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Short Description

ACCA P4/3.7( Old Past Paper) If someone wants more 3.7 (02-07) Past Papers, then text me....



Description


PART 3 WEDNESDAY 11 DECEMBER 2002



QUESTION PAPER Time allowed 3 hours This paper is divided into two sections Section A



BOTH questions are compulsory and MUST be answered



Section B



TWO questions ONLY to be answered



Formulae sheet, present value, annuity and standard normal distribution tables are on pages 9, 10, 11 and 12



Paper 3.7



Strategic Financial Management



Section A – BOTH questions are compulsory and MUST be attempted 1



(a) Discuss the advantages to a company of establishing an overseas operating subsidiary by: either (i) Organic growth; or (ii) Acquisition.



(8 marks)



(b) The Board of Directors of Intergrand plc wishes to establish an operating subsidiary in Germany through the acquisition of an existing German company. Intergrand has undertaken research into a number of German quoted companies, and has decided to attempt to purchase Oberberg AG. Initial discussions suggest that the directors of Oberberg AG may be willing to recommend the sale of 100% of the company’s equity to Intergrand for a total cash price of 115 million Euro, payable in full on acquisition. Oberberg has provided the managers of Intergrand with internal management information regarding accounting/cash flow projections for the next four years. The projections are in money/nominal terms.



Year Sales



2003 38·2



Labour Materials Overheads Interest Tax allowable depreciation



Taxable Profit Taxation (25%) Incremental operating working capital Replacement investment Investment for expansion



Oberberg AG, financial projections Euro (million) 2004 2005 41·2 44·0



11·0 8·3 3·2 2·5 6·3 –––– 31·3



12·1 8·7 3·2 3·0 5·8 –––– 32·8



13·0 9·0 3·3 3·5 5·6 –––– 34·4



14·1 9·4 3·4 3·8 5·2 –––– 35·9



6·9 1·7 0·7 4·2 –



8·4 2·1 0·9 4·2 –



9·6 2·4 1·0 4·2 9·0



13·1 3·3 2·0 4·2 –



Oberberg AG, pro forma summarised P & L account for the year ending 31 December 2002 Euro (million) Sales 35·8 Operating Expenses Interest expense Depreciation



21·1 3·4 6·2 –––– 30·7



Taxable profit Taxation (25%)



5·1 1·3 –––– 3·8



Profit after tax



Oberberg AG, pro forma summarised Balance Sheet as at 31 December 2002 Euro (million) Fixed assets 73·2 Current assets 58·1 Current liabilities (40·3) –––– 91·0 Financed by: Ordinary shares (100 Euro par value) 15·0 Reserves 28·0 Medium and long term bank loans 30·0 8% Bond 2009 (par value 1000 Euro) 18·0 –––– 91.0 2



2006 49·0



Notes: (i) The spot exchange rate between the Euro and pound is Euro 1·625/£. (ii)



Inflation is at 4% per year in the UK, and 2% per year in the Euro bloc. This differential is expected to continue unless the UK joins the Euro bloc.



(iii) The market return is 11% and the risk free rate is 4%. (iv) Oberberg’s equity beta is estimated to be 1·4. (v)



Oberberg’s 8% bond is currently priced at 1230 Euro, and its ordinary share price is 300 Euro.



(vi) Post-merger rationalisation will involve the sale of some fixed assets of Oberberg in 2003 with an expected after tax market value of 8 million Euro. (vii) Synergies in production and distribution are expected to yield 2 million Euro per annum before tax from 2004 onwards. (viii) £175,000 has already been spent researching into possible acquisition targets. (ix) The purchase of Oberberg will provide publicity and exposure in Germany for the Intergrand name and brand. This extra publicity is believed to be the equivalent of Intergrand spending 1 million Euro per year on advertising in Germany. (x)



The weighted average cost of capital of Intergrand is 10%.



