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MARK PLAN AND EXAMINER’S COMMENTARY 
 
This report includes: 
 

 a summary of the scenario and requirements for each question 

 the technical and skills marks available for each part of the requirement 

 a description of how skills should be demonstrated 

 detailed points for a full answer 

 examiner’s commentary on candidates’ performance 
 
The information set out below was that used to mark the questions. Markers were encouraged to use discretion and 
to award partial marks where a point was either not explained fully or made by implication. 
 
Question 1 - Riller 
 
Scenario 
 
The scenario is based on the housebuilding industry. A key feature of the industry is that performance of 
housebuilding companies is dependent on the volume of transactions and house price inflation, which is volatile and 
affected by a wide range of macroeconomic, industry and firm specific factors. 
 
Riller is recovering from a long recession in the housebuilding industry and has established a large landbank, which 
is its major asset. 
 
In order to expand, Riller is considering the acquisition of another company, Minnen. Unlike Riller, which has most 
of its operations in the north of England, Minnen’s activities are concentrated in the south of England. The 
acquisition is either by share-for-share exchange of by borrowing to make a cash acquisition. There are financial 
reporting concerns about the impact of the acquisition overall and the treatment of the Minnen brand name. Due 
diligence will be required to help manage the risks of the acquisition. 
 
There is an ethical concern. The directors of Minnen have suggested that they may recommend to their 
shareholders a lower acquisition price, in return for agreement on a favourable level of directors’ remuneration in 
the new group. 
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Requirements Technical & 
Skills 

Skills assessed 

Acquisition: 
 
1.  Analyse and compare performance 
2.  Explain factors in deciding whether to 
acquire Minnen 
3.  Determine and justify the price per 
share that should be offered for the 
acquisition of Minnen, taking into account 
the proposal of £4 per share by the 
Minnen board 
4.  Explain the financial reporting 
implications for the consolidated financial 
statements of Riller 

 
10 
 8 
 

11 
 
 
 
 
6 

  

 Understand and assimilate the data provided 
in a structured manner (eg a table) 

 Carry out data analysis to identify meaningful 
causal relationships between different 
elements of the data 

 Identify and explain trends and make 
comparisons in the data  

 Provide a qualitative interpretation of the 
interrelationships 

 Provide qualitative analysis of causal 
relationships impacting on performance 

 Use judgement to conclude on the primary 
reasons for deciding on whether to acquire 
Minnen  

 Use a variety of models to calculate share 
price and use judgement to evaluate the 
validity of the models in the circumstances of 
the scenario 

 Explain the financial reporting issues, 
assimilating data to address the concerns of 
the directors in a structured manner 

 

Financing 9 
 

 Evaluate each of the two financing methods 
with supporting calculations 

 Compare the two methods and make and 
justify an appropriate recommendation 

Due diligence 9  Use judgement to select and explain the key 
risks arising from the acquisition 

 Set out appropriate due diligence procedures 
to address each specific risk 

 

Ethics 7  Set out the ethical principles in a structured 
argument 

 Consider a range of actions and use 
judgement to recommend the most 
appropriate 

 

   

Maximum marks 60 
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Examiner’s comments 
 
Requirement 1 – Analyse and compare the performance of Riller and Minnen 
 
The overall performance of candidates for this requirement was quite good. Most candidates produced an initial 
data table of ratios, although these were sometimes unstructured. Many candidates seemed to be randomly 
generating any possible ratio, rather than selecting key ratios which are meaningful and helpful in interpreting 
performance and position in the circumstances of the scenario. Weaker candidates weaved occasional pieces 
of data into their narrative, without any summary data table. 
 
Most candidates produced the more straightforward ratios such as gross profit margin, net profit margin and 
gearing. The weaker candidates did not also consider specific ratios such as price per house sold, cost per 
house sold or average time to sell – which were important to interpretation and in drawing comparisons between 
Riller and Minnen. 
 
The discussion element was attempted by almost all students, but many concentrated largely on performance 
and either ignored the financial position or treated it in a trivial manner. 
 
The discussion part of the answer was normally better than the quantitative analysis, with candidates identifying 
that a significant element of improved performance had been due to favourable market conditions. Many 
candidates also pointed out that differences in margins and price were likely to be due to the different 
geographical areas in which each company operated. Many candidates also considered the relative size of the 
two companies. 
 
Only a minority of candidates recognised the importance of the landbank, which is a key resource and should 
have been given more prominence in the discussion. Good answers used the fact that Riller had acquired the 
landbank when land values were lower, hence enabling better margins. 
 
Weaker candidates simply stated which direction the ratios had moved, without providing sufficient rationale for 
these movements and identifying plausible causal factors based on the other data and information provided. 
 
Stronger candidates attempted to establish interconnections between pieces of data. For example, by making 
reference to, and drawing comparisons with, Mega and the housing industry data in their analysis. 
 
Requirement 2 – Explain the factors to consider in acquiring Minnen 
 
The general discussion of factors to be considered in acquiring Minnen was reasonable. Those candidates who 
structured their answers into ‘strategic, operational and financial’ normally scored well as this approach enabled 
them to address a range of points in a structure manner, rather than produce a narrowly focused answer. 
However, few candidates made reference to the data from the scenario to support their explanations. 
 
Relatively few candidates identified that Minnen built upmarket houses and instead they focused on 
geographical diversification and very generic acquisition factors such as cultural clashes and different 
management styles. Very few candidates commented on the debt that would be brought into the statement of 
financial position upon the acquisition or the effect on the directors of Minnen. 
 
Only the strongest candidates made any reference to: horizontal integration; the synergies that would exist in 
terms of cost savings; or specific operational advantages. 
 
Requirement 3 – Determine and justify share price 
 
This requirement received a mixed response from candidates. Most candidates produced several different 
valuation methods including: PE ratios; net assets and discounted earnings-based valuations. 
 
The discussion relating to each model was less well carried out, with many candidates simply stating the 
generic advantages and disadvantages of each model, instead of considering the relevance of each model to 
the scenario, and drawing comparisons. Very few candidates picked up the fact that the main tangible asset of 
Minnen is inventories and thus the fair value of the landbank was a key financial and operational issue in the 
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acquisition. There was also little discussion of synergy gains and their impact on valuation. 
 
Better candidates presented a range of calculations for alternative prices and appropriately discussed how 
these would impact on the negotiation of an offer price, compared with the current share price of £3.20, and the 
proposed price of £4 per share. 
 
Weaker candidates made various errors in their calculations and also frequently failed to compare the price they 
had calculated with the current price and/or the proposed price. Weaker candidates also tended to produce 
calculations showing incorrect share prices significantly above £4, or below £3.20, but failed to perform a 
reasonableness check or comment on the fact that their calculations looked out of line with the prices provided 
in the scenario (£4 and £3.20), which should have formed the upper and lower bounds of any acquisition offer 
price. 
 
