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During the reading time you may write on the examination paper, but you may not commence 
writing in your answer book. Please read each Question carefully. 
 
Marks for each question are shown. The pass mark required is 50% in total over the whole paper. 
 
Start your answer to each question on a new page. 
 
You are reminded to pay particular attention to your communication skills, and care must be taken 
regarding the format and literacy of your solutions. The marking system will take into account the 
content of your answers and the extent to which answers are supported with relevant legislation, 
case law or examples, where appropriate. 
 
List of the cover of each answer booklet, in the space provided, the number of each question 
attempted. 
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ALL QUESTIONS ARE COMPULSORY AND MUST BE ATTEMPTED. 
 
Question 1 
 
Medipharma is a large American-based pharmaceutical manufacturer, with strong markets in 
Europe and the Pacific region. In recent years, margins have fallen as a result of competition 
from China and India. However, the company has managed to sustain a 5% growth rate in 
earnings through aggressive management of its cost base, the management of its risk and 
careful attention to its value base. 
 
As part of its strategic development, Medipharma is considering a leveraged (debt-financed) 
acquisition of Healthlabs, a large manufacturer of medical equipment that is engaged in a 
number of high quality alliances with companies in the China and India. 
 
The growth of the company has not been particularly strong in recent years, although 
Medipharma believes that an expected long term growth of 4% per annum is realistic under its 
current management. 
 
Preliminary discussions with its banks have led Medipharma to the conclusion that an 
acquisition of 100% of the equity of Healthlabs, financed via a bond issue, would not have a 
significant impact upon the company’s existing credit rating. 
 
The key issues, according to the company’s advisors, are the terms of the deal and the likely 
effect of the acquisition on the company’s value and its financial leverage. 
 
Both companies are quoted on an international stock exchange and below are relevant data 
relating to each company: 
 
Financial data as at 30 November 2017 Medipharma Healthlabs 
Market value of debt in issue ($ bn) 3.30 5.80 
Market value of equity in issue ($bn) 9.90 6.70 
Number of shares in issue (million) 340.00 440.00 
Share options outstanding (million) 25.40 -- 
Exercise price of options ($ per share)  22.00 -- 
Company tax rate (%) 30.00 25.00 
Equity beta 1.85 0.95 
Default risk premium 1.6% 3.0% 
Net operating profit after tax and net reinvestment ($million) 450.00 205.00 
Current EPS ($ per share) 1.19 0.44 
 
The global equity risk premium is 4.0% and the most appropriate risk free rate derived from the 
returns on government stock is 3.0%. 
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Medipharma has a share option scheme as part of its executive remuneration package. In 
accordance with the accounting standards, the company has expensed its share options at fair 
value. The share options held by the employees of Medipharma were granted on 1 January 
2014. The vesting date is 30 November 2019 and the exercise date is 30 November 2020. 
Currently, the company has a 5% attrition rate as members leave the company and, of those 
remaining at the vesting date, 20% are expected not to have achieved the standard of 
performance required. Your estimate is that the options have a time value of $7.31. 
 
Healthlabs operates a defined benefits pension scheme which, at its current actuarial valuation, 
shows a deficit of $430 million. 
 
You have been appointed to advise the senior management team of Medipharma on the 
validity of the free cash flow to equity model as a basis for valuing both firms and on the 
financial implications of this acquisition for Medipharma.  
 
Following your initial discussions with management, you decide that the following points are 
relevant: 
1. The free cash flow to all classes of capital invested can be reliably approximated as net 

operating profit after tax (NOPAT) less net reinvestment. 
2. Given the rumors in the market concerning a potential acquisition, the existing market 

valuations may not fully reflect each company’s value. 
3. The acquisition would be financed by a new debt issue by Medipharma. 
 
