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MARK PLAN AND EXAMINER’S COMMENTARY   
 
The marking plan set out below was that used to mark this question. Markers were encouraged to use 
discretion and to award partial marks where a point was either not explained fully or made by implication.  
More marks were available than could be awarded for each requirement. This allowed credit to be given for a 
variety of valid points, which were made by candidates.  
 

Question 1 
 
Total Marks: 35 
 

General comments 
This was a seven-part question, which tested the candidates’ understanding of the investment decisions 
element of the syllabus. The scenario of the question was that a company is divesting itself of a division by 
offering it to the public through an Initial Public Offering. 

1.1  
 

   
0 1 2 3 4 

   
£m £m £m £m £m 

Gross profit 
  

 111.21 133.85 161.10 193.90 

Selling and Administration 
 

 (73.50) (77.18) (81.04) (85.09) 

Operating cash flows 
 

 37.71 56.67 80.06 108.81 
Tax 
21% 

   
 (7.92) (11.90) (16.81) (22.85) 

After tax operating cash flows  29.79 44.77 63.25 85.96 

New equipment 
 

(10.00) 
    Tax saved on Ca's 

 
0.38  0.31 0.25 0.21 0.95 

Working Capital 
 

(26.00)  (5.29) (6.37) (7.67) 45.33 

Continuing value 
     

964.66 

Net cash flows 
 

(35.62)  24.81 38.65 55.79 1096.9 

PV factors at 10% 
 

1.00  0.91 0.83 0.75 0.68 

Present value 
 

(35.62)  22.55 31.92 41.90 749.20 

NPV  
  

809.95 
     

Gross profit = £92.4 million (140 x 66%) 
Gross profit year: 
1 = 92.4 x 1.18 x 1.02 = £111.21 million 
2 = 111.21 x 1.18 x 1.02 = £133.85 million 
3 = 133.85 x 1.18 x 1.02 = £161.10 million 
4 = 161.10 x 1.18 x 1.02 = £193.90 milion 
 
Selling and administration £70 million (72-2) increasing at 5%pa as depn not a cash flow. 
 
Continuing value = (85.96 x 1.01)/(0.10 – 0.01) = £964.66 million 
 
Ignoring BS asset values (valuing income assets generate) 
 

Capital allowances and the tax saved thereon 

 
Cost/WDV CA Tax 

 
 

£m £m £m 

 0 10.00 1.80 0.38 

 1 8.20 1.48 0.31 

 2 6.72 1.21 0.25 

 3 5.51 0.99 0.21 

 4 4.52 4.52 0.95 
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 Working Capital 

 
Total Increment 

 
£m £m 

0 (26) (26) 

1 (31.29) (5.29) 

2 (37.66) (6.37) 

3 (45.33) (7.67) 

4 
 

45.33 

   
 

Well answered by many candidates, however common errors that weaker candidates made were: 
including operating cash flows in time zero; incorrect calculation of the continuing value; adding the 18% 
growth and 2% price increase figures together instead of compounding them; omitting to explain why 
certain inputs were not to be included in the cash flows; applying a non-marketability discount to the final 
valuation. 
 
Total possible marks 
Maximum full marks  

 
15 
15 

 
1.2   

 
Profits after tax at 30 June 2016 = £9.5 million.  
The value of Venus based on the mean p/e ratio = £522.5 million (9.5 x 55) 
 

Well answered by the majority of candidates however many candidates applied a non-marketability 
discount to the p/e ratio, which was inappropriate for the valuation of an IPO. 

 
Total possible marks 
Maximum full marks 

 
2 
2 

 
1.3  
 
The advantages of the NPV valuation are that it values the future cash flows of the company and takes 
into account both risk and the time value of money. However the disadvantages are that the inputs into the 
model are critical in arriving at a reliable estimate of the value of Venus.  
 
The major advantage of the multiples valuation is that it values Venus by comparison to its peers and 
reflects the future growth potential of the market. However the disadvantages are that no company is truly 
comparable and establishing a maintainable earnings figure is problematic.  
 
