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SECTION A – ANSWER ALL THREE QUESTIONS 
 
Question 1 
 
Davidson Plc is a UK based company who is an international manufacturer of meat products. 
The company is considering the launch of a new product next year. The Managing Director 
as asked you to conduct a sensitivity analysis using Net Present Value to calculate the 
expected return based on various levels market demand. 
 
The following financial information is available: 
 
  Low Demand Average 

Demand 
High Demand 

Year 0 Investment $1,000,000 $1,200,000 $1,500,000 
Year 1 Cashflow before 

tax 
 $200,000 $700,000 $800,000 

Year 2 Cashflow before 
tax 

$500,000 $550,000 $700,000 

Year 3 Cashflow before 
tax 

$600,000 $500,000 $300,000 

 
i. Capital allowances are available on the project at 25% and the corporation tax rate is 

18% 
ii. The company’s cost of capital in money terms is expected to be 15%. 
iii. The cost incurred in development of the new product amount to £240,000. 
iv. The estimated useful life of the investment is 10 years. 
v.  Foreign Currency exchange rate $1.41: £1 

 
Required:  
 
(a) Calculate the net present value in £ (GBP) based on the three levels of demand, low,   
      Medium and high.                                                                                                                             

            (15 marks)  
(b) Calculate the profitability index at the low, average and high levels of demand.  
      

                                        (4 marks)                                                                                                           
(c)  Critically comment the following statement, clearly explaining any technical terms 

contained within it or used by you ‘Net Present Value is a superior form of investment 
appraisal technique.   

        (6 marks)  
 

Total 25 marks 
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Question 2 
 
Darlington is a public listed company and is considering a major investment. The company 
needs an appropriate discount rate on which to base investment decisions. 
An analysis of its capital structure as revealed the following: - 
 

i. The company has just paid a divided of £2.40 (ex div) 
ii. The market capitalisation of its shares is £1m 
iii. Shares in issue are 100,000. 
iv. The company has £2m of redeemable loan note finance with a current market value of 

£98 (per £100 nominal). Interest is payable for the next three years at 8% and are to 
be redeemed in cash at a 10% premium at the end of three years. 

v. The corporation tax rate is expected to be 25% for the foreseeable future. 
 
 
 
. 
 Required:  
 
(a) Calculate the companies Weighted Average Cost of Capital (WACC). 

        
     (10 marks) 

 
(b)   Discuss Modigliani and Millers theory of company valuation of a levered and unlevered   
       Company. 

       (10 marks)  
 
(c)   Briefly explain how the Capital Asset Pricing Model uses risk to calculate a return on 
equity. 

        
(5 marks)     
   
    

 (Total: 25 marks) 
 
 

      Please turn the page 
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Question 3  
 
Prudent Retail Company is reviewing its credit control policy due to increasing interest rates. 
The Credit Controller has asked for your help to ascertain the impact of extended credit terms 
in light of increasing levels of trading. 
 
The following information is available 
 
 Scenario 1 Scenario 2 Scenario 3 
Receivable’s 
days 

30 days 60 days 90 days 

Interest rate 5% 6% 8% 
 
Annual Sales on credit are expected to generate is £1,000,000 
 
On average the company generates £10,000 per month excess cash, which it intends to invest 
in short term securities. The interest it can earn is 5% per annum. The transaction cost with 
each investment of funds is £50. 
 
 
Required: 
 

1. Assuming that Prudent extends the level of credit from its present credit terms 30 days 
to 60 days and to 90 days, calculate the extra cost of finance. 

 (10 Marks) 
 

2. Using the Baumol model calculate the amount of cash to be invested in each 
transaction. 

                                                                                                                       (6 Marks) 
 

3. Evaluate the Miller-Orr Cash Management Model. 
                                                                                                                   (9 Marks) 

 
 Total 25 marks 
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SECTION B – ANSWER ONE QUESTION ONLY 
 

Question 4 
 

The Managing Director of a Fife Plc has asked you to advise on the management of its 
foreign exchange exposure at the next Board Meeting.  In preparation for the meeting, 
you are required to write a briefing paper that answers to following questions:- 

Required: 
(a) Critically discuss the terms  

i. Transaction risk 
ii. Economic Risk 
iii. Translation Risk                                                     

       (12 marks) 
 

(b) Discuss three techniques a company might use to hedge against the foreign 
exchange risk involved in foreign trade. 

                            (13 marks) 
 
 

         Total 25 marks 
 
Question 5 
 
Jake Plc has been approached by an investor who is interested in buying the company.  The 
Board of Directors is unsure as to how to value the company. 
 
Required: 

1. Critically discuss the different types of valuation methods available to the company. 
 

 
  Total 25 marks 
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