Requirement 4 – Financial reporting issues 
 
Again, this element of the question received a mixed response. The vast majority of candidates correctly 
identified the consolidation issue and the need to apply IFRS 3, but very few discussed the fact that the items in 
the statement of profit or loss would not be consolidated this year. Most candidates spotted the issue with the 
intangibles and the need to recognise the Minnen brand. Many noted the issue of fair value adjustments on 
consolidation but far fewer developed this discussion of fair value measurement by reference to IFRS 13, 
particularly with respect to the brand. The financial reporting of the two financing alternatives was generally well 
answered. 
 
Some candidates mixed the discussion of the financial reporting aspects of financing methods in this 
requirement, with the financing issues themselves in the following requirement. The need for candidates to 
separate their answers to each requirement, and to make this clear, is important. Candidates who commenced 
each requirement on a separate page with a brief, but clear, heading demonstrated best practice in the respect. 
 
Requirement 5 – Financing alternatives 
 
For those candidates who addressed each part of the question separately, answers to this part were normally of 
a good standard. Many candidates appropriately discussed the impact of the alternative methods of finance in 
relation to: risk, dilution of control, earnings per share and gearing, most giving the advice that the share for 
share exchange was the preferred option. Better candidates also produced gearing calculations in this part 
which showed their ability to apply knowledge. Weaker candidates simply stated the generic pros and cons of 
equity versus debt, without making their points relevant to the scenario. 
 
Requirement 6 – Key risks and due diligence 
 
This element received a mixed response from candidates. Some candidates correctly highlighted the key risks 
and suggested appropriate due diligence procedures to address these risks, often structuring around the 
various types of due diligence, such as IT, Legal, HR. 
 
Unfortunately, a number of candidates adopted an approach of using these types of headings merely to mention 
any possible general risk (such as price, value of assets, strategic and operational risks) and therefore any 
possible procedures to address the risk. An example of a weaker answer stating a generic point was: “legal due 
diligence is required to check contracts.” 
 
Requirement 7 – Ethics 
 
This requirement produce a wide range of answers, with a number of candidates getting confused between 
each of the parties involved. 
 
Most candidates used relevant ethical language and recognised the potential issues of bribery, self-interest 
threat and integrity. Many candidates suggested reasonable actions that should be taken in response to the 
ethical issues. Weaker candidates suggested quite extreme actions, without making any reference to the need 
to first establish the facts. 
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Many candidates appeared to assume that the acquisition had already taken place at a lower share price and 
that Minnen directors’ new salaries had already been determined, agreed and implemented. As a result, some 
of these candidates were immediately escalating their response to what they deemed to be actual events, rather 
than suggested/rumoured intentions. 
 
Weaker candidates failed to use appropriate ethical language. 
 
A vast majority of candidates said that the ICAEW helpline should be used. 
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Data Summary table  
 

 
Riller Riller Change % Minnen 

 
2015 2014 

 
2015 

     Revenue 285,300 232,500 22.7% 133,400 

Cost of sales 218,900 189,400 15.6% 117,300 

Gross profit 66,400 43,100 54.1% 16,100 

Op Profit 37,900 21,900 73.1% 8,100 

Profit before tax 27,700 12,600 119.8% 7,000 

Profit for the year 21,600 9,900 118.2% 5,600 

     

     Net asset value (book 
value) 206,800 

  
42,000 

     Houses sold 765 820 (6.7)% 242 
 
Cost per house sold 
(COS/houses sold) 286.1 231.0 23.9% 484.7 

     

Plots 5,550 4,600 20.7% 1,600 

     

No. of shares 32,000 32,000 
 

20,000 

     Price per house 372.9 283.5 31.5% 551.2 

     

Time to use plots (years) 7.3 5.6 30.4% 6.6 

     Gross margin 23.3% 18.5% 
 

12.1% 

Operating margin 13.3% 9.1% 
 

6.1% 

Interest cover 3.7 2.4 
  Gearing (debt/equity) 125% 

  
          107% 

 
1.1 Analysis of performance Riller 

 
Revenue 
 
Total revenue has increased by 22.7% in 2015 compared to 2014. The increase has been achieved despite a 
reduction in the number of houses sold of 6.7%.   
 
The underlying cause of the increase in revenue appears to be the increase in the average price per house sold of 
31.5%. This could reflect the buoyant housing market where Riller has benefitted from favourable trading conditions 
in the market, rather than any internal actions by Riller. Alternatively (or additionally), it could reflect a trend for Riller 
to build larger, and therefore higher priced, houses in 2015 compared with 2014, thereby generating a higher price 
but more costs. There is some evidence that this may be the case as the cost per house has increased by 23.9%. 
 
The underlying cause of the decline in demand could be the increase in prices charged by Riller (ie a downward 
sloping demand curve) whereby the high prices have meant fewer sales at a greater margin. 
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The relationship between price (+31.5%) and volume (-6.7%) can be demonstrated as jointly impacting revenue 
(22.7%) as: 
 
1.315 x 0.933 = 1.227 
 
Profit and costs 
 
The gross margin has increased significantly from 18.5% to 23.3% which is likely to reflect the higher average price 
per house sold as the main causal factor. 
 
These higher margins have generated a significant increase in absolute gross profit of 54.1%. 
 
Despite an increase in distribution and administration costs of 34.4% operating profit has increased by 73.1%. 
Some investigation of the extent of the increase in distribution and administration costs may be appropriate as it 
might be expected that these costs are largely fixed and, in respect of any variable element, the volume of sales 
has fallen. 
 
The profit after tax figure has increased significantly by 118.2% reflecting the operating gearing effect of fixed costs, 
which do not increase despite rising revenue. 
 
Liquidity 
 
The improved profitability has increased the interest cover significantly from 2.4 to 3.7, thereby reducing the risk of 
being unable to make interest payments.  
 
Gearing appears high at 125% but the nature of the business means there is significant investment in assets (land 
and buildings) which can normally be sold without incurring significant losses against cost. Indeed, sales from the 
landbank could be made. In this respect the value of the inventory is almost double the value of the loan. If the loan 
became repayable, then sales of properties and some of the landbank would be able to realise enough to repay the 
loan. Given this is the case, the inventory generates debt capacity and provides good security for the loan. 
 
Asset base 
 
The landbank has 5,550 plots and 765 houses have been sold in the year. If sales were to continue at this level 
there would be sufficient houses in the landbank to service sales for 7.3 years. Riller has therefore secured a key 
resource. 
 
Moreover, in 2015 there has been a significant increase in the landbank of 20.7% thereby securing a resource for 
the future. 
 
Comparison of the performance of Riller and Minnen 
 
Riller is a larger company than Minnen producing 216% more residential properties. It therefore benefits from 
economies of scale. 
 
Minnen however produces the higher value residential properties with an average price of £551,200, being 48% 
higher than Riller’s average price in 2015 of £372,900. The higher price for Minnen might be attributable to its 
location in the south of England where property prices are generally higher. 
 
