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1 Read Source A in the insert.
(a) Calculate:

(i) the net present value (NPV) of the dig
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(ii) the payback period

(iii) the accounting rate of return (ARR).
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(b) Advise Barry whether or not he should go ahead with the dig in the farmer’s field. Justify your
answer.

............................................................................................................................................. [7]
(c) State two disadvantages of using ARR for investment decisions.
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[Total: 25]
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2 Read Source B in the insert.

(a) Prepare the production budget (in units) for each of the months from January to April.

(b) Explain how the budgeted revenue for the four months from January to April should be
calculated.
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Additional information

At present, storage space is limited, such that the maximum number of units which can be held in
inventory is 3200.

(c) Advise the directors of the company whether or not they should invest in a new, larger storage
facility. Justify your answer.
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Additional information

Each unit requires two kilos of direct material. The production manager expects that this material
will cost $6 per kilo in January and $7 per kilo thereafter. No inventory of direct material is kept.

Half of the purchases are paid for in the month of purchase. The remainder are paid for in the
following month.

(d) Prepare the trade payables budget for each of the months of February and March. Include

the balance of trade payables at the beginning and the end of each month. Assume that
production is still as in your answer to part (a).

Additional information

The directors are considering asking the company’s suppliers to introduce a cash discount of 4%
on payments made in the month of purchase.

(e) Explain how this change would affect the budgeted statement of profit or loss.

[Total: 25]
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