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SECTION A - QUESTION 1  

a) Evaluation 

Part (i) – Is the construction of a factory to manufacture clothes in India a worthwhile 

project from the perspective of Luxury Fever’s shareholders?  

 

- We evaluate this question by computing the Net Present Value of the cash flows 

anticipated from the project. 

- We first compute the appropriate discount rate.  

- We can then compute its cost of capital as the cost of equity using the CAPM formula. 

Ke= e(ri) = rf+ βi{e(rm) – rf} 

 

 Calculation of the cost of capital for Luxury Fever 

 

 

 

We next use the information in the question to project the cash flows and discount them at 

6%. 

 

Luxury Fever 

Option 1 - Organic Growth in the India   $’000 

 

Time 0 1 2 3 4 5 
Machinery -1000      
Land -1000      
Buildings -500 -1500     
Rent -30      
Transfer of  
Machinery 

-10      

Contribution  1000 2000 2500 2500 1250 
FC  -100 -100 -100 -100 -100 
Prod.Mnger  -80 -80 -80 -80 -80 
Operatives  -200 -400 -400 -400 -320 
Redundancy      -80 
Air fares  -24 -24 -24 -24 -24 
Fixed Royalty  -50 -50 -50 -50 -50 
NCF -2,530 -964 1346 1846 1846 596 
Discount rate 1.000 1.060 1.124 1.191 1.262 1.338 
DCF -2,530.00 -909.43 1,197.94 1,549.94 1,462.20 445.37 
Cumulative DCF  -3,439.43 -2,241.50 -691.56 770.64 1,216.01 
 

NPV = 1216.01 

The project has a positive NPV and therefore must be accepted. 

Rf 1.5 
Beta 0.9 
Rm-Rf 5 
Cost of capital (ke) 6 
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Part (ii) – Alternative option of purchasing Good Clothing PLC at $6 per share. 

 

First we estimate the value of Good Clothing PLC by estimating its free cash flow and 

discounting this at its cost of capital. The cost of capital of Good Clothing PLC is estimated 

as follows. Since the corporate tax rate in India is 35% we do allow for this benefit. 

 

Rf 0.61 
Rm-Rf 5 
Beta 0.95 
Cost of Equity 5.36 
Cost of debt (kd*(1-T)) 2.6 
  
Market value of equity (USD) 53 
Value of debt (USD) 8 
Value of Good Clothing PLC (USD) 61 
  
E/V 0.868852 
D/V 0.131148 
  
WACC 4.998033 
E/V*Ke 4.657049 
E/V*Kd (1-T) 0.340984 
WACC 4.998033 

 

We use the WACC to discount the after tax FCF from operations in order to get the 

enterprise value.  We then subtract the value of debt to get the value of equity. The 

suggested solution checks these calculations by discounting the residual operating income 

and gets the same value for equity. 
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It is clear from the above that the company is worth pretty much what it is trading for. If one 

were to take the $5.23 as an exact amount (which it is not – it is only an estimate) one would 

say Good Clothing PLC is slightly overvalued by the market. This would suggest that Luxury 

Fever should not purchase Good Clothing PLC since it will have to have a premium (i.e. 

more than the current market price) to gain control. 

 

b) Luxury Fever’s possible expansion to India 

We have not yet taken account of the synergies that the purchase of Good Clothing PLC 

would bring. The benefits are given as a $1 million saving on the cost of the factory and 

increased sales in both years 1 and 2 of 100,000 units. These increased sales would give 

incremental cash flows of $500,000 in each year. The present value of these incremental 

cash flows discounted at 6% is $471,698 + $444,998 = $916,696.  Therefore we can add 

approximately $1.92 dollars to the value of Good Clothing PLC.   

 

The overpayment per share is 77 cent if Luxury Fever purchases Good Clothing PLC for $6 

per share.  So the overall overpayment for Good Clothing PLC’s 10 million shares is 

$7,700,000.  A check on this figure is that Good Clothing PLC is currently trading at $53 

million but is worth $52.3. The difference is $700,000.  But Luxury Fever would have to pay 

a premium for control of $7 million ($60m less $53m).  There is an overall cost here of $7.7 
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million dollars which outweigh the benefits of $1.92 gained through synergies.  Accordingly, 

the recommendation must be to expand into India but unless a cheaper alternative can be 

found to Good Clothing PLC it would be best to set up a green field site in India.  

 

Marking Scheme 

 

a) Evaluations 

i) Projection of cash flows and discounting them 0-15 marks 

Calculation of NPV and conclusion 0-5 marks 

ii) Cost of equity 0-2 marks 

Cost of debt 0-2 marks 

Calculation of WACC 0-2 marks 

Computation of free cash flow 0-5 marks 

Terminal value and present value of terminal value (PVTV) 0-3 marks 

Value per share 0-2 marks 

Comment and suggestion 0-4 marks 

b) Synergies associated with the acquisition – 1 mark per valid point to a maximum of 4 

marks. 

