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

1 Conejo Co is a listed company based in Ardilla and uses the $ as its currency. The company was formed around  
20 years ago and was initially involved in cybernetics, robotics and artificial intelligence within the information 
technology industry. At that time due to the risky ventures Conejo Co undertook, its cash flows and profits were very 
varied and unstable. Around 10 years ago, it started an information systems consultancy business and a business 
developing cyber security systems. Both these businesses have been successful and have been growing consistently. 
This in turn has resulted in a stable growth in revenues, profits and cash flows. The company continues its research 
and product development in artificial intelligence and robotics, but this business unit has shrunk proportionally to the 
other two units.

 Just under eight years ago, Conejo Co was successfully listed on Ardilla’s national stock exchange, offering 60% of its 
share capital to external equity holders, whilst the original founding members retained the remaining 40% of the equity 
capital. The company remains financed largely by equity capital and reserves, with only a small amount of debt capital. 
Due to this, and its steadily growing sales revenue, profits and cash flows, it has attracted a credit rating of A from the 
credit rating agencies.

 At a recent board of directors (BoD) meeting, the company’s chief financial officer (CFO) argued that it was time for 
Conejo Co to change its capital structure by undertaking a financial reconstruction, and be financed by higher levels 
of debt. As part of her explanation, the CFO said that Conejo Co is now better able to bear the increased risk resulting 
from higher levels of debt finance; would be better protected from predatory acquisition bids if it was financed by higher 
levels of debt; and could take advantage of the tax benefits offered by increased debt finance. She also suggested that 
the expected credit migration from a credit rating of A to a credit rating of BBB, if the financial reconstruction detailed 
below took place, would not weaken Conejo Co financially.

 Financial reconstruction

 The BoD decided to consider the financial reconstruction plan further before making a final decision. The financial 
reconstruction plan would involve raising $1,320 million ($1·32 billion) new debt finance consisting of bonds issued 
at their face value of $100. The bonds would be redeemed in five years’ time at their face value of $100 each. The 
funds raised from the issue of the new bonds would be used to implement one of the following two proposals:

 (i) Proposal 1: Either buy back equity shares at their current share price, which would be cancelled after they have 
been repurchased; or

 (ii) Proposal 2: Invest in additional assets in new business ventures.

 Conejo Co, Financial information

 Extract from the forecast financial position for next year

  $m
 Non-current assets 1,735
 Current assets 530
  ––––––
 Total assets 2,265
  ––––––
 Equity and liabilities
 Share capital ($1 per share par value) 400
 Reserves 1,700
  ––––––
 Total equity 2,100
  ––––––
 Non-current liabilities 120
 Current liabilities 45
  ––––––
 Total liabilities 165
  ––––––
 Total liabilities and capital 2,265
  ––––––

 Conejo Co’s forecast after-tax profit for next year is $350 million and its current share price is $11 per share.
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 The non-current liabilities consist solely of 5·2% coupon bonds with a face value of $100 each, which are redeemable 
at their face value in three years’ time. These bonds are currently trading at $107·80 per $100. The bond’s covenant 
stipulates that should Conejo Co’s borrowing increase, the coupon payable on these bonds will increase by 37 basis 
points.

 Conejo Co pays tax at a rate of 15% per year and its after-tax return on the new investment is estimated at 12%.

 Other financial information

 Current government bond yield curve

 Year 1 2 3 4 5
  1·5% 1·7% 1·9% 2·2% 2·5%

 Yield spreads (in basis points)

  1 year 2 years 3 years 4 years 5 years
 A 40 49 59 68 75
 BBB 70 81 94 105 112
 BB 148 167 185 202 218

 The finance director wants to determine the percentage change in the value of Conejo Co’s current bonds, if the credit 
rating changes from A to BBB. Furthermore, she wants to determine the coupon rate at which the new bonds would 
need to be issued, based on the current yield curve and appropriate yield spreads given above.

 Conejo Co’s chief executive officer (CEO) suggested that if Conejo Co paid back the capital and interest of the new 
bond in fixed annual repayments of capital and interest through the five-year life of the bond, then the risk associated 
with the extra debt finance would be largely mitigated. In this case, it was possible that credit migration, by credit 
rating companies, from A rating to BBB rating may not happen. He suggested that comparing the duration of the new 
bond based on the interest payable annually and the face value in five years’ time with the duration of the new bond 
where the borrowing is paid in fixed annual repayments of interest and capital could be used to demonstrate this risk 
mitigation.

