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First Section
Question one ( This question is compulsory (50 mark)

Laceto Inc, a large retail group specializing in the sale of clothing and electrical
goods is currently considering a takeover bid for a competitor, in the electrical
goods sector, Omega Inc, whose share price has fallen by 205 cents during the last
three months.

Summarized data for the financial year to 31 March 2011
Profit loss statement

Smillion
Laceto Omega
Sales Revenue 420 180
Profit before tax (after interest payments) 41 20
Taxation 12 6
Financial position

Non-current assets (net) 110 63
Current assets 122 94
Current liabilities 86 71
Medium and long-term liabilities 40 12
Shareholders’ funds 106 74

The share price of laceto is currently 380 cents and of Omega 410 cents. Laceto
has 80 million issued ordinary shares and Omega 30 million. Typical of Laceto’s
medium and long-term liabilities is 12% loan stock with three years to maturity, a
par value of $100, and a current market price of $108.80.

The finance team of Laceto has produced the following forecasts of financial data
for the activities of Omega if it is taken over.

Smillion
Financial year 2012 2013 2014 2015
Net sales 230 261 281 298
Cost of goods sold (50%) 115 131 141 149
Selling and administrative expenses 32 34 36 38
Capital allowances (total) 40 42 42 42
Interest 18 16 14 12
Cash flow needed for asset replacement
and forecast growth 50 52 55 58

Corporate tax is at the rate of 30% per year, payable in the year that the taxable
cash flow occurs. The risk-free rate is 6% per year and market return 14% per year.
Omega current equity beta is 1.2. This is expected to increase 0.1 if the company is
taken over as Laceto would increase the current level of capital gearing associated
with the activities of Omega. Laceto’s gearing post acquisition is expected to be
between 18% and 23% (debt to debt plus equity by market values), depending upon
the final price paid for Omega. Post-takeover cash flows of Omega (after
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replacement and growth expenditure) are expected to grow at between 3% and 5%
per year after 2015.
Additional notes:
(i) The realisable value of Omega’s assets, net of all repayments, is estimated to
be $82 million.
(ii) The PE ratios of two of Omega’s quoted competitors in the electrical industry
are 13:1 and 15:1 respectively.

Required:
A- Produce a report which:

(i) Discusses and evaluates what price, or range of prices, Laceto should offer
to purchase the shares of Omega. State clearly any assumptions that you
make.

(25 mark)

(i)  Analyses the factors to consider when deciding whether to make a cash or a
paper bid.

(7 marks)

(iii) Discusses the methods by which Laceto cold finance a cash offer.

(6 marks)

Professional marks for format, structure and presentation of report.

(4 marks)

B- Before making a bid for Omega the managing director of Laceto hears a rumour
that a bid for Laceto might be made by Garsia a company specializing in the sale of
vehicles and electrical goods.

Summarised financial data are shown below
Garsia a company profit and loss account

Sm
Revenue 190
Operating 12
Interest 4
Taxation 2

Statement of financial position

Sm
Non-current assets (net) 30
Current assets 80
Current liabilities 30
Medium and long-term liabilities 40
Shareholders’ funds 40

Garsia’s current share price is $26.50 and the company has 15 million issued ordinary
shares.

Required:
Prepare a brief report for the managing director of Laceto which analyses how
Laceto might defend itself from a takeove3r bid from Garsia Company. (8 marks)

Total (50 marks)
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Second Section
Answer only two questions from this section
Question Two:

CD is a furniture manufacturer based in the UK. It manufactures a limited range of
furniture products to a very high quality and sells to a small number of retail outlets
worldwide.

At a recent meeting with one of its major customers it became clear that the
market is changing and the final consumer of CD’s products is now more interested
in variety and choice rather than exclusivity and exceptional quality.

CD is therefore reviewing two mutually exclusive alternatives to a selection of its
products:

Alternativel:

To continue to manufacture, but expand its product range and reduce it quality.
The net present value (NPV), internal rate of return (IRR) and modified internal rate
of return (MIRR) for this alternative have already been calculated as follows:

NPV = £1.45 million using a nominal discount rate of 9%
IRR = 10.5% MIRR = Approximately 13.2%
Payback = 2.6 years Discounted payback = 3.05 years

Alternative2:

To import furniture carcasses in ‘flat packs’ from the USA. The imports would be
in variety of types of wood and unvarnished. CD would buy in bulk from its US
suppliers, assemble and varnish the furniture and re-sell, mainly to existing
customers. An initial investigation into potential sources of supply and costs of
transportation has already been carried out by a consultancy entity at a cost of
£75,000. CD’s finance director has provided estimates of net sterling USS cash flows for
this alternative. These net cash flows, in real terms, are shown below.

