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

1 Cigno Co is a large pharmaceutical company, involved in the research and development (R&D) of medicines and other
healthcare products. Over the past few years, Cigno Co has been finding it increasingly difficult to develop new
medical products. In response to this, it has followed a strategy of acquiring smaller pharmaceutical companies which
already have successful products in the market and/or have products in development which look very promising for
the future. It has mainly done this without having to resort to major cost-cutting and has therefore avoided large-scale
redundancies. This has meant that not only has Cigno Co performed reasonably well in the stock market, but it has
also maintained a high level of corporate reputation.

Anatra Co is involved in two business areas: the first area involves the R&D of medical products, and the second area
involves the manufacture of medical and dental equipment. Until recently, Anatra Co’s financial performance was
falling, but about three years ago a new chief executive officer (CEO) was appointed and she started to turn the
company around. Recently, the company has developed and marketed a range of new medical products, and is in
the process of developing a range of cancer-fighting medicines. This has resulted in a good performance in the stock
market, but many analysts believe that its shares are still trading below their true value. Anatra Co’s CEO is of the
opinion that the turnaround in the company’s fortunes makes it particularly vulnerable to a takeover threat, and she
is thinking of defence strategies that the company could undertake to prevent such a threat. In particular, she was
thinking of disposing some of the company’s assets and focussing on its core business.

Cigno Co is of the opinion that Anatra Co is being held back from achieving its true potential by its equipment
manufacturing business and that by separating the two business areas, corporate value can be increased. As a result,
it is considering the possibility of acquiring Anatra Co, unbundling the manufacturing business, and then absorbing
Anatra Co’s R&D of medical products business. Cigno Co estimates that it would need to pay a premium of 35% to
Anatra Co’s shareholders to buy the company.

Financial information: Anatra Co

Given below are extracts from Anatra Co’s latest statement of profit or loss and statement of financial position for the
year ended 30 November 2015.

2015
$ million

Sales revenue 21,400
Profit before interest and tax (PBIT) 3,210
Interest 720
Pre-tax profit 2,490

2015
$ million

Non-current liabilities 9,000
Share capital (50c/share) 3,500
Reserves 4,520

Anatra Co’s share of revenue and profits between the two business areas are as follows:

Medical products R&D Equipment manufacturing
Share of revenue and profit 70% 30%

Post-acquisition benefits from acquiring Anatra Co 
Cigno Co estimates that following the acquisition and unbundling of the manufacturing business, Anatra Co’s future
sales revenue and profitability of the medical R&D business will be boosted. The annual sales growth rate is expected
to be 5% and the profit margin before interest and tax is expected to be 17·25% of sales revenue, for the next four
years. It can be assumed that the current tax allowable depreciation will remain equivalent to the amount of
investment needed to maintain the current level of operations, but that the company will require an additional
investment in assets of 40c for every $1 increase in sales revenue.

After the four years, the annual growth rate of the company’s free cash flows is expected to be 3% for the foreseeable
future.
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Anatra Co’s unbundled equipment manufacturing business is expected to be divested through a sell-off, although other
options such as a management buy-in were also considered. The value of the sell-off will be based on the medical
and dental equipment manufacturing industry. Cigno Co has estimated that Anatra Co’s manufacturing business
should be valued at a factor of 1·2 times higher than the industry’s average price-to-earnings ratio. Currently the
industry’s average earnings-per-share is 30c and the average share price is $2·40.

Possible additional post-acquisition benefits
Cigno Co estimates that it could achieve further cash flow benefits following the acquisition of Anatra Co, if it
undertakes a limited business re-organisation. There is some duplication of the R&D work conducted by Cigno Co and
Anatra Co, and the costs related to this duplication could be saved if Cigno Co closes some of its own operations.
However, it would mean that many redundancies would have to be made including employees who have worked in
Cigno Co for many years. Anatra Co’s employees are considered to be better qualified and more able in these areas
of duplication, and would therefore not be made redundant.

Cigno Co could also move its headquarters to the country where Anatra Co is based and thereby potentially save a
significant amount of tax, other than corporation tax. However, this would mean a loss of revenue for the government
where Cigno Co is based. 

The company is concerned about how the government and the people of the country where it is based might react to
these issues. It has had a long and beneficial relationship with the country and with the country’s people.

Cigno Co has estimated that it would save $1,600 million after-tax free cash flows to the firm at the end of the first
year as a result of these post-acquisition benefits. These cash flows would increase by 4% every year for the next
three years.

Estimating the combined company’s weighted average cost of capital
Cigno Co is of the opinion that as a result of acquiring Anatra Co, the cost of capital will be based on the equity beta
and the cost of debt of the combined company. The asset beta of the combined company is the individual companies’
asset betas weighted in proportion of the individual companies’ market value of equity. Cigno Co has a market debt
to equity ratio of 40:60 and an equity beta of 1·10.

