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Answer all the questions 
 
 
 

1. ABC PLC is an apparel company sized food manufacturing company. It has recently 
sold a subsidiary that traded in what the company considered to be non-core 
business. The sales raised $ 2 Mn in cash. 
 
The company’s long term debt to equity ratio is relatively high compared with other 
companies in the industry and the directors have ruled out further borrowing at the 
present time. In fact, one of the directors thinks the cash raised from the sale of the 
subsidiary should be used to repay some of the company’s outstanding debt. 
 
This is not a view shared by the other directors who are evaluating three small but 
potentially profitable acquisition opportunities. The Directors believe that the 
shareholders of all three target companies would not be opposed to a bid at this time, 
especially to a cash offer. 
 
However, to acquire all of them would require $ 2.8 Mn. The share price is standing 
at an all time high – level considered unsustainable by the directors based on the 
company’s projected earnings. The directors therefore intend to limit their 
expenditure to the $ 2 Mn cash raised by the sale of the subsidiary. 
 
Expected after tax cash flows 
 

Year 1  Year 2  Year 3  Acquisition price 

 

Company   $’000  $’000  $’000  $’000 

 

AB Ltd   (300)  1,200  2,700  (1,700) 

CD Ltd   125  275  380  (500) 

EF Ltd   200  325  450  (600) 

 

The cash flows are in real terms, that is they do not include inflation. ABC PLC’s 
shareholders currently require a real return of 12% on their investment in the 
company. The company uses this rate to evaluate all its investment decisions, 
including acquisitions. 
 
Requirements 
 
Assume that you are a financial manager with ABC PLC. Write a report to the 
directors evaluating the potential acquisitions. You should include the following 
information in your report: 
 

 The expected net present value and profitability indexes of the three projects. 
Based solely on these calculations comment on which company(ies) should be 
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chosen for acquisition and comment on the use of 12% as a discount rate in the 
circumstances here. 

 

 Recommendation of uses for any cash that is left over after the acquisitions have 
been made. 

 

 Comment on the director’s decisions 
 
(i) To invest rather than repay debt, and 
(ii) To limit their investment for the current year to cash purchases rather than 

raise new capital in the form of debt or equity. 
 

 Comment on the advantages and disadvantages of growth by acquisition as 
compared with growth by internal (or organic) investment. 

(50 Marks) 
 
 

2. XYZ is a private limited company with intensions of obtaining a stock market listing 
in the near future. The company is wholly equity financed at present, but the 
directors are considering a new capital structure prior to its becoming a listed 
company. 
 
XYZ operates in an industry where the average asset beta is 1.2. The company’s 
business risk is estimated to be like that of the industry. The current level of earnings 
before interest and taxes is $ 400,000. This earnings level is expected to remain 
constant for the foreseeable future. 
 
The rate of return on riskless assets is at present 10% and the return on the market 
portfolio is 15%. These rates are post tax and are expected to remain constant for the 
foreseeable future 
 
XYZ is considering introducing debt in to its capital structure by one of the following 
methods. 
 
(i) $ 500,000 10% debenture at par, secured on land and building of the 

company 
(ii) 1,000,000 12% unsecured loan stock at par 
 
The rate of corporate tax is expected to remain at 33% and interest on debt is tax 
deductible 
 
Requirements. 
 
(a) Calculate, for each of the two options 

 
(i) values of equity and total market values 
(ii) debt/equity ratio 
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(iii) cost of equity 
(9 Marks) 

 
(b) List the main problems and costs which might arise for a company experiencing a 

period of severe financial difficulties.     ( 6 Marks) 
 

(c) “Capital structure can have no influence on the value of the firm” 
 
Discuss this statement and comment briefly on the practical factors which a 
company may take in to account when determining capital structure. 
          (10 Marks) 
 
          (25 Marks) 
 

3.   
 
(a) 
 
A swap with a maturity of five years was contracted by EFG PLC. three years ago. 
EFG swapped $100 million for DM 250 million. The swap payments were annual, 
based on market interest rates of 8% in dollars and 4% in DM.  
 
In other words, EFG PLC. contracted to pay dollars and receive DM. The current 
spot exchange rate is 2 DM/$, and the current interest rates are 6% in DM and 10% 
in $ (the term structures are flat, i.e., interest rates does not vary with maturity).  
 
(i)  
 
What is the swap payment at the end of year 3? Does EFG pay or receive?    

(10 Marks) 
 
(ii) 
 
What is the final swap payment at the end of year 5?      

(5 Marks) 
 
(b)  
 
A French corporation plans to invest in Thailand to develop a local subsidiary to 
promote its French products. The creation of this subsidiary should help boost its 
exports from France.  
 
The Thai baht is pegged to a basket of currencies denominated by the U.S. dollar, so 
borrowing in U.S. dollars would reduce the currency risk on this investment. The 
corporation needs to borrow $20 million for five years. 
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A bank has proposed a five-year dollar loan at 7.75%. The French government wishes 
to support this type of foreign investments helping French exports.  
 
A French government agency can subsidize a 1.50% improvement in French franc 
interest costs. In other words, the corporation can get a five-year, FF 100 million 
loan at 7.5% instead of the current market conditions of 9%.  
 
The current spot exchange rate is 5.00 FF/$. A bank offers to write a currency swap 
for a principal of $20 million, whereby the corporation would pay dollars at 7.75% 
and receive francs at 9%.  
 
What could the corporation do to get an obligation in dollars, its desired currency 
capturing the French interest rate subsidy?       
           (10 Marks) 

           (25 Marks) 
 
 
 
 
 
 

End of Question Paper 