In relation to Venus reservations include: 
 
For the NPV valuation: Is 18% growth realistic for the next four years, how has this figure been 
estimated; does the 10% discount factor truly reflect the risk of the company; is it reasonable to calculate 
the continuing value by treating the fourth year after tax operating cash flow as a growing perpetuity and 
how has the 1% growth figure been calculated; is it reasonable to assume that the gross profit percentage 
will increase by 10%;  
 
For the multiples valuation: The p/e ratio of 55 is the mean of a sample of comparable companies, what 
is the spread of p/e ratios and have outliers been excluded; Is taking historic earnings realistic, should 
prospective earnings be calculated.  

 
Responses to this part of the question were mixed and often did not relate to the scenario of the question 
despite the requirement specifically asking them to. 

 
Total possible marks 
Maximum full marks 

 
6 
5 
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1.4  

 
With an offer for sale shares in Venus would be sold to an issuing house which would then offer the 
shares for sale to the general public. 
 
With an offer for subscription (or direct offer) the shares in Venus would be offered directly to the public i.e 
not through an issuing house. 

 

Very few students submitted correct answers to this part of the question and often made up definitions. 

 
Total possible marks 
Maximum full marks 

 
2 
2 

 
1.5  

 
The danger for Zeus of not using a underwriter for the IPO is that there might be insufficient demand for all 
the securities to be issued. This is especially important when a fixed issue price is set in advance of the 
issue date and the market is volatile. The market appetite for Venus’s stocks might be less than expected, 
especially with the value placed on the company, which depends on high future growth. 
 
Underwriting is a form of insurance, which ensures that all securities are sold and Zeus can be certain of 
obtaining the funds required.  
 
The major disadvantage of underwriting is the cost. The cost depends on the characteristics of the 
company issuing the security and the state of the market. With a company such as Venus the cost is likely 
to be at the upper end of the scale. Usually fees range from 1% to 2% of the total finance to be raised. 
 
Another disadvantage of underwriting is that it may signal that the company is not confident in the issue 
being fully taken up. 
 
The advice of whether or not to underwrite the IPO must be supported. 
 

Responses to this part of the question were mixed with a lot of candidates showing that they did not 
understand what underwriting means. 

 
Total possible marks 
Maximum full marks 

 
5 
4 

 
1.6  
 
A management buy-out is possibility. However due to the value and risk of Venus it is more likely that a 
private equity firm would be interested in being involved in a management buy-in.  Private equity firms 
have access to large amounts of debt. 
 
Zeus could sell-off Venus to another internet company that is involved in the fashion industry and is 
seeking to expand.  
 
With an MBO, MBI or Sell-off Zeus would receive cash but there may be difficult negotiations regarding 
the price. Also the shareholders of Zeus would not be able to participate in the future growth of Venus. 
 
Zeus could spin-off (or demerge) Venus; the existing shareholders would then hold shares in the 
demerged company as well as in the remaining group.  Shareholders could then participate in the growth 
of Venus as an independent company. 
 
Liquidation or selling of the assets to generate cash. This would be a last resort measure. 

 
Responses to this part of the question were good although often candidates did not consider the scenario 
of the question. 

 
Total possible marks 
Maximum full marks 

 
4 
4 
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1.7  
 
For SA there is an issue of confidentiality here and a potential conflict of interest. This can be resolved by: 
 

 The use of different partners and teams for different clients. 

 All necessary steps to be taken to prevent the leakage of confidential information between 
different teams and sections within the firm “Chinese Walls”. 

 Regular review of the situation by a senior partner or compliance officer not personally involved 
with either client. 

 Advising clients to seek additional independent advice, where it is appropriate. 

 
Well answered by the majority of candidates. However , as in previous sittings, a number of candidates did 
not use the language of ethics. 

 
Total possible marks 
Maximum full marks 

 
3 
3 
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Question 2 
 
Total Marks: 35 
 

General comments 
This was a five-part question that tested the candidates’ understanding of the financing options element of 
the syllabus.  The scenario of the question was that a company is expanding its operations into a different 
sector of its market. 