 Saving on the cost of the factory 

 Increased sales and incremental cash flows 

c) Costs and cash out flows associated with the acquisition - 1 mark per valid point to a 

maximum of 4 marks. 

 Over payment for Good Clothing PLC 

 Premium 

Cost vs. benefit and conclusion 0-2 marks  

Total 50 marks for question 1 
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SECTION B – QUESTION 2 

a) Agency Theory 
Agency theory examines the conflicts of interests between people with different interests in 
the same company. Key examples of this include the conflicts between the shareholders 
and managers of companies and/or shareholders and bond holders. The theory explains the 
relationship between principals, such as shareholders, and agents, such as a company's 
managers. In this relationship the theory attempts to deal with two specific problems:  how to 
align the goals of the principal so that they are not in conflict (agency problem), and that the 
principal and agent reconcile tolerances of risk.  
 
Thus in relation to the potential acquisition of Good Clothing PLC, agency theory could apply 
between Martha (and her management team) and the shareholders depending if there is 
more share capital to fund the new venture than debt capital. It will also depend on what 
percentage of the share capital Luxury Fever has.  If Luxury Fever is not the majority 
shareholder in the new venture then it could be the agent in this case and thus there could 
be agency costs involved in the new venture. 

 
Agency costs are defined as those costs borne by shareholders to encourage CEOs and 
senior managers to maximize shareholder wealth rather than behave in their own self-
interests. There are three major types of agency costs:  
- Expenditures to monitor managerial activities, such as audit costs;  
- Expenditures to structure the organisation in a way that will limit undesirable managerial 

behaviour, such as appointing outside members to the board of directors or restructuring 
the company's business units and management hierarchy;  

- Opportunity costs which are incurred when shareholder-imposed restrictions, such as 
requirements for shareholder votes on specific issues, limit the ability of managers to 
take actions that advance shareholder wealth.   
 

If Luxury Fever is not the majority shareholder in the new entity it is quite possible that the 
above type of costs would exist which in turn could have a negative profit impact for Luxury 
Fever going forward. If the acquisition goes ahead and Luxury Fever perceives a potential 
conflict between the principals (i.e the shareholders) and the agent, Luxury Fever may try to 
alleviate the problem in relation to constructive dialogue surrounding dividends being paid 
out, dividends be retained for future capital investment purposes to grow the business etc. 

 
b) Surplus cash 

Obviously a company with insufficient cash can be in trouble but this is certainly not the 
case for Luxury Fever’s business. Martha might be personally concerned about having too 
much cash but her shareholders shouldn’t have any concern at all. For example if Luxury 
Fever cannot invest in positive NPV projects then the company could return the surplus 
cash to its share holders in the form of special dividends or indeed in the form of share 
repurchase scheme. 

 
One possible explanation why Martha might be worrying about too much cash is that she 
could personally be worrying that having too much cash means that she is not being clever 
in how to invest her capital. 
 
One of the potential problems facing Martha is she doesn’t either invest her capital or uses 
the excess cash in the form of dividends is that Luxury Fever may become a potential 
takeover target. However the latter might be a good situation from the shareholders of 
Luxury Fever but could be a concern for Martha and her senior management team. Thus in 
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this type of scenario the shareholders might get a higher return on their investments and 
some of the senior managers might in fact lose their jobs. 
 
Overall, it might be argued that if Luxury Fever doesn’t acquire Good Clothing, they might 
return the surplus cash to the shareholders but be aware that giving the share holders extra 
dividends might in fact increase their future expectations. 
 
Marking scheme 
a) Principal and agent relationship in agency theory 0-3 marks 

Application of agency theory in the context of Luxury Fever 0-3 marks 
Agency costs 0-3 marks 
Potential conflicts 0-3 marks 

b) 2 marks per valid point up to a maximum of 13 marks. 
 
Total 25 marks for question 2 
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QUESTION 3 

a) Foreign exchange risks  
Luxury Fever sells its products in Armenia, the UK and EU countries. Therefore if the euro 
strengthens against other currencies, Luxury Fever’s competitor products will be relatively 
cheaper than of Luxury Fever.  Thus even if Luxury Fever did not export it would still be 
exposed to fx risk.  This type of risk is long run economic exposure.  
 
Luxury Fever also exports to the UK.  It has two types of economic exposure here.  There is 
the long run price exposure if sterling changes value.  If sterling depreciates against the 
euro it will be more difficult for Luxury Fever to compete based on price.  If sterling 
appreciates it will make Luxury Fever more competitive.   An Armenian exporter to the UK 
will typically have to invoice its customers in sterling.  Accordingly, a sterling price will be set 
but the euro equivalent will not be received for a number of months.  This makes the precise 
amount of euro to be received from a sale uncertain.   

