy of returning funds to
shareholders, Limni Co’s BoD wants to increase the current estimated dividend capacity by 10%, by asking the
overseas subsidiary companies for higher repatriations.

Required:

(a) Discuss Limni Co’s current dividend, financing and risk management policies, and suggest how the decision
to return retained funds back to the shareholders will affect these policies. (8 marks)

(b) Evaluate the dividend policies of each of the three companies that Limni Co is considering investing in, and
discuss which company Limni Co might select. (8 marks)

(c) Calculate, and briefly comment on, how much the dividends from overseas companies need to increase by,
to increase Limni Co’s dividend capacity by 10%. (6 marks)

(d) Discuss the benefits to Limni Co’s shareholders of receiving repayments through a share buyback scheme as
opposed to the dividend scheme described above. (3 marks)

(25 marks)
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