Despite the higher price for Minnen it has a lower gross margin (12.1%) than Riller (23.3%). Minnen also has a 
lower operating margin (6.1%) than Riller (13.3%). Part of the cause of this is that Miller has a cost per house of 
£484,700 compared to £286,100 which is 69.4% higher. This may reflect the higher cost of land in the south. 
 
Overall Riller appears to have performed better than Minnen even after allowing for the larger scale. A key piece of 
data is that revenue is 114% higher for Riller in 2015 but profit for the year is 286% higher. 
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1.2  Acquisition of Minnen 
 
Factors to be considered 
 
The acquisition is one of horizontal integration whereby a company in the same industry is acquired. This does not 
diversify risk but, as both companies are listed, the shareholders (or institutional shareholders at least) are able to 
diversify their portfolios and diversify unsystematic risk themselves without operational diversification by individual 
companies in their portfolios. 
 
It may be that the risk of Minnen is different from that of Riller (eg due to different markets; cost structures; finance 
structures; and management’s risk appetite). The acquisition of Minnen may therefore alter the risk of the group, up 
or down. This should be reflected in the discount rate used to assess the bid price. 
 
By expanding in the same industry it enables the Riller board to use existing core competences to manage the 
newly acquired business. Moreover, as it is in the same industry, there are more likely to be synergies and therefore 
cost savings resulting from the acquisition which are estimated to amount to £350,000 per annum. However, this 
level of synergistic gains is very small in the context of the size of the two companies, but it may be explained by the 
fact they operate in different geographical regions so there is limited overlap of activities and operations. 
 
In strategic terms the acquisition appears to be a good fit. 
 

 It provides geographical diversification in the key market of the south of England. This could enable 
geographical diversity in the form of a new physical location in the south of England, but also reputation in the 
region. It may have been possible for Riller to enter the south of England market by organic growth, but an 
acquisition enables quicker market entry and circumvents some of the barriers to entry in this geographical 
market. 
 

 There is also diversity by market sector, as Minnen appears to build houses that are more upmarket than those 
built by Riller. This is indicated by the fact that the average house price in 2015 for Minnen is £551,200 
compared to £372,900 for Riller. Part of the explanation, (perhaps a significant part) for this difference may be 
that land is more expensive in the south of England, but the scale of the difference implies that the property is 
also of greater size or quality. 

 
Operational advantages are reflected in the sources of the synergistic gains. These reflect operational savings (eg 
where there are common functions that can be merged into one); procurement and subcontractor gains (eg where 
greater discounts can be obtained for larger quantities); and changes in rationalisation, in design and in 
specification, so greater economies of scale can be achieved. 
 
There may also be duplication of assets (eg two head offices) where one could be sold giving a one-off cash inflow. 
 
In financial terms, Riller would be assuming a significant amount of debt onto its statement of financial position 
amounting to £87m. The gearing of Minnen is high: 
 
Book gearing at fair value (debt/equity) = £87m/£58m = 150% 
 
Market value gearing (debt/equity) = £87m/£80m = 109% 
 
The timing of the acquisition appears to be good as it coincides with a period when the housing market is growing. 
However, ultimately the viability of any acquisition is a question of price and any advantages may already be priced 
into the proposal made by the Minnen board. 
 
There may also be problems with the acquisition:  
 
There are problems of integrating the two companies, which may include different cultures, IT systems, governance 
and control systems. Whilst there may be cost savings from integration there may also be additional costs from 
integration difficulties. 
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There may be additional uncertainties which due diligence procedures may not identify (see below). This may mean 
that risks become apparent after the acquisition has been made, that were not anticipated. 
 
A further issue is that the directors of Minnen own 20% of its ordinary shares. If a share-for-share exchange takes 
place, then they will hold a much smaller proportion of the combined entity. Even if there were to be a debt-financed 
cash acquisition, the value of the directors’ 20% shareholding may be worth more per share, than the price of 
individual shares sold on the market. This may be the case if the 20% holding gives the board significant influence. 
There may therefore be a reluctance by directors to sell at any given price, compared to other Minnen shareholders. 
 

1.3 Price per share 
 
The proposal from the Minnen board is for an acquisition at £4 per share. There are 20 million ordinary shares so 
this would give a consideration for the acquisition of £80 million. 
 
There is a range of possible estimates. For each one, it should be remembered that the valuation date is 
30 September 2016 rather than 30 September 2015 so the estimates need to be rolled forward. 
 
Existing share price 
 
The existing share price in trading individual shares is £3.20 per share which gives a market capitalisation of £64m. 
Based on the proposed offer price of £4, there is therefore a bid premium of £16m in order to gain control, 
compared with the current share price of £3.20 for smaller bundles of shares in daily trading. This is a 25% bid 
premium. It could be argued that this is part of the time difference between 30 September 2016 and 30 September 
2015 (or at the current date of 3 November 2015), but 25% is a significant increase in one year, and so it is unlikely 
to account for the whole difference. 
 
Net asset value 
 
The net asset value (excluding intangibles) of Minnen at fair value is £58m. Thus, at the acquisition price of £80m, 
this would represent a payment of £22m for goodwill and other intangibles (eg the Minnen brand name). 
 
Given that the tangible asset value mainly comprises land and buildings in this industry (in inventories), the fair 
value of £58m sets a reasonably low risk floor value of assets that could be realised if the acquisition needed to be 
reversed. The rising property market, for the short term at least, lowers this risk. 
 
An asset value of £58m would give a share price of £2.90, which is lower than the current share price in market 
trading of £3.20 and below the proposed price of £4 per share. 
 
If however the retained earnings of £5.6m for the year ending 30 September 2016 is added to the net asset value of 
£58m (ie assuming no revaluation differences or other movements on reserves) then this would give a value per 
share of £3.18 ((£58m + £5.6m)/20m). 
 
Note the excess of the fair value of net assets (£58m) over the carrying amount (£42m) is £16m which is relatively 
modest on a landbank carrying amount of £184.8m (8.7%). This implies that Minnen has not benefitted significantly 
from property price increases following landbank purchases during the recession in the same way that Riller has. 
 
