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PROFESSIONAL LEVEL AND STAGE EXAMINATION 
 

  WEDNESDAY 11 JUNE 2014 
 

 (2½ hours) 
  
 

 

FINANCIAL MANAGEMENT  

 
 

This paper consists of THREE written test questions (100 marks). 
 

1. Ensure your candidate details are on the front of your answer booklet. 
 

2. Answer each question in black ball point pen only. 
 

3. Answers to each written test 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. 
 

A Formula Sheet and Discount Tables are provided with this examination paper. 
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1a. You should assume that the current date is 31 May 2014. 
 

Stelvio Ltd (Stelvio) imports climbing equipment from suppliers in the USA. In the past Stelvio 
has not hedged its foreign exchange rate risk and has purchased foreign currency on the 
spot market as and when required. The managing director of Stelvio, Fred Hughes, has 
recently been reading about hedging techniques that might assist his company; in particular 
he has read about the use of forwards, futures and over the counter options. Fred is not 
convinced about the merits of hedging as he is of the opinion that the forward rate is a good 
indication of the future spot rate. He believes he can estimate the sterling cost of the 
company’s future foreign currency payments with confidence, without having to use complex 
derivative instruments. 

 

Stelvio currently has a bank overdraft that costs 6% pa. It has a payment to make of 
$940,000 on 30 September 2014. 
 

The following information is available at the close of business on 31 May 2014: 
 

Exchange rates: 
 

Spot rate ($/£) 1.6025 - 1.6027 
Four month forward premium ($/£) 0.0021 - 0.0020  
 

September currency futures price (standard contract size £62,500)  $1.5995/£ 
 

Over the counter currency option 
 

A September call option to buy $ has an exercise price of $1.6100/£. The premium is 4p per 
$ and is payable on 31 May 2014. 
 

Requirements 
 

Produce a report for Fred Hughes which should include: 
 

(i)  A calculation of Stelvio’s sterling payment if it uses each of the following to hedge its 
foreign exchange rate risk:   

 

 a forward contract 

 currency futures contracts 

 an over the counter currency option. 
 

You should assume that on 30 September 2014 the spot exchange rate will be  
$1.5002 – 1.5008/£ and that the sterling currency futures price will be $1.5005/£. 
 (11 marks) 

 

(ii)  A discussion of the relative advantages and disadvantages of using the methods in part  
(i) above to hedge Stelvio’s foreign exchange rate risk. (9 marks) 

 

(iii) An explanation, making reference to relevant theories regarding foreign exchange rates, 
of whether Fred is correct that he does not need to hedge Stelvio’s foreign exchange 
rate risk. (4 marks)  
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1b. In May 2009 Stelvio financed the purchase of a warehouse with a £5 million ten year floating 
rate loan at LIBOR + 3% pa. Fred Hughes believes that interest rates are going to rise over 
the next five years and he would like to protect the company against interest rate risk. He has 
been in contact with Zeta Leasing Ltd (Zeta) which has a policy of keeping a certain 
proportion of their borrowings at a fixed rate. Zeta would like to swap £5 million of its fixed 
rate loans to a floating rate. A bank has offered to arrange the swap and Fred has agreed 
that all the benefits from the swap will be shared equally between Stelvio and Zeta. Stelvio 
can borrow at a fixed rate of 5% pa. Zeta can borrow at a fixed rate of 3% pa and at a floating 
rate of LIBOR + 2% pa. LIBOR is currently 0.60% pa. 

 

Requirements 
 

(i) Demonstrate how the proposed interest rate swap between Stelvio and Zeta would be 
implemented. (4 marks) 

 
(ii)  Calculate the initial difference in annual interest rates for Stelvio if it enters into the 

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

 

(30 marks) 



 

 
Copyright © ICAEW 2014. All rights reserved.   Page 4 of 7 

2. Turners plc (Turners) is a listed company in the food retailing sector and has large stores in 
all the major cities in the UK. Turners’ board is considering diversifying by opening holiday 
travel shops in all of its stores.  

  
At a recent board meeting the directors were discussing how the holiday travel shops project 
(‘the project’) should be appraised. The sales director insisted that Turners’ current weighted 
average cost of capital (WACC) should be used to appraise the project as the majority of its 
operations will still be in food retailing. The finance director disagreed because the existing 
cost of equity does not take into account the systematic risk of the new project. The finance 
director also said that the company’s overall WACC, which reflects all of the company’s 
activities, would change as a result of the project’s acceptance. The board were also 
concerned about the market’s reaction to their diversification plans. A further board meeting 
was scheduled at which Turners’ advisors would be asked to make a presentation on the 
project.  

 

You work for Turners’ advisors and have been asked to prepare information for the 
presentation. You have established the following: 
 

Turners intends to raise the capital required for the project in such a way as to leave its 
existing debt:equity ratio (by market values) unchanged following the diversification.   
 

Extracts from Turners’ most recent management accounts are shown below: 
 

Balance Sheet at 31 May 2014 
 

 £m 

Ordinary share capital (10p shares) 233 
Retained earnings 5,030 

 5,263 
6% Redeemable debentures at nominal value 
(redeemable 2018) 

 
1,900 

Long term bank loans (interest rate 4%)  635 

 7,798 
 

On 31 May 2014 Turners’ ordinary shares had a market value of 276p (ex-div) and an equity 
beta of 0.60. For the year ended 31 May 2014 the dividend yield was 4.2% and the earnings 
per share were 25p. The return on the market is expected to be 8% pa and the risk free rate 
2% pa.  
 

