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Section A: This question is compulsory and MUST be attempted 

 

Question 1: 

SAVANNAH Co is a company operating in two main sectors: agribusiness logistics and 

renewable energy development. It owns and operates distribution infrastructure across Sub-

Saharan Africa and has also invested in solar farm projects in emerging markets. It has a strong 

reputation for efficiency and has long-standing partnerships with governments and 

international agencies. 

The board of directors (BoD) of SAVANNAH Co recently held a strategic retreat to address 

concerns that the company may be failing to maximize shareholder value due to a high 

weighted average cost of capital (WACC). It was agreed that the capital structure and risk 

profile of the company may be limiting investment opportunities. 

After the retreat, three directors continued their discussion, and each submitted a proposal to 

improve the company’s risk-return profile. The BoD has requested a report to evaluate the 

proposals of the first and second directors. 
 

First Director’s Proposal 

The first director proposes divesting the renewable energy division and focusing solely on the 

agribusiness logistics sector, where the company has dominant market share. The sale would 

reduce non-current assets by 25% and current liabilities by 12%. The expected after-tax gain on 

disposal is 18%. 

The funds from the divestment, along with available cash, will be used to repay 75% of the 

company’s outstanding bonds. As a result, the company's credit rating is expected to improve 

from BBB to A. 
 

Second Director’s Proposal 

The second director suggests diversification by investing in digital agricultural platforms to 

enhance long-term growth and resilience. She recommends issuing $60 million in 5-year debt 

(coupon: 5.8%) to fund the development of a tech subsidiary. 

The new debt is expected to downgrade the company’s credit rating to B−. The investment will 

increase non-current assets and increase current liabilities to $24 million. 

 

 
 

Third Director’s Proposal 
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The third director does not support either structural shift. Instead, she advocates a robust enterprise 

risk management (ERM) system to assess and actively manage all financial and operational risks. She 

argues that this approach could improve capital efficiency without major strategic shifts. 

 

EXTRACT FROM FORECAST FINANCIAL POSITION 

 
$’000 

Non-current assets 260,000 
Current assets 10,000 
Total assets 270,000 
Equity and liabilities 

 

Share capital ($0.50/share) 40,000 
Retained earnings 110,000 
Total equity 150,000 
Bonds (6% coupon, 5 years) 100,000 
Current liabilities 20,000 
Total liabilities 120,000 
Total equity + liabilities 270,000 

 

Other Financial Information 

SAVANNAH Co’s forecast after-tax earnings for the coming year are expected to be $24 million. 

Any increase in non-current assets is expected to yield 8.5% after tax return, and any reduction 

in non-current assets causes a 10% fall in after-tax earnings. SAVANNAH Co’s current share 

price is $3.00 per share.   

 

Following are addition estimates that provided by the finance department:  

• Beta of SAVANNAH Co: 1.1 
• Beta of renewable energy unit: 0.55 
• Estimated beta of diversified firm including tech: 1.18 
• Debt beta: 0 
• 5-year credit spread over risk-free rate: 

o A-rated: 50 bps 
o BBB-rated: 100 bps 
o B-rated: 220 bps 

• Risk-free rate: 3.6% 
• Market risk premium: 6.5% 
• Tax rate: 19% 
• Bonds redeemable at par in 5 years 
 

Required 
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(a) Explain the relationship between business risk and financial risk, and evaluate how 

risk mitigation and diversification strategies can influence a company's cost of capital. 

(6 marks) 

 

(b) Prepare a report to the BoD of SAVANNAH Co which: 

i. Estimates the current cost of equity and WACC (using market values), and then re-

estimates these after implementing the first and second directors’ proposals. 

 (15 marks) 

ii. Assesses the impact of each proposal on SAVANNAH Co's after-tax earnings and 

financial position.  

(6 marks) 

iii. Critically evaluates the implications of each proposal and recommends a course of 

action. Explain any key assumptions made.  

(7 marks) 

Professional marks will be awarded in part (b) for the structure, clarity, and presentation of your 

report.  

(7 marks) 

(c) Discuss why a company might implement an enterprise risk management system 

rather than make significant structural changes to reduce risk.  