Required: 
 
a) Estimate the weighted average cost of capital and the current entity value for each 

business, taking into account the impact of the share option scheme and the pension fund 
deficit on the value of each company. (18 marks) 
 

b) Write a report to the senior management of Medipharma on the validity of the free cash 
flow to equity model as a basis for valuing both firms and on the financial implications of 
this acquisition for Medipharma. (32 marks) 

 
 

Total 50 marks 
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Question 2 
 
Your company, which is in the airlines business, is considering raising new capital of $400 
million in the bond market for the acquisition of new aircraft. The debt would have a term to 
maturity of four years. The market capitalization of the company’s equity is $1.2 billion and it 
has a 25% market gearing ratio (market value of debt to total market value of the company). 
 
This new issue would be ranked for payment, in the event of default, equally with the 
company’s other long-term debt and the latest credit risk assessment places the company at 
AA. Interest would be paid to holders annually. The company’s current debt carries an average 
coupon of 4% and has three years to maturity. The company’s effective rate of tax is 30%. 
 
The current yield curve suggests that, at three years, government treasuries yield 3.5% and at 
four years they yield 5.1%. The current credit risk spread is estimated to be 50 basis points at 
AA. If the issue proceeds, the company’s investment bankers suggest that a 90 basis point 
spread will need to be offered to guarantee take up by its institutional clients.  
 
Required:  
 
a) Advise on the coupon rate that should be applied to the new debt issue to ensure that it is 

fully subscribed.  (5 marks) 
 

b) Estimate the current and revised market valuation of the company’s debt and the 
increase in the company’s effective cost of debt capital. (10 marks) 

 
c) Discuss the relative advantages and disadvantages of this mode of capital financing in the 

context of the company’s financial objectives. (10 marks) 
 
 
 

Total 25 marks 
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Question 3 
 
Galaxy Co, a large listed company based in Europe, is expecting to borrow €22,000,000 in four 
months’ time on 1 May 2018. It expects to make a full repayment of the borrowed amount nine 
months from now. Assume it is 1 January 2018 now. 
 
Currently there is some uncertainty in the markets, with higher than normal rates of inflation, 
but an expectation that the inflation level may soon come down. This has led some economists 
to predict a rise in interest rates and others suggesting an unchanged outlook or maybe even a 
small fall in interest rates over the next six months. 
 
Although Galaxy Co is of the opinion that it is equally likely that interest rates could increase or 
fall by 0.5% in four months, it wishes to protect itself from interest rate fluctuations by using 
derivatives. The company can borrow at LIBOR plus 80 basis points and LIBOR is currently 3.3%. 
The company is considering using interest rate futures, options on interest rate futures or 
interest rate collars as possible hedging choices. 
 
The following information and quotes from an appropriate exchange are provided on Euro 
futures and options. Margin requirements may be ignored. 
 
Three month Euro futures, €1,000,000 contract, tick size 0.01% and tick value €25 
 
March 96.27 
 June 96.16 
 September 95.90 
 
Options on three month Euro futures, €1,000,000 contract, tick size 0.01% and tick value €25. 
Option premiums are in annual %. 
 
Calls 
March 

Calls 
June 

Calls 
September 

Strike Puts 
March 

Puts 
June 

Puts  
September 

0.279 0.391 0.446 96.00 0.006 0.163 0.276 
0.012 0.090 0.263 96.50 0.196 0.581 0.754 
 
It can be assumed that settlement for both the futures and options contracts is at the end of 
the month. It can also be assumed that basis diminishes to zero at contract maturity at a 
constant rate and that time intervals can be counted in months. 
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Required:  
 
a) Based on the three hedging choices Galaxy Co is considering and assuming that the 

company does not face any basis risk, recommend a hedging strategy for the €22,000,000 
loan.  

 
Support the recommendation with appropriate comments and relevant calculations in €.  
(19 marks) 
 

b) Explain what is meant by basis risk and how it would affect the recommendation made in 
part (a) above.  (6 marks) 

 
 
 
 

Total 25 marks 
 
 
 
 
 
 

End of Question Paper 