It can be assumed that the proportion of market value of debt to market value of equity will be maintained after the
two companies combine.

Currently, Cigno Co’s total firm value (market values of debt and equity combined) is $60,000 million and Anatra Co’s
asset beta is 0·68.

Additional information
– The estimate of the risk free rate of return is 4·3% and of the market risk premium is 7%. 
– The corporation tax rate applicable to all companies is 22%.
– Anatra Co’s current share price is $3 per share, and it can be assumed that the book value and the market value

of its debt are equivalent. 
– The pre-tax cost of debt of the combined company is expected to be 6.0%.

Important note
Cigno Co’s board of directors (BoD) does not require any discussion or computations of currency movements or
exposure in this report. All calculations are to be presented in $ millions. Currency movements and their management
will be considered in a separate report. The BoD also does not expect any discussion or computations relating to the
financing of acquisition in this report, other than the information provided above on the estimation of the cost of
capital.
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Required:

(a) Distinguish between a divestment through a sell-off and a management buy-in as forms of unbundling.
(4 marks)

(b) Prepare a report for the board of directors (BoD) of Cigno Co which:

(i) Estimates the value attributable to Cigno Co’s shareholders from the acquisition of Anatra Co before
taking into account the cash benefits of potential tax savings and redundancies, and then after taking
these into account; (18 marks)

(ii) Assesses the value created from (b)(i) above, including a discussion of the estimations made and
methods used; (8 marks)

(iii) Advises the BoD on the key factors it should consider in relation to the redundancies and potential tax
savings. (4 marks)

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

(c) Discuss whether the defence strategy suggested by Anatra Co’s CEO of disposing assets is feasible.
(6 marks)

(d) Takeover regulation, where Anatra Co is based, offers the following conditions aimed at protecting shareholders:
the mandatory-bid condition through sell out rights, the principle of equal treatment, and squeeze-out rights. 

Required:

Explain the main purpose of each of the three conditions. (6 marks)

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

2 The Armstrong Group is a multinational group of companies. Today is 1 September. The treasury manager at 
Massie Co, one of Armstrong Group’s subsidiaries based in Europe, has just received notification from the group’s
head office that it intends to introduce a system of netting to settle balances owed within the group every six months.
Previously inter-group indebtedness was settled between the two companies concerned.

The predicted balances owing to, and owed by, the group companies at the end of February are as follows:

Owed by Owed to Local currency
million (m)

Armstrong (USA) Horan (South Africa) US $12·17
Horan (South Africa) Massie (Europe) SA R42·65
Giffen (Denmark) Armstrong (USA) D Kr21·29
Massie (Europe) Armstrong (USA) US $19·78
Armstrong (USA) Massie (Europe) €1·57
Horan (South Africa) Giffen (Denmark) D Kr16·35
Giffen (Denmark) Massie (Europe) €1·55

The predicted exchange rates, used in the calculations of the balances to be settled, are as follows:

D Kr US$ SA R €

1 D Kr = 1·0000 0·1823 1·9554 0·1341
1 US $ = 5·4855 1·0000 10·7296 0·7358
1 SA R = 0·5114 0·0932 1·0000 0·0686
1 € = 7·4571 1·3591 14·5773 1·0000

Settlement will be made in dollars, the currency of Armstrong Group, the parent company. Settlement will be made
in the order that the company owing the largest net amount in dollars will first settle with the company owed the
smallest net amount in dollars.

Note: D Kr is Danish Krone, SA R is South African Rand, US $ is United States dollar and € is Euro.

Required:

(a) (i) Calculate the inter-group transfers which are forecast to occur for the next period. (8 marks)

(ii) Discuss the problems which may arise with the new arrangement. (3 marks)

The most significant transaction which Massie Co is due to undertake with a company outside the Armstrong Group
in the next six months is that it is due to receive €25 million from Bardsley Co on 30 November. Massie Co’s treasury
manager intends to invest this money for the six months until 31 May, when it will be used to fund some major capital
expenditure. However, the treasury manager is concerned about changes in interest rates. Predictions in the media
range from a 0·5% rise in interest rates to a 0·5% fall.

Because of the uncertainty, the treasury manager has decided to protect Massie Co by using derivatives. The treasury
manager wishes to take advantage of favourable interest rate movements. Therefore she is considering options on
interest rate futures or interest rate collars as possible methods of hedging, but not interest rate futures. Massie Co
can invest at LIBOR minus 40 basis points and LIBOR is currently 3·6%.

The treasury manager has obtained the following information on Euro futures and options. She is ignoring margin
requirements.