(6 marks) 

Professional marks will be awarded in part (c) for the structure, clarity, and presentation of your 

report.  

(3 marks) 

(Total = 50 marks) 

 

 

 

 

 

 

 

 

Section B: TWO questions ONLY to be attempted 
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Question 2:  

Kordofan Co is a listed company operating in the hospitality and leisure industry. Kordofan Co's 

board of directors met recently to discuss a new strategy for the business. The proposal put 

forward was to sell all the hotel properties that Kordofan Co owns and rent them back on a 

long-term rental agreement. Kordofan Co would then focus solely on the provision of hotel 

services at these properties under its popular brand name. The proposal stated that the funds 

raised from the sale of the hotel properties would be used to pay off 70% of the outstanding 

non-current liabilities and the remaining funds would be retained for future investments. 

The board of directors is of the opinion that reducing the level of debt in Kordofan Co will reduce 

the company's risk and therefore its cost of capital. If the proposal is undertaken and Kordofan 

Co focuses exclusively on the provision of hotel services, it can be assumed that the current 

market value of equity will remain unchanged after implementing the proposal. 

Kordofan Co financial information 

EXTRACT FROM THE MOST RECENT STATEMENT OF FINANCIAL POSITION 

 $'000 
Non-current assets (revalued recently) 42,560 
Current assets 26,840 
Total assets 69,400 
  
Share capital (25c per share par value) 3,250 
Reserves 21,780 
Non-current liabilities (5.2% redeemable bonds) 42,000 
Current liabilities 2,370 
Total capital and liabilities 69,400 

 

Kordofan Co's latest free cash flow to equity of $2,600,000 was estimated after considering 

taxation, interest and reinvestment in assets to continue with the current level of business. It 

can be assumed that the annual reinvestment in assets required to continue with the current 

level of business is equivalent to the annual amount of depreciation. Over the past few years, 

Kordofan Co has consistently used 40% of its free cash flow to equity on new investments while 

distributing the remaining 60%. The market value of equity calculated based on the free cash 

flow to equity model provides a reasonable estimate of the current market value of Kordofan 

Co. 

The bonds are redeemable at par in three years and pay the coupon on an annual basis. 

Although the bonds are not traded, it is estimated that Kordofan Co's current debt credit rating 

is BBB but would improve to A+ if the non-current liabilities are reduced by 70%. 
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Other information 

Kordofan Co's current equity beta is 1.1 and it can be assumed that debt beta is 0. The risk-free 

rate is estimated to be 4% and the market risk premium is estimated to be 6%. 

There is no beta available for companies offering just hotel services, since most companies 

own their own buildings. The average asset beta for property companies has been estimated at 

0.4. It has been estimated that the hotel services business accounts for approximately 60% of 

the current value of Kordofan Co and the property company business accounts for the 

remaining 40%. 

Kordofan Co's corporation tax rate is 20%. The three-year borrowing credit spread on A+ rated 

bonds is 60 basis points and 90 basis points on BBB rated bonds, over the risk-free rate of 

interest. 

Required 

(a) Calculate, and comment on, Kordofan Co's cost of equity and weighted average cost of 

capital before and after implementing the proposal. Briefly explain any assumptions 

made. 

(16 marks) 

Professional marks will be awarded in part (a) for the clarity, sequence and professional 

presentation of the answer.  

(5 marks) 

(b) Discuss the validity of the assumption that the market value of equity will remain 

unchanged after the implementation of the proposal. 

 (4 marks) 

(Total = 25 marks) 

 

Question (3) 

Zoraya Ltd is a UK-based multinational company involved in the import and distribution of 

medical equipment. It sources components from Europe and the United States and sells its 

products globally. The company has seen increasing volatility in its cash flows due to foreign 

exchange and interest rate fluctuations. 

 

Zoraya Ltd has the following exposures: 

• €10 million payment due in six months for equipment sourced from Germany. 
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• $12 million receivable due in four months from a major customer in the United States. 

