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H #197
The competition authorities are nvestigating the takeover of Company Z by a larger company, Company Y.
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Both companies are food retailers.

The takeover terms involve using a part cash, part share exchange means of payment.

Company Z is resisting the bid, arguing that it undervalues its business, while lobbying extensively among politicians to sway public
opinion against the bidder.

‘Which of'the following actions by Company Y is most likely to persuade the competition authorities to approve the acquisition?

A. Company Y undertakes to pass on any cost savings to custoers.

B. Company Y guarantees to preserve employment at its cental distribution depot.

C. Company Y increases the cash element ofits bid offer.

D. Company Y agrees to dispose of specified outlets which geographically overlap those of Company Z.

IEf#: D

H #198

On 31 October 20X3:

* A company expected to agree a foreign currency transaction in January 20X4 for settlement on 31 March

20X4.

* The company hedged the currency risk using a forward contract at nil cost for settlement on 31 March

20X4.

* The transaction was correctly treated as a cash flow hedge in accordance with IAS 39 Financial Instruments: Recognition and
Measurement.

On 31 December 20X3, the financial year end, the fair value of the forward contract was $10,000 (asset).

How should the increase in the fair value of the forward contract be treated within the financial statements for the year ended 31
December 20X3?

A. A $10,000 profit will be recognised within other comprehensive income.

B. Not recognised in 20X3 as the gain will be offet by a loss on the hedged transaction.
C. Not recognised in 20X3 as the forward contract is not settled until after the year end.
D. A $10,000 profit will be recognised within the Income Statement.

Ef: A

L -

Under [AS 39, a derivative such as a forward contract must always be measured at fair value i the statement of financial position.
When that derivative is designated as a cash flow hedge of a highly probable forecast transaction and hedge accounting criteria are
met, the effective portion of the gain or loss on the hedging instrument is recognised in Other Comprehensive Income (OCI), not in
profit or loss.

Here, by 31 December 20X3 the forward contract (entered at nil cost) has a positive fair value of $10,000, so there is a gain of
$10,000. Because the hedge has been correctly designated as a cash flow hedge, that gain is treated as part of the cash flow hedge
reserve in equity via OCI. It will be recycled to profit or loss in a later period when the hedged transaction affects profit or loss (e.g.
when the forecast foreign currency transaction occurs).

So for the year ended 31 December 20X3, the correct treatment is to recognise a $10,000 gain in OCI - answer D.

HR #199

A company has stable earnings of S2 million and its shares are currently trading on a price eamings nultiple

{PIE) of 10 times. It has10 million shares in issue.

The company is raising S4 million debt finance to find an expansion of its existing business which is forecast to increase annual
earnings straight away by 25% and then remain at that level for the foreseeable future. The corporation tax rate is 20%. It is
expected that the P/E will reduce to 8 times over the next year.

What is the most likely change in shareholder wealth resulting from this plan?

e A. Shareholder wealth will increase by $4 million.

e B. No change in sharcholder wealth.

e C. Shareholder wealth will increase by $5 million

e D. Shareholder wealth will increase by $3.2 million.

IEf#: B
A -



Current situation:

Earnings = $2m

P/E = 10 # Market value =2 x 10 = $20m

After expansion:

Earnings increase by 25% # new eamnings =2 x 1.25=$2.5m

New P/E = 8 # New market value = 2.5 x 8 = $20m

Shareholder wealth (equity value) stays at $20m, so the **most likely change is:
D). No change in shareholder wealth. **

A #200

A listed company is financed by debt and equity.

Ifit increases the proportion of debt in its capital structure it would be in danger of breaching a debt covenant imposed by one of its
lenders.

The following data is relevant:

The company now requires $800 million additional finding for a major expansion programme.
Which of'the following is the most appropriate as a source of finance for this expansion programme?

A. Retained earnings

B. Bank overdraft

C. Private placement of a bond
D. Rights issue

Ef#: D

R #201

A listed entertainment and media company produces and distributes films globally. The company invests heavily in intellectual
property in order to create the scope for future film projects. The company has five separate distribution companies, each managed
as a separate business unit The company is seeking to sell one of its business units in a management buy-out (MBO) to enable it to
raise finance for proposed new investments

The business unit managers have been in discussions with a bank and venture capitalists regarding the financing for the MBO The
venture capitalists are only prepared to invest a mixture of debt and equity and have suggested the following;

The venture capitalists have stated that they expect a minimum return on their equity investment of 39% a year on a compound basis
over the first 5 years of the MBO No dividends will be paid during this period.

Advise the MBO team of the total amount due to the venture capitalist over the 5-year period to satisfy their total minimum return?

A. $155.14 million
B. $120 14 million
C. $146 39 million
D. $111 39 million

IEf#: D
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