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SECTION A – PLEASE ANSWER ALL QUESTIONS 

Question 1 
The following exhibits provide information relevant to the question.  
 

1 Chailland Co  
2 Forecast cash flows  
3 Financing and hedging  

 
This information should be used to answer the question requirements within your 
chosen response option(s). 
  
Exhibit 1: Chailland Co   
Chailland Co is a large, stock market listed company based in the Eurozone. It has 
been a successful manufacturer of microphones for many years, and it sells its 
products throughout Europe and Asia. It sells relatively few microphones in the rest 
of the world.  
The company’s directors are now considering whether to establish a subsidiary in 
Rabbitia, to enable the company to penetrate the Rabbitia market, which is the 
largest market place for microphones in the world. Chailland Co’s home currency is 
the euro (€), and the currency in Rabbitia is the Rabbitian dollar ($).  
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Question 1 continued  
Exhibit 2: Forecast cash flows  
The subsidiary would cost a total of $20 million, including $4 million for working 
capital. A suitable existing factory and machinery have been located and production 
could commence quickly. A payment of $19 million would be required at the start of 
the project in 3 months’ time on 1 June 20X5, with the remainder required 1 year 
later. The level of working capital is expected to stay constant and then be released 
at the end of the project.  
 
Production and sales are forecast at 50,000 units in the first year and 100,000 units 
per year thereafter. The unit sales price, unit variable cost and total fixed costs in the 
first year are expected to be $100, $40 and $1 million respectively. After the first 
year, prices and costs are expected to rise at 5% per year, the forecast Rabbitia 
inflation rate over the next five years.   
 
In addition, a fixed royalty of €5 per unit will be payable to the parent company, with 
payment to be made at the end of each year.  
 
Chailland Co has a four-year planning horizon and estimates that the pre‐tax 
realisable value of the non‐current assets at the end of the four-year project on 31 
May 20X9 will be $20 million.   
 
It is the company’s policy to remit the maximum funds possible to the parent 
company at the end of each year. Assume that there are no legal complications to 
prevent this.  
 
Chailland Co currently exports some of its products to Rabbitia, yielding an annual 
after‐tax net cash flow of €100,000. No production will be exported to Rabbitia if the 
subsidiary is established, but it is expected that new export markets of a similar 
worth in Africa could replace exports to Rabbitia. European production is at full 
capacity and there are no plans for further expansion in capacity.  
 
Tax on the company’s profits is at a rate of 50% in both countries, payable one year 
in arrears.  
 
A double taxation treaty exists between Europe and Rabbitia, and no double taxation 
is expected to arise. No withholding tax is levied on royalties payable from Rabbitia 
to Europe.  
 
Any losses are carried forward and netted off future profits for tax purposes.  
Tax allowable depreciation is at a straight-line rate of 25% on the original $16 million 
cost of non‐current assets. A balancing allowance or charge then arises on disposal.  
 
Chailland Co believes that the appropriate discount rate for this investment is 13%. 
The current spot exchange rate is $1.300/€1, and the euro is expected to fall in value 
by approximately 5% per year relative to the Rabbitian dollar.  

 
Question 1 continues over the page 
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Question 1 continued  
Exhibit 3: Financing and hedging  
Chailland Co is currently experiencing a shortage of cash, but the directors are keen 
to undertake the expansion project anyway. The shortage is only expected to last for 
a few months, so to fund the project, the directors have arranged to borrow $20 
million on 1 June 20X5 for a 6-month period. The bank has offered a rate of 55 basis 
points above base rate, which is currently 3%.  
 
The directors are concerned that interest rates might rise over the next few months, 
so they are considering the use of futures contracts or traded options to manage the 
company’s exposure to interest rate risk. 
  
Futures and options market data on 1 March 20X5 (today) for $1m, 3-month 
contracts  

Futures prices  
March  96.92  
June   96.52  
September  96.20  

 
Options data – premia are quoted in %  

         CALLS      PUTS    
     March  June    September  March  June    
 September  
 96.50   0.66   1.02  1.30  0.10  0.19  0.25  
 97.00   0.34   0.56  0.87  0.25  0.53  0.76  
 97.50   0.06    0.22  0.35  0.44  1.05  1.23  

 

Required:  
 
(a) Evaluate the ethical issues that might need to be considered as part of a 

multinational company’s investment decision process. 
(10 marks)  

(b) Prepare a report for the Board of Directors of Chailland Co in which you:  
(i) Calculate the net present value of the proposed investment from the 

viewpoint of Chailland Co as at 1 June 20X5.                
 (17 marks)  
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Question 1 continued  

 
(ii) Explain what further issues should be considered before making a 

final decision on whether the project should be accepted. 
     (6 marks)  

(iii) Based on the two hedging choices Chailland Co is considering and 
assuming that the company does not face any basis risk, 
recommend a hedging strategy for the $20 million loan. Support 
your recommendation with appropriate comments and relevant 
calculations in $. Ignore any exposure to exchange rate risk. Ignore 
margin requirements and assume that basis diminishes to zero at 
contract maturity at a constant rate.                                 

(7 marks)  
 

Professional marks will be awarded for the demonstration of skill in 
communication, analysis and evaluation, scepticism and commercial acumen 
in your answer.     

(10 marks)  
 

             (Total: 50 marks)  
 
 
 
 
 

End of Question 1 
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SECTION B – ANSWER ALL QUESTIONS 

Question 2  

The following exhibits provide information relevant to the question.  

1 Mamtor Co  
2 Relevant information for the FCF valuation  
3 CIV valuation  

 
This information should be used to answer the question requirements within your 
chosen response option(s).  
 