 Required:

 (a) Discuss the possible reasons for the finance director’s suggestions that Conejo Co could benefit from higher 
levels of debt with respect to risk, from protection against acquisition bids, and from tax benefits. (7 marks)

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

  (i) Estimates, and briefly comments on, the change in value of the current bond and the coupon rate 
required for the new bond, as requested by the CFO; (6 marks)

  (ii) Estimates the Macaulay duration of the new bond based on the interest payable annually and face value 
repayment, and the Macaulay duration based on the fixed annual repayment of the interest and capital, 
as suggested by the CEO; (6 marks)

  (iii) Estimates the impact of the two proposals on how the funds may be used on next year’s forecast earnings, 
forecast financial position, forecast earnings per share and on forecast gearing; (11 marks)

  (iv) Using the estimates from (b)(i), (b)(ii) and (b)(iii), discusses the impact of the proposed financial 
reconstruction and the proposals on the use of funds on:

   – Conejo Co;
   – Possible reaction(s) of credit rating companies and on the expected credit migration, including the 

suggestion made by the CEO;
   – Conejo Co’s equity holders;
   – Conejo Co’s current and new debt holders. (16 marks)

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

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

2 Eview Cinemas Co is a long-established chain of cinemas in the country of Taria. Twenty years ago Eview Cinemas Co’s 
board decided to convert some of its cinemas into sports gyms, known as the EV clubs. The number of EV clubs has 
expanded since then. Eview Cinemas Co’s board brought in outside managers to run the EV clubs, but over the years 
there have been disagreements between the clubs’ managers and the board. The managers have felt that the board has 
wrongly prioritised investment in, and refurbishment of, the cinemas at the expense of the EV clubs.

 Five years ago, Eview Cinemas Co undertook a major refurbishment of its cinemas, financing this work with various 
types of debt, including loan notes at a high coupon rate of 10%. Shortly after the work was undertaken, Taria entered 
into a recession which adversely affected profitability. The finance cost burden was high and Eview Cinemas Co was 
not able to pay a dividend for two years.

 The recession is now over and Eview Cinemas Co has emerged in a good financial position, as two of its competitors 
went into insolvency during the recession. Eview Cinemas Co’s board wishes to expand its chain of cinemas and open 
new, multiscreen cinemas in locations which are available because businesses were closed down during the recession. 

 In two years’ time Taria is due to host a major sports festival. This has encouraged interest in sport and exercise in the 
country. As a result, some gym chains are looking to expand and have contacted Eview Cinemas Co’s board to ask if it 
would be interested in selling the EV clubs. Most of the directors regard the cinemas as the main business and so are 
receptive to selling the EV clubs. 

 The finance director has recommended that the sales price of the EV clubs be based on predicted free cash flows as 
follows:

 1. The predicted free cash flow figures in $millions for EV clubs are as follows:

 Year 1 2 3 4
  390 419 455 490

 2. After Year 4, free cash flows should be assumed to increase at 5·2% per annum.

 3. The discount rate to be used should be the current weighted average cost of capital, which is 12%.

 4. The finance director believes that the result of the free cash flow valuation will represent a fair value of the EV 
clubs’ business, but Eview Cinemas Co is looking to obtain a 25% premium on the fair value as the expected sales 
price.

 Other information supplied by the finance director is as follows:

 1. The predicted after-tax profits of the EV clubs are $454 million in Year 1. This can be assumed to be 40% of total 
after-tax profits of EV Cinemas Co.

 2. The expected proceeds which Eview Cinemas Co receives from selling the EV clubs will be used firstly to pay off 
the 10% loan notes. Part of the remaining amount from the sales proceeds will then be used to enhance liquidity 
by being held as part of current assets, so that the current ratio increases to 1·5. The rest of the remaining amount 
will be invested in property, plant and equipment. The current net book value of the non-current assets of the EV 
clubs to be sold can be assumed to be $3,790 million. The profit on the sale of the EV clubs should be taken 
directly to reserves.

 3. Eview Cinemas Co’s asset beta for the cinemas can be assumed to be 0·952.

 4. Eview Cinemas Co currently has 1,000 million $1 shares in issue. These are currently trading at $15·75 per 
share. The finance director expects the share price to rise by 10% once the sale has been completed, as he thinks 
that the stock market will perceive it to be a good deal.

 5. Tradeable debt is currently quoted at $96 per $100 for the 10% loan notes and $93 per $100 for the other loan 
notes. The value of the other loan notes is not expected to change once the sale has been completed. The overall 
pre-tax cost of debt is currently 9% and can be assumed to fall to 8% when the 10% loan notes are redeemed.