(xi) After tax cash flows of Oberberg after 2006 are expected to grow at approximately 2% per year. (xii) Oberberg does not plan to issue or redeem any equity or medium and long-term debt prior to 2006. (xiii) After tax redundancy costs as a result of the acquisition are expected to be 5 million Euro, payable almost immediately. (xiv) Operating working capital comprises debtors and stock less creditors. It excludes short-term loans. (xv) Current liabilities include negligible amounts of short-term loans. (xvi) The corporate tax rate in Germany is 25%, and in the UK 30%. A bilateral tax treaty exists between the two countries whereby tax paid in one country may be credited against any tax liability in the other country. (xvii) If Intergrand acquires Oberberg existing exports to Germany yielding a pre-tax cash flow of £800,000 per annum will be lost. It is hoped that about half of these exports can be diverted to the French market. Required: Intergrand has suggested that Oberberg should be valued based upon the expected present value (to infinity) of the operating free cash flows of Oberberg. These would be discounted at an all-equity rate, and adjusted by the present value of all other relevant cash flows, discounted at an appropriate rate(s). Acting as a consultant to Intergrand plc, prepare a report evaluating whether or not Intergrand should offer the 115 million Euro required to acquire Oberberg AG. Include in your report discussion of other commercial and business factors that Intergrand should consider prior to making a final decision. Assume that it is now mid-December 2002. State clearly any other assumptions that you make.



(32 marks)



Approximately 22 marks are available for calculations and 10 for discussion. (40 marks)



3



[P.T.O.



2



The CEO of Autocrat plc is reviewing the company’s interest rate and currency risk strategies for the next few months. There has recently been considerable political instability with some countries showing signs of moving towards economic recession whilst others are still showing steady growth. Both interest rates and currency rates could become more volatile for many major trading countries. Autocrat is expected to need to borrow £6,500,000 for a period of six months commencing in six months’ time. The company also needs to make a US$ payment of $4·3 million in 3 months’ time. Assume that it is now 1 December. Futures and options contracts may be assumed to expire at the end of the relevant month, and the company may be assumed to be able to borrow at the 3 month LIBOR rate. LIFFE futures prices, £500,000 contract size March 95·56 June 95·29 LIFFE options on futures prices, £500,000 contract size. Premiums are annual % CALLS PUTS March June March 95250 0·445 0·545 0·085 95500 0·280 0·390 0·170 95750 0·165 0·265 0·305



June 0·185 0·280 0·405



Three month LIBOR is currently 4·5% Foreign exchange rates Spot $1·4692 – 1·4735/£ 3 month forward $1·4632 – 1·4668/£ Currency option prices Philadelphia Stock Exchange $/£ options, contract size £31,250, premiums are cents per £ CALLS PUTS March April March April 1·450 3·12 – 1·56 – 1·460 2·55 2·95 1·99 2·51 1·470 2·14 – 2·51 – Required: (a) Discuss the relevant considerations when deciding between futures and options to hedge the company’s interest rate risk. (6 marks) (b) Using the above information illustrate the possible results of (i)



futures; and



(ii) options hedges if interest rates in six months’ time increase by 0·75%. Recommend which hedge should be selected and explain why there might be uncertainty as to the results of the hedges. (11 marks) (c) Illustrate and discuss the possible outcomes of forward market and currency options hedges if possible currency rates in three months’ time are either: either (i) $1·4350 – $1·4386/£ or (ii) $1·4780 – $1·4820/£. (8 marks) (d) Discuss and illustrate whether or not a currency straddle option with an exercise price of 1·460 might be an appropriate hedging strategy for Autocrat plc. Explain the circumstances in which straddle options could be a profitable strategy. (5 marks) (30 marks)
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Section B – TWO questions ONLY to be attempted 3



Summarised financial data for TYR plc is shown below: Year 1997 1998 1999 2000 2001 Year 1997 1998 1999 2000 2001



Post-tax earnings (£ million) 86·2 92·4 99·3 134·1 148·6



TYR plc Dividends (£ million) 34·5 36·2 37·6 51·6 53·3



All-share index 2895 3300 2845 2610 2305



Issued shares (million) 180 180 180 240 240



Share price (pence) 360 410 345 459 448



Inflation rate 6% 5% 4% 3% 3%



TYR’s cost of equity is estimated to be 11%. Required: (a) Explain, with supporting numerical evidence, the current dividend policy of TYR plc, and briefly discuss whether or not this appears to be successful. (6 marks) (b) Identify and consider additional information that might assist the managers of TYR in assessing whether the dividend policy has been successful. (4 marks) (c) Evaluate whether or not the company’s share price at the end of 2001 was what might have been expected from the Dividend Growth Model. Briefly discuss the validity of your findings. (5 marks) (15 marks)
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(a) Briefly discuss the possible objectives of transfer pricing strategies used by multinational companies. (4 marks) (b) Shegdor plc, a UK based multinational company, has subsidiaries in three countries – Umgaba, Mazila and Bettuna. –



The subsidiary in Umgaba manufactures specialist components, which may then be assembled and sold in either Mazila or Bettuna.