P/E ratio 
 
An alternative method is to use the P/E ratio. As both Riller and Minnen are listed and are in the same industry this 
may seem reasonable as a rough guide. If the P/E ratio of Riller were to be applied to Minnen then: 
 
EPS of Riller = £21.6m/32m = 67.5p 
     
P/E ratio of Riller = £7.20/0.675 = 10.7 
     
EPD of Minnen = £5.6m/20m = 28p 
     
Share price Minnen = 28p x 10.7 = £3.00 
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This is above the net asset value of £2.90 at 30 September 2015, but below the current share price of £3.20, so it 
seems too low to be useable. The most probable explanation is different rates of anticipated growth compounded 
into share price for the two companies. More specifically it implies that the Minnen P/E ratio should be higher than 
that of Riller as there are greater growth expectations for Minnen by financial markets. (The P/E ratio of Minnen is 
£3.20/£0.28 = 11.4) 
 
Earnings based valuation 
 
Earnings for Minnen for years to 30 September  
 

Year Money cash flow 
£ million 

Discount factor 
@10% 

PV 
£ million 

2015   5.6 Not relevant  
    
2016 6.16 Not relevant  
    
2017 6.776 1/1.1 6.16 
    
2018 7.4536 1/1.1

2
 6.16 

    
2019 and thereafter 7.4536 (1/0.1)/1.1

2
 61.6 

 
PV at 30 September 2016 = £73.92m 
 
Share price   = £73.92m/20m = £3.70 per share 
 
This value of £3.70 is above the net asset value of £2.90 at 30 September 2015, and above the current share price 
of £3.20. However it is below the proposal of £4 from the Minnen board, so it seems to be within a reasonable range 
as a counter proposal. 
 
Synergy gains 
 
The above values for all valuation methods represent the value to Minnen shareholders for continuing the existing 
business. In addition, there are synergy gains which would make the acquisition more valuable in the Riller group 
than for Minnen as a stand-alone company. 
 
The value of the synergy gains is £350,000/0.1 = £3.5m. 
 
Thus as an example using the earnings based method the value to Riller of Minnen is: 
 
Share price = (£73.92m + £3.5m)/20m = £3.87 per share 
 
On this basis any price above £3.70 would mean that Minnen shareholders would capture some of the synergy 
gains in the value of the consideration. 
 
Advice 
 
In terms of negotiating an offer price, £4 per share is above what Minnen would be worth to Riller. 
 
As a negotiating position £3.60 is suggested which would be below the earnings based measure and the initial offer 
from the Minnen board, but above the current share price by a bid premium of 40p. 
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1.4 Financial reporting issues 
 
Statement of financial position 
 
The acquisition would require that the net assets of Minnen would be revalued to fair value in accordance with 
IFRS 3. This would mean they would be consolidated on a line by line basis at their fair value at 30 September 
2016. A particular feature is that the value of land in the landbank appears to have increased in line with increases 
in property prices. This would need to be revalued to fair value for consolidation purposes. 
 
Whilst the statement of financial position would be consolidated in full at that date, the statement of profit or loss of 
Minnen would not be consolidated until after the acquisition in the year ending 30 September 2017. The return on 
capital employed and return on equity for the year ending 30 September 2016 would therefore be distorted as the 
net assets would be recognised, but not the profit. 
 
The consolidation of intangibles would also be an issue. 
 
It is necessary to provide a value for the Riller group consolidated SOFP for the year ended 30 September 2016 
where the Minnen brand would need to be recognised as a separately identifiable asset at fair value, 
notwithstanding that it would not be recognised in the individual company financial statements of Minnen. 
 
IFRS 13 para 9 defines fair value as “the price that would be received to sell an asset or paid to transfer a liability in 
an orderly transaction between market participants at the measurement date”. 
 
IFRS 13 requires the fair value to be determined on the basis of its ‘highest and best use’ from a market 
participant’s perspective. This needs to consider what is physically possible, legally permissible and financially 
feasible. 
 
The fair value recognised is determined from the perspective of a market participant. The issue of business 
integration is relevant to financial reporting measurement. If Riller intends to acquire the Minnen brand, but not use 
it (ie branding all housing developments under the Riller brand) this does not mean that the brand has no fair value, 
as the assumption is the highest and best use by a market participant (eg an alternative buyer of the brand). 
 
If however Riller management intends to continue to use the Minnen brand, then it is entitled to assume that its 
current use is the highest and best use without searching for alternatives unless market  or other factors suggest 
otherwise (IFRS 13, para 29). 
 
The fair value is therefore, in part, dependent on the post-acquisition strategy adopted by Riller with respect to 
usage of the Minnen brand. 
 
In order to quantify fair value IFRS 13 has a fair value hierarchy: 
 
Level 1 inputs are quoted prices in an active market for identical assets. This is not normally reasonable for a brand 
given its unique nature, so is inapplicable to Riller. 
 
Level 2 inputs are inputs other than quoted prices which are observable. This might include prices in markets which 
are not active. 
 
Level 3 inputs are unobservable inputs, including internal company data. 
 
Based upon these three levels, IFRS 13 sets out 3 possible valuation bases which Riller may use to value the 
Minnen brand: 
 
The market basis – this uses market price and other market transactions. Given the nature of a brand is unique this 
would be difficult to use. 
 
The income basis – This would consider the present value of the incremental income generated by the Minnen 
brand.  
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The cost basis - this is the current replacement cost of the brand which could be the PV of the advertising 
expenditure.  
 
Goodwill 
 
Any excess of the consideration transferred over the fair value of the net assets acquired should be recognised in 
the group accounts as the asset, goodwill (the value of any non-controlling interest is zero in this case so goodwill is 
not affected by this). 
 
As goodwill is a residual amount, any variation in the value of other assets at the date of acquisition (eg the brand 
value) will alter the amount attributable to goodwill. 
 
After initial recognition, goodwill is stated in the group accounts at cost less any impairment charges. 
 
Financing methods 
 
The 10-year bonds would be recognised and measured at amortised cost in accordance with IAS 32 with the 
interest of 5% being recognised as a finance cost. 
 
The share-for-share exchange would recognise, as the consideration, the fair value of the shares in Riller at the 
date of the exchange (30 September 2016) in the transaction. As Riller is listed, the published price is to be used. 
This would normally be the bid price. 
 
The fair value of the shares would therefore be the cost of the business combination and used in the calculation of 
goodwill. Consolidated in the normal manner would then take place in accordance with IFRS 3. 
 
For the new shares issued the difference between their fair value and their nominal value would be credited to 
share premium account. 
 

2 Financing methods 
 
Finance method 1 - share-for-share exchange 
 
Acquiring 100% of the ordinary shares of Minnen using a share-for-share exchange using newly issued Riller 
shares would have the effect of lowering financial risk for Riller as there would be no use of existing cash resources. 
In addition there would be a reduction in gearing as additional equity would be issued with no extra debt. 
 
Ignoring consolidation adjustments (other than fair value adjustments) the gearing of the new RiIler group, if 
consolidation had taken place on 30 September 2015, would be: 
 
Book gearing at FV (debt/equity) = (87m+£260)/(£58m+£206.8) = 131% 
     
MV gearing (debt/equity) = (£87m+£260)/(£80m + £230.4) = 112% 
 
Thus while book gearing is lower for the combined entity than for Minnen, the market gearing is approximately the 
same. 
 
As both companies are quoted then there is greater assurance over share values than would be the case if one 
were a private company. The fact that Riller shares are quoted also makes them more liquid and perhaps more 
acceptable to Minnen shareholders who can sell them post acquisition. If they all try to sell them immediately, 
however, then this may force down the share price. 
 