 6. The current tax rate on profits is 20%.

 7. Additional investment in current assets is expected to earn a 7% pre-tax return and additional investment in 
property, plant and equipment is expected to earn a 12% pre-tax return.

 8. The current risk-free rate is 4% and the return on the market portfolio is 10%.
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 Eview Cinemas Co’s current summarised statement of financial position is shown below. The CEO wants to know the 
impact the sale of the EV clubs would have immediately on the statement of financial position, the impact on the Year 1 
forecast earnings per share and on the weighted average cost of capital.

  $m
 Assets 
 Non-current assets 15,621
 Current assets 2,347
  –––––––
 Total assets 17,968
  –––––––
 Equity and liabilities
 Called-up share capital 1,000
 Retained earnings 7,917
  –––––––
 Total equity 8,917
  –––––––
 Non-current liabilities
 10% loan notes 3,200
 Other loan notes 2,700
 Bank loans 985
  –––––––
 Total non-current liabilities 6,885
  –––––––
 Current liabilities  2,166
  –––––––
 Total equity and liabilities  17,968
  –––––––

 Required:

 (a) Calculate the expected sales price of the EV clubs and demonstrate its impact on Eview Cinemas Co’s 
statement of financial position, forecast earnings per share and weighted average cost of capital. (17 marks)

 (b) Evaluate the decision to sell the EV clubs. (8 marks)

  (25 marks)
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3 High K Co is one of the three largest supermarket chains in the country of Townia. Its two principal competitors, Dely 
Co and Leminster Co, are of similar size to High K Co. In common with its competitors (but see below), High K Co 
operates three main types of store:

 – Town centre stores – these sell food and drink and a range of small household items. High K Co’s initial growth was 
based on its town centre stores, but it has been shutting them over the last decade, although the rate of closure 
has slowed in the last couple of years.

 – Convenience stores – these are smaller and sell food and drink and very few other items. Between 2003 and 
2013, High K Co greatly expanded the number of convenience stores it operated. Their performance has varied, 
however, and since 2013, High K Co has not opened any new stores and closed a number of the worst-performing 
stores.

 – Out-of-town stores – these sell food and drink and a full range of household items, including large electrical goods 
and furniture. The number of out-of-town stores which High K Co operated increased significantly until 2010, but 
has only increased slightly since.

 The majority of town centre and out-of-town stores premises are owned by High K Co, but 85% of convenience stores 
premises are currently leased.

 High K Co also sells most of its range of products online, either offering customers home delivery or ‘click and collect’ 
(where the customer orders the goods online and picks them up from a collection point in one of the stores).

 High K Co’s year end is 31 December. When its 2016 results were published in April 2017, High K Co’s chief executive 
emphasised that the group was focusing on:

 – Increasing total shareholder return by improvements in operating efficiency and enhancement of responsiveness 
to customer needs

 – Ensuring competitive position by maintaining flexibility to respond to new strategic challenges

 – Maintaining financial strength by using diverse sources of funding, including making use in future of revolving 
credit facilities

 Since April 2017, Dely Co and Leminster Co have both announced that they will be making significant investments 
to boost online sales. Dely Co intends to fund its investments by closing all its town centre and convenience stores, 
although it also intends to open more out-of-town stores in popular locations.

 The government of Townia was re-elected in May 2017. In the 18 months prior to the election, it eased fiscal policy 
and consumer spending significantly increased. However, it has tightened fiscal policy since the election to avoid the 
economy overheating. It has also announced an investigation into whether the country’s large retail chains treat their 
suppliers unfairly.
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 Extracts from High K Co’s 2016 financial statements and other information about it are given below:

 High K Co statement of profit or loss extracts

 Year ending 31 December (all amounts in $m)
  2014 2015 2016
 Sales revenue 23,508  23,905  24,463
 Gross profit 1,018 1,211 1,514
  ––––––– ––––––– –––––––
 Operating profit 204 407 712
 Finance costs (125 ) (115 ) (100 )
  ––––––– ––––––– –––––––
 Profit after tax 52 220 468
 Dividends 150 170 274

 High K Co statement of financial position extracts

 Year ending 31 December (all amounts in $m)

 Non-current assets 10,056 9,577 8,869
 Cash and cash equivalents 24 709 1,215
 Other current assets 497 618 747
  ––––––– ––––––– –––––––
 Total non-current and current assets  10,577 10,904 10,831
  ––––––– ––––––– –––––––
 Equity
 Ordinary shares ($1) 800 800 800
 Reserves 7,448 7.519 7,627
  ––––––– ––––––– –––––––
 Total equity 8,248 8,319 8,427
  ––––––– ––––––– –––––––
 Non-current liabilities 1,706  1,556  1,246
  ––––––– ––––––– –––––––
 Current liabilities 623  1,029  1,158
  ––––––– ––––––– –––––––