Turners’ debentures had a market value of £108 (ex-interest) per £100 nominal value on  
31 May 2014 and they are redeemable at par on 31 May 2018. 
 

Companies operating solely in the holiday travel industry have an average equity beta of 1.40 
and an average debt:equity ratio (by market values) of 3:5. It has been estimated that if the 
project goes ahead the overall equity beta of Turners will be made up of 90% food retailing 
and 10% holiday travel shops. 
 

Assume that the corporation tax rate will be 21% pa for the foreseeable future. 
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Requirements 
 

(a) Ignoring the project, calculate the current WACC of Turners using: 
 

(i)  the CAPM  (8 marks) 
(ii)  the Gordon growth model (6 marks) 

 

(b) Using the CAPM, calculate the cost of equity that should be included in a WACC 
suitable for appraising the project and explain your reasoning. (6 marks) 

 

(c)  By calculating an overall equity beta and using the CAPM, estimate the overall WACC 
of Turners assuming that the project goes ahead and comment upon the implications of 
a permanent change in the overall WACC. (6 marks) 

 

(d)  Discuss whether Turners should diversify its operations and how the stock market might 
react to the proposed project. (5 marks) 

 

(e) Identify the appropriate project appraisal methodology that should be used when a 
project’s financing results in a major increase in a company’s market gearing ratio and,   
using the data relating to Turners, calculate the project discount rate that should be 
used in these circumstances. (4 marks) 

 

(35 marks) 
 
 
 

PLEASE TURN OVER 
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3. You should assume that the current date is 31 May 2014 
 

Sennen plc (Sennen) is a UK listed company in the chemical industry. Morgan plc (Morgan) 
is a UK listed company that has a policy of expanding by way of acquisition. As a result of 
financing its acquisitions with borrowings, Morgan’s gearing is high compared to its 
competitors. 
 

Morgan has identified Sennen as a potential takeover target and intends to make an offer for 
all of the ordinary shares of the company. The finance director of Morgan wishes to value 
Sennen’s ordinary shares including any synergistic benefits that may arise following the 
acquisition. He is also considering the advantages and disadvantages of the different 
methods that can be used to pay for the ordinary shares. The intended offer for Sennen is not 
public knowledge. 
 

The finance director of Morgan has asked North West Corporate Finance (NWCF) to give 
him advice regarding the intended offer for the ordinary shares of Sennen. You work for 
NWCF and a partner in the firm has asked you to prepare a report for a meeting that he is 
due to attend with the board of Morgan. You have established the following data relating to 
Sennen: 
 

Sales revenue for the year ended 31 May 2014 £20 million 
Competitive advantage period  3 years 
Estimated sales revenue growth for the next three years 5% pa 
Estimated sales revenue growth thereafter in perpetuity 2% pa 
Operating profit margin 15% 
Additional working capital investment at the start of each year 1% of that year’s sales 

revenue 
Additional non-current asset investment at the end of each year
  

2% of that year’s sales 
revenue 

After tax synergies at the end of each year 2.5% of that year’s sales 
revenue  

Number of ordinary shares in issue 17,000,000 
Current share price 160p 
Appropriate weighted average cost of capital 7% pa 
Price earnings (p/e) multiple used to value recent takeovers in 
the chemical industry 

17 

 

You may assume that replacement non-current asset expenditure equals depreciation in 
each year. 
 

On 31 May 2014 Sennen had short-term investments with a market value of £2 million 
currently yielding 3% pa and irredeemable debt with a market value of £10 million. The 
current gross yield on Sennen’s debt is 5% pa. 
 

Assume that corporation tax will be 21% of operating profits for the foreseeable future and 
that there are no other tax issues that need to be considered. 
 

The management team of Sennen, which includes a member of the ICAEW, has been 
preparing a business plan to present to potential financial backers of a management buyout 
(MBO) that they intend to launch for the ordinary shares of the company. The intended MBO 
is not public knowledge. 
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Requirements 
 

(a) Prepare a report for the partner in NWCF which includes: 
 

(i) The estimated value of the ordinary shares of Sennen calculated using 
Shareholder Value Analysis (SVA) and an explanation of the strengths and 
weaknesses of this valuation method. (13 marks) 

 

(ii) The sensitivity of the total value of Sennen (debt plus the value of equity 
calculated in (i) above) to a change in the after tax synergies. (3 marks) 

 

(iii) The value of the ordinary shares of Sennen using the p/e method and an 
explanation of the strengths and weaknesses of this valuation method. (5 marks) 

 

(iv) A discussion of whether Morgan should offer the shareholders of Sennen a 
premium over its current share price given the valuations calculated in (i) and (iii).  

  (3 marks) 
 

(v) Advice on the suitability of each of the following methods that Morgan could use to 
pay for the ordinary shares of Sennen: 
–  Cash 
– A share for share exchange 
– A loan stock for share exchange 
–   Part cash and part share for share exchange.  (8 marks) 

 

(b) Identify and briefly discuss the ethical issues faced by the MBO team should Morgan 
make an offer for the ordinary shares of Sennen. (3 marks) 

 

(35 marks) 
 

 
  
 
 
 
 
 
 
 
 
 
 


