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SECTION A – THIS ONE QUESTION IS COMPULSORY AND MUST BE 
ATTEMPTED   

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

• Orion Co expansion plans 

• Financial details of the project  

• Follow-on option 

 

Exhibit 1: Orion Co expansion plans 

Orion Co is a US-based manufacturer of electric scooters, with the functional currency 

being the US dollar ($).  

The company’s board has decided to expand into South America by launching a five-year 

project involving the establishment of a new production facility in Lordavia where the 

currency is the Lordavia Peso (LP).  

Lordavia has experienced rapid economic growth in recent years, supported by 

government incentives that have attracted significant investment in manufacturing and 

technology. The country has a large pool of skilled labour and many modern, state-of-the-

art industrial facilities.  

Market research, which has cost $400,000 to date, indicates that although demand for 

electric scooters in Lordavia is currently limited, it is expected to grow substantially in the 

coming years. 

Exhibit 2: Financial details of the project 

Orion Co intends to invest 5 million LP to purchase a factory in Lordavia plus an additional 

1 million LP for new production machinery and equipment. These payments will be made 

immediately.  

At the end of five years, the machinery and equipment will have a residual value of 

100,000 LP, while the factory will be worth 3.5 million LP. Working capital of 0.6 million LP 

will also be required immediately, rising annually in line with Lordavia inflation and 

recovered in the final year.  

 

Question 1 continues over the page – Please turn the page 
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Question 1 continued  

Projected sales volumes in Lordavia are as follows: 

 

Year 1: 17,000 units 

Year 2: 28,000 units 

Year 3: 32,000 units 

Year 4: 37,000 units 

Year 5: 35,000 units 

 

In Year 1, the unit selling price is expected to be 150 LP, increasing by 5% annually. The 

unit variable cost in Year 1 is 45 LP, while fixed costs in Year 1 are forecast to be 1.2 

million LP, both inflating in line with Lordavia n inflation. 

In addition, the US business expects to achieve an incremental pre-tax contribution of 

$0.15 million in Year 1 from improvements in production methods based on Lordavia n 

practices. This contribution will rise annually with US inflation. 

Taxation: Lordavia applies corporation tax at 20%, while the US rate is 25%. Both 

countries tax profits in the year they arise, and both allow loss relief against future profits. 

A bilateral tax treaty exists. Tax depreciation on machinery and equipment is at 20% 

straight-line, with a balancing adjustment on disposal. The factory is not eligible for tax 

depreciation. 

Other information: The current spot exchange rate is 2.68 LP/$1. Inflation is expected to 

be 2% annually in the US and 9% annually in Lordavia.  

The appropriate cost of capital for this project is 8%. 

Exhibit 3: Follow-on option 

If successful, the initial Lordavia project may enable Orion Co to expand further by opening 

a second factory in four years’ time. This follow-on investment would require $3 million 

and is expected to generate an annual after-tax return of $0.4 million in perpetuity from 

Year 5. The standard deviation of the follow-on cash flows is estimated at 32%, with a 

risk-free rate of 5%. The business risk profile is expected to be similar to that of the initial 

project. 

 

 

Question 1 continues over the page – Please turn the page 
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Question 1 continued  

 

Required: 

a. Prepare a report for the Board of Orion Co in which you: 

i. Calculate the net present value of the initial investment, excluding the 

follow-on option. Show all workings.        (17 marks) 

ii. Calculate the total value of the project, including the follow-on option.  

               (5 marks) 

iii. Discuss the assumptions and approach used in (i) and (ii) above, and 

recommend whether Orion Co should proceed.      (10 marks)  

 

b. The CEO of Orion Co has expressed concern that past investment decisions by 

the board showed signs of behavioural bias.  

Explain the following terms: ‘gambler’s fallacy’, ‘anchoring’, ‘herd instinct’ 

and ‘confirmation bias’.           (8 marks)  

Professional marks are awarded for clarity, evaluation, skepticism and 

commercial acumen.                 (10 marks) 

(Total: 50 marks) 

 
 

 

 

End of question 1 

Questions continue over the page 

Please turn the page 
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SECTION B – BOTH QUESTIONS ARE COMPULSORY AND MUST BE 
ATTEMPTED   

Question 2  

The following exhibits provide information relevant to the question: 
1. Altura Co background  

2. Proposed divestment  

3. Financial information 

Exhibit 1: Altura Co 
Altura Co is a listed hospitality and retail group based in Genovia. While it built its 
reputation through hotels and restaurants, it has also expanded into the furniture retail 
sector. The furniture division is forecast to make a profit after tax of $39.3 million in Year 
1, representing 28% of Altura Co’s projected total profit after tax. 
 