Year 0 1 2 3
USSm (25.00) 2.60 3.80 4.10
f£m 0 3.70 4.20 4.60

The following information is relevant:

e CD evaluates all its investments using nominal cash flows and discount rate. All non-
UK customers are invoiced in USS. USS nominal cash flows are converted to sterling at
the forward rate and discounted at the UK nominal rate.

e For the purposes of evaluation, assume the entity has a three year time horizon for
investment appraisals.

e Based on recent economic forecasts, inflation rates in the US are expected to be
constant at 4% per annum UK inflation rates are expected to be 3% per annum. The
current exchange rate is £1= USS 1.6.
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Required:
A- Evaluate alternative 2, using net present value, discounted payback, internal rate of

return and the (approximate) modified internal rate of return.
(11 marks)
B- Calculate the project duration for alternative 2 and discuss the significance of your
results if you are told that the duration for alternative one is 3.2 years.
(4 marks)
C- Evaluate the two alternatives and recommend which alternative the entity should
choose. Include in your answer a discussion about what other criteria should be
considered before a final decision in taken.
(10 marks)
Total (25 marks)

Question Three:

Zal Co has two manufacturing divisions: (P) and (F) parts. Although the (P) division is
profitable, the (F) division is not, and a result its share price has declined to 50c per share
from a high of $2.83 per share around three years ago. Assume it is now 1 January 2013.
The boards of directors are considering two proposals:

(i) To cease production and close down the company entirely.
(ii) To close the (F) division and continue the (P) division through a leveraged
management buy-out. The new company will continue with manufacturing (P)
only, but will an additional investment of S50 million in order to grow the (P)
division after-tax cash flows by 3.5% in perpetuity. The proceeds from the sale of
the (F) division will be used to pay the outstanding liabilities. The finance raised
from the management buy-out will pay for any remaining liabilities, the funds
required for the additional investment, and to purchase the current equity
shares at a premium of 20%. The (F) division is twice the size of the (P) division in
terms of its assets attributable to it.
Extracts from the most recent financial statements:
Financial position as at 31 December 2012

Sm
Assets
Non-current assets 110
Current assets 220
Share capital (50.40 per share value) 40
Reserves 10
Liabilities (non-current and current) 280
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Income statement for the year ended 31 December 2012

Sm
Sales revenue (P) division 170
Sales revenue (F) division 340
Costs prior to depreciation, interest payments and tax: (P) division (120)
(F) division (370)
Depreciation, tax and interest (34)
Loss (14)
If the entire company’s assets are sold, the estimated values of assets are as follows:
Sm
Non-current assets 100
Current assets 110

The following additional information has been provided:

Redundancy and other costs will be approximately $54 million if the whole
company is closed, and pro rata for individual divisions that are closed. These costs
have priority for payment before any other liabilities in case of closure.

Corporation tax on profits is 20% and it can be assumed that tax is payable in the
year incurred. Annual depreciation on non-current assets is 10% and this is the
amount of investment needed to maintain the current level of activity. The new
company’s cost of capital is expected to be 11%.

Required:
A. Briefly discuss the possible benefits of Zal Co’s (P) division being divested through
a management buy-out.
(4 marks)
B. An estimate of the return the liability holders and the shareholders would receive
in the event that Zal Co is closed and all its assets sold.
(3 marks)

C. Estimate the amount of additional finance needed and the value of the new

company, if only the assets of the (F) division are sold and the (P) division is
divested through a management buy-out. Briefly discuss whether or not the
management buy-out would be beneficial.

(10 marks)

D. Zal Co’s directors are of the opinion that they could a better price if the (F) division

is sold as a going concern instead of its assets sold separately.
Discuss the issues that should be taken into consideration in seeking a potential
buyer.
(8 marks)
Total (25 marks)
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Question Four:
A- Explain the aims and roles of the international monetary fund (IMF).
(IMF) impose certain economical policies on countries who need financial
support. Explain some of these policies and its effects on those countries.
Explain why these policies are criticised.

(7 marks)

B- Discusses the reason for the existence of the global debt problem. Briefly
explain how economic crisis might affect the global debt problem.

(9 marks)

C- Explain the main attempts that have been made to resolve the global debt

problem and how governments might try to limit the effects the economic

crisis.
(9 marks)
Total (25 marks)

Page 6 of 6



	P4 Arbic
	Answers P4  arbic
	P4 English

