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PROFESSIONAL LEVEL EXAMINATION 
 

WEDNESDAY 10 JUNE 2015 
 

(2½ hours) 
 

 

 

FINANCIAL MANAGEMENT 
 

This paper consists of THREE questions (100 marks). 
 
1. Ensure your candidate details are on the front of your answer booklet. You will be given 

time to sign, date and print your name on the answer booklet, and to enter your 
candidate number on this question paper. You may not write anything else until the 
exam starts. 

 
2. Answer each question in black ballpoint pen only. 
 
3. Answers to each question must begin on a new page and must be clearly numbered 

Use both sides of the paper in your answer booklet. 
 
4. The examiner will take account of the way in which answers are presented. 
 
5. When the assessment is declared closed, you must stop writing immediately. If you 

continue to write (even completing your candidate details on a continuation booklet), it 
will be classed as misconduct. 

 
 
A Formulae Sheet and Discount Tables are provided with this examination paper. 
 

 

 

 

 
IMPORTANT 
 
Question papers contain confidential 
information and must NOT be removed 
from the examination hall. 
 
 
 

DO NOT TURN OVER UNTIL YOU 
ARE INSTRUCTED TO BEGIN WORK 

 
 
 

 
 
 
You MUST enter your candidate number in this 
box. 
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1a. You should assume that the current date is 31 May 2015 
 

Eurocycle plc (Eurocycle) imports high value road bikes from several manufacturers in 
Europe and sells them to the public in its own stores throughout the UK. On 30 September 
2015 Eurocycle has a payment to make to its suppliers of €8,200,000. 
 

The following data is available to you at the close of business on 31 May 2015: 
 

 Spot exchange rate (€/£)     1.2789 – 1.2797 
 Four-month forward rate premium (€/£)   0.0026 – 0.0024 
 

 Annual borrowing and depositing interest rates: 
 

 Euro 3.90% – 2.90% 
 Sterling 4.00% – 3.20% 
 

 Four-month over the counter (OTC) currency options: 
 

  Call options to buy £ have an exercise price of €/£1.2770 and a premium of £0.005 
per € converted. 

 

  Put options to sell £ have an exercise price of €/£1.2765 and a premium of £0.001 
per € converted. 

 

Option premiums are payable on 31 May 2015 and Eurocycle currently has an overdraft. 
 

A foreign currency dealer has provided the finance director of Eurocycle with an estimate of 
the €/£ spot rate on 30 September 2015 of €/£ 1.2783 – 1.2793. 
 
Requirements 
 
(i)  Calculate Eurocycle’s sterling payment and explain, with reasons, which hedging 

technique is preferable, assuming that it hedges its foreign exchange rate risk using 
either of the following: 

 

  a forward contract 

 a money market hedge.  (7 marks) 
 
(ii)  Given the estimated spot rate provided by the foreign currency dealer, discuss, with 

reasons: 
 

  whether Eurocycle should in fact hedge its euro payment using a forward contract 
or a money market hedge; and  

  the likelihood of the currency dealer being able to outperform the forward market. 
  

  (5 marks) 
 
(iii)  Explain to the finance director of Eurocycle how an OTC currency option might be used 

to hedge the company’s exposure to foreign exchange rate risk and advise him of what 
action to take on 30 September 2015 if the €/£ spot rate is:  

 

  in line with the forward market  

 in line with the foreign currency dealer’s estimate  (8 marks) 
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1b. Eurocycle is seeking to expand and has recently borrowed £100 million for a period of ten 
years to purchase a number of properties throughout the UK. The borrowings are at a floating 
rate of LIBOR +5% pa. LIBOR is currently 0.7% pa. The finance director of Eurocycle 
believes that interest rates are going to rise over the next ten years and he would like to 
protect the company against this interest rate risk.  

 
The finance director has been in contact with Netfix plc (Netfix), a company that would like to 
swap £100 million of its fixed rate loans to a floating rate. It has been agreed that any 
benefits from the swap will be shared equally between Eurocycle and Netfix. Eurocycle can 
borrow at a fixed rate of 7.0% pa. Netfix has borrowed at a fixed rate of 5.5% pa and could 
borrow at a floating rate of LIBOR +4% pa. 
 