 Other information
 Market price per share 
 (in $, $3·89 at end of 2013, $3·17 currently) 3·54 3·34 3·23
 Staff working in shops (’000) 78 75 72
 Segment information
 Revenue ($m)
 Town centre stores 5,265 5,189 5,192
 Convenience stores 3,786 3,792 3,833
 Out-of-town stores 10,220 10,340 10,547
  ––––––– ––––––– –––––––
 Store revenue 19,271 19,321 19,572
 Online sales 4,237 4,584 4,891
 Number of stores
 Town centre stores 165 157 153
 Convenience stores 700 670 640
 Out-of-town stores 220 224 227

 Required:

 (a) Evaluate High K Co’s financial performance. You should indicate in your discussion areas where further 
information about High K Co would be helpful. Provide relevant calculations for ratios and trends to support 
your evaluation.

  Note: Up to 10 marks are available for calculations. (21 marks)

 (b) Discuss how High K Co may seek to finance an investment programme.  (4 marks)

  (25 marks)
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4 Wardegul Co, a company based in the Eurozone, has expanded very rapidly over recent years by a combination of 
acquiring subsidiaries in foreign countries and setting up its own operations abroad. Wardegul Co’s board has found it 
increasingly difficult to monitor its activities and Wardegul Co’s support functions, including its treasury function, have 
struggled to cope with a greatly increased workload. Wardegul Co’s board has decided to restructure the company on 
a regional basis, with regional boards and appropriate support functions. Managers in some of the larger countries in 
which Wardegul Co operates are unhappy with reorganisation on a regional basis, and believe that operations in their 
countries should be given a large amount of autonomy and be supported by internal functions organised on a national 
basis.

 Assume it is now 1 October 2017. The central treasury function has just received information about a future transaction 
by a newly-acquired subsidiary in Euria, where the local currency is the dinar (D). The subsidiary expects to receive 
D27,000,000 on 31 January 2018. It wants this money to be invested locally in Euria, most probably for five months 
until 30 June 2018.

 Wardegul Co’s treasury team is aware that economic conditions in Euria are currently uncertain. The central bank base 
rate in Euria is currently 4·2% and the treasury team believes that it can invest funds in Euria at the central bank base 
rate less 30 basis points. However, treasury staff have seen predictions that the central bank base rate could increase 
by up to 1·1% or fall by up to 0·6% between now and 31 January 2018.

 Wardegul Co’s treasury staff normally hedge interest rate exposure by using whichever of the following products is most 
appropriate:

 – Forward rate agreements (FRAs)
 – Interest rate futures
 – Options on interest rate futures

 Treasury function guidelines emphasise the importance of mitigating the impact of adverse movements in interest 
rates. However, they also allow staff to take into consideration upside risks associated with interest rate exposure when 
deciding which instrument to use.

 A local bank in Euria, with which Wardegul Co has not dealt before, has offered the following FRA rates:

 4–9: 5·02%
 5–10: 5·10%

 The treasury team has also obtained the following information about exchange traded Dinar futures and options:

 Three-month D futures, D500,000 contract size

 Prices are quoted in basis points at 100 – annual % yield:

 December 2017: 94·84
 March 2018: 94·78
 June 2018: 94·66

 Options on three-month D futures, D500,000 contract size, option premiums are in annual %

   Calls  Strike price  Put 
  December March June  December March June
  0·417 0·545 0·678 94·25 0·071 0·094 0·155
  0·078 0·098 0·160 95·25 0·393 0·529 0·664

 It can be assumed that futures and options contracts are settled at the end of each month. Basis can be assumed to 
diminish to zero at contract maturity at a constant rate, based on monthly time intervals. It can also be assumed that 
there is no basis risk and there are no margin requirements.
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 Required:

 (a) Recommend a hedging strategy for the D27,000,000 investment, based on the hedging choices which 
treasury staff are considering, if interest rates increase by 1·1% or decrease by 0·6%. Support your answer 
with appropriate calculations and discussion. (18 marks)

 (b) Discuss the advantages of operating treasury activities through regional treasury functions compared with:

  – Each country having a separate treasury function.
  – Operating activities through a single global treasury function. (7 marks)

  (25 marks)
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