Exhibit 1: Mamtor Co  
Mamtor Co is a listed company, which provides a comprehensive range of 
equipment and services to the oil industry.  Its Head Office is in a country in the 
Eurozone, with subsidiaries based all around the world.  

One of Mamtor’s wholly owned subsidiaries, known as Mamtor Logistics and 
Procurement (L&P) offers maintenance and support services for the equipment 
which is supplied by other Mamtor subsidiaries.  L&P is based in a country in the 
Eurozone.  However, its revenues are always invoiced in US dollars (US$).  Some 
suppliers to L&P submit invoices in US$ but others invoice L&P in euros (€).  
The main board of Mamtor has been considering divestment of L&P for some time 
and has recently received an informal approach from Stanage Co, one of L&P’s 
main competitors.  The directors of Mamtor are now interested in ascertaining an 
appropriate price for the sale of its shares in L&P and are considering using both a 
free cash flow (FCF) method and a Calculated Intangible Value (CIV) method to 
establish a value for L&P’s equity.  
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Question 2 continued  
 
Exhibit 2: Relevant information for the FCF valuation  
Reported operating cash flows in the most recent accounting period were:  

 Cash inflows (revenue):  US$ 140 million  
 Cash outflows (costs):     
     Invoiced in US$     US$ 32 million  
     Invoiced in €            € 36 million  
 
Additional information:  
• L&P is funded wholly by equity.  
• It is anticipated that operating cash flows will increase by 10% per year for the 

next three years and then by 5% per year in perpetuity thereafter.  
• L&P is committed to a contract to acquire a piece of machinery for € 30 million 

next week, which will be used in the business for a significant number of years 
and will thus have a residual value of zero.  Special tax depreciation 
allowances are available on this type of machinery on a straight-line basis over 
three years.  

• It is anticipated that € 5 million will be spent in the coming year on ongoing 
investment in non‐current assets and working capital necessary to maintain 
L&P’s operations.  The annual investment will then grow at 5% per year in 
perpetuity.  

• All cash flows, other than the initial purchase of the machinery can be assumed 
to occur at the end of the year to which they relate.  

• The spot exchange rate is currently € 1 = US$ 1.3000.  It can be assumed that 
the exchange rate will remain constant.  

• The weighted average cost of capital can be assumed to be 14% for Mamtor 
and 10%  
for L&P.    

• The tax rate applicable to L&P is 30%.  Tax is paid in € in the year in which the 
tax is incurred.  
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Question 2 continued  
 
Exhibit 3: CIV valuation  
The directors of Mamtor have already calculated a value for L&P’s intangible assets 
using the  
CIV method. This calculation is given below.  All averages relate to results over the 
last three years.  

  € million  
Average profit before tax for L&P  44.10  
Industry average return on tangible assets of 
11%  

  

multiplied by average L&P tangible assets of € 
325m  

(35.75)   

(= 11% × € 325 million)  ––––––  
Value spread   8.35  
Less tax at 30%  (2.51)  
  ––––––  
Post tax value spread   5.84  
  ––––––  
  

The post‐tax value spread is then discounted at L&P’s weighted average cost of 
capital of 10% to give a CIV value of € 58.40 million (= € 5.84 million/0.10).   
A value for L&P is obtained by adding the CIV value of intangible assets to L&P’s 
tangible net asset value of € 295.00 million to give a total value of € 353.40 million.    
(Where € 353.40 million = € 58.40 million + € 295.00 million.)  

 
Required:  
(a) Calculate a value for L&P in € using the free cash flow to firm methodology. 

(5 marks)  
(b) Explain:   

• The types of intangible asset that L&P is likely to hold.  
• The rationale behind the CIV method of valuing intangible assets. 

(10 marks) 
  

(c) Compare and contrast the validity of the DCF and CIV valuations of L&P for 
the purpose of establishing an appropriate asking price for the sale of L&P.  

(5 marks)  
 

Professional marks will be awarded for the demonstration of skill in analysis 
and evaluation, and commercial acumen in your answer.  

     (5 marks)  
            (Total: 25 marks)  

 End of Question 2 
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Question 3 
The capital structure of Keane Plc is as follows: 
      
                                                                                   £ 
 
 9% Debenture   5,850,000 
 5,000,000 Ordinary Shares 27,690,000 
 200,000 7% Preference Shares of £10 1,950,000 
 Retained Earnings   3,510,000 
      ________ 
 
       £39,000,000 
      ======== 
The Company pays tax at the rate of 35%. 
The debentures are selling at par. 
The current market price of the preference shares is £25. 
The dividend paid on the ordinary shares this year is £2.50. 
Of the 5,000,000 ordinary shares in circulation 1,500,000 were recently issued. The 
shares at that time were trading at a price £6.50. 
An investment bank had undertaken the new issue for a commission of 7.5%. 
 
The company expects to see a growth of 8% in dividends in the coming year. 
 
You are required to: 
 
a) Calculate the company’s Weighted Average Cost of Capital. 

 (12 Marks) 
 

b) Critically evaluate the usefulness of Weighted Average Cost of Capital. 
 (3 Marks) 
 

c) The company is considering investing in new equipment to the value of 
£2,000,000. Evaluate the best way to raise this finance. 

 (5 Marks) 
 
 (d) In relation to the Capital Asset Pricing Model elucidate the relevance 
      of Beta.  
                                                                                                                     (5 marks)  
 
                                                                                                           (Total 25 Marks) 
 

END OF QUESTIONS 
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Formulae Sheet continued 
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