2.1  

WACC using the Gordon growth model: 
 
The growth rate = g = r x b   Where r = the current accounting rate of return 
                                                        b = the proportion of profits after tax retained 
 
The profits after tax  = the current ex-div share price x the earnings yield x the number of shares in issue. 
 
The ex-div share price = 565p (576p – 11p) 
 
The number of shares in issue =640m (£32m/£0.05) 
 
The total earnings = £216.96m (565p x 0.06 x 640m)  
 
Total dividends = £70.40m (11p x 640m)  
 
Retentions = £146.56m (£216.96m-£70.40m)  b = 67.55% (£146.56m/£216.96m) 
 
r = Earnings/Opening Equity Capital Employed = £216.96/(£3,104m-£146.56m) = 7.33% 
 
g = 7.33% x 67.55% = 4.95% say 5% 
 
ke = (d1/MV)+g = (11p(1.05)/565p)+0.05 = 7% 
 
The cost of debt (kd) = 
 

Year Cash Flow 1% PV 5% PV 
      
0 (105) 1 (105.00) 1 (105.00) 

1 – 4 6 3.902 23.41 3.546 21.28 
4 100 0.961 96.10 0.823 82.30 

   14.51  (1.42) 

 
The yield to maturity is a little under 5% = 1 + ((14.51/(14.51+1.42) x (5-1)) = 4.64% 
 
kd = 3.67% (4.64x(1-0.21))   
 
Market values: 
Equity = £3,616m (565p x 640m) 
Debt = £638.4m (£608mx1.05)  
 
WACC =(7% x 3,616 + 3.67% x 638.4)/(3,616+638.4) = 6.5% 

 

Many basic errors, which really shouldn’t be occurring given how many times this has been set. The errors 
included: the inability to number crunch correctly; incorrectly calculating the number of shares in issue; not 
calculating the ex-div share price and/or the ex-interest debenture price; for the cost of debt calculating 
positive and negative values and interpolating outside of the range calculated; no tax adjustment for the 
cost of debt; using book values for the WACC calculation. 

 
Total possible marks 
Maximum full marks  

 
12 
12 
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2.1  

 
WACC using the CAPM: 
ke = 2 + 0.65 x 5 = 5.25% 
kd = 3.67% 
 
WACC = (5.25% x 3,616 + 3.67% x 638.4)/(3,616+638.4) = 5% 

 

It was disappointing to see that many candidates were deducting the risk free rate from the market risk 
premium. Also a number of candidates were using the 1.3 equity beta from the sightseeing tour sector 
rather than Ross’s existing equity beta of 0.65. 

 
Total possible marks 
Maximum full marks 

 
2 
2 

 
2.2  

Particular issues are: 
 
The model relies on accounting profits; it assumes that b and r are constant; it can be distorted by 
inflation; it relies on historic information; it assumes that all new finance is from equity or gearing is held 
constant. 

 

Well answered by the majority of candidates. 

 
Total possible marks 
Maximum full marks 

 
4 
3 

 
2.3  

The discount rate to appraise the Happytours project must reflect its systematic risk. Ross operates in the 
public transport sector; the holiday and sightseeing sector of the transportation industry is likely to have a 
higher systematic risk since it relies more on discretionary spending than the public transportation sector.   
 
The discount rate should also reflect the financial risk of Ross; in this case the finance will be raised in 
such proportions that the market value gearing will remain constant. 
 
A beta factor from a company operating in the new sector should be selected to reflect the systematic risk. 
However gearing adjustments are likely to be necessary. 
 
Equity beta of the new sector = 1.3. 
 
Degear the beta factor: 1.3 x (1/(1 + (1 x 0.79)) = 0.73. 
 
Regear the beta factor using Ross’s capital structure:  
0.73 x ((3,616 + (638.4 x 0.79)/3,616) = 0.83. 
 