Requirements 
 
(i) Demonstrate how the proposed interest rate swap between Eurocycle and Netfix would 

be implemented with the floating leg of the swap set at LIBOR. (4 marks) 
 
(ii) Calculate the initial difference in annual interest rates for Eurocycle if it enters into the 

interest rate swap with Netfix and calculate the minimum amount by which LIBOR will 
have to rise for the swap to breakeven for Eurocycle. (2 marks) 

 
(iii) Identify four advantages for Eurocycle of entering into an interest rate swap with Netfix.  
  (4 marks) 
 
 Total: 30 marks 
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2. You should assume that the current date is 30 June 2015 
 

Bluesky Entertainments plc (Bluesky) is a company listed on the London Stock Exchange 
(LSE) which operates entertainment facilities throughout the UK. Bluesky is seeking to 
diversify and expand its activities by opening a new aquatic adventure park called 
Waterworld and has asked a market research company, for a fee of £100,000, to estimate 
the number of visitors in the first year of operation and the potential for growth. The 
Waterworld project would be a major undertaking for Bluesky and, subject to a satisfactory 
project appraisal, the details will be made public in an announcement to the LSE. One of the 
Bluesky board members has suggested that it would be a good idea to advise their close 
family members to buy shares in Bluesky shortly before any public announcement is made. 
 

It has come to the attention of the board that a competitor, Underseaworld, which specialises 
in sea-based entertainment facilities in the USA, is considering expanding into the UK.  
Underseaworld has identified a suitable location in the UK and has applied for planning 
permission to develop the site. However, it will be a year before the planning decision is 
made as to whether Underseaworld will be allowed to start development of the site.  
 

The market research company has produced a report that gives an indication of the forecast 
numbers of visitors to Waterworld in the first year of operations to 30 June 2016, together 
with associated probabilities and the forecast growth in the number of visitors for the next 
three years. The estimated visitor numbers in the first year are: 
 

 Number of visitors Probability 
 12,000,000 50% 
 9,000,000 30% 
 6,000,000 20% 
 

Visitor numbers in the following three years to 30 June 2019 would remain at the first year’s 
expected level adjusted for growth of 5% pa.  
 

You are an ICAEW Chartered Accountant and the finance director of Bluesky. You intend to 
appraise the Waterworld project at 30 June 2015 using net present value analysis. 
 

Additional cost and revenue information relating to the Waterworld project: 
 

 The estimated sales revenue per visitor will be £34 in the first year of operations. After 
30 June 2016 sales revenue per visitor is expected to increase by the general rate of 
inflation of 2.5% pa. Contribution is 40% of sales. 
 

 Incremental selling and administration expenses in the year to 30 June 2016 are 
estimated to be £90 million and will increase at the rate of 4% pa thereafter. 
 

 On 30 June 2015 the project requires an investment in working capital of £35 million, 
which will increase at the start of each year in line with sales volume growth and sales 
price increases. Working capital will be fully recoverable on 30 June 2019. 
 

 On 30 June 2015 the project will require an investment in land of £40 million and plant 
and equipment of £500 million. It is estimated that on 30 June 2019 (in 30 June 2019 
prices) the land will have a value of £80 million after tax and the plant and equipment 
will have a value of £120 million before tax. The plant and equipment will attract 18% 
(reducing balance) capital allowances in the year of expenditure and in every 
subsequent year of ownership by the company, except the final year.  
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In the final year, the difference between the plant and equipment’s written down value 
for tax purposes and its disposal proceeds will be treated by the company either: 
 

(i) as a balancing allowance, if the disposal proceeds are less than the tax written 
down value, or  

(ii) as a balancing charge, if the disposal proceeds are more than the tax written down 
value. 

 

 Assume that the rate of corporation tax will be 21% pa for the foreseeable future and 
that tax flows arise in the same year as the cash flows that gave rise to them. 

 

 Bluesky has a money weighted average cost of capital (WACC) of 8% pa. However, 
because of the nature and size of the Waterworld project the managing director of 
Bluesky feels that the rate should be increased by 2%, to 10% pa. 
 

 You intend to include in the net present value analysis a continuing value at the end of 
four years that will represent the value of the net cash flows after tax beyond the fourth 
year. This will be calculated as a multiple of nine times the expected after tax operating 
cash flows for the year ended 30 June 2019. 
 

 Unless otherwise stated you should assume that all cash flows arise at the end of the 
year to which they relate. 

 

Information relating to Bluesky excluding the Waterworld project: 
 

 Issued 10p ordinary shares with a total nominal value of £9 million. 

 Ex-div share price at 30 June 2015 is £12 per share. 
 

Requirements 
 

(a) Using money cash flows, calculate the expected net present value of the Waterworld 
project on 30 June 2015 and advise Bluesky’s board whether it should accept the 
project.  (16 marks) 

 

(b) Ignoring the effects on working capital, calculate the sensitivity of the Waterworld 
project to changes in sales revenue and discuss this sensitivity with reference to the 
visitor numbers and associated probability estimates provided by the market research 
company.  (5 marks) 

 

(c) Identify and explain TWO real options associated with the Waterworld project. 
  (4 marks) 
 

(d) Discuss whether the managing director of Bluesky is justified in simply adding 2% to the 
company’s current WACC when appraising the Waterworld project and outline an 
alternative way of arriving at a discount rate for the project.  (4 marks) 

 

(e) Assuming the Waterworld project goes ahead, explain and calculate the likely effect on 
Bluesky’s share price after it makes the public announcement to the LSE. 