In terms of Riller’s share price if the market regards the acquisition as value enhancing then it is likely that share 
price will rise. This however depends on the bid price. If Riller overpays for the acquisition it is likely that its share 
price will fall. 
 
A further issue is that the directors of Minnen own 20% of its ordinary shares. If a share-for-share exchange takes 
place then they will hold a much smaller proportion of the combined entity. The value of the 20% shareholding may, 
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collectively, be worth more than the price of individual shares sold on the market and thus there may be some 
reluctance by directors to sell. 
 
Finance method 2: 10-year bond 
 
The issuing of a 10-year bond will increase the financial risk of the Riller group. Gearing will increase due to the 
increased debt. 
 
This will make share price more volatile and will increase the beta by gearing it up. 
 
In terms of the concerns of the directors, if market expectations of future corporate bond rates increases then the 
fair value of the Riller bonds will fall. This will increase the bond yield. 
 
Advice 
 
A share-for-share exchange appears to be the lower risk option as it means that: gearing is not increased; there is 
greater liquidity to make more landbank purchases, as debt capacity is maintained; and the need to refinance the 
debt in 10 years is removed as a share-for-share exchange is a permanent method of financing the acquisition. 
Given the business risks of the industry, in terms of house price volatility, then adding further financial risk into the 
package would seem undesirable. 
 
This advice is given on the assumption that this form of consideration is acceptable to Minnen shareholders and 
that a higher bid price is not demanded compared to a cash acquisition. 
 

3 Key risks and due diligence 
 
The acquisition would be material to Riller and due diligence over a number of aspects of the Minnen business can 
mitigate some risks of the acquisition. 
 
Due diligence is a means of attesting information, normally on behalf of a prospective bidder. It can take place at 
different stages in the negotiations, although the timing is likely to affect the nature of the due diligence process. 
 
The key risks and the due diligence procedures to address each risk include the following: 
 
Bid price and forecasts 
 
Risk: The bid value, based on the forecasts provided, may be over optimistic, resulting in over payment for the 
acquisition 
 
Due diligence: Examine appropriateness of the forecasts and underlying assumptions. The assumption about 10% 
annual growth rate is significant in this context. Assurance, in the form of financial due diligence, could include 
examining the order book of forward purchases on houses off-plan, demand in the sector, demand in the region. 
Forecasts by similar companies, if available, would also act as a benchmark. Operational due diligence could 
assess the capacity of the company to achieve growth (eg resource audit including physical and human resources; 
peaks and toughs in forecast demand; historic issues of capacity constraints). 
 
Valuation of assets (particularly the landbank) 
 
Risk: there is a risk that the asset-based valuation is overstated, particularly with respect to the landbank. If the 
acquisition fails then the fair value of the assets represents a floor price for an exit value. An incorrect estimate of 
the landbank value may mean that this risk is not appropriately quantified. 
 
Due diligence: The value of the landbank is a key asset. As inventory in the financial statement is stated at the 
lower of cost and NRV, the carrying amount is not a reflection of the fair value which has not therefore been subject 
to annual audit. Due diligence procedures can identify upside potential (high fair values compared to the estimated 
£58m fair value of assets) and downside risk (inadequate impairments and lower fair values than the estimates 
included in £58m fair value of assets). Due diligence procedures may involve the use of an expert in residential 
property and land valuation. Any recent sales from the landbank could be a test of the achieved price against 
attributed fair values. 
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Ownership and rights over assets and relevant legal obligations (particularly the landbank) 
 
Risk: The landbank acquired may not have all the appropriate permissions and rights to build the planned 
residential properties. For example, there may be covenants limiting the size or specification of residential 
properties that can be built on a plot (eg houses may be permitted, but not apartments on some sites; there may be 
a minimum limit on the number of houses that must be built on a site). 
 
Due diligence: Legal due diligence would be needed to establish the rights and restrictions on building land to 
ensure that it would be suitable for the intended purposes of the proposed new group. Legal obligations may also 
arise from land ownership which may cause unforeseen costs (eg ground rent; obligations to make-good any 
disruption to landscape from building work; obligations to maintain aspects of the site such as water and drainage; 
other hidden liabilities; and onerous contractual obligations). 
 
Costs and uncertainty over integration 
 
Risk:  The costs and difficulty of integrating Minnen into a new Riller Group may be greater than expected. This may 
result in additional costs, a reduction in efficiency, less control and delay on delivering any synergies or other 
benefits. 
 
Due diligence: An assessment of the compatibility of the two companies’ operations, governance and information 
systems needs to be assessed through operational, human resources and IT due diligence. For example, an 
assessment of whether the two companies information systems can be integrated or whether a new common 
system is needed, giving rise to additional costs. An operational assessment of commonalities in procurement and 
building methods also needs to be assessed using operational due diligence. 
 

4 Ethics 
 
Ethics pertains to whether a particular behaviour is deemed acceptable in the context under consideration. 
 
In making any ethical evaluation it is first necessary to establish the facts. In this case, the claims made by Julie 
Morton need to be established to assess their validity. This may be difficult if the indication has been oral and not 
written. The Minnen directors may deny the claims if anyone challenges them. 
 
However assuming the claims are valid, a number of issues arise. 
 
The issue of legality applies where an inducement may be given (ie continuing the role of director at the same 
remuneration in return for influencing shareholders toward a less favourable deal) which may come under the 
Bribery Act. It may also be fraud. 
 
It should be noted however that no inducement has yet been given so no issue may yet have arisen. Legal advice 
should be taken. 
 
A key ethical issue is self-interest. The Minnen directors may be attempting to act in their own interests rather than 
those of the shareholders to whom they owe a fiduciary duty. These interests are likely to be in conflict in the 
circumstances of the takeover recommendation. 
 
In making a decision as to how to act, it may be helpful to apply the Institute of Business Ethics three tests: 
 

 Transparency 

 Effect 

 Fairness 
 
Transparency - would the Minnen board mind people (existing shareholders, suppliers, customers, employees) 
knowing the terms of the agreement?  In particular, the issue of transparency will apply to the Minnen shareholders.  
 
Effect – whom does the decision to provide inducements affect/hurt? Clearly this includes the Minnen shareholders 
who may be induced to give up their shares for an amount which is lower than could be obtained in a commercial 
arm’s length transaction. 
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Fairness – would the inducement be considered fair by those affected? The issue for the Minnen board is that they 
may be using the position and inside information in order to gain what many would consider to be an unfair personal 
gain at the expense of Minnen shareholders. 
 
Honesty – A final issue is one of honesty. The inducements fail the honesty test on the basis of not basing advice to 
shareholders on an honest assessment of the value of the offer from Riller in the relevant commercial 
circumstances. 
 
Response 
 
An initial action would be to speak with the Riller board to ensure that no offers of directorships have been made to 
Minnen directors which may be considered an illegal inducement for them to recommend a low acquisition valuation 
to their shareholders. 
 