 Observation: Ross’s current equity beta is 0.65 and the equity beta for the new industry sector is 0.83, 
which reflects its higher systematic risk. 
 
ke becomes = 2 + 0.83 x 5 = 6.15% 
 
WACC = (6.15% x 3,616 + 3.67% x 638.4)/(3,616 + 638.4) = 5.78% 

Responses were mixed and often there were no reality checks made with some candidates clearly 
demonstrating that they have a very shallow knowledge of the topic, errors included: calculating unrealistic 
equity betas (over 300 in one script); degearing using Ross’s market values and regearing the gearing 
ratio of the holiday and sightseeing tour sector; regearing using book values despite the formulae sheet 
stating market values; degearing and regearing with same debt/equity ratio and ending up with a different 
figure from the start; when regearing changing the gearing ratio, even though the question states that this 
will not change; very brief or non-existent explanations of the rationale. 

 
Total possible marks 
Maximum full marks 

 
7 
6 
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2.4  

 
The issue price of the new debentures is arrived at by discounting their cash flows at an appropriate yield 
to maturity.  The yield to maturity that investors in the debentures will require should reflect the riskiness of 
the debentures, the coupon rate and the maturity date. The new debentures have a longer maturity date 
and a lower coupon rate than Ross’s current debentures. Therefore it is likely that investors in the new 
debentures will require a higher yield to maturity than investors in the existing debentures. 
 
Using the yield to maturity of the current debentures 4.64% the issue price will be: 
 
Annuity factor for five years at 4.64% =  (1 – (1 + 0.0464)^-5))/0.0464 = 4.373 
(Note: If an annuity factor and discount factor at 5% are used, full marks should be given) 
 
The issue price per £100 nominal value = 4 x 4.373 + 100 x 1/1.0464)^5 = £97.20 
 
The total nominal value that will have to be issued to raise £75 million = £75m/0.972 = £77.16 million.  

 

Despite this being set before and with a very similar detailed example in the study manual, most 
candidates made a poor attempt. Few candidates used the redemption yield of the existing debentures, 
which they had calculated in part 2.1; brief or no explanation of the terms of the debenture issue. 

 
Total possible marks 
Maximum full marks 

 
7 
7 

 
2.5  

 
Convertible debentures are fixed return securities and can be either secured or unsecured. They may be 
converted, at the option of the holder (and sometimes the company) into ordinary shares in the same 
company at a future date, or a series of future dates. The coupon on convertible debentures is normally 
lower than on redeemable debentures because of the value of the conversion rights.  
 
Advantages for Ross include:  

 Obtaining finance at a lower rate of interest than on redeemable debentures.  

 Encouraging possible investors with the prospect of a future share in profits. 

 Introducing an element of short-term gearing. 

 Avoiding the problem of redemption if the conversion rights are taken up.  

 Being able to issue equity cheaply if the debentures are converted 
 
Disadvantages for Ross include: 

 Dilution of control if the conversion rights are taken up. 

 Uncertainty as to whether the conversion rights will be taken up and the debentures have to be 
redeemed in cash. 

 

Well answered by the majority of candidates however some answers gave explanations of Modigliani and 
Miller, which was not relevant to this question. 

 
Total possible marks 
Maximum full marks 

 
6.5 
5 
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Question 3 
 
Total Marks: 30 
 

General comments 
This was a four-part question that tested the candidates’ understanding of the 
risk management element of the syllabus. The scenario of the question was that a risk management 
company is giving advice to two clients. To one client on hedging foreign exchange rate risk and to the 
second on hedging the fall in the value of a portfolio of FTSE 100 shares. 

3.1 (a)  

Forward contract: 
 
The appropriate forward rate  = $/£ 1.5392 (1.5402-0.0010) 
 
This will result in a sterling receipt of = £1,624,220 ($2,500,000/$1.5392) 
 
Currency futures:  
 
HRM will buy September futures to hedge the $ receipt, the number of 
contracts =  ($2,500,000/$1.5379)/£62,500 = 26.01. Round to 26 contracts. 
 
The futures contracts will be closed out on 30 September 2016 resulting in a loss of: 
 $9,588 ((1.5379-1.5320) x 26 x £62,500). 
 
The sterling receipt will be: £1,625,065 (($2,500,000 - $9,588)/£1.5325)) 
 
OTC currency options: 
 
Ross will use a call option to buy £ with an exercise price of $1,5300. 
The premium will cost: £75,000 ($2,500,000 x £0.03) 
The cost including interest lost on surplus cash deposits = £75,900 (£75,000 x (1+ 0.36 x 4/12)) 
If the spot rate for buying £ on 30 September 2016 is $/£1.5325, Ross will exercise the options and buy £ 
at $/£1.5300.  
 