–



Production and sales volume may each be assumed to be 400,000 units per year no matter where the assembly and sales take place.



–



Manufacturing costs in Umgaba are $16 per unit and fixed costs (for the normal range of production) $1·8 million.



–



Assembly costs in Mazila are $9 per unit, and in Bettuna $7·5 per unit. Fixed costs are $700,000 and $900,000 respectively.



–



The unit sales price in Mazila is $40 and in Bettuna $37.



–



Corporate taxes on profits are at the rate of 40% in Umgaba, 25% in Mazila, 32% in Bettuna, and 30% in the UK. No tax credits are available in these three countries for any losses made.



–



Tax allowable import duties of 10% are payable on all goods imported into Mazila.



–



A withholding tax of 15% is deducted from all dividends remitted from Umgaba.



–



Shegdor expects about 60% of profits from each subsidiary to be remitted direct to the UK each year.



–



Cost and price data in all countries is shown in US dollars.



Required: Evaluate and explain: (i)



if the transfer price from Umgaba should be based upon fixed cost plus variable cost, or fixed cost plus variable cost plus a mark up of 30%;



(ii) whether assembly should take place in Mazila or Bettuna.



(8 marks)



(c) Comment upon the likely attitude of the governments of each of the four countries towards the transfer price and assembly location selected in b (i) and b (ii) above. (3 marks) (15 marks)



6



5



At a luncheon meeting the managing director of Gitlor plc has told two of his colleagues, who hold senior executive positions in different companies, that he has recently obtained from his bank forecasts of exchange rates in one year’s time. His two colleagues also work for companies that are heavily engaged in international trade, and both agree to obtain their own forecasts. The following week the three again meet for lunch and compare the forecasts made by their banks. These forecasts are shown below: Bank 1 Bank 2 Bank 3 Current spot rates Annual inflation rates Annual short-term interest rates



$/Euro 0·76 0·84 1·00



£/Euro 0·56 0·64 0·65



Yen/$ 120 140 140



$/£ 1·36 1·31 1·54



0·88



0·62



125



1·42



USA 3% 3·25%



UK 2% 4·75%



Euro bloc 3% 4·18%



Japan (1%) 0·01%



The three senior executives are puzzled by this information. Required: Prepare a report discussing and analysing the above information, and explaining why the banks’ forecasts might differ. Your analysis should include calculations based upon inflation rates and interest rates. Discuss in the report the mechanisms influencing future exchange rates and whether or not it is possible to accurately forecast such future exchange rates, and if so under what circumstances. (15 marks)
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The following are extracts from the corporate governance guidelines issued by a UK plc: (i)



All auditors’ fees, including fees for services other than audit, should be fully disclosed in the annual report. In order to ensure continuity of standards the same audit partner, wherever possible, should be responsible for a period of at least three years.



(ii) The board shall establish a remuneration committee comprising 50% executive directors, and 50% nonexecutive directors. A non-executive director shall chair the committee. (iii) The Chairman of the company may also hold the position of Chief Executive, although this shall not normally be for a period of more than three years. (iv) The annual report shall fully disclose whether principles of good corporate governance have been applied. (v) No director shall hold directorships in more than twenty companies. (vi) Directors should regularly report on the effectiveness of the company’s system of internal control. Required: (a) Discuss the extent to which each of points (i) – (vi) is likely to comply with corporate governance systems such as the UK Combined Code (N.B. The Combined Code results from the Cadbury, Greenbury and Hempel reports). (9 marks) (b) Prepare a brief report advising senior managers of your company who are going to work in subsidiaries in Germany, Japan and the USA of the main differences in corporate governance between the UK and any TWO of the above countries, and possible implications of the differences for the managers. (6 marks) (15 marks)
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Formulae Sheet



[



]



E( r j ) = r f + E( rm ) – r f β j



Ke (i)



D1 +g P0



(ii)



WACC Keg



E D + Kd (1 – t ) E+D E+D



 Dt  or Keu 1 –   E + D 2 asset portfolio



σ p = σ a2 x 2 + σ b2 (1 – x ) 2 + 2 x (1 – x ) p abσ aσ b Purchasing power parity



βa = βe



i f – i uk 1 + i uk



D(1 – t ) E + βd E + D(1 – t ) E + D(1 – t )



Call price for a European option = Ps N( d1) – Xe – rT N( d 2 ) d1 =



1n ( Ps / X ) + rT



σ T



+ 0.5σ T



d 2 = d1 – σ T
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Standard normal distribution table