If there is any doubt, then HS should not act for Riller and, if there are reasonable grounds to suspect that an 
inducement is to be given, HS should seek legal advice as to whether there is a duty to disclose this to the police. 
 
If negotiations for the takeover are to be completed before the negotiation for continuing director contracts 
commences, then this may give some assurance that the former is not influenced by the latter. 
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Question 2 – Kinn plc 
 
Scenario 
 
This question relates to a listed engineering company (Kinn) operating through three divisions: Mechanical, 
Electrical and Civil. Kinn has performed poorly in recent years and, following a review of the business, it intends to 
restructure. 
 
The candidate’s role is a senior working in the business advisory department of a firm of ICAEW Chartered 
Accountants (GL) advising Kinn. 
 
The Kinn board has decided to sell the Electrical Division and withdraw from the electrical engineering market 
completely. 
 
There are three phases to this scenario: 
 
(a) The sale of the Electrical Division 
(b) Short term deposit of the proceeds of sale 
(c) Longer term investment of the proceeds of sale after period of deposit is completed. 
 
The Kinn board is concerned about the impact of the disposal on financial performance and about the financial 
reporting treatment of the disposal. 
 
The disposal will generate £25m of cash which will be placed on deposit in the short term, before being reinvested 
in the longer term. 
 
The board is concerned about interest rate fluctuations, which may occur between the current date and the time 
when the cash can be placed on deposit. It therefore wishes to hedge using an interest rate future. 
 
There are two alternative longer term investments: 
 

 Purchase new production equipment for the Mechanical Division at a cost of £45m, which will require £20m 
borrowing; or 

 Use the whole of the £25m net proceeds from the sale of the Electrical Division to reduce some of the existing 
borrowing. 
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Requirements Technical & 
Skills 

Skills assessed 

Analyse the forecast financial 
performance of Kinn for the year ending 
31 December 2015. 

 
Calculate and explain the impact on the 
company’s future performance for the 
year ending 31 December 2016 arising 
from the sale of the Electrical Division. 
Apply the working assumption in Exhibit 2. 

12  Understand and assimilate the data provided 
in a structured manner (eg a table) 

 Carry out data analysis to identify the 
company performance (a) with and (b) 
without the Electrical Division. 

 Identify and explain the differences in (a) and 
(b) above 

 Provide a qualitative interpretation of the data 

 Use judgement to conclude on the primary 
reasons for the change performance 
between 2015 and 2016. 

 

Set out and explain the financial reporting 
implications arising from the sale 
agreement for the Electrical Division in the 
financial statements for the year ending 
31 December 2015. 

 

9  Identify and justify why the Electrical Division 
is treated as a disposal group in accordance 
with IFRS 5 

 Identify and justify why the Electrical Division 
is a discontinued activity in accordance with 
IFRS 5 

 Determine the impairment charge on 
reclassification as held for sale 
 

Explain to the board how the interest rate 
futures contract that it is proposing to use, 
could manage interest rate risk arising 
from the deposit of the £25 million 
(Exhibit 3). 
Illustrate your explanation with 
calculations showing how the contract will 
work if interest rates fall by 1% (to 2.75%) 
between 1 January 2016 and 31 March 
2016. 

 

10  Identify and explain the key risks on respect 
of interest rates to be hedged including the 
appropriate time period. 

 Set out calculations showing, using the 
illustrative interest rate change, how the 
interest rate future provides an effective 
hedge. 

Explain the likely effects on the risk 
profile, and on Kinn’s share price, of each 
alternative use of the net proceeds 
(Exhibit 4). Set out any assumptions you 
make.  
Advise whether Kinn should use the fixed 
or variable rate loan, from its bank, if the 
board were to decide on Alternative 1. 

 

9  Set out structured arguments for each of the 
two alternative uses of the funds from the 
sale of the electrical division, identifying key 
risks and potential impacts on share price 

 For Alternative 1, use judgement to provide 
advice on the two potential financing 
methods (fixed or variable rate loan) 

  

Maximum marks 40 
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Examiner’s comments 
 
Requirement 1  
 
Analyse forecast financial performance 
 
Most candidates presented an initial table of key ratios by division, along with an overall total for the company.  
The ratios presented by most candidates were operating profit %, PBT % and ROCE. Some candidates also 
presented ROE and gearing. 
 
Most candidates then made comments on the performance of each individual division, with a few considering 
only the Electrical Division. Only the strongest candidates commented specifically on the underperformance of 
the Electrical Division relative to the level on investment it had received. 
 
There was very little discussion of professional scepticism in respect of the forecast figures. 
 
Stronger candidates produced a good discussion of the impact of the sale of the electrical division on the future 
group performance. However, a significant number of answers were very brief, only mentioning that the Electrical 
Division should be sold as performance had been poor. 
 
Weaker students performed very few calculations and didn’t seem comfortable coming ‘off the fence’ to state that 
the decision to dispose of the Electrical Division was appropriate. 
 
Impact on future performance of sale of Electrical division 
 
Most candidates made a good attempt at calculating ratios, factoring in the disposal of the electrical division.  
Only the strongest candidates factored in the Electrical Division for 3 months of the year. 
 
Good candidates used a data table and ratios to show the results with and without the electrical division, and 
correctly focussed on margins as well as ROCE/ROE ratios. 
 
Few candidates noted the limitations of their analysis. 
 
Requirement 2 - Financial reporting 
 
In general, candidates did not perform well on this requirement. 
 
The vast majority of candidates mentioned the basics of IFRS 5 in their answers and were given some credit.  
However, they often failed to develop their answers based on the facts of the scenario. Often candidates 
demonstrated one or more of the following weakness: 
 

 No mention of the criteria for assets to be classified as held for sale and whether these are actually satisfied 
in the scenario 

 No mention of the fact that there is a disposal group, as the assets of the Electrical Division were being 
collectively disposed of under a single contract 

 Simply saying that the assets would be ‘available for sale’ without discussing the measurement implications, 
including the evidence of impairment 

 Saying that a discontinued operation would be shown in the SPL without stating what would be disclosed. 
 
Requirement 3 - Interest rate futures 
 
This section received a very mixed response from candidates. It was therefore a differentiating requirement as, 
whilst some candidates produced entirely correct numbers, others struggled, making only a few incorrect random 
calculations. 
 
The majority of candidates recognised that buying and selling 50 contracts was the most appropriate action, but 
weaker candidates did little beyond this. 
Better candidates presented an excellent discussion about how this hedge worked and the benefits to the 
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company. 
 
Common errors in the calculations were: 
 

 Only considering the 3.75% rate 

 Only considering the 2.75% rate 

 Not taking into account the 3/12 

 Just presenting the calculations with very limited discussion 
 
Requirement 4 - Alternative use of net proceeds 
 
Candidates generally presented good answers to this element of the question.   
 