Three-month Euro futures, €1,000,000 contract, tick size 0·01% and tick value €25.

September 95·94
December 95·76
March 95·44
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Options on three-month Euro futures, €1,000,000 contract, tick size 0·01% and tick value €25. Option premiums
are in annual %.

Calls Strike Puts
September December March September December March
0·113 0·182 0·245 96·50 0·002 0·123 0·198
0·017 0·032 0·141 97·00 0·139 0·347 0·481

It can be assumed that settlement for the contracts is at the end of the month. It can also be assumed that basis
diminishes to zero at contract maturity at a constant rate and that time intervals can be counted in months.

Required:

(b) Based on the choice of options on futures or collars which Massie Co is considering and assuming the
company does not face any basis risk, recommend a hedging strategy for the €25 million receipt. Support
your recommendations with appropriate comments and relevant calculations. (14 marks)

(25 marks)
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3 Five years ago the Patel family invested in a new business, Flufftort Co, which manufactures furniture. Some family
members became directors of Flufftort Co, others have not been actively involved in management. A venture capital
firm, Gupte VC, also made a 20% investment in Flufftort Co. A representative of Gupte VC was appointed to 
Flufftort Co’s board. Flufftort Co also took out a long-term 8·5% bank loan.

Sales have generally been disappointing. As a result, members of the Patel family have been reluctant to invest further
in Flufftort Co. Over the last year Gupte VC has taken a tougher attitude towards Flufftort Co. Gupte VC pressurised
Flufftort Co to pay a dividend of $2 million for the year ended 30 June 2015. Gupte VC has also said that if 
Flufftort Co’s financial results do not improve, Gupte VC may exercise its right to compel Flufftort Co to buy back its
shares at par on 30 June 2016. 

However, Flufftort Co’s most recent product, the Easicushion chair, has been a much bigger success than expected.
In order to produce enough Easicushion chairs to affect its results substantially, Flufftort Co will need to make
significant expenditure on manufacturing facilities and additional working capital.

Extracts from statement of profit or loss for year ended 30 June 2015 and forecast statement of profit or loss for
year ended 30 June 2016

2015 2016
Forecast

$m $m
Operating profit 8·0 6·0
Finance cost (3·0) (3·0)

–––– ––––
Profit before tax 5·0 3·0
Tax on profits (20%) (1·0) (0·6)

–––– ––––
Profit for the period 4·0 2·4
Dividends (2·0) –

–––– ––––
Retained earnings 2·0 2·4

–––– ––––

Note
The forecast statement of profit or loss for the year ended 30 June 2016 is not affected by the proposed investment.
This can be assumed only to affect results after 30 June 2016. The figure shown for retained earnings in the 2016
forecast can be assumed to be the net increase in cash for the year ended 30 June 2016.

Summarised statement of financial position as at 30 June 2015

$m
Assets
Non-current assets 69·0
Current assets excluding cash 18·0
Cash 7·6

–––––
Total assets 94·6

–––––

Equity and liabilities
Share capital ($1 shares) 50·0
Retained earnings 2·6

–––––
Total equity 52·6

–––––
Long-term liabilities
8·5% Bank loan 30·0
9% Loan note 5·0

–––––
Total long-term liabilities 35·0
Current liabilities 7·0

–––––
Total liabilities 42·0

–––––
Total equity and liabilities 94·6

–––––
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Notes
1. 55% of shares are owned by the members of the Patel family who are directors, 25% by other members of the

Patel family and 20% by Gupte VC.

2. The bank loan is secured on the non-current assets of Flufftort and is due for repayment on 31 December 2019.
The loan is subject to a covenant that the ratio of equity to non-current liabilities should be greater than 1·3 on
a book value basis. Flufftort has also been granted an overdraft facility of up to $5 million by its bank.

3. The loan note is held by Rajiv Patel, a member of the Patel family who is not a director. The loan note is
unsecured, is subordinated to the bank loan and has no fixed date for repayment.

4. If no finance is available for investment in manufacturing facilities, non-current assets, current assets excluding
cash, the bank loan, loan note and current liabilities can be assumed to be the same at 30 June 2016 as at 
30 June 2015.

However, the chief executive and finance director of Flufftort Co intend to propose that the company should be
refinanced to fund the expanded production of the Easicushion chair. They have not yet consulted anyone else about
their proposals.

Details of the proposed refinancing are as follows:

1. The members of the Patel family who are directors would subscribe to an additional 15 million $1 shares at par.

2. Gupte VC would subscribe to an additional 20 million $1 shares at par.

3. The 8·5% bank loan would be renegotiated with the bank and the borrowing increased to $65 million, to be
repaid on 30 June 2022. The expected finance cost of the loan would be 10% per annum.

