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Answer ALL questions 
 
Q1 
Direct Lenses is a listed company that plans to spend £10m on expanding its 
existing business. It is intended that the money will be raised by issuing 9% loan 
notes redeemable in 10 years time. Current financial information is as follows: 
 
The Income statement for last year 
      £000 
Profit before interest and tax 7,000 
Interest      (500) 
Profit before tax   6,500 
Tax               (1,950) 
Profit for the period   4,550 
 
The Balance sheet for last year      £000 
Non-current assets      20,000 
Current assets      20,000 
Total assets       40,000 
 
Equity and liabilities 
Ordinary shares, par value £1   5,000 
Retained earnings   22,500 
Total equity       27,500 
 
10% loan notes     5,000 
9% preference shares    2,500 
Total non-current liabilities       7,500 
 
Current liabilities        5,000 
Total equity and liabilities     40,000 
 
The current ex-div ordinary share price is £4.50 per share. An ordinary dividend of 
35p per share has just been paid and dividends are expected to increase by 4% per 
year for the foreseeable future. The current ex-div preference share price is 76.2p. 
The loan notes are secured on the existing non-current assets of Direct lenses and 
are redeemable at par in 8 years time. They have a current ex interest market price 
of £105 per £100 loan note. Direct lenses pays tax on profits at an annual rate of 
30% 
 
The expansion of the business is expected to increase profit before interest and tax 
by 12% in the first year. Direct lenses has no overdraft. 
 

Q1 continued over 
PLEASE TURN THE PAGE… 
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Q1 continued 
 
Average sector ratios: 
Financial gearing: 45% (prior charge capital is divided by equity capital book value) 
Interest cover ratio: 12 times 
  
Required: 
 

a) Calculate the current weighted average cost of capital of Direct lenses 
(14 marks) 

 
b)  Evaluate the factors that may affect the weighted average cost of capital  

measure.                   (6 marks) 
 

          Total 20 Marks 
 

Q2 
Conservatory Co plans to buy a new machine to meet expected demand for a new 
product, Product Z. This machine will cost £250,000 and last for 4 years, at the end 
of which time it will be sold for £5,000. Conservatory Co expects demand for Product 
Z to be as follows: 
 
Year      1     2     3     4 
Demand (units) 35,000 40,000 50,000 25,000  
 
The selling price for Product Z is expected to be £12.00 per unit, and the variable 
cost of production is expected to be £7.80 per unit. Incremental annual fixed 
production overheads of £25,000 per year will be incurred. Selling price and costs 
are all in current terms. 
 
Selling price and costs are expected to increase as follows: 
      Increase 
Selling price of Product Z:   3% per year 
Variable cost of production:  4% per year 
Fixed production overheads:  6% per year 
 
Other information: 
Conservatory Co has a real cost of capital of 5.7% and pays tax at an annual rate of 
30% one year in arrears. It can claim capital allowances on a 25% reducing balance 
basis. General inflation is expected to be 5% per year 
 
 
 

Q2 continued over 
PLEASE TURN THE PAGE… 
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Q2 continued 
 
Conservatory Co has a target return on capital employed of 20%. Depreciation is 
charged on a straight-line basis over the life of the asset. 
 
 
Required: 
 
a) Calculate the net present value of the investment in the new machine     

          (12 Marks) 
 
 
b) Evaluate the use of the Internal rate of return in appraising capital 
     investments.         (8 marks) 
 
 

              Total 20 Marks 
 

 
Q3 
Acquisitions and Mergers take place regularly in the UK market place. Critically 
evaluate why businesses might consider this option when trading on the UK stock 
market.          

(20 Marks) 
 
 
 

Q4 

Bridge Ltd is a privately owned family business that has been successfully trading for 
the last 40 years. The business plans a major expansion to modernise its plant to 
improve productivity and reduce unit costs. The existing capital base is fairly evenly 
divided between equity and debt, and it is clear that the capital investment 
programme can only partly be funded through profit retention. 
 
Critically evaluate the options available to the business in order to raise the 
necessary finance for future expansion and how this may affect the capital mix of this 
business. You are also required to analyse how changes to the capital structure of 
the business may affect its future financial viability, including any inherent risks 
involved in raising debt and equity capital. 

                                                                                                   (20 Marks) 
 
 
 

PLEASE TURN THE PAGE… 
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Q5 

Planella plc is considering the immediate purchase of some, or all, of the share 
capital of one of two firms: Amber Ltd and Green Ltd. Both Amber and Green have 
one million ordinary shares issued and neither company has any debt capital 
outstanding. 
 
Both firms are expected to pay a dividend in one years time, Amber’s expected 
dividend amounting to 30p per share and Green’s being 27p per share. Dividends 
will be paid annually and are expected to increase over time. Amber dividends are 
expected to display perpetual growth at a compound rate of 6% per year. Green 
dividends will grow at the high annual compound rate of 33 1/3% until a dividend of 
64p is reached in year 4. Thereafter Green’s dividend will remain constant. 
 
If Planella plc is able to purchase all the equity capital of either firm then the reduced 
competition would enable Planella to save some advertising and administration costs 
which would amount to £225,000 per year indefinitely and, in year 2, to sell some 
office space for £800,000. These benefits and savings would only occur if a 
complete takeover were to be carried out. Planella would change some operations of 
any company completely taken over. The details are as follows: 
 

(i) Amber: no dividend would be paid until year 3. Year 3 dividend would be 
25p per share and dividends would grow at 10% per year indefinitely. 

 
(ii) Green: no change in total dividends in years 1 to 4, but after year 4, 

dividend growth would be 25% per year compound until year 7. Thereafter 
annual dividends would remain constant at year 7 amount per share 

 
An appropriate discount rate for the risk inherent in all cash flows is 15%. 
 
Required: 
 

(a) Calculate the valuation per share for a minority investment in each of the two 
firms, Amber and Green, that would provide the investor with a 15% return  
(ignore tax).                 (8 marks) 

 
(b) Calculate the maximum amount per share that Planella should consider 

paying for each company in the event of a complete takeover (ignore tax). 
                (12 marks) 

 
 

  Total 20 Marks 
 
 

END OF QUESTIONS 
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