With regards to alternative 1, most commented on the return of 9% and that this was a good opportunity. Very 
few candidates commented on the appropriate hurdle rate for this project. Most commented on financial risk and 
the problems with financing investment with more debt. 
 
Most candidates were able to give detailed comments about the fixed or variable rate loan and give appropriate 
advice based on the scenario. 
 
Again, good comments were made about alternative 2 - degearing. Most commented on the reduction of 
financial risk and interest cost saving, but without making comments about the financial flexibility this option 
would give the company to borrow in the future (debt capacity), if different opportunities presented themselves. 
 
Better candidates made some comparisons between the two alternatives recognising that investing in new 
assets is a higher risk strategy than degearing, given the uncertainty of the new project cash flows and increased 
debt financing. 
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1 Sale of the Electrical Division 
 

 Financial performance 
 

 Mech Elect Civil Total Mech & Civil 
      
Revenue 16,600 4,500 22,900 44,000 39,500 
      
Operating profit 4,250 620 4,600 9,470 8,850 
      
Profit before tax 3,100 110 3,300 6,510 6,400 
      
Net assets at carrying amount 34,000 26,400 46,400 106,800 80,400 
      
Total assets at carrying amount 57,000 36,600 72,400 166,000 129,400 
      
Liabilities 23,000 10,200 26,000 59,200 49,000 
      
Interest 1,150 510 1,300 2,960 2,450 
      
ROCE 7.5% 1.7% 6.4% 5.7% 6.8% 
      
ROE 9.1% 0.4% 7.1% 6.1% 8.0% 
      
OP profit % 25.6% 13.8% 20.1% 21.5% 22.4% 
      
PBT % 18.7% 2.4% 14.4% 14.8% 16.2% 
      
Gearing (debt/net asset) 67.6% 38.6% 56.0% 55.4% 60.9% 
 
The above table sets out some key financial performance indicators based on the limited information available. 
 
Liabilities have been taken as total assets less net assets (but may include non-interest bearing liabilities such as 
provisions and trade payables). 
 
Interest has been taken as the difference between operating profit and profit before tax. (but this may include other 
finance charges eg lease interest). 
 
As indicated by the finance director, the Electrical Division appears to have underperformed the other two divisions 
on the measures of margin and return on capital. The return on equity for Electrical Division is only just positive at 
0.4% and therefore appears to be making little contribution to shareholder return. This can be contrasted with the 
better ROE rates of 9.1% and 7.1% for the Mechanical and Civil Divisions respectively. Although it could be argued 
that even these rates are not high when considering the risks. 
 
Even the funds placed on bank deposit at 3.75% are earning a better rate of return than the Electric Division. In 
addition the bank deposit funds are virtually risk free. 
 
The ROCE of the Electrical Division is only a little better than the ROE at 1.7%. 
 
In terms of margins, the PBT% is only 2.4% for the Electrical Division which is extremely thin, especially when 
compared to those of the other two divisions at 18.7% and 14.4%. 
 
Some notes of caution are however appropriate. These rates are based on accounting numbers which may be 
distorted by accounting policies or unusual items in the year. However if the projection is the same for next year 
then this seems less likely. 
 
The end two columns of the table show the impact on the group of the removal of the Electrical Division. While the 
total column shows all three divisions, the right hand column shows the total of the other two remaining divisions,  
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It can be seen that whilst the removal of the Electrical Division has some impact on the group, it is only by one or 
two percentage points. The reason is that the Electrical Division is much smaller than the other two divisions and 
therefore has a relatively lower weighting. The removal of the poor performance of the Electrical Division therefore 
has some impact on the group, but it is not major. 
 
The use of the £25m funds from the sale of the Electrical Division has not been considered in the assessment of the 
change in performance as this will depend on how these funds are to be used. This is considered further below but 
clearly there will be a favourable effect. 
 
Performance so far has been taken to mean the impact on the overall profitability of Kinn from the sale of the 
Electrical Division. There will also be an impact on the risk profile of Kinn as a result of the disposal.  
 
The direction of the impact will depend on whether the Electrical Division was a higher or lower business risk profile 
compared with the other two divisions. It might however be noted that the Electrical Division had lower gearing than 
the other two divisions and hence the group gearing has risen. (This of course ignores the surplus cash and how it 
will be used in the longer term which is considered below). 
 
Forecast performance for the year ending 31 December 2016 
 
If the disposal of the Electrical Division occurs on 31 March 2016 then it will make a time apportioned contribution to 
the group of 3/12 of the full year amounts for item in the statement of profit or loss.  The forecast for the year ending 
31 December 2016 will therefore be: 
 

 
Mech Civil 

Mech & 
Civil 

3/12 
Electrical Total 

      
Revenue 16,600 22,900 39,500 1,125 40,625 
      
Operating profit 4,250 4,600 8,850 155 9,005 
      
Profit before tax 3,100 3,300 6,400 28 6,428 
      
Interest 1,150 1,300 2,450 325 2,775 
 
It can be seen that the impact of the electrical division in 2016 is relatively insignificant in the context of the 
company as a whole for the year ending 31 December 2016 in terms of operating performance. 
 
However the sale of the division may also impact upon profit in the period. The net assets have a carrying amount 
of £26.4m and the net sale price is £25 million. However if there is evidence of impairment in 2015 then this would 
be recognised in the year ending 31 December 2015. As a consequence, no loss on sale would be expected to be 
recognised in the year ending 31 December 2016. 
 

 Financial reporting 
 
The assets in the Electrical Division are being disposed of collectively under a single contract. They therefore 
appear to form a ‘disposal group’ under IFRS 5 – defined as a group of assets to be disposed of, by sale or 
otherwise, together as a group in a single transaction. 
 
The following criteria must be met: 
 

 The division must be available for immediate sale in its present condition 

 The sale must be ‘highly probable’, that is: 
– Being actively marketed at a reasonable price 
– Changes to the plan are unlikely  
– Management must be committed to the sale 
– There must be an active programme to locate a buyer; and 
– The sale must be expected to be completed within one year from the date of classification 
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Given the information about the planned sale, it seems clear that the disposal group meets the definition of ‘held for 
sale’ at or before 31 December 2015. (The disposal group is available for immediate sale in its present condition 
and has been actively and successfully marketed at a reasonable price. The sale appears virtually certain and will 
be completed within one year.) 
 
Immediately before the classification of a disposal group as held for sale, the carrying amounts of the assets need 
to be adjusted (IFRS 5). 
 
On this basis, evidence of impairment should be assessed on each individual asset (or CGU) immediately prior to 
the held-for-sale date. After classification as held for sale, any test for impairment will be based on the disposal 
group as a whole. 
 
There is evidence of impairment as the net sale price is £25 million and the net assets have a carrying amount of 
£26.4m. 
 
An adjustment that will need to be made prior to classification as held for sale is in respect of the depreciation 
charge up to the date the assets are classified as held for sale. 
 