4. Rajiv Patel’s loan note would be replaced by 5 million $1 shares.

5. The refinancing would mean non-current assets would increase to $125 million, current assets other than cash
would increase to $42 million and current liabilities would increase to $12 million.

6. Operating profits would be expected to increase to $20 million in the first full year after the facilities are
constructed (year ended 30 June 2017) and $25 million in the second year (year ended 30 June 2018). No
dividends would be paid for these two years, as cash surpluses would be used for further investment as required.
Tax on company profits can be assumed to remain at 20%.

Required:

(a) (i) Prepare a projected statement of financial position as at 30 June 2016, on the assumption that 
Gupte VC exercises its rights and Gupte VC’s shares are repurchased and cancelled by Flufftort Co.

(4 marks)

(ii) Prepare a projected statement of financial position as at 30 June 2016 on the assumption that the
proposed refinancing and investment take place. (4 marks)

(iii) Prepare projected statements of profit or loss for the years ended 30 June 2017 and 30 June 2018 on
the basis that the profit forecasts are correct. (4 marks)

(b) Evaluate whether the suggested refinancing scheme is likely to be agreed by all finance providers. State
clearly any assumptions which you make. (13 marks)

(25 marks)
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4 Moonstar Co is a property development company which is planning to undertake a $200 million commercial property
development. Moonstar Co has had some difficulties over the last few years, with some developments not generating
the expected returns and the company has at times struggled to pay its finance costs. As a result Moonstar Co’s credit
rating has been lowered, affecting the terms it can obtain for bank finance. Although Moonstar Co is listed on its local
stock exchange, 75% of the share capital is held by members of the family who founded the company. The family
members who are shareholders do not wish to subscribe for a rights issue and are unwilling to dilute their control over
the company by authorising a new issue of equity shares. Moonstar Co’s board is therefore considering other methods
of financing the development, which the directors believe will generate higher returns than other recent investments,
as the country where Moonstar Co is based appears to be emerging from recession. 

Securitisation proposals
One of the non-executive directors of Moonstar Co has proposed that it should raise funds by means of a securitisation
process, transferring the rights to the rental income from the commercial property development to a special purpose
vehicle. Her proposals assume that the leases will generate an income of 11% per annum to Moonstar Co over a 
ten-year period. She proposes that Moonstar Co should use 90% of the value of the investment for a collateralised
loan obligation which should be structured as follows:

– 60% of the collateral value to support a tranche of A-rated floating rate loan notes offering investors LIBOR plus
150 basis points

– 15% of the collateral value to support a tranche of B-rated fixed rate loan notes offering investors 12%
– 15% of the collateral value to support a tranche of C-rated fixed rate loan notes offering investors 13%
– 10% of the collateral value to support a tranche as subordinated certificates, with the return being the excess of

receipts over payments from the securitisation process

The non-executive director believes that there will be sufficient demand for all tranches of the loan notes from
investors. Investors will expect that the income stream from the development to be low risk, as they will expect the
property market to improve with the recession coming to an end and enough potential lessees to be attracted by the
new development. 

The non-executive director predicts that there would be annual costs of $200,000 in administering the loan. She
acknowledges that there would be interest rate risks associated with the proposal, and proposes a fixed for variable
interest rate swap on the A-rated floating rate notes, exchanging LIBOR for 9·5%. 

However the finance director believes that the prediction of the income from the development that the non-executive
director has made is over-optimistic. He believes that it is most likely that the total value of the rental income will be
5% lower than the non-executive director has forecast. He believes that there is some risk that the returns could be
so low as to jeopardise the income for the C-rated fixed rate loan note holders. 

Islamic finance

Moonstar Co’s chief executive has wondered whether Sukuk finance would be a better way of funding the
development than the securitisation. 

Moonstar Co’s chairman has pointed out that a major bank in the country where Moonstar Co is located has begun
to offer a range of Islamic financial products. The chairman has suggested that a Mudaraba contract would be the
most appropriate method of providing the funds required for the investment. 

Required:

(a) Calculate the amounts in $ which each of the tranches can expect to receive from the securitisation
arrangement proposed by the non-executive director and discuss how the variability in rental income affects
the returns from the securitisation. (11 marks)

(b) Discuss the benefits and risks for Moonstar Co associated with the securitisation arrangement that the 
non-executive director has proposed. (6 marks) 

(c) (i) Discuss the suitability of Sukuk finance to fund the investment, including an assessment of its appeal
to potential investors. (4 marks) 

(ii) Discuss whether a Mudaraba contract would be an appropriate method of financing the investment and
discuss why the bank may have concerns about providing finance by this method. (4 marks)

(25 marks)
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