The sterling receipt will = £1,633,987 ($2,500,000/$1.5300) 
 
The net receipt after taking the option premium and interest lost into account = 
£1,558,087 (£1,633,987 - £75,900) 

 

Well answered by most candidates. However some of the errors demonstrated by weaker candidates 
included: calculating the number of futures contracts using the spot rate rather than the futures price; 
stating that currency futures should be initially sold; treating an over the counter option like a traded 
option; confusing puts and calls. 

 
Total possible marks 
Maximum full marks 

 
11 
11 

 
3.1 (b)  

 
The sterling receipt for each of the three hedging techniques: 
 
 Forward contract £1,624,220 
 Currency futures £1,625,065 
 OTC currency option £1,558,087 
 
The forward contract and futures contracts both lock Heaton into an exchange rate and do not allow for 
the upside potential of the $ strengthening against the £ more than expected. 
 
The options however protect Heaton against the downside risk of the £ strengthening against the $ and 
allow for the upside potential of the $ strengthening against the £, however the option premium is 
expensive.  
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In addition to the above some specific advantages and disadvantages include:  
 
Forwards: 
Tailored specifically for HRM 
However there is no secondary market should the customers not pay HRM 
 
Currency futures: 
Not tailored so one has to round the number of contracts 
Requires a margin to be deposited at the exchange 
Need for liquidity if margin calls are made 
However there is a secondary market  
Basis risk exists  
 
OTC currency options: 
There is no secondary market 
 
Advice to HRM: It is unlikely that the $ is going to strengthen enough to cover the cost of the option 
premium, therefore it is not recommended that the company use foreign currency options. There is very 
little difference, £845, between the receipt using forwards or futures. 
Since there is potential for margin calls using futures it is recommended that HRM use forward contracts to 
hedge the its foreign currency risk. 

 

Average responses from a lot of candidates without any reference to the numbers calculated in part 3.1 
(a), however there were some excellent answers. 

 
Total possible marks 
Maximum full marks 

 
9 
9 

 
3.2  

 
To protect the current value of the portfolio over the next three months Sheldon should hold August put 
options with and exercise price equal to the current FTSE 100 index of 6,525. 
 
The number of contracts =  148 (£9,657,000/6,525 x £10)  
 
The premium will cost = £235,320  (159 x £10 x 148) 
 
(a) Sheldon should let the options lapse since the Index has gone up and is higher, at 7,075, than the 
exercise price of the put option. 
 
Overall position £ 
Portfolio value 10,471,000 
Less option premium (235,320) 

 10,235,680 

 
(b) Sheldon should exercise the options since the index has fallen to 5,875, which is below the put option 
exercise price. 
The gain on exercising the options = £962,000  ((6,525 – 5,875) x £10 x 148) 
 
Overall position £ 
Portfolio 8,695,000 
Gain on options 962,000 

Original value 9,657,000 
Less option premium (235,320) 

 9,421,680 

  
 

Some excellent answers from the majority of candidates. Weaker candidates confused calls and puts and 
demonstrated that they clearly did not know the difference between the two. 

 
Total possible marks 
Maximum full marks 

 
7 
7 
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3.3  

 
The three factors that affect the time value of the FTSE 100 options are 
 

 Time to maturity – For example: The longer the time to maturity the more chance there is that the 
option will be in the money at expiry. Also there will be a greater interest element in the option 
value.  

 The risk free rate – For example: The level of the risk free rate will affect the interest element in 
the options value. The higher it is the more interest element.  

 Volatility – For example: Higher volatility will increase the option value since there is more chance 
of the option being in the money, or deeper in the money, at expiry. 

 

Many excellent answers with a good understanding of the factors that contribute to the time value of 
options. However weaker candidates tended to only give one correct factor and then made up the other 
two. 

 
Total possible marks 
Maximum full marks 

 
3 
3 

 