 
1. Economic exposure to sterling – best borrow in sterling – but Luxury Fever has no need 

of borrowing so this is not really an option.   
2. Transactions exposure – financial hedges – sell sterling forward or money market 

hedge. Overall stay flexible and have a sterling bank account and monitor the cash flows 
to be received in that currency in the cash budget.  
 

Finance in dollars – the dollar receipts could be used to repay the dollar loans. The balance 
sheet would suggest however that no borrowings are required (the purchase of Good 
Clothing PLC is not recommended and the cost of the green field site and building the 
factory is only about $2.5 million).    
 
Nonetheless there is a distinct corporate tax advantage to borrowing in India as well.  Thus 
borrowing should be seriously considered. This is especially so since there is clear debt 
capacity and the tax shield of debt ought to be valuable in India. This approach would result 
in a substantial once off dividend being paid.  This is a good scenario for the shareholders – 
thoughtful expansion with a positive NPV project and returns at the same time in the form of 
dividends 

 
b) Classification of the acquisition of Good Clothing  

As Good Clothing PLC is in the same business, the manufacturing of clothes, it could be 
classified as a horizontal merger. Good Clothing PLC is operating in a different country to 
Luxury Fever therefore it can be classified as an international merger. The premise behind 
the acquisition of Good Clothing PLC is to allow Luxury Fever access to its distribution 
channels in India: this should provide quicker sales penetration to the Indian market. 
Accordingly, the proposed acquisition could be classified as synergistic rather than 
disciplinary. 
Marking scheme  

a) 1 mark per valid point up to a maximum of 7 for currency risks and 1 mark per valid point 

for currency risk mitigation. 

- Risks due to log run economic exposure and transaction exposure 

- Currency strengthening will result in the price reduction of other imports 

- Advantages of borrowing in India  

- Financing in Dollars 

b) 1 mark per valid point up to a maximum of 10 marks. 

 

Total 25 marks per question 
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QUESTION 4 

a) Main principles of diversification 
From a perusal of the capital markets we note that investors do not hold securities in 
isolation.  They tend to hold a number of securities in different companies at the same time 
i.e. they hold portfolios.  A portfolio is simply a holding of a number of different securities.   
 
Why do investors do this? It can be shown that by diversifying one's wealth across a number 
of different securities one can reduce risk (variance of returns) without sacrificing expected 
returns.  Intuitively we have a situation where some securities in a portfolio will be doing well 
while others will be doing badly.  This will dampen down (reduce) the variability in the 
portfolios returns.  
 
To explore this further we need to know how the variance of a portfolio is calculated. The 
crucial inputs into the calculation of the variance or risk of a portfolio are the correlation 
coefficients between the securities that comprise the portfolio and the number of securities 
in the portfolio.  
 
Typically investors will have more than two shares in their portfolios.  It can be shown that 
provided that the shares are not perfectly positively correlated (i.e. ρ = 1) the greater the 
number of shares the lower the risk of the portfolio.  However the risk reduction from 
diversification is a diminishing function of the number of shares in the portfolio.  That is 
adding an additional share to a randomly chosen ten security portfolio is likely to reduce the 
risk of that portfolio by more than that achieved by adding the same security to a randomly 
chosen 100 security portfolio.  This is because the extra share will almost certainly be more 
highly correlated with the larger portfolio.  
 
Diversification will tend to eliminate the risk pertaining individual company circumstances.  
The risk of a large well-diversified portfolio will depend more on general business conditions 
rather than the prospects of any individual share. All shares are affected by general 
economic conditions so any share is likely to be more highly correlated with such a portfolio 
than with a ten-security portfolio.   

 
b) Is purchasing a business from another industry beneficial? 

Conglomerate diversification is not a good reason for a takeover. There are two essential 
points to be made in answering this question.  
1. Firms usually have to pay a premium for control.  So it will be more expensive for a firm 

to purchase another firm than for the shareholders of the purchasing firm to buy some 
shares in the target firm.  

2. Shareholders are generally institutions who will be well-diversified.  They don’t need 
Luxury Fever to do something for them that they could do more cheaply themselves. A 
minor supplemental point is that Luxury Fever has no expertise in the Brewing industry 
so it is difficult to see how they can add any value with the takeover of the breweries. 

 
Marking scheme 

a) 1 mark per valid point up to a maximum of 10 marks. 

b) 2 marks per valid point up to a maximum of 10 marks. 

0-5 marks for your conclusion.  

 

Total 25 marks for question 4 