0·00



0·01



0·02



0·03



0·04



0·05



0·06



0·07



0·08



0·09



0·0 0·1 0·2 0·3 0·4



0·0000 0·0398 0·0793 0·1179 0·1554



0·0040 0·0438 0·0832 0·1217 0·1591



0·0080 0·0478 0·0871 0·1255 0·1628



0·0120 0·0517 0·0910 0·1293 0·1664



0·0160 0·0557 0·0948 0·1331 0·1700



0·0199 0·0596 0·0987 0·1368 0·1736



0·0239 0·0636 0·1026 0·1406 0·1772



0·0279 0·0675 0·1064 0·1443 0·1808



0·0319 0·0714 0·1103 0·1480 0·1844



0·0359 0·0753 0·1141 0·1517 0·1879



0·5 0·6 0·7 0·8 0·9



0·1915 0·2257 0·2580 0·2881 0·3159



0·1950 0·2291 0·2611 0·2910 0·3186



0·1985 0·2324 0·2642 0·2939 0·3212



0·2019 0·2357 0·2673 0·2967 0·3238



0·2054 0·2389 0·2703 0·2995 0·3264



0·2088 0·2422 0·2734 0·3023 0·3289



0·2123 0·2454 0·2764 0·3051 0·3315



0·2157 0·2486 0·2794 0·3078 0·3340



0·2190 0·2517 0·2823 0·3106 0·3365



0·2224 0·2549 0·2852 0·3133 0·3389



1·0 1·1 1·2 1·3 1·4



0·3413 0·3643 0·3849 0·4032 0·4192



0·3438 0·3665 0·3869 0·4049 0·4207



0·3461 0·3686 0·3888 0·4066 0·4222



0·3485 0·3708 0·3907 0·4082 0·4236



0·3508 0·3729 0·3925 0·4099 0·4251



0·3531 0·3749 0·3944 0·4115 0·4265



0·3554 0·3770 0·3962 0·4131 0·4279



0·3577 0·3790 0·3980 0·4147 0·4292



0·3599 0·3810 0·3997 0·4162 0·4306



0·3621 0·3830 0·4015 0·4177 0·4319



1·5 1·6 1·7 1·8 1·9



0·4332 0·4452 0·4554 0·4641 0·4713



0·4345 0·4463 0·4564 0·4649 0·4719



0·4357 0·4474 0·4573 0·4656 0·4726



0·4370 0·4484 0·4582 0·4664 0·4732



0·4382 0·4495 0·4591 0·4671 0·4738



0·4394 0·4505 0·4599 0·4678 0·4744



0·4406 0·4515 0·4608 0·4686 0·4750



0·4418 0·4525 0·4616 0·4693 0·4756



0·4429 0·4535 0·4625 0·4699 0·4761



0·4441 0·4545 0·4633 0·4706 0·4767



2·0 2·1 2·2 2·3 2·4



0·4772 0·4821 0·4861 0·4893 0·4918



0·4778 0·4826 0·4864 0·4896 0·4920



0·4783 0·4830 0·4868 0·4898 0·4922



0·4788 0·4834 0·4871 0·4901 0·4925



0·4793 0·4838 0·4875 0·4904 0·4927



0·4798 0·4842 0·4878 0·4906 0·4929



0·4803 0·4846 0·4881 0·4909 0·4931



0·4808 0·4850 0·4884 0·4911 0·4932



0·4812 0·4854 0·4887 0·4913 0·4934



0·4817 0·4857 0·4890 0·4916 0·4936



2·5 2·6 2·7 2·8 2·9



0·4938 0·4953 0·4965 0·4974 0·4981



0·4940 0·4955 0·4966 0·4975 0·4982



0·4941 0·4956 0·4967 0·4976 0·4982



0·4943 0·4957 0·4968 0·4977 0·4983



0·4945 0·4959 0·4969 0·4977 0·4984



0·4946 0·4960 0·4970 0·4978 0·4984



0·4948 0·4961 0·4971 0·4979 0·4985



0·4949 0·4962 0·4972 0·4979 0·4985



0·4951 0·4963 0·4973 0·4980 0·4986



0·4952 0·4964 0·4974 0·4981 0·4986



3·0



0·4987 0·4987 0·4987 0·4988 0·4988 0·4989 0·4989 0·4989 0·4990 0·4990



This table can be used to calculate N(di), the cumulative normal distribution functions needed for the Black-Scholes model of option pricing. If di > 0, add 0·5 to the relevant number above. If di < 0, subtract the relevant number above from 0·5.



End of Question Paper
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