Exhibit 2: Proposed divestment 
The economy of Genovia has recently slipped into recession. Altura Co’s board is 
concerned that the furniture division will be heavily impacted, so a rapid sale is under 
consideration. The finance director believes a sale premium of only 12% above the current 
free cash flow valuation can be achieved. Sale proceeds are planned to:  
(1) repay Altura Co’s 5% bonds,  
(2) retain $55m in cash, and 
(3) reinvest the remainder in non-current assets. 
 
Exhibit 3: Financial information 
The current free cash flow valuation of the furniture division, based on a WACC of 15% 
and perpetual growth of 1%, is $347.6m. Altura Co’s current summarised SOFP is as 
follows: 
 
Non-current assets: $770.4m 
Current assets: $330.1m 
Total assets: $1,100.5m 
 
Equity: $650m (Share capital $400m, Retained earnings $250m) 
Non-current liabilities: $350m (5% bonds $200m, Bank loans $150m) 
Current liabilities: $100.5m 
Total equity and liabilities: $1,100.5m 
 
 
 
 

Question 2 continues over the page – Please turn the page 
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Question 2 continued  

 
Other information:  

• Bonds trade at par;  

• Book value of furniture assets $220m.  

• Additional cash assets earn 4% pre-tax; reinvestment in non-current assets yields 

15% pre-tax.  

• Food retail sector asset beta is 0.8 (debt beta = 0). Altura Co has 400m $1 shares 

trading at $1.60 each.  

• The FD expects a 5% share price rise post-sale.  

• Bank loans carry 8% interest. Tax rate = 25%. Risk-free rate = 4%. Market risk 

premium = 7%. 

Required: 
 
a) Calculate the likely sales price of the furniture division and demonstrate its 

impact on Altura Co’s SOFP, forecast EPS in Year 1, and weighted average cost 
of capital.     (13 marks) 

b) Evaluate the decision to sell the division.                        (7 marks)  
 
Professional marks awarded for clear evaluation, scepticism and commercial 
acumen.        (5 marks)  
 
      (Total: 25 marks) 
 
 
 
 
 
 

End of question 2 

Questions continue over the page 

Please turn the page 
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Question 3 
  
 
The following exhibits provide information relevant to the question: 

1. Zenith Co and borrowing plans  

2. Market data  

3. Board discussion 

Exhibit 1: Zenith Co and borrowing plans 
Zenith Co is a construction company in Wilcoland. It expects to borrow $30m on 1 
September, to be repaid on 31 January (five months). Due to recent political change and 
recession, interest rates could rise by up to 0.7%. The CEO proposes hedging this risk 
using interest rate futures, options on futures, or a collar. 
 
 
Exhibit 2: Market data 
As at 31 May: 
Base rate = 4%; Zenith borrowing rate = base + 30bps 
3-month $ September futures contracts (size $1m) quoted at 95.88 
Options on 3-month $ futures (size $1m): 
  Strike 95.75 – call 0.47, put 0.31 
  Strike 95.95 – call 0.21, put 0.49 
Settlement is at month-end. Basis reduces linearly to zero. CEO wants only the 95.95 
strike price for the option hedge. 
 
Exhibit 3: Board discussion 
The CFO has suggested exploring OTC products as alternatives to exchange-traded 
futures and options. The board has asked for clarification on the relative benefits and 
drawbacks. 
 
Required: 

a) Recommend a hedging strategy for the $30m borrowing if rates rise 0.7%, 
with calculations and discussion.                                    (15 marks) 

 
b) Discuss pros and cons of exchange-traded futures/options versus OTC 

derivatives.         (5 marks) 
 
Professional marks awarded for analysis, evaluation and scepticism.  

     (5 marks) 
 

    (Total: 25 marks) 
 

END OF QUESTIONS 
FORMULAE SHEET CONTINUED ON THE NEXT PAGE 
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