• £15 million floating-rate loan linked to 6-month SOFR (Secured Overnight Financing Rate), 

with interest due semi-annually. SOFR is currently at 3.5%, but market forecasts suggest it 

could rise to 5 % in the next six months. 

The treasury team is considering several hedging options: 

1) Use of forward contracts. 

2) Currency and interest rate options. 

3) Money market hedging. 

4) Interest rate swaps. 
 

You have access to the following market data: 

Exchange Rates (Spot): 

- GBP/EUR = 1.1700 

- GBP/USD = 1.3000 

6-month Forward Rates: 

- GBP/EUR = 1.1500 

- GBP/USD = 1.2700 
 

Interest Rates (Annualized): 

Currency 4-month Deposit 6-month Deposit 6-month Borrowing 
GBP 3.0% 3.2% 3.8% 
EUR 2.0% 2.5% 3.0% 
USD 2.5% 2.7% 3.2% 

 

Options Premiums (per unit of foreign currency): 

• EUR put / GBP call (6 months, strike rate 1.1600) = GBP 0.0120 

• USD call / GBP put (4 months, strike rate 1.2900) = GBP 0.0105 
 

Required: 

(a) Evaluate and recommend the most appropriate hedging strategy for the euro payment, 

using both quantitative and qualitative analysis. Support your recommendation with 

relevant calculations.  

(10 marks) 

Professional marks will be awarded in part (a) for the clarity, sequence and professional 

presentation of the answer.  

(5 marks) 

(b) Analyse the dollar receivable and recommend the best hedging approach. Show any 

necessary workings.  
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(4 marks) 

(c) Discuss the interest rate risk exposure faced by Zoraya Ltd and evaluate the potential 

effectiveness of using an interest rate swap to manage this risk. Include both financial 

and strategic considerations. 

 (6 marks) 

(Total = 25 marks) 

Question 4 
 

Verda plc is a UK-listed company specializing in sustainable building materials. With stable 

cash flows and strong market position in the UK, Verda is now considering expanding into high-

growth technology-enabled construction products. To facilitate this, Verda is evaluating a 

potential acquisition of NovaTech Ltd, a fast-growing unlisted company that develops AI-based 

construction management tools. 

You have been appointed as a financial consultant to Verda to assist with the valuation and 

strategic assessment of the proposed acquisition. 
 

The key financial information for NovaTech is as follows: 
 

Item Value 
Estimated maintainable earnings (post-tax) £4.5 million 
Current equity value (based on recent VC funding) £40 million 
Number of shares in issue 10 million 
Estimated annual growth rate in earnings 10% 
Equity beta (NovaTech) 1.6 
Risk-free rate 3.5% 
Market risk premium 6% 
Cost of debt (pre-tax) 5% 
Debt-to-equity ratio (target) 0.4 
Corporation tax rate 19% 

 

Verda plans to finance the acquisition through a combination of 60% equity and 40% debt. 
 

Other information 

Verda expects to achieve post-acquisition synergies of £1 million per year (after tax), 

indefinitely. Integration costs are expected to total £3 million, incurred at the end of year 1. 

 
 

Two acquisition options are being considered: 
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1. All-share exchange based on a 1.2:1 share swap (NovaTech shareholders receive 1.2 Verda 

shares for each NovaTech share). 

2. Cash offer of £48 million. 

Current Verda share price is £6.00. 
 

Required: 

(a) Estimate the value of NovaTech using the Gordon Growth Model based on available 

information.  

(4 marks) 

(b) Calculate the weighted average cost of capital (WACC) for NovaTech assuming the 

target capital structure is applied post-acquisition.  

(4 marks) 

(c) Evaluate whether the proposed cash offer of £48 million is financially justifiable based 

on your valuation in (a), considering synergy benefits and integration costs. Support 

your answer with appropriate calculations.  

(8 marks) 

Professional marks will be awarded in part (c) for the clarity, sequence and professional 

presentation of the answer.  

(5 marks) 

(d) Discuss the strategic and financial considerations Verda should take into account 

when choosing between a cash offer and an all-share offer, including potential impacts 

on control and shareholder value.  

(4 marks) 

(Total = 25 marks) 
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