  (3 marks) 
 

(f)  Outline the ethical and legal issues for you as an ICAEW Chartered Accountant, 
regarding the suggestion by the board member that their close family members should 
be advised to buy shares in Bluesky shortly before the announcement of the Waterworld 
project.  (3 marks) 

 
 Total: 35 marks 
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3. Silverdale plc (Silverdale) is a listed manufacturer of domestic and commercial cleaning 
products. Silverdale sustained losses for several years but has recently returned to profit. It is 
now 31 May 2015 and the board is currently planning the company’s expansion over the next 
two financial years to 31 May 2016 and 31 May 2017.  

 
Silverdale has secured a contract to supply a new range of domestic cleaning products to a 
large chain of supermarkets. To fulfil the contract Silverdale will need to purchase additional 
plant and machinery on 1 June 2015 at a cost of £75 million and will raise this amount on that 
date from one of the following two sources of finance: 

 
(i) A rights issue at a discount of 20% on the current ex-div market price of Silverdale’s 

shares of 586p. 
 
(ii) An issue of debentures at par. These would have a coupon equal to the gross 

redemption yield of Silverdale’s existing 7% coupon debentures, which are now trading 
at £95 ex-interest and have three years until redemption at par.  

 
The board notes that the industry in which Silverdale operates has an average gearing ratio 
(debt/equity by book values) of 50% and an interest cover of 20. 
 
It is anticipated that expansion in the year to 31 May 2017 will be financed from cash 
surpluses accumulated at the end of the year to 31 May 2016. However, the board is 
concerned about the company’s current ratio and would like to ensure that, at 31 May 2016, it 
is approaching the industry average of 2:1.  
 
The finance director of Silverdale has established the following information regarding 
the impact of the new contract on Silverdale’s management accounts in the year to 
31 May 2016: 
 

 The company’s revenue is expected to increase by 15%. 
 

 Capital allowances can be assumed to be equal to the depreciation charged in a 
particular year. 
 

 It is expected that direct costs, other than depreciation, will increase by 16%. 
 

 Indirect costs are expected to increase by £12 million. 
 

 Inventory is expected to increase by £15 million. 
 

 The ratio of receivables to sales and payables to direct costs (excluding depreciation) 
will remain the same as in the year to 31 May 2015. 
 

 Depreciation of existing and new plant and machinery is 20% pa on a reducing balance 
basis.  
 

 Tax is payable at a rate of 21% pa in the year in which the liability arises. 
 

 Dividends are payable in the year following their declaration and the board of directors 
has confirmed its intention to maintain the company’s current dividend payout ratio of 
50% for the foreseeable future. 

 



 
Copyright © ICAEW 2015. All rights reserved.  Page 7 of 7 

Extracts from Silverdale’s most recent management accounts are shown below: 
 

Income Statement for the year ended 31 May 2015 
 £’000 

Revenue 780,000 

Direct costs (including depreciation of £36 million) (468,000) 

Indirect costs (225,000) 

Operating profits 87,000 
Interest (4,200) 

Profit before tax 82,800 
Taxation (17,388) 

Profit after tax 65,412 

Dividend (declared) 32,706 
 

Balance Sheet at 31 May 2015 
 £’000 £’000 

Plant and machinery (net book value)   144,000 

Current assets: Inventory 60,000  

                         Trade receivables  130,000 190,000 

  334,000 
   

50p Ordinary shares  40,000 

Retained earnings  81,000 

7% Debentures at par value   60,000 

Current liabilities: Trade payables 95,000  

 Bank overdraft  25,294  

 Dividends payable  32,706 
 

153,000 

  334,000 
 
 

Requirements 
 

(a) For each of the financing alternatives being considered, prepare a forecast Income 
Statement for the year ended 31 May 2016 and a forecast Balance Sheet at 31 May 
2016.  (18 marks) 

 

Note: Ignore transaction costs on the issuing of new capital and returns on surplus cash 
invested in the short term. 

 

(b) Write a report to Silverdale’s board that includes: 
 

(i) Calculations of Silverdale’s gearing (debt/equity by book values), interest cover and 
earnings per share at 31 May 2015 and at 31 May 2016 for the two potential 
methods of financing the purchase of the new plant and machinery. (4 marks) 

 
(ii) With reference where appropriate to your calculations in b(i), an evaluation of the 

two potential methods of financing the purchase of the new plant and machinery. 
  (10 marks) 
 

(iii)  An evaluation of whether the expansion in the year to 31 May 2017 can be financed 
from the forecast cash resources at 31 May 2016.  (3 marks) 

 

 Total: 35 marks 
  