On re-classification as held for sale, IFRS 5 requires that a disposal group shall, at the date when reclassified as 
held for sale, measure the relevant assets at the lower of: 
 

 Carrying amount  

 Fair value less costs to sell  
 
Any test for impairment will be based on the disposal group as a whole. As the expected proceeds from the sale of 
the disposal group to the German company is £25m and the carrying amount immediately before reclassification as 
held for sale is £26.4m or as the date it is classified as held for sale may be before the year end slightly less, (as 
£26.4m is the year end net asset value) there is an impairment charge of approximately £1.4m. 
 
The impairment charges will be treated as reductions in the carrying amounts of individual assets (IAS 36). 
 
One qualification is that the non-monetary assets would normally be measured at the exchange rate at the date of 
purchase, and would not be normally be retranslated. However, where there is an impairment, non-monetary assets 
are retranslated at the exchange rate at the date of impairment. As a result, the sterling amount of the net asset 
value may change. 

 
Consideration also needs to be given as to whether the sale is a discontinued operation under IFRS 5. 

 
The Electrical Division is likely to be a component of the entity as a CGU. It is revenue generating, it is clearly 
distinguishable from the rest of the company and it is material. It appears to be a separate major line of the 
business as it makes a different types of engineering product from the rest of the company at a separate location. 
 
IFRS 5 Non-current assets held for sale and discontinued operations provides an analysis of the contribution of the 
discontinued element to the current year's profit ie the part that will not be included in future years' profits. Showing 
separate information about discontinued operations allows users of financial statements to make relevant future 
projections of cash flows, financial position and earnings-generating capacity. 
 

2 Interest rate futures contract 
 
Interest rate futures contracts offer a means of hedging against the risk of adverse interest rate movements. If Kinn 
buys an interest rate futures contract, it contains the entitlement to receive interest; if it sells an interest rate futures 
contract, it sells the promise to make interest payments. Buying an interest rate futures contract, therefore, equates 
to lending, whilst selling an interest rate futures contract equates to borrowing.  
 
An interest rate futures contract is effectively a binding, standardised forward rate agreement – similar in effect but 
with conditions, amounts and terms which are standardised. As a result, they cannot always be matched precisely 
with a specific interest rate exposure, not least because a number of whole contracts must be bought or sold (based 
on the standard contract size) and because of the effects of ‘basis risk’. 
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Interest rate futures contracts represent interest receivable or payable on notional lending or borrowing for a three-
month period beginning on a standard future date eg the end of March, June, September or December for LIFFE 
contracts. The notional period of lending or borrowing starts when the contract expires eg at the end of March or the 
end of June. 
 
Interest rate futures are priced at 100 minus the three-month interest rate contracted for. 
 
In this particular situation, as a depositor (ie lender) Kinn can hedge against the possibility of interest rates falling by 
buying 50, March sterling interest rate futures contracts at 31 December 2015 at the prevailing market price of 
96.00 and selling futures on the date that the actual deposit (lending) begins ie the end of March. If interest rates do 
fall, Kinn will suffer a loss of interest income on the actual deposit but this will be offset by the gain on the futures 
contract, whose price will have risen in line with the fall in market interest rates. 
 
To hedge the deposit, Kinn should buy 50 contracts at 31 December 2015 and sell 50 contracts at the end of 
March. If the current deposit interest rate is 3.75%, then Kinn’s target interest receipt will be £234,375 (£25m × 
3.75% × 3/12). 
 
If the deposit interest rate at the end of March is 2.75% (a fall of 1%), the three-month deposit with the bank from 
the end of March will only yield £171,875 (£25m × 2.75% × 3/12), which is a shortfall of £62,500. 
 
However, assuming that the futures price has converged to equal the spot interest rate at the end of March (ie. the 
futures price moves from 96.00 to 97.25) this will give Kinn a gain of 1.25%. The gain from selling 50 interest rate 
futures contracts at the higher price is £78,125 (£0.5m × 1.25% × 3/12 × 50), which more than compensates for the 
shortfall in interest on the actual deposit £62,500 (the excess compensation being due to the effects of ‘basis risk’). 
 

3 Alternative uses of net proceeds 
 
Alternative 1 - Purchase new production equipment for the Mechanical Division 
 
This strategy is simultaneously a new operating investment and a new financing arrangement. 
 
The operating strategy is further investment in an existing line of the business and so may be lower business risk 
than an investment in a new line of business. However, the increased borrowing represents additional gearing and 
financial risk. 
 
The sale of the Electrical Division involved repaying some liabilities amounting to £10.2m. However this project 
involves borrowing a further £20m thus the net effect is to increase borrowing significantly. This raises financial risk. 
 
The new project earns a rate of return of 9%. This is in excess of the rate of return on either of the suggested debt 
instruments. However, the increase in gearing as a result of borrowing will mean the required return on equity will 
rise.  
 
The hurdle rate for the project is therefore the risk adjusted marginal weighted average cost of capital (ie allowing 
for changes in financial risk and business risk) not the cost of debt. Share price will rise if the risk adjusted marginal 
cost of capital is lower than 9% and will fall if the risk adjusted marginal cost of capital is greater than 9%. 
 
Risk adjusted should mean systematic risk, based on the project beta as the company is listed. 
 
Fixed or variable rate loan 
 
Turning to the type of debt, there is a choice been fixed and variable rates. The initial fixed rate is 6% compared the 
initial variable rate of 6.75%. The fixed rate will however reflect the expectation that short term interest rates will fall 
over the period of the loan. 
 
Variable rate loans give rise to cash flow risks as the coupon rate may vary over the life of the loan and the cash 
interest payments will therefore change. 
Fixed rate loans give rise to fair value risk as the value of the loan will increase if market interest rates fall in order to 
adjust the yield to the market rate. Conversely, the value of the loan will decrease if market interest rates rise. 
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Advice 
 
If the loan is to be held to maturity, then the fixed rate loan offers lower interest rate risk as the rate is certain over 
the period of the loan. Although the fair values may vary, this will have no significant impact if held to maturity and 
the cash interest payments will not change, even if market interest rates change. 
 
Alternative 2 - Degearing 
 
This is a lower risk and more conservative approach than Alternative 1. 
 
After the Electrical Division has been sold and its liabilities paid off, the total liabilities of Kinn amount to £49m. 
Using the £25m net sale proceeds to repay debt would therefore more than halve the company’s debt and reduce 
gearing substantially. 
 
The impact would be to reduce the cost of equity as there is lower risk due to lower financial gearing. The impact on 
the weighted average cost of capital would be difficult to determine but in the absence of tax and in perfect market it 
is likely to remain constant. Whether it will in fact do so would depend on the market’s view of whether Kinn had 
been over geared. 
 
The equity beta of the shares would be lower as the gearing is lower and may therefore generate a lower return at a 
lower risk. 
 
If profitable investment opportunities were to present themselves in future then the debt capacity of Kinn would be 
greater if there is degearing now. 
 


